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4 answers
to the RBA’s

toughest questions

November 2020 | By Chris Rands, Portfolio Manager, Fixed Income, Nikko Asset Management

After six months of sitting on the sidelines, the RBA has finally eased rates. It's left many questioning their
timing. So, we decided to explore what shifted in their thinking through a series of pertinent questions &
answers.

Q1: What was the RBA waiting for?

For the past six months, this has been an extremely difficult question to answer given how subdued the RBA has
been at using unconventional policy compared to offshore. No matter what angle we took when looking for answers,
we kept landing on the same two reasons why they should be doing more:

1. Typically in a recession central banks cut rates 400 to 600 basis points (currently the RBA has cut 100 — 200 bps).
2. Central bank research from offshore confirms that quantitative easing (QE) works.

If QE works and the RBA hasn’t even eased half of the 400 basis points required, why has the RBA been so reluctant to cut?
Fortunately, the RBA provided the answer:

“When the pandemic was at its worst and there were severe restrictions on activity we judged that
there was little to be gained from further monetary easing. The solutions to the problems the country
faced lay elsewhere. As the economy opens up, though, it is reasonable to expect that further monetary
easing would get more traction than was the case earlier.”

—“The Recovery From a Very Uneven Recession”, Phillip Lowe Speech, 15/10/20

As the economy opens up, the RBA believes that easier rates will have more traction. This makes a lot of sense
intuitively, since businesses probably didn’t need a lot of credit when they were operating at a reduced capacity with
significant government support.

You can see this in Chart 1. Business credit spiked in March/April, but has since reduced despite the poor economic
environment. So, even with more easing over the past six months, it is doubtful that it would have encouraged more
borrowing during the period.
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Chart 1 — Australian total business credit
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Source: Bloomberg

This is even more obvious from a personal credit perspective, with the RBA showing credit growth in the personal
sector worse than the GFC. Any effect from further rate cuts over the past six months would have been muted for
personal borrowers.

Chart 2 — Credit growth by sector (year-end)
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Source: Reserve Bank of Australia

This argument, however, does seem to have some inconsistency. For example, does it make sense to not cut rates
over the past three months simply because they might have more effect now? Wouldn’t the low rates still be around
to provide stimulus as the economy reopens?

Regardless of the arguments, the key take away is that the RBA still believes monetary policy and quantitative easing
work. They were just waiting for the opportune time to deploy it.
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Q2: Why wait until the outlook was improving?

The second question worth exploring is: why the RBA cut rates now, given economic forecasts are looking better.
Unemployment likely won’t spike as high as originally expected, Victoria has just reopened, retail sales have been
relatively strong and the worst of it (hopefully) seems to be behind us.

However, the reason to add more support in light of this is due to how “uneven” the recovery of the economy will
be. Some sectors will likely perform well, while others remain in an extremely tough situation. To see how important
this is to the RBA, we only need to look to the title of Governor Lowes’ latest speech: “The Recovery from a Very
Uneven Recession”

Here is what Lowe said at the beginning of that speech:

“I would now like to turn to a second factor that will shape the recovery — that is the shadow cast by
the very uneven nature of the recession that we have been living through. All recessions are uneven,
but this one has been especially so. The government has wisely sought to even things out, but inevitably
we are left with outcomes that are very uneven across the country.”

—“The Recovery From a Very Uneven Recession”, Phillip Lowe Speech, 15/10/20

One obvious place to look for evidence of an uneven recession is the effect on businesses in Australia. Some
businesses have come through the COVID-19 crisis unscathed, while others remain in a perilous position. Chart 3
from the RBA shows the interest coverage ratio of corporates across Australia.

Chart 3 — Corporate debt servicing indicators* (for companies with debt)
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Source: Financial Stability Review October 2020, Reserve Bank of Australia
*Excludes all companies in the resource and financial sectors
**Interest coverage measured as the ration of earnings before interest, tax, depreciation and amortisation (EBITDA) to gross interest payments
The left hand panel of this chart shows that for the bottom 25™ percentile of Australian corporates with debt, the
interest cover ratio is not just negative, but massively so. What does this ratio of -12x mean? That the interest
payable for these companies is 12x larger than the earnings that they are receiving.
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Here is how the RBA describes the position of these firms.

“At least 10—15 per cent of small businesses in the hardest-hit industries still do not have enough cash
on hand to meet their monthly expenses. These businesses are in a tenuous position and are particularly
vulnerable to a further deterioration in trading conditions or the removal of support measures. Survey
evidence indicates that about one-quarter of small businesses currently receiving income support
would close if the support measures were removed now, before an improvement in trading
conditions.”

—Financial Stability Review October 2020, RBA

That last sentence is worth repeating: “Survey evidence indicates that about one-quarter of small businesses
currently receiving income support would close if the support measures were removed now, before an improvement
in trading conditions.”

At the time of writing, JobKeeper and JobSeeker are reducing; the default moratorium has ended, and those with
deferred loans will need to roll them over. In 3 — 6 months’ time, all of these supports could be gone.

The flow-on effect from this is obvious: if conditions don’t improve, then small businesses will need to start closing
down or reducing staff numbers. Recent Australian Bureau of Statistics (ABS) statistics seem to show this is already
happening. When JobKeeper was reduced in October, there was a 2% reduction in small business employment,
taking it back towards May levels.

Chart 4 — Employment by company size

102.0

100.0

98.0

96.0

94.0 2% drop in small

92.0 business employment

90.0 in October when

88.0 JobKeeper was

260 reduced

84.0

82.0
RO S S N S S S S SN S I S S S
& @ e @’b* ®@* & o vo% vo% vo% R

N A I A R AR A A S R AN A AN AR

e )00 employees and over (pts) e nder 20 employees (pts)

Source: Australian Bureau of Statistics, Nikko AM

While there are a large number of businesses operating normally despite the conditions, many are facing a high risk
of closure. Looking at the RBA’s bottom 25™ percentile of businesses, we can surmise that a large percentage of this
group are related to tourism, travel and hospitality. This raises the obvious question in regards to business
conditions improving—when will the Australian borders reopen?

A delayed reopening could pose a substantial risk to many of these companies. JobKeeper is scheduled to end in
March 2021 and given that cases are beginning to spike in Europe, and the fact that the US has never been in control
of the outbreak, the answer could well be that our borders will not be open for tourism until late 2021 or 2022.
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Chart 5 —New COVID-19 cases: Rolling 7-day average
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If we use Victoria as our yardstick to determine how long can it take to get this under control, the answer is months.
In Victoria, cases peaked below one per cent of the daily cases in Europe and the US. Even with the strict lockdown
laws, Victorians spent more than 80 days in lockdown before the situation was deemed to be under control.

Note: the contrast between the 500 rolling-day 7 cases in Chart 6 vs the 50,000+ rolling-day 7 cases in Chart 5.

Chart 6 — Australian COVID-19 cases: Rolling 7-day average
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While there is still the potential that a vaccine could allow borders to reopen earlier, the RBA can’t rely on hope. The
economy will need to do some heavy lifting over the next 3 — 6 months, and that means that small businesses in
exposed sectors—those with the woeful interest coverage ratios shown in Chart 3—are going to need continued
support. This is the uneven recovery.

The other area that the RBA calls out is commercial property, particularly in the retail space. The below chart from
the RBA shows that CBD commercial properties in the retail sector have over 10% vacancies, with all of the other

sectors rising too.
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Chart 7 — Retail vacancy rates* (by property type**)
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Source: Financial Stability Review October 2020, Reserve Bank of Australia
*Vacancy rates for specialty stores.
**Regional centres are anchored by department stores, sub-regional by discount department stores and neighbourhood by supermarkets

Here is the RBA’s comment confirming this could still get worse:

“Vacancy rates for commercial property are rising, putting pressure on commercial landlords... Further
increases in vacancy rates are likely and department stores have accelerated planned closures...
Demand for office space is expected to decline in the near term given staff working from home and
reduced economic activity.”

—Financial Stability Review October 2020, RBA

As the RBA mentions, there is an additional risk that commercial office space in the CBD starts to see rising vacancies
as well. As companies realise that part of their workforces can effectively operate from home, the need for floor
space could reduce. Some of the major banks have indicated they are contemplating reduced floor space, with a
news report in the Australian Financial Review claiming Westpac is thinking about the idea:

“Less is more: Westpac considers downsizing at Barangaroo”

And so the RBA must also keep a watchful eye on commercial property. While it seems to be fairing okay, the same
cannot be said for the outlook.

The impact on vacancy rates is just one example of where you can see unevenness, but there are many other areas
where you see a similar result: the percentage of the home loan market on deferral (~6%) and the fact that
unemployment has hit 15 — 35 year olds the hardest. These types of risks are what the RBA needs to guard against.
While it might not necessarily be the aggregate, there is the potential for risks coming from certain segments of the
economy.

Despite the RBA improving its forecasts compared to a few months ago, this does not mean that it is wrong to be
adding support. The ‘uneven’ nature of the recovery could take a very long time to correct itself and as employment
support is removed, those businesses most impacted by COVID-19 will need support.
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3 — What about financial stability?

Typically when thinking about financial stability, central banks will be concerned about making conditions too easy,
which could lead to excessive risk taking, asset price bubbles or rampant inflation. But the RBA has clearly stated
that their usual concerns have shifted. Here is how Michele Bullock (Assistant RBA Governor responsible for financial
stability) described financial stability late last year:

“”While we at the Reserve Bank do not have responsibility for the supervision of financial institutions,
we do have an important role in monitoring the financial system as a whole and the economy for
financial imbalances that could lead to instability. We typically look at such things as developments in
financial markets, and, in particular, evidence of excessive risk-taking behaviour, the balance sheets of
financial institutions and their resilience to changes in economic circumstances, and household and
business balance sheets. Part of our role is to draw attention to potential risks that might be building
and have an impact on the stability of the financial system.”

—Financial Stability Through the Lens of Business, August 2019

This statement highlights how the RBA monitors the financial system to determine if unnecessary debt is building up.
However more recently Phillip Lowe pointed out that at the moment the risk to financial stability is not excessive risk
taking, it’s the ability of borrowers to repay their debts.

A second issue is the possible effect of further monetary easing on financial stability and longer-term
macroeconomic stability. This is an issue that we have paid close attention to in the past when we were
considering reducing interest rates in a relatively robust economic environment. It remains an
important issue today, but the considerations have changed somewhat. To the extent that an easing
of monetary policy helps people get jobs it will help private sector balance sheets and lessen the
number of problem loans. In so doing, it can reduce financial stability risks.”

—The Recovery from a Very Uneven Recession, October 2020

This describes an RBA that is focussed on ensuring that rates remain low to help borrowers meet their debts. This
means the RBA can be more aggressive than they usually would, as the argument for financial stability is flipped on
its head—the risk isn’t that rates are too low; rather, that they are left too high.

For a central bank that has missed their inflation target for the past four and a half years, and has unemployment
rate at close to 20-year highs, this creates a much longer runway to ease rates without being concerned about
bubbles—especially coming from an RBA that has told us that employment is a key concern:

“The Board views addressing the high rate of unemployment as an important national priority. It will
maintain highly accommodative policy settings as long as is required. “

—RBA Monetary Policy Decision, October 2020
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Chart 8 — Australian core CPI

6.00
5.00
4.00
I\ o
3.00 ,\_/ MV M
2.00 /
Core CPI drops below W-,\.

1.00 .
2% in 2016
O o N N N & N O N 0 OO O 4 N n N < 1D O N 0 OO O
O O O O 0O 0O 0o o oo 0o O d d d d d 93 d d d d4 <
O O O O O O O O O O O O O O O O o o o o o o o
AN AN AN AN AN AN AN AN AN N NN NN NN NN NN NN NN
N &N o N 4 O O 0NN O N & 0o N N +d O O 0N~ VW W
O O O 4 4 4 0 O O O 0O O O 0 o 4 44 4 0 0O O O o
~ ~ ~ S~ ~ ~ ~ S~ ~ ~ S~ ~ ~ S~ S~ ~ S~ ~ ~ ~ S~ ~ ~
- i i - - i - - i Ll - i - - - i - i i - - i -
@ Core CPl  ——RBA Band
Source: Bloomberg
Chart 9 — Australian unemployment
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We believe the shift in the RBA’s thinking on this issue comes from the slow unwind of fiscal support for the
household sector. As JobKeeper and JobSeeker are removed, the RBA will seek to ensure that they can mitigate the
financial stability concerns of the borrowers potentially defaulting. Inflating asset price bubbles when the economy
has had its largest contraction in decades is obviously the least of its concerns.
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4 —The Prisoners Dilemma: Who cares what other central banks are doing?

The final question is to look at whether the RBA has come to the realisation that they can’t be the only central bank
that does not use unconventional policies, as it will work against the economy. Put simply, if every other central
bank is doing QE apart from us, then our interest rate curve will remain steep and the Australian dollar will start
appreciating. Both of these will make economic conditions tighter and jeopardise our recovery.

Here is the statement that nodded to the RBA taking more notice of those offshore:

‘A third issue is what is happening internationally with monetary policy. Australia is a mid-sized open
economy in an interconnected world, so what happens abroad has an impact here on both our
exchange rate and our yield curve. In the past, the interest differentials provided a reasonable gauge
to the relative stance of monetary policy across countries. Today, things are not so straightforward,
with monetary policy also working through balance sheet expansion. As | noted earlier, our balance
sheet has increased considerably since March, but larger increases have occurred in other countries.
We are considering the implications of this as we work through our own options.’

—The Recovery from a Very Uneven Recession, October 2020

Another shift coming from the RBA is that they need to look at the effects of monetary policy offshore to determine
how that can affect our relative position. In our opinion, this should not have changed over the past six months, as
the impacts of easier policy offshore has been talked about for years. However, given the COVID-19 crisis globally is
persisting longer than some had thought, perhaps this means the RBA is settling in for the long haul and taking more
notice of what the policy differentials could mean.

Final point: How long could this last?

This commentary from the RBA really helps clarify why they are now shifting to a position of additional easing, which
can be summed up by four ideas:

Monetary policy should be more effective now businesses are reopening.

The recovery of the economy will be extremely uneven and some sectors will require significant support.
The usual arguments around financial stability are not particularly relevant at this time.

Everyone else is doing it.

b

Which brings us to the final point: just how long could this low interest rate period last? At the moment, this is an
extremely hard question to answer but, simply speaking, it should be at least three years and an argument could be
made for 10. The RBA at least agrees with the shorter end of the time frame.

‘Given the outlook, the Board is not expecting to increase the cash rate for at least three years.’
—NMonetary Policy Decision, November 2020

Without getting into the specifics of how long an economic recovery could take, let’s look at the experience of the 10
largest developed markets that have cut rates to zero.

Table 1 shows that Japan and other European countries that cut to zero have not been able to get off zero rates (and
in some cases went negative). Japan and Switzerland are approaching 10 years of zero or lower rates, while the
Eurozone will soon be approaching their seven-year anniversary.

Table 1 — Cash rates to zero (and back again?)

Cash rate lifted
United States 2008 2015
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Japan 2011 -
Germany 2014 -
United Kingdom 2016 2018
France 2014 -
Italy 2014 -
Canada 2009 2010
Spain 2014 -
Netherlands 2014 -
Switzerland 2011 -

Source: Bloomberg, Nikko AM

For the countries that could get off zero (US, UK and Canada), the zero rate experience was short lived for the UK
and Canada (about two years each), but was close to seven years for the US. Chart 20 shows the cash rate
experience for these three countries over the past 15 years.

Chart 10 — Comparison cash rates: US/UK/Canada
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Source: Bloomberg, Nikko AM

There are a few points worth noting here. Firstly, for the bulk of the past 10 years, cash rates across these countries
have been 1% or lower. Secondly, while Canada (turquoise line) was able to get away from a zero cash rate in 2010,
it was not able to push rates through 1% for seven years. Thirdly, while the UK (navy line) avoided a zero cash rates
for some time, it ranged between 0.25% and 0.75% for 10 years. Finally, only during the 3-year period of 2016 to
2019 were rates able to rise meaningfully in Canada and the US.

When we look at this, even if Australia is able to avoid the fate of Europe and Japan, a compelling argument can be
made that the cash rate will remain below 1% for 5+ years. And if it is anything like the US after the GFC, this should
see the cash rate remain at the zero lower bound for 5 — 7 years.
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Important information: This material was prepared and is issued by Nikko AM Limited ABN 99 003 376 252 AFSL No: 237563 (Nikko AM Australia). Nikko AM Australia
is part of the Nikko AM Group. The information contained in this material is of a general nature only and does not constitute personal advice, nor does it constitute an
offer of any financial product. It is for the use of researchers, licensed financial advisers and their authorised representatives, and does not take into account the
objectives, financial situation or needs of any individual. The information in this material has been prepared from what is considered to be reliable information, but
the accuracy and integrity of the information is not guaranteed. Figures, charts, opinions and other data, including statistics, in this material are current as at the date
of publication, unless stated otherwise. The graphs and figures contained in this material include either past or backdated data, and make no promise of future
investment returns. Past performance is not an indicator of future performance. Any economic or market forecasts are not guaranteed. Any references to particular
securities or sectors are for illustrative purposes only and are as at the date of publication of this material. This is not a recommendation in relation to any named
securities or sectors and no warranty or guarantee is provided.

Insights by Australian Fund Monitors Pty Ltd (AFM) provides investors and advisors with commentary and articles originated and provided by
fund managers and other contributors. The views and opinions contained within each Insights article are those of the contributor and do not
necessarily reflect those of AFM. www.fundmonitors.com.

Disclaimer: Australian Fund Monitors Pty Ltd, holds AFS Licence number 324476. The information contained herein is general in its nature only and does not and
cannot take into account an investor's financial position or requirements. Investors should therefore seek appropriate advice prior to making any decisions to
invest in any product contained herein. Australian Fund Monitors Pty Ltd is not, and will not be held responsible for investment decisions made by investors, and
is not responsible for the performance of any investment made by any investor, notwithstanding that it may be providing information and or monitoring services
to that investor. This information is collated from a variety of sources and we cannot be held responsible for any errors or omissions. Australian Fund Monitors
Pty Ltd, A.C.N. 122 226 724
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