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CANADA AND AUSTRALIA ARE NOT THE SAME

Over the past five months Canada has begun an interest rate
tightening cycle, delivering two rate hikes in July and
September to take the cash rate to 1%. From an economic
perspective Canada and Australia share some common
features which make them comparable for international
investors as ‘developed commodity producing countries’. As
such, it is often expected that the two economies will have
similar timings for their interest rate cycles, with the direction
for rates being broadly similar in both countries. We would
caution against this view and note that the current
performance of the Australian economy is substantially
different to the Canadian economy, making comparisons of
interest rate movements more nuanced than generalisations
would suggest. This partly reflects the fact that Australia has
become increasingly exposed to Asia (and in particular China),
while Canada remains exposed to the United States which is
currently seeing cyclically strong growth. This suggests that
Australia and Canada are not in fact the same.

What are the similarities?

Canada and Australia share a number of similar structural
features and this often leads them to being compared. This
includes the reliance on commodity prices, levels of household
debt, GDP per capita, currency performance and exposure (via
exports) to large external economies.

From a broad perspective the two economies have similar
levels of Gross Domestic Product (GDP) at USD 1.5 trillion for
Canada and USD 1.2 trillion for Australia, with comparable
sized populations of 36 and 24 million people respectively.
When defining this in GDP per capita, it shows two economies
which have similar levels of income and have largely been on
the same trajectory for 40 odd years, as shown in Chart 1. In
both cases GDP per capita grew rapidly from the year 2000 to
2011 as commodity prices fuelled strong growth. While
Australia outperformed Canada for a number of years after the
Global Financial Crisis, it has subsequently moved back
towards the low USD 50,000 per capita range reflecting the
fact that Asia showed strong growth from 2010 to 2013 where
Australia has greater exposure than Canada.

Chart 1: GDP per Capita (USD)
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On the commodity front, both countries have large
commodity bases which create large volumes of exports. In
Canada this is predominantly in the form of oil and for
Australia it is iron ore. Given commodity prices are highly
correlated (see Chart 2), the two economies see related drivers
affecting their main exports, despite the fact that they are
exported to different locations. For Australia, its exports go
mostly to Asia with over 70% of exports going to that region,
while in Canada over 70% of their exports go to the United
States. Hence the primary export locations are vastly different.

Chart 2: Key Commodity Prices
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The third similarity between the two economies is household
debt, which has been rising for a number of years and is higher
than in 2008, as shown in Chart 3 below. This dynamic has led
house prices to consistently rise in both countries, with
average prices in certain cities rising to over one million
dollars. The high level of debt and house prices has raised
concerns from international organisations such as the Bank of
International Settlements (BIS) about potential vulnerabilities.
This is because households in both economies have become
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increasingly exposed to interest rates and has created the
potential to make rate rises in either economy troublesome.

Chart 3: Household Debt to GDP
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Because of the abovementioned similarities, international
investors often think of the two economies as very alike from
an economic perspective. This can be seen in the performance
of the currencies which have become highly correlated over
the past five years and traded in a very tight range (see Chart
4). However we believe a more nuanced approach needs to be
used when discussing the economic performance of both
countries. As will be shown below, the two economies are
currently in very different stages of the economic cycle.

Chart 4: Currency Performance
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What is different?

Despite the identified structural similarities, the Australian and
Canadian economies are currently in two different stages of
the economic cycle. Over the past two years Canada has
largely produced superior economic statistics relative to
Australia, to create a picture of an improving Canadian
economy versus a relatively stable Australian economy. The
most likely explanation for this is that the Australian economy
is more exposed to Asia, and in particular China, which has
slowed from its lofty growth levels in 2011-2014, while Canada
is more exposed to the United States which has been
observing a cyclical upswing over the past 18 months.

The first of these differences can be seen clearly in real GDP
statistics, as seen in Chart 5 below. Canada has recently seen its
GDP accelerate from roughly 0-1% in 2015/2016 to around 3-
4% in 2017. For Canada this represents a huge turnaround in
the economy and in mid-2017 this was its fastest economic
growth in over 15 years. Australia on the other hand has seen
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GDP growth slow from the mid 2% level in 2015/2016 to less
than 2% in 2017, the slowest growth since 2009. When
expressing this as a differential (i.e. Canada - Australia) Canada
is observing its strongest outperformance in 17 years,
highlighting that the Canadian economy is currently
performing far more strongly than Australia.

Chart 5: Real GDP Growth
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On the inflation front the outperformance of the Canadian
economy is not quite as evident, but this must also be viewed
against each central banks respective inflation target. At the
moment both Australia and Canada are experiencing rising
inflation, running at the high 1% level. This is somewhat
underwhelming for Australia as it has historically had higher
inflation than Canada.

The important point to note here is that the two central banks
have different inflation targets. In Australia the Reserve Bank
targets 2-3% while the Bank of Canada targets a 2% midpoint
within a 1-3% band. For the central banks this means that
Canada is currently sitting above their inflation target, while
Australia has essentially been below the 2-3% band for three
years, after having this occur only a handful of times since
2000. The distance of each country’s inflation rate from the
bottom of their respective inflation bands is shown in Chart 6
below. This depicts the notion that Canada is achieving its
inflation target while Australia has witnessed its longest period
of missing its inflation goal.

Chart 6: Inflation Rate vs Inflation Band
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In terms of retail sales, again the Canadian economy is far
outperforming Australia. Data shows that retail sales reached
7% in Canada compared to 2% in Australia, representing 5%
faster retail sales growth in the Canadian economy, as shown
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in Chart 7 below. A number of segments such as motor
vehicles (+12%), electronics (+9%), clothing (+9%) and sports
goods (+7%) are all showing robust growth in Canada
compared to lacklustre performance in Australian sectors
including household goods (+0%), department stores (+1%)
and restaurants (+1%). This creates two very different pictures
of consumption, as Australia has been in a down trend for two
years, compared to an uptrend of two years in Canada.

Chart 7: Retail Sales
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The final metric which shows continued outperformance in
Canada is the unemployment rate. While both countries have
had relatively strong employment figures, the Canadian
unemployment rate has fallen to close to 10 year lows
compared to Australia, which still remains 1.5% above the
unemployment level 10 years ago. As Chart 8 below shows, the
outperformance in Canada began in 2015 and has driven the
unemployment differential to relatively low levels. This shows
that while employment has been strong in both countries, it
has been particularly strong in Canada.

Chart 8: Unemployment Rate
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What does this all mean?

The abovementioned differences show that while the two
economies share some structural similarities, they remain at
distinctively different stages of the economic cycle reflecting
exposures to different geographic locations. In 2014, Canada
cut interest rates before Australia and this lead to falling cash
rate expectations in 12 months-time. More recently, as Canada
increased the cash rate in 2017, Australian cash rate
expectations have also begun to rise. Since Canada is
outperforming Australia across many key economic statistics, it
should not be taken as a given that Australia is also about to
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begin an interest rate tightening cycle. In order for this to
occur, a number of economic data points will need to improve,
particularly inflation and consumption and this will require a
continued improvement in Asian economies with particular
emphasis on China.

Furthermore, as long as the Canadian economy continues to
perform strongly it raises the chances that their tightening
cycle will continue and potentially reduce the cash rate
differential between the two economies.

In this environment we expect that Australian bonds should
continue to outperform their Canadian counterparts, which
have been selling off as the cash rate rises. The performance of
3-year bond yields is shown below in Chart 9.

Chart 9: 3-year Bond Yields
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Important Information

This document is prepared by Nikko Asset Management Co., Ltd.
and/or its affiliates (Nikko AM) and is for distribution only under such
circumstances as may be permitted by applicable laws. This document
does not constitute investment advice or a personal recommendation
and it does not consider in any way the suitability or appropriateness
of the subject matter for the individual circumstances of any recipient.

This document is for information purposes only and is not intended to
be an offer, or a solicitation of an offer, to buy or sell any investments
or participate in any trading strategy. Moreover, the information in
this material will not affect Nikko AM’s investment strategy in any way.
The information and opinions in this document have been derived
from or reached from sources believed in good faith to be reliable but
have not been independently verified. Nikko AM makes no guarantee,
representation or warranty, express or implied, and accepts no
responsibility or liability for the accuracy or completeness of this
document. No reliance should be placed on any assumptions,
forecasts, projections, estimates or prospects contained within this
document. This document should not be regarded by recipients as a
substitute for the exercise of their own judgment. Opinions stated in
this document may change without notice.

In any investment, past performance is neither an indication nor
guarantee of future performance and a loss of capital may occur.
Estimates of future performance are based on assumptions that may
not be realised. Investors should be able to withstand the loss of any
principal investment. The mention of individual stocks, sectors,
regions or countries within this document does not imply a
recommendation to buy or sell.

Nikko AM accepts no liability whatsoever for any loss or damage of
any kind arising out of the use of all or any part of this document,
provided that nothing herein excludes or restricts any liability of Nikko
AM under applicable regulatory rules or requirements.
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All information contained in this document is solely for the attention
and use of the intended recipients. Any use beyond that intended by
Nikko AM is strictly prohibited.

Japan: The information contained in this document pertaining
specifically to the investment products is not directed at persons in
Japan nor is it intended for distribution to persons in Japan.
Registration Number: Director of the Kanto Local Finance Bureau
(Financial Instruments firms) No. 368 Member Associations: The
Investment Trusts Association, Japan/Japan Investment Advisers
Association/Japan Securities Dealers Association.

United Kingdom and rest of Europe: This document constitutes a
financial promotion for the purposes of the Financial Services and
Markets Act 2000 (as amended) (FSMA) and the rules of the Financial
Conduct Authority (the FCA) in the United Kingdom (the FCA Rules).
This document is communicated by Nikko Asset Management Europe
Ltd, which is authorised and regulated in the United Kingdom by the
FCA (122084). It is directed only at (a) investment professionals falling
within article 19 of the Financial Services and Markets Act 2000
(Financial Promotions) Order 2005, (as amended) (the Order) (b)
certain high net worth entities within the meaning of article 49 of the
Order and (c) persons to whom this document may otherwise lawfully
be communicated (all such persons being referred to as relevant
persons) and is only available to such persons and any investment
activity to which it relates will only be engaged in with such persons.

United States: This document is for information purposes only and is
not intended to be an offer, or a solicitation of an offer, to buy or sell
any investments. This document should not be regarded as
investment advice. This document may not be duplicated, quoted,
discussed or otherwise shared without prior consent. Any offering or
distribution of a Fund in the United States may only be conducted via
a licensed and registered broker-dealer or a duly qualified entity.
Nikko Asset Management Americas, Inc. is a United States Registered
Investment Adviser.

Singapore: This document is for information only with no
consideration given to the specific investment objective, financial
situation and particular needs of any specific person. You should seek
advice from a financial adviser before making any investment. In the
event that you choose not to do so, you should consider whether the
investment selected is suitable for you. Nikko Asset Management Asia
Limited is a regulated entity in Singapore.

Hong Kong: This document is for information only with no
consideration given to the specific investment objective, financial
situation and particular needs of any specific person. You should seek
advice from a financial adviser before making any investment. In the
event that you choose not to do so, you should consider whether the
investment selected is suitable for you. The contents of this document
have not been reviewed by the Securities and Futures Commission or
any regulatory authority in Hong Kong. Nikko Asset Management
Hong Kong Limited is a licensed corporation in Hong Kong.

Australia: Nikko AM Limited ABN 99 003 376 252 (Nikko AM
Australia) is responsible for the distribution of this information in
Australia. Nikko AM Australia holds Australian Financial Services
Licence No. 237563 and is part of the Nikko AM Group. This material
and any offer to provide financial services are for information
purposes only. This material does not take into account the objectives,
financial situation or needs of any individual and is not intended to
constitute personal advice, nor can it be relied upon as such. This
material is intended for, and can only be provided and made available
to, persons who are regarded as Wholesale Clients for the purposes of
section 761G of the Corporations Act 2001 (Cth) and must not be
made available or passed on to persons who are regarded as Retail
Clients for the purposes of this Act. If you are in any doubt about any
of the contents, you should obtain independent professional advice.

New Zealand: Nikko Nikko Asset Management New Zealand Limited
(Company No. 606057, FSP22562) is the licensed Investment Manager
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of Nikko AM NZ Investment Scheme and the Nikko AM NZ Wholesale
Investment Scheme.

This material is for the use of researchers, financial advisers and
wholesale investors (in accordance with Schedule 1, Clause 3 of the
Financial Markets Conduct Act 2013 in New Zealand). This material
has been prepared without taking into account a potential investor’s
objectives, financial situation or needs and is not intended to
constitute personal financial advice, and must not be relied on as
such. Recipients of this material, who are not wholesale investors, or
the named client, or their duly appointed agent should consult an
Authorised Financial Adviser and the relevant Product Disclosure
Statement or Fund Fact Sheet (available on our
websitewww.nikkoam.co.nz).

Kingdom of Bahrain: The document has not been approved by the
Central Bank of Bahrain which takes no responsibility for its contents.
No offer to the public to purchase the Strategy will be made in the
Kingdom of Bahrain and this document is intended to be read by the
addressee only and must not be passed to, issued to, or shown to the
public generally.

Kuwait: This document is not for general circulation to the publicin
Kuwait. The Strategy has not been licensed for offering in Kuwait by
the Kuwaiti Capital Markets Authority or any other relevant Kuwaiti
government agency. The offering of the Strategy in Kuwait on the
basis a private placement or public offering is, therefore, restricted in
accordance with Decree Law No. 7 of 2010 and the bylaws thereto (as
amended). No private or public offering of the Strategy is being made
in Kuwait, and no agreement relating to the sale of the Strategy will
be concluded in Kuwait. No marketing or solicitation or inducement
activities are being used to offer or market the Strategy in Kuwait.
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