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Analyse the effects of changes in the exchange rate of the Australian dollar (against other currencies 

on the Australian economy) 

The exchange rate is the price of Australia’s currency in terms of another country’s currency. The 

measure of the exchange rate may be bilateral such as the price of the AUD in terms of USD or 

multilateral such as through the trade weighted index. The trade weighted index is Australia’s 

currency measured against a basket of the other currencies of our major trading partners. In 

December 1983 Australia switched from a managed flexible peg to a floating exchange rate. This 

change is one the most significant change as it opened the Australian economy to global financial 

flows. The floating exchange rate is when the value of an economy’s currency is determined by the 

forces of demand and supply in foreign exchange rates. 

Australia’s floating exchange rate is determined by the forces of supply and demand. The exchange 

rate fluctuates in order to maintain equilibrium either through an appreciation or deprecation of the 

Australian dollar. In general, an 

appreciation of the Australian dollar 

increases our purchasing power parity 

on the global economy and depreciation 

reduces it. An appreciation in the 

Australian dollar occurs where there is 

excess demand or decrease in supply 

for the currency.  The graph below is an 

example of an exchange rate 

appreciation with the Australian dollar 

rising in value against the US dollar. The global economic conditions has triggered a boom in the 

Australian economy and increased demand for the Australian dollar in order for foreigners to 

purchase our exports. 

An appreciation of the Australian dollar has both positive and negative externalities on the 

Australian economy. In the short term, when the Australian dollar appreciates against other 

currencies, the cost of imports for Australians will be reduced as our purchasing power parity 

increases. Australia’s export income will increase as the expenditure for imported goods and services 

will decrease this reducing Australia’s current account deficit. An immediate impact of appreciation 

is that it will reduce foreign debt in currencies in which the AU$ has appreciated against. This also 

means that our debt servicing ratio will be reduced, leading to lower debt servicing costs, therefore 

a lower net income deficit and a decrease in the size of the CAD. Domestically in Australia, the level 

of inflation will also be reduced from less imported inflationary pressures which will result in rises in 

real incomes. Consumers will also be able to benefit from a greater volume and variety of cheaper 

goods allowing room for improvements in the community’s overall living standards. 

However the appreciation of the Australian currency will also have negative economic implications 

for the economy. The high value of the Australia dollar will reduce Australia’s international 

competitiveness resulting in increases for export prices on the long term. In the long term, the 

increase in overseas spending as allowed by the increased purchasing power parity will worsen the 

current account deficit. Higher foreign capital outflows as a result of an appreciating exchange rate 

can detract foreign direct investment as it becomes more expensive to invest. The decline in foreign 
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direct investment and portfolio investment can reduce Australia’s economic growth. There will also 

be a growth of structural unemployment as industries compete to become international 

competitive. Sharp appreciations of the Australian dollar will lead to the Reserve Bank lowering 

interest rates to encourage capital outflow in order to increase the supply of the Australian dollar to 

counter the high currency values. 

The depreciation of the Australian dollar will have consequences and benefits on the Australian 

economy. On the long run, Australia’s international competitiveness is enhanced as it is cheaper for 

foreigners to purchase Australian exports. Export incomes will thus increase which will improve the 

overall level of Australia’s current account deficit. The drop in the Australian dollar is a positive sign 

to foreign investors which will take advantage of the lowered investment and financial costs. The 

depreciation of the currency will increase economic growth from immediate capital inflow. The 

effect of a lower Australian dollar will allow for more opportunities to create new jobs thus reducing 

unemployment along with structural change in specific industries. 

Australia’s persistent current account deficit has long been related with the average weakness of the 

Australian dollar against the United States and other major currencies. As the decrease in the 

Australian dollar results in more capital outflows, this worsens the current account deficit. The 

depreciation of the currency leads to a rise in imported and cost-push inflation as more expensive 

imports contributes to rises and changes with the consumer price index. Inflation will increase due 

to a depreciation of the Australian dollar. Also Australia’s position on foreign debt worsens as the 

servicing costs and repayments rise comparatively to the exchange rate. Both are major contributing 

factors to a deficit on the net primary income account within the balance of payments. 

In response to changes in the exchange rate, the Australian government and its financial institutions 

may take on measures to be maintaining a sustainable level of inflation and unemployment. As both 

appreciations and depreciates in the exchange rate will have positive and negative effects for 

different sectors of the economy, changes will benefit everyone differently. There are no one sided 

benefactors from either appreciations or depreciations of the exchange rate. As Australia is part of 

the global economy, changes in the exchange rate can boost Australia’s economic growth or cause 

an increased burden on the balance of payments through the current account deficit. 


