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Discuss the impact of changes in the domestic and global economy on Australia’s exchange rate. 

Australia is a part of the global economy with the trade of goods and services, capital and labour 

along with investment and financial flows crucial to the operation of the economy. Australia’s 

exchange rate is a measurement of its value in comparison to other economies around the world. 

Since 1983, the Australian dollar has been floated on the free market with little government or 

Reserve Bank intervention. Changes to the value of the exchange rate are described as an 

appreciation or depreciation of the Australian dollar. The impact of appreciations or depreciations 

both have positive and negative externalities on different sectors of the economy. Changes in the 

domestic and global economy lead to different outcomes for individuals, firms and governments as a 

result of the exchange rate. 

There are a number of factors that influence the performance of the domestic economy with each of 

these leading to different impacts on the exchange rate. An upswing in the domestic economy leads 

to the appreciation and strengthening of the Australian dollar as purchasing power parity increases 

for firms and individuals. Economic growth and inflation are also causes of appreciations in 

Australia’s exchange rate with monetary policy being enacted through rising interest rates to slow 

down the economy. As Australia’s interest rates rise in comparison to other economies, this 

becomes more attractive to foreign investors due to the interest rate differential leading to 

increased demand for the Australian dollar. 

Australia is a country that is rich and abundant with natural resources and commodities. The mining 

and agricultural sectors are the primary exporters in Australia. World commodity prices affect the 

Australian dollar and the exchange rate through demand and supply. Increased global demand for 

coal and wheat will cause and appreciation of the Australian dollar. The increased injection of money 

into the circular flow boosts Australia’s overall aggregate demand. The high Australian dollar allows 

Australia not only to reduce its current account deficits but also to increase its market share in the 

global commodities market. Although Australians may experience a favourable terms of trade and 

increased purchasing power parity, the international competitiveness of Australian exports is 

diminished due to the increased costs associated with importing Australian commodities. 

International factors such as the weakening of the American economy also encourage appreciations 

in the Australian dollar. A high exchange rate is often an indicator of good economic performance. 

Australia’s growing economy and rising dollar are partly the end result of speculative FOREX buyers 

who are keen on investing in the Australian economy. As Australia was one of the few countries that 

did experience serious financial difficulties or recessions during the Global Financial Crisis of 2008 to 

2009, it is seen as a safe place to invest. Foreign firms and individuals’ investment into Australia 

increases the demand for the Australian dollar and contributes to Australia’s economic growth. 

However increased foreign investment may also lead to a worsening of the current account deficit as 

the returns of investment are profits and dividends which are outflows and leakages from the 

circular flow of the economy. 

Australia’s education and tourism sectors are also major driving forces of economic growth. Australia 

has a strong reliance on overseas students and visitors which help contribute to aggregate demand 

through consumer spending. As a result of bad publicity due to a number of allegedly racist attacks 

against foreign students in Australia, the number of overseas student enrolment declined. This led to 
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a reduction in intake and also a depreciated demand for Australian dollar. The high Australian dollar 

compared to other currencies such as the American dollar has reduced the international 

competitiveness for many sectors such as tourism as it may be cheaper to travel to the United States 

then to holiday in Australia. 

As Australia’s economy is comparatively strong in contrast to many Western and advanced nations 

in the world, Australia’s position in the trade weighted index is often superior. The trade weighted 

index being a measurement of the Australian dollar against a basket of its trading partners indicates 

the relative performance of the Australian economy. Exporters will have increased difficulties in 

selling their goods and services overseas as international competitiveness falls due to the high dollar. 

Australia’s terms of trade will gradually decline as the demand for Australian commodities slows as 

the mining boom draws to a close. 

Overall the influence of domestic and global factors on the Australian economy and the exchange 

rate is significant. The Australian dollar being a floating currency is affected by the level of supply 

and demand in the economy. Domestically, the strength and performance of the Australian 

economy has strong implications for the level of the exchange rate. In recent years after the global 

financial crisis, the Australian dollar has been high due to its performance during the economic 

downturn and relative strength against other major countries. Internationally, there is still a 

substantial amount of economies that are struggling as a result of the global financial crisis and 

therefore have lower exchange rates in order to attract investment and attract buyers of the 

exported goods and services. Australia’s international competitiveness suffers as the high Australian 

dollar detracts value of our exports and other sectors of the economy such as tourism. Although 

domestic consumers and businesses may benefit from an increased purchasing power parity for 

foreign imports, this tends to worsen the current account deficit as with an increased amount of 

foreign investment due to the interest rate differential needed to maintain a sustainable level of 

inflation. There are both winners and losers from changes in the Australian dollar and with 

fluctuations of the exchange rate. 


