
Wednesday, 11 April 2012 Year 12 Economics © www.roydonng.com  

 

 

Explain how exchange rates are determined and how movements in exchange 

rates impact on the Australian economy 

Exchange rates are an important link between countries in the global economy. Exchange rates are 

the price of one currency in terms of another economy’s currency, which are used in valuations of 

economic transactions between individuals, companies and governments around the world. 

Fluctuations and changes in the exchange rate will have many implications on the economy such as 

international competitiveness, trade flows, investment and inflation. 

In 1983 Australia moved from a managed flexible peg to a floating exchange rate system, opening up 

the Australian economy to global financial flows. Currently, the exchange rate for the Australian 

economy is determined under a free market system influenced by supply and demand with minimal 

government and Reserve Bank intervention. 

Both supply of and demand of the Australian dollar influence the equilibrium price of the exchange 

rate. Supply of Australian dollar increases when there is rising capital outflow, reduced economic 

growth and negative speculation of the Australian economy. Demand for Australian dollar increases 

when there is stable inflation and growth rates, positive speculation about the Australian economy 

and rising capital inflows as a result of high interest rates. 

An appreciation of the Australian dollar affects Australian exports as they will become more 

expensive to foreign purchasers and therefore reduce our international competitiveness. The higher 

Australian dollar leads to an increase in purchasing power so import spending will rise instead of 

export revenues will reduce Australia’s economic growth rate in the long term. Foreign investors 

may continue to invest in Australia as an appreciation of the Australian dollar is also a sign of a 

growing and strong economy. 

An appreciation of the Australian dollar would reduce the value of the 

debt in favour of Australia since Australians can purchase more foreign 

currency for less Australian dollars than in previous times. The 

‘valuation effect’ as a result of the high Australian dollar reduces foreign 

debts, reducing pressure on the RBA to raise interest rates to keep 

inflation steady.  

Deprecation of the Australian dollar reduces ‘purchasing power’ as Australian consumers are only 

able to buy a reduced quantity of foreign goods compared to previous times. When the Australian 

dollar depreciates it increases the amount of interest payable for servicing Australia’s foreign debt as 

Australia only can buy less foreign currency with the Australian dollar to pay interest. As Australia 

needs to increase servicing on its debts, this increases outflows in the net income component on the 

current account and subsequently worsens Australia’s current account deficit. Inflationary pressures 

can increase as result imports being more expensive leading to an interest rate rise. 

A deprecation of the Australian dollar raise our international competitiveness allowing for Australia’s 

exports will become to foreigners. This would increase financial inflows and on the short term result 

in an improvement in Australia’s current account. Foreign investors will find the cost of investing in 

Australia less expensive, leading to increased financial inflows. But a continual deprecation of the 

Australian dollar could signal poor economic growth and be a detractor to foreign investment. 
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