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Friday, 17 March 2016

Australian Dollar Outlook
On the Aussie Seesaw


After a sharp slide in the first few of weeks of this year, the Australian dollar has rebounded
nearly eight cents over a short two-month period.



In our opinion, the AUD is vulnerable to a sell-off over the next few months. While we maintain
that some of the concerns regarding the Australian economy and the outlook for China were
overdone at the turn of the year, we think that sentiment has now shifted too far and too
quickly the other way.



Nonetheless, at the same time, a number of downside risks for the Australian dollar have eased.
We are more assured that the bottom in commodity prices has passed, and concerns over China
have lessened, at least over the near-term. A slower path of rate hikes by the Federal Reserve
also limits the prospects of US dollar appreciation.



Given that challenges remain for the world economy, there is a risk that concerns over China
and the global economy could lift, and turmoil in financial markets could once again escalate.
This could result in further volatility in currency markets and the Australian dollar.



On balance, we continue to expect the AUD should trade close to the low-to-mid 70 US cent
range for the remainder of the year.



Our mid-year AUD forecast has been revised higher to US$0.72, largely reflecting an easing in
risk aversion and a higher starting point for commodity prices. However, we are maintaining our
forecast of US$0.74 for the end of 2016.

Where We’ve Been
After plunging to a seven-year low of US$0.6827 on 16 January, the Australian dollar has rallied
nearly eight cents in two months and hit an 8½-month high this morning of US$0.7657. The
extent and speed of the AUD’s appreciation has caught many, including ourselves by surprise - the
AUD has already surpassed our end of year target of 74 US cents.
A number of factors have contributed to the Australian dollar’s ascent. These include:
-

Stronger-than-expected performance in the Australian economy

-

A rebound in commodity prices
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-

An easing in concerns over China

-

A recovery in risk appetite

-

A slower-than-expected path of rate hikes from the Federal Reserve
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Where Are We Going?
In our opinion, the AUD is vulnerable to a further sell-off over the next few months. While we
maintain that some of the concerns regarding the Australian economy and the outlook for China
were overdone at the turn of the year, we think that sentiment has now shifted too far and too
quickly the other way.
Nonetheless, at the same time, a number of downside risks for the Australian dollar have eased.
We are more assured that the bottom in commodity prices has likely passed. Further, the high
growth target set by Chinese authorities along with their intention to prioritise short-term
stimulus over extensive reform, should continue to support global demand and therefore the
AUD, at least in the near to medium-term. There is also less pressure for the USD to appreciate as
the Federal Reserve has signalled it will be more cautious in raising official interest rates. These
factors have offset ongoing concerns regarding the medium-term outlook for the domestic
economy which will continue to be weighed down by weak business investment.
We have upgraded our end June AUD forecast from US$0.70 cents to US$0.72, but are
maintaining our forecast of US$0.74 for the end of 2016. We examine some of the drivers behind
our forecasts below.
The Australian Economy – Showing Resilience
The Australian economy performed remarkably well over the second half of 2015. There was
firmer evidence that non-mining sectors were recovering. Moreover, despite the large drag on
economic growth from falling mining investment, the economy grew at a relatively healthy pace
and the unemployment rate fell from a peak of 6.3% in July to 5.8% in February.
However, there remain challenges for the Australian economy, which could become more
apparent in upcoming data. Declining mining investment will continue to weigh on economic
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growth, and a recovery in non-mining investment is lacking. Income growth is weak, and could
constrain consumer spending growth in months ahead. Further, the strength in the labour market
witnessed towards the end of last year is unlikely to be sustained. That said, we continue to
expect the Australian economy will grow moderately at a pace close to trend at 2.8% for 2016,
and for the unemployment rate to remain steady over most of this year. Evidence that the nonmining sectors of the economy are recovering is a major positive. However, we may not see
growth picking up to an above trend pace until well into 2017 or even in 2018.
Australian Economic Activity
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Interest Rates – Steady On
Our expectations for growth and employment support our long-held view for the RBA to keep
rates on hold for all of this year. However, the RBA may not begin raising rates until well into 2017
given that growth may not pickup to an above-trend pace for some time.
Markets are still pricing in a relatively high chance of an RBA rate cut by the end of the year,
although pricing is not as misaligned with our cash rate expectations as in the past. Markets are
pricing in a 68% probability of a 25 basis point rate cut by December, but this is down from the
above 80% chance recorded in early March.
Despite the Australian economy’s relatively healthy performance, lingering challenges may keep
the chances of a rate cut alive, and place a cap on any AUD appreciation. Some risk of an easing
remains intact given inflation remains low, and the RBA is keeping the door open for further
monetary easing.
China & Commodity Prices – Pessimism/Optimism Overdone?
A major factor helping to support the Australian dollar has been some easing of concerns over
China and a rebound in commodity prices. We have indicated in our previous commentary that
the pessimism regarding the Chinese economy and commodity prices in earlier months was
overdone. However, we believe that sentiment may have shifted too far the other way.
This shift in sentiment is reflected in a rebound in commodity prices. The broad CRB index has
risen 14.6% from its lows in February. Iron ore prices lifted from a low of US$38.30 a tonne on 11
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December 2015 to a high of US$63.74 on 7 March (a 66.4% increase).
While a stronger Chinese growth is a positive for the near-term global growth outlook and
supportive for the Australian dollar, the fiscal and monetary stimulus measures in order to
achieve its growth target this year will do little to resolve some of the challenges that have faced
China in recent years. Indeed, it could prolong the concerns over high debt levels among the
corporate and government sectors. There will also continue to be uncertainty regarding the ability
of authorities to liberalise financial markets, particularly its currency market. Loose monetary
policy could add pressure for capital outflows and/or further devaluation of the yuan.
The issues listed above raise the question of whether the reform agenda adopted by the Chinese
authorities has been put aside for the sake of meeting its short-term goal of a growth target.
There are also questions about whether the recent jump in commodity prices is sustainable.
Indeed, the lift in iron ore prices was despite still weak steel demand and buoyant global supply.
That said, we believe the recent lows in prices of commodities were at unsustainable levels. While
strong growth in supply, particularly for iron ore, suggests a pullback in prices is likely, we believe
the low point in this cycle for the prices of most commodities is now behind us.
Don’t Forget the Other Central Banks
Another factor that is influencing the currency is the outlook for the Federal Reserve. The Fed has
recently signalled that it will embark on a very gradual path of monetary policy tightening and
more gradual than previously indicated. While we still expect the Fed will raise interest rates this
year, we have scaled back our expectation regarding the pace of hikes and expect at a maximum
two 25 basis point hikes this year. This should still give the US dollar support, particularly later this
year when expectations of tightening will likely mount. However, we think that the US dollar
index (US dollar in trade weighted terms) is very unlikely to scale the heights witnessed earlier in
the year. In other words, further USD appreciation will be limited. That could further confirm that
we will not revisit recent lows in commodity prices and the Australian dollar.
Other central banks around the world continue to be more inclined to monetary policy easing
including the European Central Bank and the Bank of Japan. Further easing offshore would
encourage flows to Australia where interest rates are relatively high.
Volatility – Still Hanging Around Like a Bad Smell
Given that challenges remain for the world economy, there is a risk that concerns over China and
the global economy could lift, and turmoil in financial markets could once again escalate. Turmoil
in financial markets could be triggered by the Fed if it becomes apparent it will raise interest rates
later in the year. This could result in further volatility in currency markets and the Australian
dollar. A possible re-emergence of these concerns continues to pose downside risk to our
forecast.
Summary
The key themes as presented in our previous Australian dollar outlook still stand. We expect the
AUD should trade close to the low-to-mid 70 US cent range for the remainder of the year,
although a re-escalation of risk aversion and heightened financial market turmoil could keep the
Australian dollar volatile. That said, we do not believe the AUD will sustain below 70 US cents. But
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likewise, we do not expect the AUD to sustain a rally to the high 70s over the medium term.
The Australian economy is performing reasonably well given current circumstances, but a
sustained pickup in growth is not anticipated for some time. Additionally, there remain some
challenges for the Chinese economy even though economic growth this year will likely be another
strong outcome. However, we are more confident that the low in the prices of most commodities
are also behind us.
Finally, the Federal Reserve is expected to raise interest rates this year, which would provide the
US dollar with support and weigh on the AUD. However, monetary policy stimulus elsewhere
around the world will keep the AUD well-bid.
We have slightly revised our mid-year AUD forecast higher to US$0.72 largely reflecting an easing
in risk aversion and a higher starting point for commodity prices. However, we have maintained
our end of year forecast of US$0.74 US cents.

Janu Chan, Senior Economist
Ph: (02) 8253-0898
Please see detailed forecasts on following page
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EXCHANGE RATE FORECASTS

End Quarter Forecasts
Mar-16

Jun-16

Sep-16

Dec-16

USD Exchange Rates

AUD-USD

0.7400

0.7200

0.7200

0.7400

USD-JPY

113.00

116.00

118.00

118.00

EUR-USD

1.1200

1.1000

1.0800

1.0800

GBP-USD

1.4200

1.4700

1.4800

1.5000

USD-CHF

0.9800

0.9900

1.0000

1.0000

USD-CAD

1.3100

1.3500

1.3500

1.3300

NZD-USD

0.6700

0.6500

0.6600

0.6800

USD-CNY

6.5000

6.5500

6.6000

6.6000

USD-SGD

1.3700

1.4000

1.4200

1.4200

AUD Exchange Rates

AUD-USD

0.7400

0.7200

0.7200

0.7400

AUD-EUR

0.6610

0.6550

0.6670

0.6850

AUD-JPY

83.60

83.50

85.00

87.30

AUD-GBP

0.5211

0.4898

0.4865

0.4933

AUD-CHF

0.7250

0.7130

0.7200

0.7400

AUD-CAD

0.9690

0.9720

0.9720

0.9840

AUD-NZD

1.1040

1.1080

1.0910

1.0880

AUD-CNY

4.8100

4.7160

4.7520

4.8840

AUD-SGD

1.0140

1.0080

1.0220

1.0510

* No te that the A UD cro ss exchange rates have been ro unded.
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The information contained in this report (“the Information”) is provided for, and is only to be used by, persons in Australia. The information may not
comply with the laws of another jurisdiction. The Information is general in nature and does not take into account the particular investment objectives
or financial situation of any potential reader. It does not constitute, and should not be relied on as, financial or investment advice or
recommendations (expressed or implied) and is not an invitation to take up securities or other financial products or services. No decision should be
made on the basis of the Information without first seeking expert financial advice. For persons with whom St.George has a contract to supply
Information, the supply of the Information is made under that contract and St.George’s agreed terms of supply apply. St.George does not represent or
guarantee that the Information is accurate or free from errors or omissions and St.George disclaims any duty of care in relation to the Information and
liability for any reliance on investment decisions made using the Information. The Information is subject to change. Terms, conditions and any fees
apply to St.George products and details are available. St.George or its officers, agents or employees (including persons involved in preparation of the
Information) may have financial interests in the markets discussed in the Information. St.George owns copyright in the information unless otherwise
indicated. The Information should not be reproduced, distributed, linked or transmitted without the written consent of St.George.

Any unauthorised use or dissemination is prohibited. Neither St.George Bank - A Division of Westpac Banking Corporation ABN 33 007 457 141 AFSL
233714 ACL 233714, nor any of Westpac's subsidiaries or affiliates shall be liable for the message if altered, changed or falsified.
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