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Executive Summary  
The Reserve Bank of Australia (RBA) has found itself in something of a bind recently. After a 
series of gradual rate cuts over the past several years aimed at cushioning the Australian 
economy’s adjustment to slower growth and lower inflation, debt imbalances among Australian 
households have steadily grown as low interest rates have fueled a sharp rise in house prices. 
Burdened by this growing pile of liabilities, consumers are also facing rising unemployment and a 
still-weak economy and thus could benefit from lower rates; however, additional rate cuts risk 
even more piling-on of debt.  

In this special report, we review how the Australian economy and the RBA got to this point and 
what the RBA’s likely next course of action could be in addressing its conflicting concerns. In all, 
while we do not necessarily expect further rate cuts from the RBA at this time, we also do not 
believe Australian economic fundamentals currently justify an increase in interest rates any time 
soon. With the RBA likely to be on hold until well into 2018 and the Fed expected to continue 
raising rates, we see downside risk for the value of the Australian dollar against the greenback. 

RBA’s Paradox: Stave Off Debt Risks While Supporting Soft Economy 
The Australian economy fared better than most advanced economies during the global slowdown 
of 2009 due mostly to Australia’s trade ties to China’s economy, to which it sends around a  
third of its exports. Real GDP in China continued to grow at a respectable pace in 2009 and 2010 
even as growth in much of the rest of the world struggled. Since 2011, however, the moderation in 
China’s GDP growth, particularly in the past couple of years, has translated into a generally 
weaker profile for export growth in Australia. In turn, this has had negative knock-on effects for 
its mining sector and raw material exporters, which has fed into weakness in overall Australian 
economic growth more broadly.  

To be sure, Australia’s economy remains bifurcated, with the resource-dependent states still 
trying to recover even as the rest of the country is faring pretty well. Final domestic demand, or 
the sum of total final consumption and investment, in the resource-rich states of Queensland and 
Western Australia is roughly 8 percent below its peak in Q4 2013, while final domestic demand in 
the rest of the country has grown 10 percent since then. In aggregate, however, Australian final 
private demand is soft, while public spending is pulling a good bit of the weight at present (Figure 
1). Since 2015, for example, government spending growth has averaged 5.1 percent, while the 
average growth rate for consumer spending was only 2.8 percent and business fixed investment 
growth was negative for that same period. Thus, despite the somewhat divergent fates of resource 
and non-resource rich states in Australia, aggregate growth figures clearly point to an economy in 
which overall demand is subdued.  
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Figure 1 

 

 

Figure 2 

 

Source: Bloomberg LP, IHS Global Insight and Wells Fargo Securities 

Labor market dynamics do not look particularly favorable either. Although the mix of part-time 
and full-time employment is improving at the margin, the unemployment rate is elevated relative 
to recent years, which has had predictable effects on wages—most measures of wage growth are at 
or near multi-year lows, while data for Q4 2016 showed a sequential decline in employee 
compensation. With slack in the labor market and growth below potential, inflation remains low. 
Indeed, while headline CPI in Australia climbed slightly above 2 percent, the lower bound of the 
RBA’s target range, in Q1 2017, the RBA’s core measures of CPI inflation remained below  
2 percent.  

For the RBA, the playbook for dealing with softer growth, slowing inflation and the rise in 
unemployment was, for many years, fairly simple: cut rates. The RBA cut the cash rate twice in 
2016, the latest in a series of cuts that began in the autumn of 2011. Over that time, the cash rate 
in Australia has come down from 4.75 percent to just 1.50 percent at present—the lowest rate on 
record (Figure 3). 

Figure 3 

 

 

Figure 4 

 

Source: IHS Global Insight, Bank for International Settlements and Wells Fargo Securities 

However, as the RBA has continued to cut interest rates over the past few years, imbalances have 
been steadily growing for Australian households. Indeed, the debt-to-GDP ratio for Australian 
households has risen roughly 15 percentage points since 2012 to nearly 125 percent currently 
(Figure 4), with much of that increase concentrated in household mortgage debt. This likely 
reflects the sharp increase in house prices in Australia, which have risen nearly 50 percent over 
that same time period. With the rise in house prices showing few signs of abating, and with low 
interest rates fueling further expansion in mortgage credit, the RBA is facing something of a 
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paradox: if it raises rates to guard against the risk of rising debt imbalances, it could squeeze 
Australian consumer finances and contribute to a pullback in broader consumer spending. 
Meanwhile, if it cuts rates further to support inflation, it runs the risk of adding further fuel to the 
rising debt imbalances. 

Joseph Heller’s acclaimed 1961 WWII novel Catch-22 featured a number of paradoxical situations 
in which an individual is constrained by contradictory rules or constraints in which the solution to 
a problem is the cause of the problem thus precluding any solution. The “Catch-22” concept is 
introduced by an Army doctor who describes the paradox that exists when a pilot, claiming 
insanity as an exemption from flying dangerous bombing runs, effectively demonstrates his own 
sanity in making the request thus nullifying the grounds for the exemption: 

 

"You mean there's a catch?" 

"Sure there's a catch," Doc Daneeka replied. "Catch-22. Anyone who wants to 
get out of combat duty isn't really crazy." 

There was only one catch and that was Catch-22, which specified that a concern 
for one's own safety in the face of dangers that were real and immediate was 
the process of a rational mind. Orr was crazy and could be grounded. All he had 
to do was ask; and as soon as he did, he would no longer be crazy and would 
have to fly more missions. […] Yossarian was moved very deeply by the absolute 
simplicity of this clause of Catch-22 and let out a respectful whistle.1 

The Reserve Bank of Australia faces a similar paradox at this stage of the economic cycle. In our 
view, Australian economic fundamentals do not necessarily suggest that the RBA is likely to cut 
rates further at this time, but they certainly suggest sustained accommodation for quite some 
time. After assessing on all these factors, our baseline expectation is that the RBA remains stuck 
in its “Catch-22” situation and will therefore make no changes to the cash rate anytime this year 
and likely well into next year, a consideration which should have key implications for the 
Australian currency. 

Monetary Policy Dynamics Portend Australian Dollar Weakness 
In assessing the medium-term outlook for the Australian dollar, we view relative monetary policy 
as the most relevant factor influencing the currency’s prospects. In that regard, we see the relative 
monetary policy outlook for the United States and Australia as favoring a steady decline in the 
Australian currency against the greenback throughout the remainder of 2017 and into 2018. As 
described above, we expect the RBA to maintain its current policy stance until well into 2018, at 
which point it could begin the gradual process of raising interest rates. Meanwhile, we expect the 
Federal Reserve to raise interest rates an additional two times this year and three next year, 
suggesting that the evolution of expected rates in the United States relative to Australia are likely 
to favor a softer Australian currency against the greenback over the medium term. For further 
insight into how monetary policy dynamics could lead to weakness in the Australian dollar, we 
also examine how these factors could affect Australian capital flows. 

Recent trends in Australian external balances and capital flows have become somewhat less 
favorable. Indeed, long-term capital flows, or the sum of portfolio and direct investment flows, 
slowed to 1.5 percent of GDP in 2016 from an inflow of more than 6 percent of GDP in 2015. 
During that same time, the current account deficit has also narrowed, but the slowdown in capital 
flows has outpaced the narrowing in Australia’s current account deficit (Figure 5). Accordingly, 
the basic balance, or the sum of the current account balance and long-term capital flows, 
worsened to a deficit of 1.1 percent of GDP in 2016, an indication that Australia’s external deficit 
is not currently being fully financed by long-term capital flows. 

                                                             
1 Heller, J. (1961). Catch-22.  
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Figure 5 

 

 

Figure 6 

 

Source: Datastream, Australian Bureau of Statistics and Wells Fargo Securities 

A closer investigation of Australian capital flows figures reveals that most of the slowing in net 
long-term capital flows into Australia has been the result of swings in portfolio capital flows, 
which have turned from net inflows to net outflows in recent quarters. In fact, net portfolio 
capital outflows from Australia totaled A$31.1 billion in 2016, the largest annual outflow on 
record. While an increase in Australian purchases of foreign portfolio securities has contributed 
to this trend at the margin, data suggest that lessening net purchases of Australian portfolio assets 
by foreigners have been a much more significant driver of the deterioration in these net portfolio 
flows.  

In particular, foreign investors have sharply reduced their purchases of Australian debt securities 
over the past several years and have in fact become net sellers of Australian debt. An important 
driver of this trend and of Australian capital flow cycles more broadly has been foreign demand 
for debt issued by Australian banks, which is likely influenced by interest rate factors as well as by 
sector-specific issues relating to the banking sector. However, the evolution of foreign demand for 
debt issued by the Australian government has also been a relevant driver of broader swings in 
capital flows.  

As shown in Figure 6, the share of Australian government bonds held by non-residents has been 
on a steady decline since 2012, and that decline has in fact gathered pace since 2015. In assessing 
the outlook for the Australian dollar, we view it as relevant and important to consider how this 
trend could evolve going forward. To address this issue, we note that the share of foreign 
ownership of Australian government securities has not yet reached especially low levels, such as 
those seen during the global financial crisis. Indeed, non-residents currently hold around  
55 percent of Australian government debt, while that share fell as low as 48 percent in 2009, so 
there could arguably be further downside for the share of foreign ownership. However, perhaps 
the more important consideration is whether Australian economic fundamentals justify further 
subdued foreign demand for Australian government securities, or even outright selling of those 
securities.  

As we mentioned, Australian interest rates are likely to remain steady at low levels (by Australian 
standards) for a relatively long time, with growth and inflation expected to stay low and gradual 
policy normalization from the RBA unlikely to begin until well into 2018. Meanwhile, with the 
Fed set to continue its gradual tightening cycle, the relative attractiveness of U.S. interest rates for 
foreign investors should rise further in the months ahead. In fact, if the monetary policy actions of 
the RBA and Federal Reserve evolve as we expect, then the federal funds rate could match or 
exceed the RBA’s cash rate by 2018 for the first time in around 20 years, and relative government 
bond yields in the two countries could follow suit. The last period during which the rate gap 
moved in favor of the United States versus Australia coincided with a decline in the Australian 
dollar to its lowest level against the greenback during the floating exchange rate period of the past 
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several decades. Based on these expected dynamics, we believe foreign demand for Australian 
government debt could remain subdued, which could restrain or soften the Australian dollar in 
the months and quarters ahead.  

However, despite our overall negative view on the Australian dollar against the greenback 
throughout the balance of 2017 and into 2018, by the middle of next year, the Australian currency 
may be stabilizing and indeed beginning to stage a mild recovery against the greenback. Our view 
of a more favorable backdrop for the Australian dollar as 2018 progresses is primarily informed 
by the relative monetary policy outlooks for the United States and Australia. While we expect U.S. 
and Australian monetary policy to diverge in the coming months, that divergence should come to 
an end in 2018, and we may even begin to see the emergence of monetary policy convergence 
some time next year. However, we would not expect a significant and sudden turn from trend 
weakness to trend strength in the Australian dollar against the greenback, as eventual tightening 
from the RBA is likely to be gradual in nature. 

Bottom Line: RBA on Hold for Now, Australian Dollar Heading Lower 
The RBA is facing somewhat conflicting concerns at present, with a soft domestic economy 
supporting the case for a maintenance of accommodative policy, while mounting debt imbalances 
could perhaps be curbed by tighter policy. In all, the RBA is likely to hold policy steady well into 
next year, at which point it may begin the gradual process of normalizing interest rates. Given the 
outlook for further policy tightening from the Federal Reserve, and considering recent dynamics 
and trends in Australian capital flows, we see trend weakness ahead for the Australian dollar 
against the greenback. 

Later in 2018, 
the Australian 
dollar could be 
stabilizing.  
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