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Past performance is not a reliable indicator of future performance. The forecasts given above are predictive in character. Whilst every effort 
has been taken to ensure that the assumptions on which the forecasts are based are reasonable, the forecasts may be affected by incorrect 
assumptions or by known or unknown risks and uncertainties. The results ultimately achieved may differ substantially from these forecasts.
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Overview

Federal budget: $29.8bn deficit in 2014/15
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Overview
The Government forecasts that the budget deficit will narrow from 3.1% of GDP in 2013/14 to 0.2% of 
GDP in 2017/18. Revenues are projected to rise by 1.9% of GDP over four years, as expenses decline 
by 1.1% of GDP. Arguably the improvement in the budget over the four years strikes the right balance 
between the impact of fiscal consolidation on the economy and sustainable structural reforms. The 
annual pace of consolidation is 0.6% of GDP, after abstracting from a one-off payment to the RBA in 
2013/14.

The likely deficit for the current financial year is $49.9bn, 3.1% of GDP. That exceeds the forecast in the 
December Mid-Year Economic & Fiscal Outlook (MYEFO) by a small margin of $2.9bn. Receipts have 
surprised to the downside by $1.4bn, payments have surprised to the upside by $1.1bn and new policies 
added around $0.5bn to spending. 

The deficit moderates to $29.8bn, 1.8% of GDP, in 2014/15, a $4.1bn improvement on the MYEFO 
forecast, in part due to an upside surprise on receipts of $2.4bn. The deficit improves to $17.1bn in 
2015/16, to $10.6bn in 2016/17 and then shrinks to $2.8bn in 2017/18. 

Net new savings measures in 2014/15 are modest at $1.7bn. Savings measures become more 
significant in the following years, totalling: $5.9bn (0.4% of GDP) in 2015/16; and $10.4bn (0.6% of GDP) 
in 2016/17. Savings over the three years to 2016/17 total $18bn (1.0% of GDP), with measures on the 
outlays side accounting for 70% of the total. The budget documents advise that there are further savings 
of $18.5bn in 2017/18. The Government’s savings are widespread in their scope, including measures 
that impact: payments to households; industry assistance; payments to the states; the size and scope 
of government agencies; as well as measures on the revenue side. See below for more detail on key 
measures and their budgetary impact across the forward years.

The Government sets out a medium-term strategy, with a key guiding principle to build towards a surplus 
of 1% of GDP by 2023/24. The budget report notes that the budget is projected to be at balance in 
2018/19 and in a strong surplus of 1.4% of GDP in 2024/25. This figuring assumes that taxes are not 
allowed to grow beyond the average of 23.9% of GDP.

The economic forecasts underpinning the fiscal projections appear to be credible. That said, we see the 
risks skewed to the upside in the 2014/15 year. Nominal GDP is forecast to expand by 4.0% in 2013/14, 
but growth slows to a sluggish 3.0% in 2014/15 as the terms of trade declines by a forecast 6.75%. 
Nominal GDP growth improves to 4.75% in 2015/16, a still modest pace by historical standards, then 
lifts to 5.0% in the years of 2016/17 and 2017/18. See below for a discussion of the economic outlook.

The Commonwealth Government’s net debt position remains extremely manageable. Net debt is forecast 
to rise from 10.0% of GDP in 2012/13 to 14.6% of GDP in 2016/17; it then narrows to 14.0% of GDP 
in 2017/18. In dollar terms, net debt rises from $153bn in 2012/13 to $261bn in 2016/17, with 
the 2016/17 forecast some $19bn lower than in MYEFO. The stock of Commonwealth Government 
Securities on issue at June 2014 is expected to be $320bn (some $10bn higher than anticipated in 
MYEFO), rising to a forecast $360bn by June 2015 (unchanged from MYEFO) and then to $430bn by June 
2017 (also unchanged from MYEFO).

Deficit to narrow.

From higher starting 
point.

Receipts to build.

Savings broad in scope.

Surplus in sight, in 
medium term.

Upside risks for 
economic projections.

Debt very manageable.
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$1.7bn
$5.9bn

Savings over 3yrs
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Savings measures: Budget 2014
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Budget 2014: the themes

Australian Federal Budget 2014/15

Australia: public net debt
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Fiscal policy: the path to surplus
The Government projects that the underlying cash balance will be just $2.8bn in deficit in 2017/18, while the fiscal balance will be $1bn 
in surplus in that year. How has this been achieved? Principally by limiting the growth in nominal outlays through a number of indexation 
changes that favour the government, while turning indexation back in its favour on the revenue side. It isn’t quite that simple of course - see 
below - but it is undeniable that the Government’s deus ex machina in this budget has been that when push comes to shove, they can hold 
down the rate of inflation in their major outlays, while turning inflation in their favour on the other side of the balance sheet.

Savings              
The Government plans to slow the real rate of growth in payments to 2.6% over the forward estimates, stating that this will save $20.3bn 
over five years. The Government’s major innovation here, if we can call it that, is to freeze or lower indexation on its outlays. There will be 
a ‘pause’ to the indexation of eligibility thresholds for family payments, allowances (for example single parent payments) and the private 
health insurance rebate. This concept also flows through to Local Government Assistance, the Foreign Aid budget and 112 other government 
programs. The pause will be either 2 or 3 years. Another move in this spirit has been to introduce the CPI as the reference index for the 
pension, replacing wages. These measures work to control the nominal growth in government payments over the course of the forward 
estimates. Direct changes to eligibility for family tax benefit B have also been introduced, with the income threshold moving from $150k to 
$100k, and the youngest child needing to be less than 6. Elsewhere, the pension age is increased to 70 in 2035 (from 67 from 2023 and 65 
today). Medicare is also contributing to the saving (see health below).

Taxation
A “Temporary Budget Repair Levy” on incomes over $180,000 for the three years from 2014-15 ($3.1bn over four years). The reintroduction 
of indexation of fuel excise from 1 August 2014. Like the freezing of indexation the levy is a short term fix rather than providing long term 
structural reform. In contrast the restoring the indexation of the fuel excise is a long overdue structural improvement.

Defence & border security 
The Government has outlined a target to increase Defence spending to 2% of GDP. They have brought forward $1.5bn in spending from 
2017/18 to earlier years. In 2014/15, the Budget delivers $0.14bn for overseas operations, and $0.06bn to contribute to securing 
Australia’s borders, including Operation Sovereign Borders. The government has committed $0.7bn over six years to enhance border 
management. From 1 July 2015 the existing border protection services will be consolidated into the new Australian Border Force. It has 
abandoned the target to increase foreign aid of 0.5% of GDP, while leaving open the option to review this position when the budget is in a 
stronger state. 

Education
The Government has a dual objective here – make higher education cheaper for them and to boost the international competitiveness of 
the sector. Their answer for both is to deregulate fees, with institutions free to set their own from January 1, 2016. HELP loans will now be 
repayable when the borrower earns $50k. The interest rate is to be lifted to no more than 6%. The “Gonski” school funding commitments are 
to be scrapped from 2017-18 with school funding to be indexed to CPI from 2018.

Health
The introduction of a $7 co-payment for visits to the GP, pathology and imaging. The Government is also establishing a Medical Research 
Future Fund to be funded by $5 from the $7 co-payment.  Pharmaceutical prices will increase with general patients paying $5 more for 
prescription drugs.

Infrastructure
The Government is directly allocating $10.1bn to infrastructure (WestConnex was already committed - if included, this number rises to 
$11.6bn), which they claim will contribute to $125bn in new projects. This estimate relies on asset sales and ‘asset recycling’, principally at 
the State level. 
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Budget 2014: key figures

Major policy initiatives in Budget 2014

AUDbn ‘14/15 4 yrs Comment

Savings measures

Foreign Aid 1.2 7.6 Freeze on nominal outlays for two years, then CPI indexation.

Medicare 0.3 6.4 $7 co-payment for 70% of existing services (eg GP visits, pathology, imaging).

Education 0.8 6.6 Higher Ed instit to set own fees from Jan 1 2016, new indexation for schools.

Welfare 0.8 8.5 Freezing of indexation elibility thresholds, reduced eligibility for FTB-B (income

from $150k to $100k, no kids >6), Work for the Dole after 6mths job search.

Pensions & seniors 0.5 3.5 Indexing pension to CPI, not wages, pension age to 67 in ‘23 and 70 in ‘35.

Hospitals 0.2 1.8 Removing of funding guarantees, lower State grants, new indexation method.

Other 0.1 1.4 Local Govt Assistance index’n freeze, Efficiency Dividend, Indigenous Affairs.

Total 3.9 35.7

memo

Public service job losses n/a 16,500 Claims 14,500 are a holdover from the previous Government.

Revenue measures

Temporary budget repair levy 0.6 3.1 2% levy imposed on those whose taxable income is $180,000 or above.

Fuel excise indexation 0.2 2.2 To be reintroduced from 1 August 2014.

Tax offsets abolished 0.0 1.1 Mature age and dependent spouse offsets to be abolished.

Reduced R&D tax incentive 0.1 0.6 Reducing the rates of refundable and non-refundable tax offsets.

Total 0.8 6.6

Spending measures

Infrastructure 1.6 10.1 State asset recycling initiative; road & rail bottlenecks; and Western Sydney.

Emissions reduction fund 0.1 1.1 To fund direct action to reduce carbon emissions.

Higher education reform 0.0 0.7 Financial support for those studying diplomas and other sub-bachelor courses.

Korean Free Trade Agreement 0.1 0.6 Hoped to provide boost for many Australian industries.

Medical Research Future Fund 0.0 0.3 Expected to grow to $20bn by 2020; provide $1bn per year from 2022/23.

Total 2.4 16.0

2012/13(a) 2013/14 2014/15 2015/16 2016/17 2017/18

GDP 2.6 2.75 2.50 3.00 3.50 3.50

Nominal GDP 2.5 4.00 3.00 4.75 5.00 5.00

Unemployment (Jun qtr) 5.6 6.00 6.25 6.25 6.00 5.75

Cash balance, $bn * –18.8 –49.9 –29.8 –17.1 –10.6 –2.8

% of GDP –1.2 –3.1 –1.8 –1.0 –0.6 –0.2

Revenue, % GDP 23.1 23.0 23.6 24.0 24.4 24.9

Expenses, % GDP 24.1 25.9 25.3 24.8 24.7 24.8

% chg, real # –3.2 8.9 –1.7 0.4 2.1 2.6

Net debt, $bn 153.0 197.9 226.4 246.4 261.3 264.2

% of GDP 10.0 12.5 13.9 14.4 14.6 14.0

* Underlying cash balance; # deflated by CPI

Sources: ABS, Budget papers, Westpac Economics
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Forecasts: the Government & Westpac 

Australian growth – moving above trend in 2016
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Westpac’s forecasts

Government Westpac
World GDP (2015) 3.75% 3.7%

Aust GDP 2.50% 3.0%

Consumption 3.00% 3.0%

Housing 7.50% 7.0%

Investment –5.50% –4.0%

Exports 5.50% 7.5%

Unemployment 6.25% 6.1%
Sources: RBA, Bloomberg, Westpac Economics

Government & Westpac forecasts: 2014/15

The economy
The Government expects the Australian economy to continue growing at a below trend pace in 2014/15 
returning to near trend growth in 2015/16 but with continued pressure on incomes as further 
commodity price declines weigh on Australia’s terms of trade. The outlook for real growth is unchanged 
from December’s MYEFO but the near term forecast for nominal income has been downgraded.
 
Real GDP growth is forecast to hold at 2½% in 2014/15, rising to 3% in 2015/16. Both figures are 
unchanged from the MYEFO. However the composition has shifted a little with an improved outlook for 
private consumption and dwelling investment offset by weaker business investment and a smaller net 
export contribution to GDP growth.  

The sustained softness in nominal income growth that has emerged over the past 2yrs is expected to 
continue. Nominal GDP growth is forecast to recover only marginally, from 2.5% in 2012/13 to 4% in 2013-
14, easing back to 3% in 2014/15. It has averaged 6½% over the last 20yrs.  A further substantial decline 
in Australia’s terms of trade is central to that view with a further 6¾% fall forecast for 2014/15. Domestic 
price pressures are also expected to remain weak: CPI inflation is expected to hold at 2¼% in 2014/15 
with the broader ‘gross non-farm product deflator’ measure of economy-wide inflation up just ½%.

The themes to the outlook are familiar with the economy moving from a mining-led expansion to growth 
driven by non-mining sectors. Falling mining investment and a declining terms of trade are key drags 
through the transition that are expected to persist until at least 2015/16. 

The international backdrop is seen as having gradually improved since 2013 and risks are viewed as 
more balanced but still weighed to the downside. Global growth is forecast to lift from 3% in 2013 to 
3½% in 2014 and 3¾% in 2015, led by an improved performance in the advanced economies. Growth 
across Australia’s major trading partners is expected to be 4¾% reflecting the higher exposure to fast-
growing economies in Asia, although at 7¼%, growth in China is expected to be slow by its standards. 

Domestically, the household sector is showing a clearer response to low interest rates. Forecasts for 
growth in consumer spending (2½% in 2013/14 and 3% in 2014/15) and dwelling investment (3½% in 
2013/14 and 7½% in 2014/15) have both been revised up from the MYEFO. Rising household wealth 
is expected to support demand in the face of constrained income growth – the unemployment rate is 
expected to edge up to 6¼% by June 2015 and wages growth is forecast to remain subdued at 3%yr.

Business investment is forecast to decline as falling investment in the resources sector (new engineering 
construction down 13% in 2014/15 and a further 20½% in 2015-16) combines with subdued investment 
in other sectors. The latter is expected to show more of a pick-up in 2015/16 but is a major source of 
uncertainty. 

Australia’s external performance is set to improve. Exports are forecast to rise 5½%yr led by 8% growth 
in non-rural commodity exports. Net exports are expected to add 1¾ppt, 1ppt and 1¼ppt to growth in 
2013/14, 2014/15  and 2015/16. 

Overall the Government’s forecasts for domestic demand are in line with our own. However, we are more 
positive on the external contributions to both real and nominal growth in 2014/15 with a stronger net 
export contribution to real GDP growth and stabilising terms of trade reducing this drag on incomes.

Growth to remain 
sub-trend ...

... at 2.5% in 2014/15 ...

... with sustained 
softness in nominal GDP 
growth ...

... as mining investment 
and terms of trade 
continue to decline.

Global backdrop has 
improved ...

... and household demand 
firmer ...

... but prospects for 
business investment 
weak.

A conservative view on 
external conditions?
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Macroeconomic variables – recent history

2013 2014

Monthly data Jun Jul Aug Sep Oct Nov Dec Jan Feb Mar Apr

Employment ’000 14.3 –6.5 –7.0 3.7 5.5 15.6 –23.5 21.0 49.3 22.0 14.2

Unemployment rate % 5.7 5.7 5.8 5.7 5.8 5.8 5.9 6.0 6.0 5.8 5.8

Westpac–MI Consumer Sentiment 102.2 102.1 105.7 110.6 108.3 110.3 105.0 103.3 100.2 99.5 99.7

Retail trade %mth 0.2 0.2 0.5 1.1 0.4 0.7 0.7 1.1 0.3 0.1 –

Dwelling approvals %mth –5.4 9.5 –0.4 16.1 –1.8 –0.7 –1.3 6.9 –5.4 –3.5 –

Private sector credit %ann 3.0 3.2 3.3 3.3 3.4 3.7 3.8 4.1 4.3 4.4 –

Trade balance AUDbn –0.67 –1.71 –0.87 –0.76 –0.74 –0.35 0.01 1.12 1.26 0.73 –

Economic forecasts – Australia

Actual Government (yr average) Westpac (yr average)

2011/12(a) 2012/13(a) 2013/14 2014/15 2013/14 2014/15

Private consumption 2.5 2.0 2½ 3 2.6 3.0

Dwelling investment –2.2 –0.1 3½ 7½ 2.5 7.0

Business investment* 22.3 6.1 –4 –5½ –4.0 –4.0

Private demand* 6.0 2.8 1¼ 1½ 1.2 2.6

Government* 2.1 –1.4 1¾ 1½ –1.8 1.4

Final demand 5.1 1.9 1½ 1½ 1.3 1.6

Stock contribution ppts 0.1 –0.3 –¼ ¼ –0.3 0.2

GNE 5.0 1.6 1¼ 1¾ 1.0 1.8

Exports 4.7 6.0 5½ 5½ 6.7 7.5

Imports 11.4 0.5 –3 2 –3.5 1.5

Net exports contribution ppts –1.3 1.2 1¾ 1 2.2 1.4

GDP 3.6 2.6 2¾ 2½ 2.8 3.0

Nominal GDP 5.6 2.5 4 3 4.5 5.0

Employment (Jun qtr) 1.3 1.2 ¾ 1½ 1.0 1.4

Unemployment rate (Jun qtr) 5.1 5.6 6 6¼ 5.8 6.1

Participation rate (Jun qtr) 65.2 65.1 64¾ 64½ 64.7 64.7

CPI (Jun qtr) 1.2 2.4 3¼ 2¼ 3.1 2.3

WPI (Jun qtr) 3.8 2.9 2¾ 3 2.6 3.0

Terms of trade 0.5 –9.8 –5 –6¾ –3.0 0.0

Current account, % of GDP –3.2 –3.7 –3¼ –4 –2.5 –2.0

* business investment and government spending excluding the effect of private sector purchases of public sector assets.

2013(a) 2014 2015 2013(a) 2014 2015

World growth 3.0 3½ 3¾ 3.0 3.1 3.7
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Medium-term prospects

While we are expecting considerable stability in markets and ongoing sub trend global growth through 
2014 we are not anticipating that subsequent years will be the same. 

The table on the facing page sets out our growth forecasts for the world economy, the major economies/
regions and Australia out to 2018. 

Broadly, we are expecting a fairly modest growth story for the major economies in 2014 but a marked 
lift in 2015 to be followed by very rapid global growth in 2016. Central bank policy responses and 
associated movements in asset markets are likely to see growth slow in the second half of 2017 prior to 
a major global slowdown in 2018. 

Developments in the US economy will be the key catalyst for the lift in global growth. 

US growth will gradually gather momentum through 2015 prior to a decisive move above trend in 2016. 
Some key drivers of the surge in US growth in 2016 will be an overvalued equity market which will force 
firms to adopt growth policies to justify valuations; pent up demand in the corporate and household 
sectors after eight years of relative austerity – renewing and upgrading capital stock, consumer 
durables and housing. This lift in demand will be self reinforcing as wages and employment lift, thereby 
boosting incomes (which will assist in diminishing the perceived [and actual] weight of legacy debts) and 
household demand. 

Through 2014 and 2015 equity markets will continue to be supported by a dovish Federal Reserve which 
will not begin to normalise interest rates until the last quarter of 2015. That is because the growth 
momentum in the US economy will remain fairly sedate through 2014 which will keep inflation benign 
well into the second half of 2015. One important growth channel will be the spillover wealth effects of a 
rising equity market, which will boost household and, in particular, business confidence. 

The boost to global demand from the lift in US momentum will support higher growth in the 
manufacturing and commodity exporting economies, and also in the capital importers. China and the 
emerging markets will all lift to some degree in response to stronger US growth. In turn Europe’s external 
sector will benefit from stronger growth in the US and, perhaps more importantly, China. 

The synchronised nature of the demand upturn will lift commodity prices which, complemented by an 
Australian Reserve Bank that will be raising rates from around August, (before the US Federal Reserve) 
will support a significant rise in the Australian dollar. 

Asset markets and domestic demand in the US will initially be quite resilient to Fed tightening, which 
we anticipate will be underway by late 2015. The pace of Fed tightening in 2016 will gather momentum. 
There will however be a “tipping point” beyond which Fed tightening will have a discontinuous impact 
on asset markets, confidence and demand. At this point, probably in late 2016/early 2017 we will see 
a significant reversal in equity markets with the associated spillover effects on business investment; 
employment; household incomes and overall growth. 

The effects of these developments in the US will have global implications. China and the emerging 
markets will be impacted through a marked slowdown in external demand. We expect China’s growth 
in 2018 to pitch around 6% flat. Emerging markets’ vulnerability to capital outflows (for example India, 
Turkey, Indonesia, South Africa, emerging Europe) and falling commodity prices (for example Brazil, Chile, 
Indonesia and South Africa again, Russia) will see considerable stress in those regions. In turn, Europe’s 
reliance on external demand from both the US and Asia and its financial exposures to emerging Europe 
and Latin America will test its already fragile system. 

For Australian financial markets the relative stability of 2014 will transform into considerable volatility 
from 2015. The AUD and interest rates will be on the rise (fixed rates lead RBA rates by around six 
months) and equity and property markets will be buoyed by confidence in the global developments we 
anticipate during that period. The AUD will once again “flirt” with parity. The year 2016 will continue to 
see growth and asset markets supported by global developments. Reversals, firstly in asset markets and 
then in aggregate demand will emerge through 2017 and 2018. 

In 2018 Australia’s growth rate falls to 1.5%; the AUD will be back around 80¢ and the Reserve Bank will 
have cut rates back to 3% having hit a peak of 4.75% in 2017.

Bill Evans, Chief Economist

2014 looks like more of the 
same ...

... but things will get 
really interesting ...

... from 2015 onwards.

US growth will cease to 
disappoint ...

... but a passive Fed will 
allow ...

... asset markets to build 
up excesses ...

... which will end badly in 
2017-18 ...

... for the US, Australia & 
the world.
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Australian interest rates

Australian Federal Budget 2014/15

On March 17 we changed our forecast that rates would come off further later in 2014 to one of no 
change in rates until the second half of 2015. We have “pencilled in” rate hikes of 25bps in both August 
and November; 100bps of further hikes in 2016; followed by another 75bps in 2017 with the peak in the 
cycle being reached in mid-2017. 

On page 10 of this Report I discuss our medium term view of the global and Australian business cycle 
which will drive this rate view. 

Most market commentators are expecting rates to be increased well before our proposed timing. 
However we see a range of headwinds for the Australian economy that will delay this move. Firstly the 
AUD remains high by historical standards and while we are expecting some modest downside for the 
currency through 2014 (reaching a low of 90¢ by year end) it is expected to remain significantly elevated 
by historical standards. 

We also estimate that the wind down in mining investment is likely to subtract around 0.5ppts from GDP 
in 2014 and 2015 compared to a 1ppt boost to growth in 2012. Households and businesses are set to 
become less cautious but are still far from the exuberance that drove the Australian economy prior to 
the Global Financial Crisis. Consistent with that moderated caution we are expecting a modest fall in the 
household savings rate allowing spending growth to lift at a faster pace than incomes. That will be partly 
supported by the $60bn increase in household wealth in 2013. 

Business confidence has increased markedly in the first few months of 2014 while new commercial 
finance is growing at a solid 20% clip. Business employment intentions have also improved but we still 
expect that the unemployment rate can rise through 2014 as modest jobs growth fails to keep pace with 
the increase in the labour force, notwithstanding some more promising signs in recent reports. 

However the really important point is that the global economy is also lifting, supporting Australia’s own 
growth prospects.   

While the outlook for the cash rate over the course of the next 15 months or so is benign, fixed interest 
rates are likely to move well ahead of those developments. The table highlights the fairly tight lead 
relationship which fixed rates have with the RBA’s cash rate. 

If we take, say, the 2009 tightening cycle as an example, the table shows that the 3 year swap rate 
started to move in February 2009, eight months before the Reserve Bank actually initiated the tightening 
cycle. By the time the Reserve Bank tightened in October 2009, the swap rate had increased by 183bps. 
That lead relationship has been fairly consistent across tightening cycles, with 1994 (7 months); 1999 
(11 months); and 2003 (5 months). The “before the fact” increases in the swap rate are also comparable: 
250bps (1994); 172bps (1999); 162bps (2003) and 183bps (2009). 

What does this imply for market yields then given our expectation that rates will remain on hold until 
August/September 2015? It indicates that fixed rates are likely to remain fairly stable through the course 
of the rest of this year, before moving sharply higher in the first half of 2015.

Currently the 3 year swap rate is in the 3.0%–3.1% range, with the 90 day bank bill rate at 2.65%. That 
35–40bp spread is likely to “hold” for most of this year. But based on that 7–10 month lead relationship, 
fixed rates are likely to be “stirring” from the first quarter of next year. Given how quickly fixed rates have 
moved in anticipation of previous tightening cycles, it seems reasonable that, say, the 3 year swap rate 
could have lifted by 100–150bps before the RBA’s first tightening in the September quarter of 2015. 

From a risk management perspective, it makes good sense to consider “foregoing” the current yield 
advantage of around 40bps (for, say, 12 months) to avoid having to lock in a fixed rate next year at a 
level 100bps higher for the next three years. 

Our forecast for the first rate hike in the second half of 2015 is near the bottom of the rate forecast 
scale. Indeed 19 out of the 30 forecasters in a recent Bloomberg survey expected rates to be rising by 
the first quarter of 2015. In fact 13 expected rates to rise in 2014. If those forecasters are correct, then 
fixed rates will begin to move around June. That would leave unhedged borrowers a very narrow window 
indeed to begin to cover their borrowing costs. 

Bill Evans, Chief Economist

With rates firmly on hold 
this year ...

... attention shifts to the 
2015 outlook ...

... which essentially boils 
down to ...

... the timing of the first 
hike.

Term rates move well in 
advance ...

... of the policy cycle’s 
beginning ...

... and there is no reason 
to think ...

... 2015 will be different.

The risk-reward re 
hedging has shifted.
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Chart 5. Chart 6.

Past performance is not a reliable indicator of future performance. The forecasts given above are predictive in character. Whilst every effort 
has been taken to ensure that the assumptions on which the forecasts are based are reasonable, the forecasts may be affected by incorrect 
assumptions or by known or unknown risks and uncertainties. The results ultimately achieved may differ substantially from these forecasts.
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Australian dollar

Since our last report the Australian dollar has been in a remarkably stable trading range. It started the 
month around 92.3¢, briefly touched 94.6¢ and is now around 93½¢. This stability is reflected in the 
decline in measured volatility, both in absolute terms and relative to the US equity market (the “VIX”). 
The relationship between the two is depicted in chart 4.

We have revised up our forecast profile for the AUD over the next year. In the April Report we expected 
the AUD to trade down to a low of USD 0.87 by June next year before lifting markedly through the 
second half of 2015 and through 2016. We now expect that the lowpoint in the AUD is likely to be in the 
March quarter with AUD bottoming out at around USD 0.90 rather than the USD 0.87 which had been 
our earlier view. The reasons behind our forecast revisions are detailed below. 

Readers will recall that the AUD reached 86.5¢ back in late January of this year. The surprise lift in 
inflation in the December quarter report (released January 22 prompted markets to anticipate that the 
Bank would be unable to maintain its easing bias or the strident language it used around the level of the 
currency - “uncomfortably high” - in late 2013. 

In the time between the inflation report and the February RBA board meeting the AUD rose from 86.7¢ to 
89¢. The Bank duly dropped its easing bias and deleted the “uncomfortably high” description of the AUD 
from its post-meeting commentary. Over the course of the next three months the currency lifted into the 
93-94¢ range.   

We consider that there will be a number of forces that will retard the AUD through 2014. These will be: 

1. A 5% lift in the US dollar index. 

2. A lagged impact from the fall in commodity prices over the last few months. Since January the Westpac 
Commodity Price Index, which is a key input to our fair value model, has fallen by 3.5%. In fact the 
midpoint of our fair value model range is 87¢. Looking forward we are expecting commodities to be 
broadly flat through to year end before rising by around 10% through 2015. 

3. Our expectation that the data pulse for China over the majority of 2014 will continue to depict an 
economy which is decelerating. 

4. While rate hikes from the RBA are not priced into the market for 2014, around two thirds of market 
commentators are expecting the RBA to begin its tightening cycle by early 2015. We do not expect 
the tightening to begin until around August 2015, taking some implied upward pressure off the AUD. 

Notwithstanding the above arguments, we do not expect the RBA to cut rates or even to restore its 
easing bias this year. It is clear that market speculation around the RBA and the Australian economic 
data was largely responsible for the move up to 94¢. Without another major development it seems 
unlikely that the AUD could revert back to 87¢. 

On page 10 I set out our medium term outlook for the global economy. This scenario naturally has 
significant implications for the AUD profile. As discussed above we see the currency starting to lift during 
next year’s June quarter as fixed interest rates move higher in anticipation of the RBA raising rates before 
the US Federal Reserve (which has spread widening implications, which is the relevant consideration for 
the exchange rate). 

The AUD will gather momentum through 2015 and 2016 and we would see AUD peaking slightly above 
parity by early 2017 before a material drop to around 80¢ through 2018. 

We note that there are number of bearish views on the Australian dollar out there in the marketplace, 
both for the immediate future and over the medium term. Major events that would see a much larger fall 
in the AUD than we presently expect in the near term would include a significant negative shock in China; 
a major downward lurch in commodity prices; the US Fed accelerating its tapering program or, related to 
that point, a marked lift in the sustained tempo of the US economy, leading to markets expecting a much 
earlier move by the US Fed to tighten policy. None of these developments are in our central scenario for 
2014, but nor can they be rejected out of hand. 

Where the medium term is considered, one factor that the Australian dollar bears appear to miss is 
the likely impact of the dramatic narrowing of the current account envisaged through the middle of 
the decade, as the LNG boom pays export dividends. The impact this will have on the AUD by lowering 
Australia’s ‘world class’ foreign debt, with a flow-on influence to the mix and scale of external financing, 
cannot be understated.

Bill Evans, Chief Economist 

Stability, thy name is ... 
Aussie?

We have revised our 
forecasts up ...

... reflecting the central 
role ...

... of the RBA’s shift of 
bias.

We see a return to parity 
in 2017.

Near term downside risks 
remain.
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Chart 5. Chart 6.

Past performance is not a reliable indicator of future performance. The forecasts given above are predictive in character. Whilst every effort 
has been taken to ensure that the assumptions on which the forecasts are based are reasonable, the forecasts may be affected by incorrect 
assumptions or by known or unknown risks and uncertainties. The results ultimately achieved may differ substantially from these forecasts.
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Financial forecasts – Australia

Currency forecasts
Latest (13 May) Jun–14 Sep–14 Dec–14 Mar–15 Jun–15

AUD vs

AUD index* 100 98.8 97.7 96.0 95.9 97.2

USD 0.9337 0.92 0.91 0.90 0.90 0.92

USD forward^ na 0.93 0.93 0.92 0.92 0.91

JPY 95.55 93 91 90 91 94

EUR 0.6781 0.67 0.67 0.67 0.67 0.68

NZD 1.0818 1.06 1.06 1.06 1.07 1.10

CAD 1.0193 1.02 1.02 1.02 1.02 1.02

GBP 0.5540 0.54 0.54 0.52 0.51 0.50

CHF 0.8279 0.81 0.81 0.82 0.83 0.85

DKK 5.0612 4.99 4.99 5.02 5.02 5.09

SEK 6.1037 5.82 5.82 5.85 5.85 5.93

NOK 5.5227 5.42 5.35 5.38 5.49 5.50

ZAR 9.6328 9.74 9.74 9.74 9.74 9.70

SGD 1.1689 1.14 1.13 1.10 1.09 1.10

HKD 7.2380 7.13 7.05 6.98 6.98 7.13

PHP 40.91 40.11 39.51 38.51 38.37 38.88

THB 30.45 29.62 29.14 28.28 28.14 28.40

MYR 3.0222 2.96 2.92 2.86 2.85 2.88

CNY 5.8158 5.70 5.61 5.46 5.43 5.48

IDR 10769 10488 10436 10181 10125 10207

TWD 28.18 27.60 27.19 26.53 26.42 26.67

KRW 954 938 924 899 895 905

INR 55.90 55.20 55.06 53.52 53.26 53.76

*Nominal trade weighted index, with latest data compiling the base. Weights from Reserve Bank of Australia. A reading above (below) 100 indicates a rise (fall) in the AUD. 
^Approximate market forward price for AUD/USD, not a forecast. Sources: Bloomberg, Westpac Economics.

Interest rate forecasts
Latest (13 May) Jun–14 Sep–14 Dec–14 Mar–15 Jun–15

Cash 2.50 2.50 2.50 2.50 2.50 2.50

90 Day Bill 2.69 2.60 2.55 2.55 2.55 2.65

3 Year Swap 3.04 3.20 3.25 3.30 3.70 4.00

10 Year Bond 3.85 3.90 4.00 4.10 4.30 4.50

10 Year Spread to US (bps) 119 130 130 130 130 130

Sources: Bloomberg, Westpac Strategy.
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