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Outlook for AUD is more balanced, Case for hedging still weak 
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Key Insights 

 

▪ The continued weakness of the AUD has emerged from heightened policy uncertainty which negatively affected 

international trade and business investment  

▪ The data shows AUD’s weakness continued over the past 12 months, mainly against Swiss Franc, Japanese Yen, USD 

and Canadian Dollar throughout the past 12 months 

▪ Whilst a weak AUD is a negative indicator for the performance of the economy, the trend is beneficial for investors 

with overseas unhedged portfolio by as much as 6% over the past 12 months 

▪ After persistent declines over the past few years, the outlook for AUD against major pairs is more balanced from here 

based on Foresight’s modelling 

▪ The AUD is expected to depreciate slightly against USD, Pound and Yen. Notwithstanding the Brexit issues, the model 

is expecting AUD to appreciate against the Pound by 2.7% over the next 12 months. In addition, the model is expecting 

5.5-6% appreciation of AUD against the Swish Franc and the Euro over the next 12 months. 

▪ Based on the expected returns for AUD against major currencies and using the current currency weight of the equity 

market (proxied by the MSCI World), the expected currency effect is modest over the next 9 months (-1.24%) and flat 

over the next 12 months.  

▪ With a more balanced risk-reward profile, it’s difficult to make a case for currency hedging in the near term. 

 

Review of AUD against major trading partners – risk is more balanced 

 

The continued weakness of the AUD is evident in the declining 1-year moving average of the real Australian dollar 

index. The index has been trending down since its peak in late 2012. The downward trend since 2012 reflects the 

broad weakness against its major trading partners since that period. The RBA noted that this decline had emerged 

from “heightened policy uncertainty which affected international trade and business investment” (Reserve Bank of 

Australia, 2019). The board notes that the ongoing US-China trade tensions had subdued the conditions of the 

manufacturing sector as the trade disputes were having a “significant downside risk to the global economic outlook” 

(Reserve Bank of Australia, 2019). However, the weaker AUD is beneficial for our export competitiveness, it is 

disadvantageous for importers and those travelling overseas.  

Exhibit 1. Despite continued downside risks of AUD, domestic export competitiveness continues to benefit from AUD 

weakness  

AUD 

weakness over the past 12 months was broad-based, 

 

Exhibit 2 provides more granular details on AUD index and puts the broad currency weakness in context. The data 

shows AUD’s weakness continued over the past 12 months, mainly against Swiss Franc, Japanese Yen, USD and 

Canadian Dollar throughout the past 12 months. The RBA noted that the Chinese Yuan has stabilised after its earlier 

depreciation, while the Japanese Yen depreciation was underpinned by some easing of global risks (Reserve Bank of 

Australia, 2019). Overall, the weakest performance over the past 12 months was against the Swiss Franc whilst the 

best performance was against the Swedish Krona. 
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Exhibit 2. The AUD continues to exhibit a broad-based weakness against major currencies.  

 

The upside-downside risk to AUD/USD is more balanced from here 

 

Exhibit 3 below presents data on the longer-term return and risk-reward patterns of AUD against the 10 major 

currencies. The data shows that the AUD’s broad-based weakness is not limited to a 12-month issue but actually 

extends over a long-term period into 3 to 7 years.  

 

On a long term 7-year period, the AUD’s biggest losses have been against the Hong Kong Dollar, US Dollar and the 

Taiwanese Dollar. However, over a 10 to 15-year period, the AUD is producing a stable to positive performance 

against the Indian Rupee and Euro.  

 

The data also shows a generalised convergence in currency volatility. Some exception to this trend includes AUD/JPY 

which continues to be abnormally high, tracking its 5-year annualised average. The volatility of AUD/CHF is also 

extended and is closely tracking its 15-year average. From the dataset, it appears that the Swiss Francs (CHF) has lost 

its stripe as a safe haven currency for now. 
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Exhibit 3: Against most major currencies the AUD declined over the short and long term   

 

 
 

Weaker AUD has been positive for investors in global assets.  

 
Whilst a weak AUD is a negative indicator for the performance of the economy from interest rate, inflation and growth 

rate perspectives, the trend is beneficial for investors with overseas unhedged portfolio. When AUD is weak, the 

currency effect is positive from a translation perspective.  

 

Exhibit 4 shows that the AUD moves over the past 1 year, 3 years and 5 years have resulted in a positive currency 

effect for unhedged defensive and growth assets. For instance, unhedged developed market Global equity investors 

realised a positive currency effect of massive 7% p.a. over the past year, 3.6% over the past 3 years and 3.6% over the 

past 5 years.  

 

A similar pattern of positive currency effects was noted across Global Listed Infrastructure (unhedged) and Global DM 

REITs.  Global Listed infrastructure investors realised a positive currency effect of 5% over the past year, 2.8% over 

the past 3 years and 2.5% over the past 5 years. Overall, a weaker AUD has accounted for a substantial proportion of 

12-month total returns delivered from offshore investments. 
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Exhibit 4: The weaker AUD has continued to benefit defensive and growth assets over periods of 1,3 and 5 years 

 

AUD Fundamental Factors – Interest Rate differential and Commodity Prices 

 

Based on Foresight’s currency modelling work, the 2-year interest rate differentials between Australia and the US have 

significant predictive power for the AUD/USD. Exhibit 5 shows the relationship between the rate spread and 

AUD/USD. Whilst there is a strong positive relationship between the rate spread and AUD/USD, the spread is at a 

20-year low. However, the current data set is exhibiting a diverging pattern as the US Federal Reserve has reduced its 

policy rate again by 25 basis points in September. The RBA noted that this interest rate differential could compress as 

market pricing suggests that the federal fund rate is expected to decline a further 50 basis points by mid-2020 (Reserve 

Bank of Australia, 2019). The lower Australian 2-year bond yield reflects a weaker economic and inflation outlook for 

Australia. 

 

Despite a weakening economy, Australia’s terms of trade have proved to be resilient. The RBA has noted an increase 

in iron ore prices in the previous months has lifted terms of trade. This rise emerges as a result of a limited supply in 

the seaborne market as a result of a disruption in Brazil and “resilient Chinese demand”. Due to these economic 

conditions, the RBA has forecasted growth in resource exports heading into the end of 2019 and 2020.  

 

Exhibit 5 shows a positive correlation between AUD/USD and commodity prices. While the relationship between the 

factor and AUD/USD is much tighter than the 2-year rate spread, the recent breakdown in the relationship is amongst 

the most pronounced. It seems that investors do not believe that commodity prices will stay high over the longer term. 
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Exhibit 5. The 2-year interest rate differential between Australia and the USA is at 20 year low; Commodity prices 

are higher than 2008-9 low 

 

 
 

 

Outlook for AUD over the next 12 months is more balanced 

 

Based on the Foresight Multi-Factor forecasting model1, the outlook for AUD against G5 currencies is 

slightly weak to stable over the next 12 months.  

 

The AUD is expected to depreciate slightly against USD, Pound and Yen. Notwithstanding 

the Brexit issues, the model is expecting AUD to appreciate against the Pound by 2.7% over 

the next 12 months. The model is also predicting 5.5-6% appreciation of AUD against the 

Swish Franc and the Euro over the next 12 months.  

 

A weaker outlook for the economy and inflation is likely to keep downward pressure on our interest rates 

and therefore on the AUD. Dovish comments from the RBA and its recent interest rate cuts have resulted 

in the AUD falling to its lowest level in around a decade as investors continue to anticipate further rate cuts 

from the Reserve Bank. The impact of these rate cuts will improve domestic financial conditions, reduce 

borrowing rates for businesses, and lower interest payments for households which would create more 

room for spending. 

 

Currency volatility within the exchange rate market is predicted to emerge as a result of continuing 

geopolitical concerns and no signs of the trade wars coming to a halt. The US dollar is expected to 

 
1 Foresight provides FX forecasts for major currencies against Australian Dollar with horizons from 3 months to 12 months on a quarterly basis. Forecasts 

presented are from the most accurately predictive models out of the four competing models based on multi-decade back testing. Foresight quant models 

include: Relative Purchasing Power Parity (PPP), Real Interest Rate Differential (IRD), Behavioural Equilibrium Exchange Rate (BEER), and Behavioural Equilibrium 

Exchange Rate with Short-run Dynamic Predictors (BEERE). They consider a wide range of long-term and short-term economic and market factors such as 

intercountry CPI differential, intercountry PPI differential, intercountry 2 year real interest rate differential, intercountry gross government debt to GDP 

differential, Australia’s terms of trade, Australia’s net foreign assets, changes in commodity prices, changes in S&P 500 index and changes in Volatility index. All 

the models are specified in Vector Error Correction with Order 1 form. Foresight tracks the accuracy of its FX forecasts on a quarterly basis and can be made 

available upon request. 
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depreciate over the next 12 months with an average return ranging between 1-2% over the next 12 months.  

Further instability may eventuate from Brexit delays and rising uncertainty around the global economy in 

the coming months.  

 
Exhibit 6: The 12 month outlook for AUD is mixed against major currencies 

 

The case for currency hedging is weak based on evidence 

 

Given the current trend of the AUD Index and fundamental outlook for the Australian economy, 

inflation, interest rates and terms of trade factors relative to its trading partners, the risk for AUD 

against major trading partners is more balanced. 

 

Based on the expected returns for AUD against major currencies and using the current 

currency weight of the equity market (proxied by the MSCI World), the expected 

currency effect is modest over the next 9 months (-1.24%) and flat over the next 12 

months.  

 

Exhibit 7 also presents the contribution to this return from each of the major pairs. As expected, USD 

(being 58% of the Global equity index) has the largest impact on the outlook for equity investments 

followed by the Euro.  
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Exhibit 7: The case for hedging AUD over the next 12 months is modest 
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Foresight Analytics - Unlocking your investment advantage 

Foresight Analytics is data-driven investment research, analytics and consulting firm. Using its innovative 360-

degree framework and factor-based technology, Foresight provides analytical, predictive and market 

intelligence solutions to leading investment management companies, superannuation funds and wealth groups. 

 

For asset owners, Foresight solutions include quality and risk-based manager appraisal, forensic validation of 

manager skill, portfolio risk aggregation and factor-based portfolio optimisation. Foresight’s 360-degree 

analytical framework integrates financial and extra-financial considerations and across equity and bond asset 

classes. For further information on our services, visit our website on www.foresight-analytics.com 

 

Disclaimer 

The material contained in this document is for general information purposes only. It is not intended as an offer 

or a solicitation for the purchase and/or sale of any security, derivative, index, or financial instrument, nor is it 

advice or a recommendation to enter into any transaction. No allowance has been made for transaction costs 

or management fees, which would reduce investment performance. Actual results may differ from the reported 

performance. Past performance is no guarantee for future performance.  

 

This material is based on information that is considered to be reliable, but Foresight Analytics makes this 

information available on an “as is” basis without a duty to update, make warranties, express or implied, 

regarding the accuracy of the information contained herein. The information contained in this material should 

not be acted upon without obtaining advice from a licensed investment professional. Errors may exist in data 

acquired from third-party vendors, and in coding related to statistical analyses. 

 

Foresight Analytics disclaims any and all expressed or implied warranties, including, but not limited to, any 

warranties of merchantability, suitability or fitness for a particular purpose or use. This communication reflects 

our quantitative insights as of the date of this communication and will not necessarily be updated as views or 

information change. All opinions expressed herein are subject to change without notice. 
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