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Important disclosures regarding companies that are the subject of this report and an explanation of 
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Why the $A Can Still Reach Parity 
 

The Australian dollar has fallen from US97.9 cents on 15 July to US90.6 cents on 7 
August.  This heavy fall has caused a number of major Australian forecasters to revise 
down their future estimates of the $A/$US exchange rate.  The Australian dollar, they 
say, will no longer reach parity.  
 
 

In this issue, we wish to argue that the recent correction in the Australian dollar is merely 
short-term technical price action.  The fundamentals remain for a significantly weaker $US 
over the months ahead.  The result of this is the Australian dollar will rise towards parity. 
 
American writer PJ O’Rourke has observed that the US economy has two basic states.  One 
of these is “okey dokey”; the other is “notso hotso”.  The problem is that when the US 
economy is “notso hotso”, it tends to stay that way for a while.  In Table 1, we see the 
quarterly annualized growth for the US economy from the third calendar quarter of 2007 to 
the second quarter of 2008.  We also show our estimates for the next three quarters.   
 
The US economy has been “notso hotso” since the fourth quarter of calendar 2007.  It put in 
a surprisingly good 1.9% in the second quarter of 2008.  It should put in a useful 1.6% 
growth in the third quarter of 2008.  This reasonable growth rate is because US domestic 
demand is being supported by the stimulus package that was announced in February.  This 
stimulus package runs out in the third quarter.  There is nothing to support growth in the 
fourth quarter.  The result is that growth should fall into negative territory for the fourth 
quarter of 2008 and first quarter of 2009.  This should signal a technical US recession.  We 
think that output will fall by 1.7% annualized in the December quarter and 0.7% in the first 
quarter of 2009. 
 
Table 1:  US Quarterly Annualized GDP 

 
3Q07 4Q07 1Q08 2Q08 3Q08 4QO8 1Q09 

GDP 4.8 -0.2 0.9 1.9 1.6 -1.7 -0.7 
 

Source: ABN AMRO Morgans; BEA 

 
We think that when the US economy gets into the fourth quarter of this year, and the 
weakness of economic growth is apparent, investors will desert the $US and look for higher 
yielding currencies like the Euro, Sterling and the Australian dollar.   
 
The issue is not that the Australian dollar goes up.  The issue is that the $US is weak and 
falls against practically everything else.  This view of a weak $US in 2009 is reinforced by the 
outlook for the US budget deficit.   
 
In our Economic Strategy of 15 July “The Long Road down for the $US”, we pointed out the 
close connection between US budget deficits and a weak US currency.  Back in the 1950’s 
and 1960’s, when the US balanced its budget, then the $US was strong.  Since the 1970’s, 
deficit budgeting has led the $US to lose almost 40% of its value against a basket of other 
currencies.   
 
The only time that the $US has been strong in the past 20 years was when the budget was in 
surplus during the Clinton Administration.  The end of the Clinton Administration and the 
beginning of the Bush Administration saw the beginning of budget deficits and a weak $US.  
 
This swing in the budget balance is clearly shown in Figure 1.  The last time that the US 
Federal budget was in surplus was in 2001.  2003 and 2004 saw heavy budget deficits on 
more than 3%.  As this happened, the $US lurched into weakness.  In July, the White House 
released its Mid-Year Budget Review.  The historical figures shown in that review can be 
seen in Figure 1 as the blue line.  The forward estimates in that review can be seen in Figure 
1 as the red line. 
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Figure 1:  US Budget Balance 1998 to 2010 
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Source: ABN AMRO Morgans, White House Office of Management and Budget 

 
The White House tells us that the US budget deficit should deteriorate to 2.7% of GDP in 
2008 and 3.3% of GDP in 2009.  Actual figures tend to be worse than White House 
estimates in bad years.  However, even White House estimates tell us that the US budget 
deficit in 2009 will be the worst this decade apart from 2003 and 2004.  There can hardly be 
a better guarantee of $US weakness in 2009 than this increased supply of $US paper 
sourced from the deficit budget over the year ahead.   
 
Let’s face it.  The US economy is weak and getting weaker and the budget deficit is getting 
worse.  This is enough to drive the $US down further. 
 
Figure 2:  A Model of the Australian Dollar 
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In Figure 2 we see our model of the Australian dollar.  Our model is based on the rate of 
change of commodity prices, the differential on short-term interest rates, and the differential 
on long-term interest rates.  Since 1990 our model has explained some 85.3% of monthly 
variation of the $A/$US exchange rate.  This is not as good as some other people’s models.  
However, we can see that the model provides a pretty reasonable explanation of what is 
really happening in the exchange rate.   
 
It is true that our relative interest rates have softened in recent weeks.  But they are still the 
highest this decade apart from the period in the first half of this year.  They are certainly 
strong enough to hold up the Australian dollar in a situation where the $US is likely to be 
fundamentally weak.  Commodity prices remain near their peak for the past two generations.  
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Our model estimate of the appropriate value of the Australian dollar for August 2008 stands 
at US98.1 cents.  This rises to US99.8 cents in September 2008.  This is not quite parity but 
it is so close to it that the Australian dollar could be capable of wandering over the parity line 
as a random event.  Since our model is not deteriorating, we think that there is a high 
probability that parity will still be achieved some time between now and the middle of next 
year.   
 
What has been happening to the Australian dollar in recent weeks is not a fundamental shift 
but merely a technical correction in August this year which is very similar in structure to a 
technical correction which happened in August last year.  Last year those technical 
corrections proved to be brutal but relatively short-lived.  This year we think this technical 
correction will also be short-lived.  The inherent weakness of the $US in 2009 should allow 
the Australian dollar to rise back towards our model estimate in coming months.   
 
 
Conclusion 
 
Some major commentators have taken the opportunity created by the recent fall of the 
Australian dollar to revise down their forecasts.  Our view is that this fall is merely a technical 
correction.  The outlook for the $US remains poor.  The US economy will weaken over 
coming quarters.  The US budget deficit is already bad and will get worse.  Both of these 
factors will put downward pressure on the $US between now and the middle of calendar 
2009.   
 
As the $US falls, the Australian dollar will rise.  We remain confident the Australian dollar 
should reach parity by the middle of next year. 
 
 
 
 
 
 
 
 
 
 
 
References: 
 
PJ O’Rourke, “Eat the Rich, a Treatise on Economics”: September 1998. 
 
Mid-Session Review, Budget of the United States Government, Fiscal Year 2009, published 
by Office of Management and Budget, 28 July 2008.   
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