
What role do political factors play in explaining 
the relationship between commodity prices and 
the real exchange rate in Australia and Norway? 

Empirical data shows some exchange rates have a strong positive 
correlation with commodity price movements, whilst other currencies are 
not affected or have a negative correlation. Cashin et al. (2002)

Existing literature focuses on economic explanations             PROBLEM

                        Many cases are left unexplained.  
I developed a new approach looking at political 

explanations to analyse anomalies in the existing literature.  

QUESTION METHODOLOGY
• Uses a case study protocol derived from a framework constructed by Yin (1994).  The case study is descriptive, explanatory 

and exploratory and uses a ‘diverse case’ approach. The variable of interest is categorical i.e. the exchange rate co-moves 
or does not co-move with commodity prices. The main variable studied in this paper is the real exchange rate and its link with 
commodity prices. This paper treats commodity prices as exogenous resulting in Granger causality from commodity prices 
to exchange rates. The findings are based on secondary quantitative and qualitative data from sources such as journals, 
academic databases, news articles and publications from institutions such as the IMF and national central banks. When 
collecting the empirical data and research, a method of triangulation was used. Since completing the dissertation, I have 
continued to develop my research by interviewing FX Strategists at an investment bank.

• References included literature from both Economics and Politics such as: Cashin et al. (2002); Chen et al. (2010); Chen & Lee 
(2014); Cleary (2011); De Gregorio et al (1994); Eifert et al. (2002); Frenkel (1976); Garton (2012); Gelb et al (1988); Habib & 

Kalamova (2007); Holden (2013); Rickne (2009); Robinson (2006); Torvik (2011); Tsani (2013); Yang (2011)

C OMMODITY CURRENCY CONUNDRUM
A Political Explanation

C
ASE STU

D
IES

SUMMARY
• Economic theory in isolation is not always capable of explaining the divergence in the behaviour of different commodity 

currencies. Political factors must be explored too. 
• Policy rather than broader institutional variables are the most significant in explaining HOW.
• Resource revenue management impacts on government spending which is a key causal mechanism helping determine the extent 

of spillovers to the exchange rate. 
• This paper connects the policy approaches to the politics of the cases in a broader sense to explain WHY. Norway has a strong 

political consensus across the political spectrum whereas Australian politics is dominated by oppositionism and short-termism. 
• Together, the focus on these different aspects of policy and politics helps to offer a more complete explanation. 

Ellie Heatherill

SIGNIFICANCE
• Exchange rate has ramifications for the whole economy

• Positive commodity price shocks can cause ‘Dutch 
Disease’

• Help governments devise effective policies to prevent 
economic distortions caused by commodity price cycles 

feeding through into the exchange rate

• Can extend beyond commodity currencies for example, 

the recent political impact on GBP resulting from Brexit

• Careless use of the resource revenue by successive governments. Immediate government 
consumption         spillover effects onto the real exchange rate and pro-cyclical public 
expenditures. 

• Warwick McKibben argues that Australia failed to restructure its economy and save during the 
boom: “The government gave tax cuts and made spending increases, which required the boom to 
continue forever” (Seccombe, 2015).

• Commodity windfall has not contributed to the accumulation of government surpluses and instead 
the general government budget balance did not see much change during the boom (Garton, 2012). 
This prevented Australia from implementing countercyclical fiscal policy which can help suppress 
upward pressure on the exchange rate. 

• The low tax rates on the resource sector combined with the fragmented tax framework limit 
Australia’s ability to effectively capture the revenue. 

• Australia has always had difficulty in effectively governing the resource sector with the government 
being susceptible to lobbying from powerful multinationals in the industry (Cleary, 2011). 

• Successive Norwegian governments have managed the commodity windfalls through a broader 
fiscal policy framework which encompasses a Sovereign Wealth Fund. 

• The fund captures oil revenues and removes them from general government revenues.
• Fiscal rules decouple government expenditure from the present inflows of oil revenue into the 

economy so commodity revenues are incrementally introduced into the economy. They reinforce and 
support countercyclical fiscal policy. 

• There is an effective tax policy meaning oil companies must also pay an extra tax on top of the 
ordinary company tax. This helps to capture revenue from commodity exports. 

• Resource funds act as a quasi-monetary pressure, value neutralizing surpluses in the way through 
which they divert commodity inflows out of domestic circulation and into off-shore assets (Frenkel, 
1976). This results in more stable prices and revenues, lower interest pressures and reduced 
exchange rate appreciation. 

WHY?

CAUSAL MECHANISMS

Commodity revenue 

Immediate Government 
Consumption

Sterilisation though saving 
e.g. a resource fund 

Politics behind the policy choices

SIMILARITIES

DIFFERENCES

• Stable, democratic, advanced economies 
• Net commodity exporters which have overcome 

the ‘resource curse’ 
• Open economies financially and in terms of 

trade with flexible exchange rate regimes
• Well regarded institutional structures with high 

levels of transparency and accountability and a 
strong rule of law.

• De-politicised resource management,  well-
established property rights and independent 
institutions functioning as checks and balances. 

• Level of commodity export dependency: The resource 
sector in Norway accounts for 20% of GDP (Norges 
Bank, 2015) in contrast to 10% of GDP in Australia 
(ABS,2012). Economic literature would suggest the 
Norwegian Krone should co-move with commodity 
prices to a greater extent than the Australian Dollar but 
this is not the case. 

• From 2004-2014, the Australian Dollar appreciated by 
50% in trade weighted terms peaking at over 60% in 
2012 (RBA, 2014). Norway avoided such an 
appreciation. 

• Australia mostly exports iron ore, coal and metals 
whilst Norway exports crude oil.

• In Norway, political differences are 
relatively small and values are egalitarian. 
•There is a belief that revenues should be 
used as a source of value for the benefit 
of the nation as a whole. 
•Successive governments comprising of 
an array of parties have all honoured the 
commitment and rules of the fund. This 
highlights the strong political consensus 
in Norway.
• In Australia, there is a more adversarial 
political culture- a ‘culture of conflict’ both 
between the parties and within the 
parties. 
•Politicians are seen to prioritise short-
term vote-winning policies instead of 
national interests. 
•Role of psychology and ideology of 
successive Australian governments.
•No strong, overarching political 
consensus to drive forward policy leading 
to a lack of political will. 

Resource withdrawal channel

Consumption tilting channel

EMPIRICAL DATA

1990s Average = 100, Source: IMF

Source: OECD

2010 = 100, Source: OECD
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Learn more!
Scan the QR code with your smart phone to see a website giving further 
details on this project including an animated video summarising the key 

points. Includes contact form for further questions. 

ellie.heatherill@gmail.com


