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1. Australian housing affordability is not as stretched as some measures suggest – measures that take into 
account all dwelling types, after-tax income and financing costs show prices have broadly tracked income 
growth since 2003 and typical mortgage repayments, though above long run averages as a proportion of 
household income, well below the peaks seen in the late 1980s and in 2007-08:

• A price to income ratio based on an all dwellings, all regions national median is 4.3 and has ranged 
between 3.9 and 4.4 over the last 7 years. This compares to an often quoted national price to income 
ratio from Demographia of 6.8 who view a ratio over 5 as severely unaffordable.

• A mortgage repayment to income ratio based on an all dwellings, all regions national median (75% LVR) is 
27.8% – above the 30yr average of 21.9% but below the peaks in 2008 (32.7%) and 1989 (34.5%). Similar 
measures suggest current levels are also well below peaks registered in the US (2005) and the UK (2007). 

2. House prices and affordability issues reflect a structural imbalance between supply and demand – building 
has failed to keep pace with strong rises in underlying demand associated with a migration-driven surge in 
population growth and long-run demographic and social trends. The resulting shortage is acute and likely to 
worsen. 

• Australia’s population increased by an average of 210,000pa in the 1990s with the stock of dwellings 
increasing by 120,000pa. Over the last decade though, Australia’s population has increased by an average 
305,000pa with the stock of dwellings increasing by an estimated 105,000pa. This has resulted in an 
estimated shortage of around 200,000 dwellings. 

• Demographic and social drivers continue to point to strong housing demand: population growth amongst 
first home buyer age-groups has jumped from 0.6%yr in the 15yrs to 2006 to 1.8%yr currently with 1%+ 
growth projected to sustain over the next 15yrs. 

• With new building likely to weaken in 2011 as interest rate rises impact, the estimated shortage of 
dwellings will either stay unchanged (if migration inflows moderate) or rise significantly (if net migration 
remains near current rates). If the very strong migration-driven population growth of the last three years 
continues there is a substantial risk of the stock deficiency rising further to well over 250,000 dwellings. 

3. The resilient performance of the market in 2008-09 strongly suggests there was no pre-existing bubble 
in Australian housing at this time – this was a severe ‘stress test’ that combined high interest rates, a 
material tightening in the availability of credit, job losses, intensely negative sentiment on housing, a slump 
in investor demand and actual price falls. Even with interest rate cuts and first home buyer incentives, a 
genuine speculative price bubble would not have survived this episode.

• The ‘stress test’ included an average standard variable mortgage rate of 9.1% over 12mths; the exit of 
many non-bank lenders that saw 46,500 fewer loans approved; tightening LVRs and loan criteria; a 1.9ppt 
rise in the unemployment rate; a slump in consumers’ assessments of whether it was a ‘good time to buy 
a dwelling’ with over 55% expecting house price falls; a 36% slump in new investor lending; and actual 
house price declines in the order of 3 to 5½% nationally. 

4. There is little evidence of excessive speculative activity by investors in recent years and we see little risk 
of disruption from investors selling properties – residential property has outperformed other assets and 
continues to offer a stable, secure source of income. The housing shortage also means markets should be 
able to absorb any increase in investor selling reasonably easily.

• Investor activity peaked in 2003 – credit growth in this segment has been subdued and lagged credit 
growth to owner-occupiers since 2004

• Taxation data shows the proportion of taxpayers with investment properties has remained broadly 
unchanged over the last 10yrs at around 13%. 

5. Most recent first home buyers that have entered the market since 2008 have already built up a sizeable 
equity buffer – those with the lowest buffers are in the ‘resource’ states of Queensland and WA and as such 
have a very positive outlook for incomes and job security.

• The average first home buyer in 2008-09 has accumulated estimated equity of 18.8% from house price 
gains alone. 

6. With interest rates likely to rise through 2011, credit constrained and affordability below long run averages, 
house prices are likely to remain broadly steady over the next two years. At the same time a strong labour 
market and solid wages growth should see household incomes rising by over 7%yr. These dynamics will 
improve affordability, setting a basis for higher house prices in the medium term.

Bill Evans, Chief Economist and Matthew Hassan, Senior Economist

Key Findings

Australian housing: the bubble myth. 
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Prices sustained by supply shortages rather than speculative excess
Australia’s housing market has been a standout performer in recent years – firstly for its resilience in 2008-09 and more 
recently for a strong rebound in prices. In a world still grappling with a severe recession and financial system stress that 
was brought on, at least in it’s early stages, by a collapse in the US housing market, this has raised questions about 
Australia’s economic stability, particularly for foreign investors. 

The continued strength has led some to conclude that Australia’s housing market is in the grips of a bubble. Aside from 
high and rising prices, the most bearish commentators point to high price to income ratios and an investor segment 
facing lacklustre yields, losses on negatively geared properties and diminished prospects for price appreciation.

We believe the Australian housing market does not represent a speculative bubble. While we accept that housing 
is relatively expensive, issues about prices, incomes and affordability are more complex than the simple measures 
used to show over-valuation. In particular, these usually exclude ‘non-detached housing’ (i.e. apartments, townhouses 
and terraces) and the cost of finance – both critical parts of the affordability proposition. The rise of the dual-income 
household is also problematic for measures based on simple market medians. 

Fundamentally, we see pricing as more reflective of a structural imbalance between supply and demand. Building has 
failed to keep pace with strong rises in underlying demand associated with a migration driven surge in population growth 
and supported by long-run demographic and social trends including the ageing population, changing household types 
and declining fertility rates. The resulting shortage has accumulated over many years and is now acute. Moreover, the 
situation is likely to worsen in coming years.

There is little evidence of excessive speculative activity by investors, especially compared to the 2001-2003 period. We 
also see little risk of disruption from an investor exodus: total returns have outperformed other assets in recent years and 
although yields may now be below the cost of finance, this is a secure income source, bolstered by low vacancy rates; 
an attractive tax treatment and prospects for rising rents. Investors have held on under more difficult circumstances. 
Moreover, the shortage of housing means the market can easily absorb an orderly sell-down by investors – noting that 
every investment property sold to an owner-occupier pushes an existing tenant out into the market. 

In our view, the strongest evidence against the ‘bubble’ argument is the performance of the market in 2008-09. If there 
had been a pre-existing bubble in housing it would almost certainly have burst during this period under the combined 
pressures of high interest rates, a material tightening in the availability of credit, job losses, intensely negative sentiment 
on house prices, slumping investor demand and actual price falls. That markets recorded only a mild price correction and 
a comparatively benign rise in mortgage arrears argues strongly against the existence of a bubble at the time. 

The notion that aggressive rate cuts and first home buyer incentives could have ‘rescued’ a falling market just as the 
bubble was bursting is not compelling. Speculative bubbles are famously resistant to policy moves both on the way up 
and on the way down. As seen during both the ‘dot-com’ and US housing market collapses, policy is usually powerless to 
arrest an unwinding speculative price bubble.

If we accept that a price bubble was not present in 2008 then one is unlikely to have formed since – despite recent 
strength, house price gains since the 2008 peak have essentially kept pace with incomes and credit growth has been well 
below trend. Our analysis also suggests most first home buyers that have entered the market since 2008 have already 
built up a sizeable equity buffer and that those with the smallest buffers are in Queensland and WA, the ‘resource’ states 
with a very positive outlook for job security.

Importantly policy is also well-placed to deal with any shock if it were to emerge. Low public debt levels mean there 
is ample scope for fiscal stimulus if required. In addition, with interest rates near historical averages there is plenty of 
capacity for the Reserve Bank of Australia to apply aggressive monetary stimulus if a threat emerges. When Australia was 
last exposed to a tumultuous external shock, interest rates and public finances provided plenty of scope for an aggressive 
policy response that coupled with a flexible exchange rate and labour market response proved to be highly successful.

The following paper provides a full discussion of these issues.

Executive summary

October 2010
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Australian housing: the bubble myth.

The bubble thesis
Australia’s resilient housing market has been a key feature of the economy’s outperformance 
in recent years. While there have been many other important positives, the mildness of the 
house price correction in 2008-09 removed what could otherwise have been a major negative 
for the domestic economy.

This relative stability and a more recent rebound in prices has drawn questions about the 
sustainability of market valuations and the household debt levels that underpin them. For the 
most extreme pessimists, the housing market represents a large scale speculative bubble 
that has been pumped up by excessive borrowing and unrealistic price expectations and is 
doomed to collapse once debt levels are shown to be unsustainable; investors turn against the 
market; price appreciation stops; and credit tightens. Aside from high and rising prices, the 
most bearish commentators point to high price to income ratios and a fragile investor segment 
facing lacklustre yields; losses on negatively geared properties; and diminished prospects for 
price appreciation.

Clearly this is a scenario of some concern for global investors. These concerns are 
underscored by a world economy still grappling with the aftermath of a severe recession 
and associated financial system stresses that were triggered initially by a collapse in the US 
housing market and have been substantially worsened by ongoing housing downturns in the 
US and other developed countries. 

In the following discussion we take a closer look at this issue, focusing on housing affordability 
measures, market fundamentals, the investor segment, the 2008-09 ‘stress test’ of Australia’s 
housing market, including lending practises by intermediaries, the vulnerability of the first 
home buyer segment, and some potential shocks that could trigger house price declines. 

Measures of housing affordability
Issues about prices, incomes and affordability are more complex than the simple measures 
used in most studies, particularly those comparing affordability across countries. Detached 
houses and units1 have very different price structures; capital cities and secondary 
metropolitan areas are different for both prices and incomes; a rising proportion of household 
incomes are dual incomes; and measures need to incorporate the cost of finance to truly 
capture affordability. Yet most measures ignore these issues.

A key metric in much of the debate over Australian house prices is the price to income ratio. 
This is literally the ratio of the median house price to average income and is widely used by 
Demographia, a public policy research group, and others to compare prices to historical levels 
and across countries. Indeed, Demographia assert that as at September 2009 this ratio was 
6.8 across Australia as a whole and 9.1 for Sydney. Other commentators have cited a ratio of 
7.5. A ratio over 5 is considered ‘severely unaffordable’. According to Demographia, about 1 
in every 5 cities across all of the US, the UK, Australia, Canada, New Zealand and Ireland have 
ratios over 5. The same estimates show 22 out of the 23 Australian cities with population over 
50,000 have a ratio over 5 (Chart 2).

There are several issues with using this approach to assess valuations. 

The first is that there is often a mismatch in coverage between incomes and prices. Price data 
is usually provided on a capital city basis, yet income data in Australia is more often provided 
on a broader state basis. Our estimates suggest that in the case of Sydney, this bias alone lifts 
the ratio by 0.9pts. 

More importantly for major capital cities, the price measures used are typically for detached 
houses only. In Sydney, detached housing accounts for just 60% of the housing stock. Our 
estimates suggest that using a median unit price instead of a median house price reduces the 
ratio by 2.4pts. 

Together these two factors can generate a significant bias. Indeed, for Sydney, a price to 
income ratio based on the median detached house price and median income at the state level 

Australian housing has 
outperformed ...

... but some argue ...

... markets are in the grips 
of a bubble ... 

We disagree.

Assessments based on ...

... simple price-income 
ratios ...

... often use mismatched 
data ...

... and ignore units.

1 Throughout this paper, the term ‘units’ is used to cover all non-detached housing, including: semi-detached, row or  terrace houses; townhouses, flats, 
units and apartments.

Australian housing: the bubble myth. 
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Price-income ratios: Demographia estimates 
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would have given a reading of 8.3 in 2007-08 but a ratio based on the median unit price and 
median income at the capital city level gives a ratio of 5.0 (chart 5). 

Amongst the various available price to income measures, the most consistent in terms of 
methodology and scope are ratios produced by RP Data-Rismark, a property research group. 
These compare an all dwellings, all regions median price and a similar ‘trimmed mean’ price 
to average household disposable incomes (chart 7). The broad measures suggest a ratio of 
around 4.5 for Australia. 

Notably this ratio has remained relatively unchanged since 2003.

However, the second issue with all price to income ratios is that they completely ignore the 
cost of finance. Few households purchase a home without using some form of mortgage 
finance. Amongst first home buyers the proportion using finance is well over 90% (it is around 
65-70% for ‘upgraders’ as this group has higher equity levels and is often downsizing to 
smaller properties). 

Moreover, in the case of Australia and many other nations, there has been a secular decline 
in interest rates since the 1970s and 1980s associated with the secular decline in inflation 
(Chart 8). All else being equal, this has meant that for the same debt servicing cost, Australian 
households can manage a much larger level of debt (this effect is greatly augmented by 
rising nominal incomes). The combined effect means the same repayments as a proportion of 
average disposable incomes have risen dramatically. Chart 9 shows how the ‘buying power’ of 
the average household income has risen over the last twenty years due to these factors alone.

Not surprisingly, common measures of housing affordability that incorporate mortgage interest 
rates – such as the proportion of income required to service a loan on the median-priced 
dwelling – show a much less pronounced shift in housing affordability. Chart 10 shows an 
affordability measure based on the RP Data-Rismark all dwellings, all regions measures. It 
shows that current price levels indicate affordability is stretched but not to the extremes seen 
in the late 1980s and in 2007-08. 

Assuming 5.2%yr nominal per household income growth (the average recorded over the last 
decade) and neutral interest rates over the next three years house prices would only need to 
fall by around 2%yr to return this ratio to its 40 year average.

These measurement issues also affect many of the comparisons made between housing 
affordability in different countries. Few of these comparisons make the (usually quite 
considerable) extra effort required to ensure measures are comprehensive, compatible and 
incorporate financing costs. Chart 11 shows Westpac estimates of mortgage repayment-based 
measures of housing affordability for Australia, the US and the UK using the most consistent 
and longest historical time series available (the income measure used is for individuals 
rather than households). While it shows Australian housing is less affordable than in these 
other markets, it is well below historical extremes. It should also be noted that affordability 
measures for the US and UK markets are both well below their long run averages – financial 
system stresses, severe economic recessions and high unemployment are probably depressing 
house prices in these countries such that affordability is comparatively good if you have the 
wherewithall to make a purchase. 

Finally, the third major issue we suspect is affecting both the price to income ratio and 
other standard measures of housing affordability is the rising prevalence of ‘dual-income’ 
households. Australian Bureau of Statistics (ABS) data shows nearly 60% of first home buyer 
households have more than one income earner. 

ABS data on the distribution of household incomes shows those with more than one person 
employed have gross incomes 55-70% higher than average and 75-80% higher than those 
with just one person employed. This ‘dual income bulge’ is clearly visible in the distribution 
of household incomes (Chart 12). Moreover, this group has shown a substantial increase 
between 1994-95 and 2007-08 with the number of households more than doubling to account 
for 18% of all households compared to 10% in the mid 1990s. 

More consistent 
measures show smaller 
shifts ...

... but still ignore 
financing ...

... which explains most of 
the shifts since 1980s ... 

... and recasts cross-
country comparisons.

Rise in dual income 
households ...

Australian housing: the bubble myth. 
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House affordability: all dwellings median 
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This clearly makes gauging the affordability of median-priced dwellings (houses in particular) 
more problematic. If, for example, the typical new buyer (with no accumulated equity) of a 
median-priced house in 1994-95 was a single income household but in 2007-08 was a dual 
income household, then this is unlikely to be captured by affordability measures based on a 
median income (which is still significantly below the ‘dual income’ bulge). 

Indeed, to adequately reflect the affordability proposition facing dual income households, the 
median income measure should be multiplied by an adjustment factor of between 1.5 and 
1.8. Transforming the standard affordability measures this way results in readings that are 
much less stretched on an historical basis. For both price-to-income and repayment-to-income 
affordability measures this equates to reducing the level of the measure by over a third.

Chart 13 shows how making this ‘dual income’ adjustment for Sydney completely transforms 
the affordability proposition for detached houses. Although the increase in dual-income 
households may not be affecting observed median prices in all markets and for all house types 
(i.e. detached houses and units) it is likely to be a factor in the main capital cities, particularly 
for detached houses in Sydney, Melbourne and Brisbane.

This is not to say there isn’t an affordability problem – clearly there still is, particularly for 
single income families seeking to enter the market for a detached house in the main capital 
cities. For dual income families there is also clear vulnerability to losing one income. However, 
it does cast doubt on the prevalence and severity of affordability strains across the market and 
suggests measures need to do more to take into account the broader distribution of incomes 
and the range of property prices rather than focusing narrowly on market medians.

Supply and demand fundamentals
As with most markets, price changes often occur in the housing sector in response to 
imbalances between supply and demand. A key feature of the Australian housing market and, 
we think, the main reason behind high prices is an acute shortage of stock. 

New building has failed to keep pace with a strong rise in underlying demand associated with 
a migration-driven surge in population growth. Underlying demand is also being supported by 
long-run demographic and social trends. The resulting shortage has accumulated over many 
years and is now acute – we estimate it is equal to over 2½% of the total dwelling stock or 
about a year’s new construction (Chart 14). Moreover, the situation is likely to worsen near 
term.

The gap that has opened up between building and population growth is striking. In the 1990s, 
Australia’s population increased by an average of 210,000 a year. Census data shows the 
stock of dwellings increased by 120,000 a year. Over the last decade though, Australia’s 
population has increased by an average 305,000 a year. Census data and dwelling completion 
fi gures suggest the stock of dwellings has increased by just 105,000 a year (Chart 15). 

This persistent pattern of under-building has led to substantial pent-up or ‘latent’ demand 
for housing. On our estimates, there is currently a shortage of around 200,000 dwellings in 
Australia. 

The main segment of the population aff ected by this shortage are 18-34 year olds that would 
normally have left the family home to form a new household (either a rental or owner-occupier 
household) but instead are remaining in the family home for longer. The number of ‘children’ 
over the age of 35 still living in the family home nearly trebled from 65,000 in 1996 to 
187,000 in 2006.

However, the impact of the housing shortage is not confi ned to this group. Detailed Census 
data shows there has also been a sharp increase in the number of relatives and older 
unrelated parties living with families – the number of ‘extended’ relatives living with families 
more than doubled from 181,000 in 1996 to 392,000 in 2006. While some of this may refl ect 
changing cultural values, the increase in ‘shared housing’ more generally is the fi rst sustained 
rise in many decades. We suspect these trends and many others will again be highlighted 
when the ABS conducts its next Census in 2011.

... greatly undermines 
median-based measures.

Affordability issues not 
as severe or widespread 
as some suggest.

Prices need to be seen ... 

... in the context of ...

... an acute housing 
shortage ...

... currently estimated at 
200k dwellings ...

... evident in increased 
‘sharing’ ...

Australian housing: the bubble myth. 
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Sydney housing affordability: long run 
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The eff ects of under-supply are apparent in broader Census fi gures on average household size 
which, after a multi-decade downtrend relating to social and demographic changes, completely 
fl attened out between 2001 and 2006. Our estimates suggest the ratio has since risen 
signifi cantly, the fi rst such rise since the late 1950s and the largest since World War 2 when 
there was a freeze on new building (Chart 16).

This particular fi gure is sometimes turned around as an argument that the previous period 
indicated ‘over-building’ – that is, if the number of people per dwelling was in decline prior to 
the recent rise then there must have been plenty of dwellings available to accommodate the 
population and thus some degree of excess supply. However, this argument misses the strong 
demographic and social drivers behind the trend decline in household size. 

Demographically, the rising age-profi le of the population is leading to faster population growth 
in age-groups that typically have smaller households. Specifi cally, the ‘baby-boomers’ – the 
main demographic bulge in the population – are entering the ‘empty-nester’ phase of their 
lives where children leave the family home. Not surprisingly the proportion of households 
listed as ‘couples without children’ has been rising steadily (Chart 17).

Meanwhile, long term social trends towards delayed co-habitation, women having children 
later in life and fewer children overall (Chart 18) are also major reasons behind the long run 
trend decline in persons per dwelling. Note that the downtrend temporarily accelerated in 
the 1970s and 1980s due to a rise in family separation rates following the introduction of 
‘no-fault’ divorce laws in 1975.

Given how slow-moving and entrenched many of these demographic and social trends are, it 
seems likely that in the absence of constraints such as the availability of suitable aff ordable 
housing, the ratio of persons per dwelling could be expected to maintain its long run trend 
decline. 

Another important aspect of the demographic forces driving housing demand at the moment 
is the strong growth in key first home buyer (FHB) age-groups. The combination of strong 
migration inflows and an ‘echo’ in the population age-profile associated with the children of 
the baby-boomers is driving a significant step-up in growth in those aged 25-34 – the cohort 
that accounts for nearly 80% of all FHBs (Chart 19). In the ten years to 2007, average growth 
in the 25-34 age group was just 0.2%yr. Over the last four years it has increased at 2.3%yr and 
is set to post rates of 2%yr over the next four years.

Using age-group data on FHBs, upgraders and investors it is possible to compile a weighted 
average growth rate for population in each buyer segment. Chart 20 shows the results and 
projections based on the ABS ‘medium growth’ population projections compiled in 2006. 
Growth in the FHB segment has risen sharply over the last three years to 2.1%yr. This 
compares with average growth of 0.6%yr over the five years to 2006, and 0.5%yr over the 
previous five years. The elevated pace is set to sustain. On the conservative basis of the 
‘medium growth’ projections, growth in the FHB cohort is forecast to run at 1.3%yr in the five 
years to 2016.

There also appears to be considerable upside potential. The migration-led population surge 
is boosting this cohort by much more than others with growth tracking ½% higher than that 
implied by the ABS projections set down in 2006. Charts 19 and 20 are based on population 
estimates up to 2009 and growth rates based on the ABS projections thereafter.

These demographic and social drivers are incorporated in our estimates of underlying demand 
for housing. While there is always an element of judgement involved when it comes to 
assessing how long run trends will evolve, recent data, particularly on population, suggests 
we may be understating the true extent of under-building and pent-up demand. Both the ABS 
projections and our assumed trend growth in population may be underdone.

In terms of market dynamics, the shortage of dwelling stock acts as a major support to 
prices, essentially creating structural excess demand. Many of the potential home buyers or 
tenants that would have formed a household if there had been an adequate supply of dwellings 
are likely to be by now deeply discouraged and not actively in the market. Nevertheless, this 

... and a rise in household 
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... and social forces ...

... pointing the other way.

Strong migration is 
‘pumping up’ demand ...

... with the fastest growth 
in FHB cohorts since 
1980’s.

Shortage may be worse.

Structural excess 
demand ...

Australian housing: the bubble myth. 
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Chart 19. Chart 20.

Chart 21. Chart 22.

Chart 23. Chart 24.
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pent-up demand for housing is so large it is undoubtedly a factor in market activity. As a 
proportion of the housing stock, the pent-up demand for housing is equivalent to around 40% 
of all dwellings that turn over in a year (Chart 21). It can be thought of as two potential buyers 
(or potential occupiers) missing out for every five home sales that occur.

This is in direct contrast to conditions in US housing markets at the moment. Rather than 
a shortage, US markets have a major oversupply of vacant housing for sale only (i.e. not 
available for rent). This stock is equivalent to about one in every three properties sold, while 
the more general stock of unsold homes is even higher (Chart 22). 

Interestingly, there are also signs of change in the composition of FHBs (Chart 23). In general, 
they are now older, have two incomes, are increasingly coming from higher income brackets 
and are more inclined to be buying units, terraces or townhouses rather than the detached 
houses they were seeking a decade ago. While some of this change no doubt reflects the 
social changes mentioned earlier, it is also likely to be a ‘blowback’ effect from housing 
market conditions. In other words, more limited dwelling supply is pushing up prices and those 
without relatively high incomes and significant accumulated savings are not able to enter the 
market. Even those that can enter the market are being ‘forced’ to opt for cheaper dwellings 
of the medium or higher density variety.

Looking forward, Australia’s housing shortage is unlikely to improve near term and is at 
serious risk of worsening. The migration-led population surge has stepped up a notch over the 
last three years with an acceleration in population growth to 425,000 a year. Meanwhile, we 
estimate net additions to the dwelling stock have averaged just 100,000 a year. 

Charts 24 to 27 show various scenarios for the housing stock deficiency based on a range 
of assumptions around building activity and migration. Even under rosy assumptions of 
a rise in building or a gentle moderation in migration inflows, the housing shortage takes 
years to disappear. Under more likely assumptions that include a fall in new building (likely 
given prospective interest rate increases and the recent downturn in building approvals), the 
deficiency of stock either stays essentially the same (if net migration eases back to 2006 rates 
at the same time) or rises significantly (if net migration remains near current five-year average 
rates). Under scenarios involving a continuation of the very strong migration-driven population 
growth of the last three years, there is a substantial risk of the stock deficiency rising further 
to well over 250,000 dwellings.

The root causes of Australia’s housing supply problems are complex and relate to the cost and 
availability of readily developable land – both greenfield and infill sites. Rigidities in planning 
and development processes and physical limits to land availability in most major cities appear 
likely to continue restricting the availability of desirably located new dwellings. As such, there 
is a very real risk that supply continues to lag behind underlying demand for years to come. 

The investor segment
The investor segment has long been a touchpoint for concerns about Australia’s housing 
market. With a greater tendency towards chasing capital gains, this group is seen as the most 
likely candidate to drive overheated price growth. Conversely, a lower level of ‘attachment’ to 
their properties compared to owner-occupiers means investors are, at the margin, more likely 
to sell a poorly performing property.

Despite these concerns there is very little evidence of ‘speculative’ investor activity in the 
Australian market in recent years. We also see little risk of disruption from a sudden investor 
exodus. 

This hasn’t always been the case. Australia had very strong investor activity early last decade 
that included many features of an unsustainable speculative boom. The 2001 to 2003 period 
saw the value of investor finance approvals as a share of total surge from 27% to a peak of 
over 36% (Chart 28). Growth in total housing credit outstanding peaked at 22%yr at the time, 
its highest rate since the boom of the late 1980s. Rising investor housing credit accounted 
for nearly half of the increase at the peak (Chart 29). Adding to concerns, the surge in activity 
coincided with a surge in building – most notably of high rise apartments in Sydney and 
Melbourne (Chart 30). As these projects reached completion, a wave of new properties came 
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Chart 25. Chart 26.

Chart 27. Chart 28.

Chart 29. Chart 30.
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onto the rental market, driving vacancy rates up from around historical averages to levels on a 
par with the early 1990s peak (Chart 31). 

Fortunately the episode resulted in only a relatively minor ‘bust’. Housing market activity 
cooled abruptly and there were pockets of distressed sales and price declines but these were 
quite contained. Building activity outside of the inner-city apartment markets at the centre of 
the boom was fairly subdued through this period. As our estimates of market balance show, 
a significant oversupply of housing across the broader property market did not emerge at this 
time. With interest rates at only fairly moderate levels (the standard variable mortgage rate 
was held at 7.1%), unemployment steady near historical lows and strong population driven 
demand starting to come through, the market was able to ‘rebalance’ relatively quickly and 
relatively smoothly. Rental vacancy rates were back near average levels by the second half of 
2005 and continued to push lower in 2006 and 2007. 

Notably, 2003-04 also marked the beginning of the ‘take-off’ in Australia’s commodity boom 
that provided a major offset to the drag from weak housing markets, particularly for the 
‘resource’ states most exposed to the boom.

It is unclear exactly how much selling pressure came from investors through this period but 
the gradual fall in total investor housing credit since 2004 suggests it was fairly mild. That’s 
despite some very disappointing years for investor returns – total gross returns on Sydney 
investor housing (excluding leverage, interest costs and tax benefits) were essentially flat in 
2005 as price slippage negated rental yields and remained disappointing in 2006 and 2007 
(Chart 32). Rather than leaving in droves though, investors either sold their properties in small 
numbers or held on to them. Since 2006, investment properties have mostly outperformed 
other asset classes and have been more stable, particularly compared to equities.

Australia’s investor segment has been much more subdued in recent years. Although it 
remains a significant component of the market, investor credit growth has lagged well behind 
owner-occupier credit for most of this period. Both have been much more subdued compared 
to the high double-digit growth rates sustained over the previous fifteen years. Taxation data 
shows the proportion of taxpayers who own investment properties has remained broadly 
unchanged over the last 10 years at around 13%. The proportion of the housing stock turned 
over annually also peaked in 2003 and has been oscillating around its long run average since 
then (Chart 33). This measure can be used as an indirect gauge of speculative activity with a 
rise indicating a shorter average holding period for housing. 

The investor mania died down long ago. However, there is lingering concern that lacklustre 
price growth coupled with rising debt servicing costs that further outstrip rental returns on 
negatively geared properties may yet trigger a more substantial investor exodus. We see this 
as a very low risk. While yields may now be below the cost of finance, real estate still offers 
a secure income source, particularly with vacancy rates so low and prospects for rising rents 
(current levels for rental vacancy rates have historically been associated with rent inflation of 
6-7%yr). Investors have held on under more difficult circumstances. 

Importantly, even if investors were to start selling out, the shortage of housing means the 
market should be able to absorb an orderly sell-down reasonably easily (as we saw in the 2003 
correction). Not only is there likely to be a substantial pool of potential buyers, but the sale of 
an investor property to an owner-occupier also acts to push up demand as it is displaces an 
existing tenant who is then forced to compete with other buyers/renters for the same stock 
of dwellings. At best there is no net effect on demand, i.e. if the buyer is an existing owner-
occupier or tenant, but it may actually increase demand if the buyer is moving out of a family 
home or ‘shared’ accommodation.

More generally, we suspect investors will remain well placed income-wise to cope with rental 
property losses and, without anything ‘forcing their hand’, will be reluctant to sell properties at 
a loss. In short, an investor revolt looks highly unlikely.
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Chart 31. Chart 32.

Chart 33. Chart 34.

Chart 35. Chart 36.
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The 2008–09 ‘stress test’
We believe the 2008 period was a severe stress test of Australia’s housing markets – a test 
that argues strongly against the existence of a bubble, both then and now. During 2007 and 
2008, Australia’s housing markets came under substantial pressure from the combined impact 
of:  

• A sustained period of high interest rates – the variable mortgage rate averaged 9.1% in the 
year to September 2008, with a peak of 9.6%, the highest level in 12 years and 150bps 
above the second highest peak over the previous ten years (Chart 34). 

• A material restriction in the availability of credit that included: the exit of many non-bank 
lenders (loans financed by wholesale lenders dropped from 65,000 in 2007-08 to 18,500 
in 2008-09, Chart 34); sharply reduced availability of low and no-doc loans (which were a 
comparatively small segment to start with, accounting for just 8% of all outstanding loans 
in 20072); and a significant tightening in lending criteria that included reduced LVRs for 
riskier borrowers and for investor housing loans (Charts 35 and 36).

• A material rise in unemployment – although job losses fell short of a recession-style 
contraction, and were much milder than those seen abroad, Australia’s unemployment rate 
still rose significantly from 4% in February 2008 to 5.8% in May 2009 – a rise of 220,000 
that saw 250,000 full time workers experience six months of unemployment, up from a 
base of 125,000 the year before that reflects ‘ordinary’ labour market churn (Chart 37).

• A sharp swing in sentiment against real estate as an asset class and expectations of house 
price declines – the Westpac–Melbourne Institute Consumer Sentiment survey Index 
measuring responses to the question on whether now was “a good time to buy a dwelling” 
slumped to a reading 55% below its 36yr average level; the lowest reading since 1989 
(when mortgage rates hit 17%pa). Additional questions on the “wisest place for savings” 
saw the proportion nominating ‘real estate’ drop to just 13.4% in December 2008, the 
lowest on records back to 1974 (Chart 38). A survey by Mortgage Choice in November 
that year also found over 55% of consumers expected house prices to fall over the next 12 
months. Similar questions included in Westpac’s Consumer Sentiment survey since then 
showed a neutral view in May 2009 and consistently optimistic expectations thereafter 
(Chart 39).

• A sharp drop in investor activity – the annual value of new investor housing loans dropped 
36% between the year to June 2007 and the year to February 2009; annual new lending to 
owner-occupiers fell 26% from peak to trough (the investor share of new lending fell from 
35% to 27% but peaked many years prior at 40% in late 2003). Total outstanding credit for 
investor housing– a better gauge that also captures the impact of existing owners exiting 
the market – saw growth slump from 10.9%yr in 2007 to just 3.1%yr in the year to June 
2009 (it peaked at over 30% in 2003).

• Actual price declines – reinforcing the negative sentiment towards real estate assets, 
dwelling prices recorded actual declines through the period. Though obviously not as 
large as the falls in US and European markets, Australian dwelling prices still recorded 
nationwide falls of 3 to 5½% depending on which measure is used (our preferred measure 
– the RP Data-Rismark all dwelling price index declined 2.9%). Within this there were also 
pockets of the housing market where prices were affected by distressed or urgent sales – 
most notably as equity market declines triggered margin calls on loans used by borrowers 
to purchase shares. There was also significant selling of holiday homes through this period. 

Taken together, these developments were a severe ‘stress test’ not only for house price 
valuations but also for the ability of Australian households to meet their debt repayment 
obligations. As shown, affordability was considerably more stressed in mid 2008 than it is 
currently. Home loan arrears did rise over 2007-08 (Chart 40) but remained substantially lower 
than the arrears levels recorded in the US and Europe (Chart 41).

A house price bubble could not have survived this sort of test. Key features of a speculative 
bubble typically include: the availability of credit on ‘easy’ terms, embedded expectations of 
continued strong capital gains and heightened investor activity. These factors characterised 
the 2001-2003 period but by 2007-08 much of the speculative ‘heat’ had come out of 
the housing market. The 2008-09 period saw a substantial credit tightening, widespread 
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2 This contrasts with the US where sub-prime loans accounted for 36% of lending at their peak. Furthermore risks associated with low and no-doc 
housing loans in Australia are much lower than those on the sub-prime category in the US. The RBA estimates that the comparable sub-prime category 
for Australia (non-conforming loans) accounted for just 1% of total outstanding loans in 2007.
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Chart 37. Chart 38.

Chart 39. Chart 40.

Chart 41. Chart 42.
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pessimism on prospects for house price appreciation and a sharp drop in investor activity. 
If immediately prior to this prices had been in the grips of a speculative bubble, the bubble 
would most likely have collapsed under these conditions alone.

Some argue that policy moves prevented a larger bubble-style collapse in house prices – that 
aggressive interest rate cuts and a temporary doubling of the Federal Government’s FHB 
grant from $7,000 to $14,000 restored demand at a pivotal point. Indeed, it is true that 
interest rate reductions and incentives provided important support to demand, encouraging 
many FHBs in particular to enter the market. However, this line of argument ignores one of 
the other key features of an asset price bubble – their resistance to policy shifts. Bubbles 
are notoriously difficult to rein in during their boom phases and are equally hard to control 
once they start to collapse. The ‘dot com’ boom of the late 1990s – in many ways the 
quintessential asset price bubble – was famously resistant to interest rate rises, particularly in 
1999. Conversely, aggressive interest rate cuts by the US Federal Reserve did little to arrest 
the collapsing bubble in 2001. 

A key premise of an asset price bubble is that at its peak, valuations are so fragile that, like a 
bubble, it takes only a minor reassessment to trigger a complete breakdown in price. 

As an aside it is worth noting that current estimates suggest Australian dwelling prices are 
now 12-14% above their 2008 peaks nationally. While this may seem a lot, it should also be 
noted that consumer prices have risen 6.1% over the same period and that average household 
incomes have risen by 9.8%. The household debt to income ratio has been essentially static – 
averaging 156% in the year to June 2010 compared to 155% in calendar 2007.

Recent first home buyers
The absence of overheated investor activity is a very positive sign that housing markets are 
not in the grips of a bubble. The performance of the market through 2008-09 also suggests 
borrowing and lending decisions have been sound, i.e. there did not emerge pockets of 
weakness along the lines of the US sub-prime experience. 

Despite this, there remain ongoing concerns that many buyers have still been entering the 
market on over-optimistic assumptions about their ability to meet debt repayments over 
the medium to longer term. These concerns have risen following the most recent market 
resurgence which has been led by very strong first home buyer (FHB) activity encouraged by 
a temporary FHB grant from the Federal Government, additional incentives from some state 
governments and historically low interest rates. The number of FHB loan approvals doubled in 
the year to June 2009, reaching a level over a third higher than the peak seen when a similar 
temporary FHB grant and low interest rates encouraged a surge in 2002. 

While there has clearly been strong activity in the segment, this needs to be seen in the 
context of the strong growth in key FHB demographics discussed earlier and the starting 
point of relatively suppressed FHB demand. The surge in activity is less pronounced when 
viewed as a proportion of the overall FHB ‘cohort’ (Chart 43). It also follows six years in 
which the value of lending to the segment has been suppressed compared to upgraders and 
investors. The strength of the surge looks to partly reflect the scale of pent-up demand or 
delayed purchase activity over the last six years and is not necessarily a sign that activity is 
being driven by more marginal/reckless borrowers entering the market. 

In total, there were 225,000 FHB loans approved during the grant period. That represents 
2.8% of the total housing stock. The total value of FHB loans approved was $63bn and 
equates to 5.5% of total housing debt outstanding (remembering that FHBs have much higher 
initial LVRs than other buyers).

We can gauge the risks associated with that surge in FHBs by estimating the degree of buffer 
which this group might have accumulated through rising prices. Note that over the 12 months 
to June this year house prices rose by 10.9% on a national, all dwellings basis. The period of 
strong FHB activity spanned the fifteen months to December 2009. Accordingly most recent 
FHB’s would have benefitted from a significant part of the recent price surge. If we assess 
that on average the recent FHB’s borrowed on a 90% LVR basis through this period then 
the average buffer on a national basis would now be 18.8% ignoring repayments of principal 
(Chart 45). 
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Chart 43. Chart 44.

Chart 45. Chart 46.

Chart 47. Chart 48.
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If we further assess these risks on a state by state basis we note that house price increases in 
Melbourne (up 16.4%); Sydney (up 10.5%) and Adelaide (up 9.3%) were all very strong. These 
three states represented 63% of all FHB activity during that period. Price increases in Brisbane 
(up 4.6%) and Perth (up 7.0%) lagged the other states partly because of the more damaging 
effect the temporary commodity downturn had on those resource intensive states. FHB’s in 
those states would have buffers of 12.5% on average (Chart 46). These states account for all 
of the most vulnerable ‘tail’ of the estimated LVR distribution, i.e. the 12% of recent FHBs with 
estimated LVRs still over 90%. 

However, with the rapid re-emergence of the mining boom, these states can now be expected 
to outperform the south-eastern states particularly in the labour market over the next few 
years. Undoubtedly one of the key triggers for problems amongst recent FHB’s would be a 
sharp deterioration in job prospects. These risks look most remote in the resource based 
states although Queensland’s prospects, given its exposure to tourism and commercial 
property, are more uncertain than those in Western Australia.

This view is backed up over the longer term by home ownership rates. In Australia these have 
been fairly steady, tending to decline since the middle of last decade. In contrast, the US 
housing boom saw a substantial increase in home ownership that reflected buyers entering the 
market that were ultimately unable to service their mortgages (Chart 47). 

It is difficult to judge the soundness of the most recent borrowing and lending decisions at an 
aggregate level. Historical measures such as loan arrears only really tell us so much. While this 
makes it hard to make definitive statements about things like FHB borrowing over the last two 
years, the analysis that has been conducted at these more ‘granular’ levels – particularly by 
the RBA – has tended to make the same findings. That is, that the vast majority of households 
are well placed to meet their debt obligations with only a very small portion of borrowers 
that may be described as vulnerable. Chart 48 shows one estimate of the latter. It shows an 
estimate of the proportion of households with very high debt repayments (over half of income) 
that also have low levels of home equity. These households would be most vulnerable to some 
combination of high interest rates, rising unemployment and house price declines. As at 2008, 
the segment accounted for 2.5–3% of households at most.  

Potential shocks
Overall, we see little threat of an imminent ‘bubble-style’ collapse in Australian house prices. 
The household sector is in a strong financial condition, with mortgage default rates running at 
around 0.6%, housing markets do not show signs of speculative excess and the vast majority 
of borrowing and lending decisions continue to be made on a sound basis. However, as the 
RBA and others have noted, the high level of household debt in Australia does represent a 
‘contingent’ risk to the macroeconomy that could aggravate a downturn or recession if one 
were to occur.

As such it is worth asking if there is a shock that could indirectly trigger a house price 
collapse? 

Domestic policy shocks are unlikely to trigger a housing collapse. The 2008 episode showed 
us that it is possible for the authorities to reverse policy mistakes rapidly. Rates can be cut 
and fiscal stimulus can be applied. The events of 2008 also showed us that the starting 
points of a strong fiscal position and high mortgage rates allowed Australian authorities to 
respond quickly and decisively. This is still broadly the case in 2010. In the absence of a 
genuine speculative bubble in house prices, the housing market reaction to domestic policy 
shocks is likely to be broadly similar to the 2008-09 period, i.e. a small price correction with a 
subsequent policy-driven rebound. 

External shocks are potentially more problematic. A major commodity price decline for 
example could see foreign investors seek to lower their exposure to Australian banks. 
Australia’s heavy reliance on global capital means this would be an unsettling scenario. A 
collapse in global liquidity following the Lehman Brothers bankruptcy in 2008 caused global 
investors to cut their exposures to foreign borrowers and Australian banks were among 
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those borrowers that suffered. The Federal Government’s response included temporarily 
providing banks with a government guarantee on bond issuance. Markets rebalanced and the 
guarantees settled the anxieties of foreign lenders. However this was in the context of a global 
liquidity crisis where all governments of debtor nations provided such guarantees. 

A similar globally coordinated response by governments could be expected in the extremely 
unlikely event of a second global financial crisis.

If Australia was specifically hit by a commodity-driven crisis, investor sentiment towards an 
individual country requiring a government guarantee for its banks might be less understanding. 
Nevertheless we expect that investors’ decisions would essentially be driven by their 
assessments of the state of the domestic economy. 

Australia’s ample shock absorbers would be of critical importance in settling the concerns 
of foreign investors. A strong fiscal position; high mortgage rates; a flexible currency and 
deregulated labour and product markets would all work towards rebalancing the economy and 
restoring global investor confidence. These would move to cushion the impact on the broader 
economy, in turn limiting the knock on effect on housing markets. 

However we do not see a significant enough commodity price fall that would unsettle global 
investors as a likely case. Supply and demand fundamentals for Australia’s main commodity 
exports will instead remain broadly supportive. Demand from China and other developing 
economies will continue to build. Demand from the advanced economies is also likely to 
improve slowly over the medium to longer term. Supply is adjusting but the style of commodity 
collapse that would  trigger concerns from foreign investors would most likely stem from an 
unexpected collapse in demand. We see that as a highly unlikely scenario in the foreseeable 
future.

Overall, the Australian economy appears well-placed to cope with both domestic and external 
shocks and neither appear to be an imminent threat. 

The housing market is also likely to be well placed to cope with a shock. The absence of a 
speculative bubble now means the market starts with a firm footing. And we see little prospect 
of a genuine price bubble developing in coming years – our central view is that the next few 
years is likely to see house prices essentially stable, consistent with likely below-trend growth 
in housing credit as banks adjust to higher funding costs. As discussed earlier, housing 
shortages are also likely to worsen over this period, providing a further backstop to demand 
and prices. 

Summary
We have concluded that the Australian housing market does not represent a speculative 
bubble. Although we accept that Australian housing is expensive, we see this as mostly a 
consequence of a major supply-demand imbalance rather than speculative activity. The excess 
of demand over supply is expected to increase over the next few years. Affordability has 
deteriorated but not as badly as price-income measures indicate. Moreover, these measures 
– which are designed to capture the risks faced by a typical first home buyer – are overstating 
those risks. The data suggests supply shortages and affordability problems are seeing a shift 
in the marginal home-buyer towards higher income and dual income households. Affordability 
measures which use median incomes are not capturing these trends. Affordability may have 
deteriorated, but it still appears to be predominantly those that can ‘afford’ market pricing that 
are entering the market. 

Ultimately the best gauge of how ‘affordable’ housing markets are is the ability of buyers 
to continue meeting their debt repayment obligations. Subdued investor activity and 
the performance of housing through 2008-09 gives us great confidence. Data on loan 
characteristics and our analysis of the equity ‘buffer’ of recent first home buyers also gives 
us comfort: borrowing and lending decisions appear to have remained sound, and most of 
the new wave of first home buyers either have a significant equity buffer (particularly in NSW, 
Victoria and South Australia) or face low risk of job loss due to exposure to the mining boom 
(Western Australia and Queensland). 
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Australia’s housing markets will be tested again as interest rates move higher in the year 
ahead although this will be nothing like the stresses of the 2008-09 period. Markets have 
already cooled off and as rates move higher, the quality of past borrowing and lending 
decisions will also be tested. With very few signs of speculative or unsustainable ‘froth’ in 
the market, we expect prices to broadly flatten out with some minor price slippage along the 
way. Pent-up demand may be high but at these levels and above, interest rates will tend to 
suppress demand across the whole market. However it will also suppress new building activity, 
pointing to a further widening in the already very large supply-demand imbalance. This argues 
for limited downside risks on prices under a moderate series of rate rises near term and 
suggests markets could be quick to consolidate, perhaps even firming again medium term.

More generally, Australian households appear to have reached a point where their debt levels 
are unlikely to increase at a faster pace than incomes. This means medium term house price 
growth will tend to be more constrained by incomes. Whether this results in an improvement 
in affordability is unclear given the large structural imbalances in the housing market. The mix 
of inadequate housing supply and stretched affordability may be unsatisfactory but it is not, in 
itself, unsustainable.

... we are confident of 
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