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If you believe current market pricing, the Australian economy is headed for a significant period of distress. 
Cash rate expectations, priced into the market, suggest the official cash rate will fall to 2.5% within the next 
year, below the 3% low it reached during the GFC.  What is more extraordinary, is that if this is achieved it 
would see the cash rate lower than in any time since 1959. This market pricing also concurs with the views 
of offshore investors with many seeing the Australian economy as an accident waiting to happen. 

Figure 1: Cash rate and expectations  

 
Source: Bloomberg 

To get a better understanding of the risk to the Australian economy this paper will examine the potential 
areas of vulnerability.  We first look at the housing market, which has been called a bubble, and discuss the 
issues of valuations and supply. Secondly, we look at the underlying debt levels of the various sectors of 
the economy and explore the high level of household debt. Thirdly, we look at the mining investment boom 
and discuss the issues related to when this boom ends. Lastly, we analyse the rise in the terms of trade and 
where the benefits have gone concluding with economic and market implications. 

Of these four potential areas of vulnerability we find that only one, a sharp fall in the terms of trade, is likely 
to be a key risk to the Australian economy. There are mitigating factors in each of the other three areas that 
suggest they will not be a core issue in any destabilisation. The key question is: if the terms of trade falls 
sharply would this cause a structural overhang or only have a cyclical impact? Each would require very 
different policy response and lead to a very different market price reaction. A good example is the current 
US economic cycle, where structural issues are at the fore, compared with previous US economic cycles. 
Our analysis suggests that the structural impact would be small, due to the flexible exchange rate, de-
centralised wage system, and financial reforms, and is a cyclical risk to the economy. Currently, interest 
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rate markets are pricing in this cyclical risk seeing limited downside risk to rates. However, the Australian 
dollar stands out as a market that does not reflect any probability of a recession suggesting that the risk 
return profile is heavily skewed to the downside. 

Housing market 

The Australian housing market is something that international investors have been cautious about for a 
considerable period of time. Having seen the impact of the imbalances in the housing market in other 
countries, international investors see potential imbalances in Australia. An area of analysis that is closely 
monitored is prices relative to income. Figure 2 shows the price to income for Australia relative to several 
international economies. This Reserve Bank of Australia analysis is useful as they have adjusted for the 
differences in data to provide direct comparisons. When this chart was first presented by Glenn Stevens he 
noted that Australia was in the middle of the pack and therefore not necessarily a concern. However, 
international investors are concerned  that prices relative to income have jumped from around two times in 
the early 1980s to the current level of over four times income. The current level is similar to the extreme 
levels that UK and Japanese housing markets reached in the late 80s and we have seen with hindsight that 
both these markets saw a significant level of distress in the 90s. 

Figure 2: House prices to income ratios  

 
Source: Bloomberg 

While this analysis is troubling, caution is required when using price to income ratios as they compare a 
stock with the flow and therefore not measuring like for like. However, one thing to note is that research has 
shown that the wealth required for a down payment appears to be important in the transition from renting to 
ownership. As the level of income should have some correlation with the ability to build wealth, the house 
price to income measure may be a proxy for the ability of first home buyers to save a deposit, and can 
therefore be seen as wealth constraint. 

Perhaps a better way to understand affordability is to think the way the lender does and analyse the ability 
to service the debt. Figure 3 plots repayment requirements for an 80% LVR loan on a medium priced home 
as a percentage of household disposable income. At less than 25%, the current level of debt servicing is 
toward the lower end of the range over the past 30 years and suggests that house prices, at these current 
levels, can be serviced relatively easily. 
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Figure 3: Repayments on new housing loans – Per cent of household disposable income 

 
Source: RBA 

Another key issue to consider when determining whether a housing market will go into a typical downturn or 
a more significant bust is the level of supply. When you look back at historical booms and busts in housing 
markets the most important thing is the very high level of construction during the boom and the subsequent 
oversupply in the bust. For example, in the five years prior to the GFC, house construction in the US was 
around 600k p.a. higher than the annual household formation rate of 1.2m. For Australia, this is where we 
derive a level of comfort. Construction activity has been relatively moribund for a significant period and most 
analysis of the state of the housing market in Australia points to a structural under-build. This is consistent 
with the low level of vacancy rates in the rental market and the recent very strong growth in rents.  

Figure 4: Housing supply – US vs Australia 

 
Source: CBA 
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Debt levels 

While the above analysis suggests that the housing market per se is not as significant an issue as many 
believe it does lead us to an area that may be problematic. Funding costs are low and currently allow 
households to run high levels of debt. Researchers show that at moderate levels, debt increases welfare 
and enhances growth. However, at high levels it can be damaging. Recent research1 to identify these 
critical debt levels has some interesting implications for the Australian economy.  Key findings included that 
government debt levels above 85% of GDP, corporate debt above 90% of GDP, and household debt above 
85% of GDP tend to act as a significant drag on economic activity. When we look at Australia's debt levels 
we find government debt at 26.2% of GDP, non- financial corporate debt at 75.8%, and household debt at 
113.6%.  Only household debt is above the threshold and therefore considered problematic. 

However, there are two other interesting findings.  First, that the household debt threshold lacked statistical 
precision and while the researchers gave a number they commented that they were unable to reliably 
estimate the point at which household debt is bad for growth.  Second, a high level of government and 
corporate debt combine to make an economy more vulnerable to shocks. So, the area that is problematic is 
the household sector where the research is weak about the potential impact on the economy. This is most 
likely because household debt is generally dominated by mortgages on houses and the asset quality and 
recovery on housing is relatively high (excluding the aftermath of a house price bubble). The asset backing 
of this debt is high in Australia, with the Reserve Bank of Australia estimating mortgage debt at 30% of 
housing assets (the US rate rose to over 60% prior to the GFC) and average loan to valuation ratio (LVR) 
on the banks mortgage books ranging from 45 to 55%. This contributes to the favourable debt servicing 
dynamic discussed earlier. 

So, while household debt is elevated in Australia, there is no evidence that it, in itself, is a structural 
problem. What it does suggest is that due to the high level of debt, the household sector is more likely 
vulnerable to shocks. This looks to have been recognised by households with their savings rate rising from 
around zero in the mid-2000s to around 10% now. 

Investment boom 

There has been much discussion in the media about the current investment boom and the potential for it to 
turn into a bust. Mining investment has grown from around 2% of GDP in 2005, and is expected to rise to at 
least 9% of GDP in 2014 based on the Reserve Bank of Australia's estimates, taking mining investment to 
the same level of all other business investment combined. However, when considering its impact on the 
overall economy an important concept is import intensity. If a company’s investment is filled fully by local 
content then it will have a direct impact on economic growth. However, if it is fully imported, then the lift in 
measured investment will be offset by a corresponding lift in imports, seeing a net impact of zero on the 
overall economy. While, there is not much information about the import intensity of resource projects, 
industry liaison by the Reserve Bank of Australia concluded that around half of the demand generated by 
projects in 2011 was filled locally, although this varies on a project by project basis. Based on this number, 
with mining investment growing from 2% of GDP to 9% of GDP, it suggests that the investment boom net 
impact will be 3.5% of GDP.  

With the sharp fall in projects currently under consideration (see Figure 5) the contribution to investment to 
GDP is generally expected to peak this year and become a drag around the mid-decade, as all the projects 
under construction roll off. There are two issues with this analysis. Firstly, it is usually based on the current 
project list and is therefore a static analysis. As can be seen in Figure 5, possible projects are added all the 
time.  While, a potential headwind today may not be in the future as new projects are added. Given the cost 
dynamics of the resource sector, the general flavour of this analysis is correct, with peak stimulus this year. 
However, the drag from growth in the middle of this decade may not be as severe as generally expected. 

                                                 
1 Cecchetti, S., Mohanty, M., & F Zampolli, (2011), “The Real Effects of Debt”, BIS Working Paper No. 352, 
September. 
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Secondly, and more importantly, this analysis is too narrow. It does not consider the outcome of all this 
investment. At some stage this investment will become production, so the impact of the projects on the 
economy does not end when the construction process is completed. Taking the output from the current and 
expected iron ore, coal, and LNG projects suggests an addition to real GDP of around 4.8% over the next 
five years. So, while the impact on investment boom is expected to wane it will be more than offset by a 
subsequent boost in production that will lift exports accordingly. 

Figure 5: Investment projects  

 
Source: UBS 

Terms of trade 

The terms of trade is simply the ratio of export prices to import prices. However, its movement has a 
profound impact on the Australian economy through its impact on real incomes. A simple way to think about 
this is to assume the proceeds from selling a tonne of coal overseas can purchase a flatscreen TV, also 
from overseas.  If the price of a tonne of coal goes up by 100% and the price of a flatscreen TV stays the 
same, our real domestic income has increased, as we can now buy two flatscreen TVs for every tonne of 
coal we sell. Given the unprecedented rise in our terms of trade both in size and duration, which can be 
seen clearly in Figure 6, we have had a massive boost to our real domestic income. 

Figure 6: Terms of trade  
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Figure 8: Employment gains since Q2 2004  

 
Source: Deutsche Bank 

Figure 8 shows the spill over in employment gains from the terms of trade rise into the investment boom, 
specifically into construction and professional scientific & technical services. Importantly, the sector with the 
largest rise in employment has been health care and social assistance. The strong terms of trade has had a 
positive impact on budget revenues as governments take their cut of the higher income. The strength in 
government revenues over much of the past decade has enabled Australian governments, both federal and 
state, to significantly increase expenditures, as well as provide tax cuts. 

When taking these into account, the double counting from capital imports and government taxation, the net 
impact on the Australia economy, while less than the current 10% of GDP suggested by the real gross 
domestic income measure, is around half of this number and still a substantial impact. 

Implications 

Pulling together the analysis above, the key vulnerability to the Australian economic is a sharp fall in the 
terms of trade. When thinking of a terms of trade adjustment it is best to consider both the short run and the 
long run. For the short run a downward adjustment would have a major impact on economic activity. With 
the estimate of the net benefit from the terms of trade boost at 5%, unwinding relatively quickly would easily 
lead to a recession. During the 1980s recession real income fell by 7% between June 1982 and March 
1983 while the 1990s recession saw a 3% fall between June 1990 and December 1991.  We've already 
seen the terms of trade fall recently taking real income gains from the resources boom from a peak of 
12.8% of GDP in the September quarter 2011 to 10.1% in the March quarter 2012 – a net fall of 1.3% in 
real income. This did not have a major impact on the economy and is a reminder that the speed of the 
adjustment is important.  Overall, the Australian economy remains vulnerable to a downward adjustment to 
commodity prices.  

For a long run impact a comparison with the 1970s mining boom is instructive. The big difference between 
now and the 1970s is that the institutional arrangements in the economy are now much more flexible.  We 
have a floating exchange rate, a decentralised wage bargaining system and a deregulated financial system. 
The lack of flexibility in the 1970s meant the mining boom had a damaging impact on the economy in the 
longer run. By not allowing the currency to adjust and the wage gains in the booming sectors flow into other 
sectors, wages and inflation exploded with wages growing at over 25% one year and inflation by over 15%. 
This huge lift in the cost of labour led to a tripling of the unemployment rate and we have still not returned to 
the 2% trend level in the unemployment rate that was seen prior to the 1970s mining boom.  
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When considering a negative shift in the terms of trade, the structural flexibility introduced in the 1980s, the 
main risk to the Australian economy is cyclical in nature and not structural. This is important as we have 
seen very different policy responses are needed in a purely cyclical downturn than a workout from a 
structural overhang. 

Cyclical risk is currently priced into financial markets.  History suggests that to get the economy moving 
again the Reserve Bank of Australia has needed to take the official cash rate about 1-1.5% below ‘neutral’. 
Estimates of the neutral cash rate have fallen recently.  Driven by rising bank funding costs seeing a lower 
official cash rate for a given level of borrowing rates (mortgage and business interest rates), and now 
suggest the neutral cash rate is around 4%. So this points to the cash rate falling to 2.5-3% in a 
recessionary environment, which is consistent with interest rate expectations. With the recessionary risk 
priced in, it suggests further lowering of interest rates is somewhat limited.  The market where this risk in 
not effectively priced in is the Australia dollar.  Not only does the A$ remain high, it is extremely expensive 
on valuation metrics, suggesting the risk reward is heavily skewed to the downside. 

Conclusion 

There has been growing concern about the outlook for the Australian economy, with fears related to several 
potential vulnerabilities: a housing bubble, household indebtedness, a mining investment bust, and a terms 
of trade shock. Taking each in turn we argued that only a potential terms of trade shock is a serious risk to 
the Australia economy. While housing prices are high on some metrics, they are not consistently so, and 
the excess production and subsequent oversupply that accompanies bubbles is not apparent. Household 
debt is very high in Australia; however the link between this type of debt and structural problems is tenuous. 
Also the asset backing to this debt is high. Finally, while mining investment is expected to fall, the 
subsequent lift in production, and therefore exports, from this investment will offset the decline. 

The economic reform of the 1980s: floating the currency, de-centralising the wage system, and financial 
deregulation, has minimised the structural adjustments that have occurred from the income boost from the 
rise in the terms of trade. This should see any impact from a downward adjustment in the terms of trade 
more short term in nature, although it should be noted that the short term adjustment could be significant, 
with a recessionary environment possible. However, this risk is already priced into interest rate markets, 
seeing limited downside risk to rates. The Australian dollar stands out as a market that does not reflect any 
probability of a recession, suggesting that the risk return profile is heavily skewed to the downside. 

 

 
Disclaimer 

Opinions, estimates and projections in this report constitute the current judgement of the author as of the date of this article.  They 
do not necessarily reflect the opinions of Schroder Investment Management Australia Limited, ABN 22 000 443 274, AFS Licence 
226473 ("SIMAL") or any member of the Schroders Group and are subject to change without notice.  
 
In preparing this document, we have relied upon and assumed, without independent verification, the accuracy and completeness of 
all information available from public sources or which was otherwise reviewed by us. 

SIMAL does not give any warranty as to the accuracy, reliability or completeness of information which is contained in this article. 
Except insofar as liability under any statute cannot be excluded, Schroders and its directors, employees, consultants or any 
company in the Schroders Group do not accept any liability (whether arising in contract, in tort or negligence or otherwise) or any 
error or omission in this article or for any resulting loss or damage (whether direct, indirect, consequential or otherwise) suffered by 
the recipient of this article or any other person.  

This document does not contain, and should not be relied on as containing any investment, accounting, legal or tax advice. Past 
performance is not a reliable indicator of future performance. Unless otherwise stated the source for all graphs and tables contained 
in this document is SIMAL.  For security purposes telephone calls may be taped. 


