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Our recent report on the size of debt capital markets (The Fix: Sizing Australia’s debt market: 
perceptions and the facts - May 2014) outlined how Australian debt markets had grown significantly 
across the board highlighting how this has supported a debt market with more depth and breadth for 
investors.  Based on these findings, it’s rational to then ask if leverage is inherently higher in the 
Australian economy as a result of this growth in debt markets, implying a higher level of embedded 
risk.  At first glance, this assessment would appear to be at odds to broader market sentiment.  As an 
economy, Australia avoided the worst of the Global Financial Crisis (GFC) and we are now left as 
one of the few sovereigns rated Aaa, a banking sector dominated by four Aa rated banks, a healthy 
business sector and households experiencing improving net wealth through increasing residential 
property values and superannuation accounts.  Leverage and associated embedded risk would 
appear to be benign for investors, but is that really the case?  Our analysis drills down into leverage 
at these four key segments of the economy and identifies some uncomfortable issues. 
 
Our analysis clearly indicates that leverage is concentrated in the household sector, accounting for 
approximately 48% of total debt at June 2014.  This growth in leverage has been driven by a longer 
term material increase in investor mortgages, falling interest rates and modifications to banking 
system regulations that encourage a focus on prime mortgage lending.  Although the banks report 
stable leverage metrics, concentration risk is elevating as their asset base is increasingly linked to 
the health of the domestic residential property markets.  The banks remain the most exposed to 
increasingly levered households.  We have found that the corporate/ SME and government sector 
are maintaining debt levels that are in line with longer term averages. 
 
With higher leverage and a skew to variable rate lending, households are now significantly more 
exposed to rising interest rates and the corresponding impact on disposable incomes after debt 
servicing costs when compared to previous periods of time.   As a result, the pace of any interest rate 
increases will be a critical factor determining the financial health of households, property valuations 
and broader macroeconomic growth.   
 
Immediately prior to the GFC, the US economy presented similar traits, a highly rated sovereign, 
banking system and rising residential property values.  Yet it was the household sector and 
corresponding mortgages that provided the catalyst for much broader market dislocation.  Ultimately, 
overvalued residential property markets were the foundation for material leverage increases that 
transitioned from households to banks balance sheets which then had significant flow on implications 
for leverage at the corporate and sovereign level.  Household leverage is a factor that is rarely given 
significant focus by investors and rising property valuations can fail to identify emerging stress. 
 
Household leverage 

To assess leverage in the household sector we have measured two key considerations, the quantum 
of debt against household assets and the ability of households to service that debt from their sources 
of income. 
 
It’s very clear that leverage has been increasing in Australian households, particularly since the early 
1990’s when the banking sector underwent various forms of deregulation, effectively making more credit 
available to households.  Figure 1 unmistakably shows an increase in household leverage, but in 
particular, the increase in mortgage debt relative to the value of residential land and buildings.  In 1988, 
mortgage debt to the value of residential land and buildings was just 10.2%, rising significantly to 28.1% in 
March 2014.  Total household liabilities to total household assets has increased but at a slower pace 
largely due to the growth in superannuation assets. However, this growth in superannuation assets is also 
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fuelling the growth in mortgage debt and residential property prices following concessions that allow self-
managed superannuation funds to gear up and acquire residential property.  
 
Figure 1: Assessing the amount of debt to asset values in Australian households 

 
 
Source: Reserve Bank of Australia Statistical Releases – E2 Household Finances (Series ID BHFDA and BHFHDHA) 
 
In a nutshell, mortgage debt has increased at a faster pace when compared to the increase in value of the 
stock of residential land and buildings.  This was also a period when macroeconomic conditions were 
supportive of asset price growth, including the absence of any sustained periods of economic weakness 
and the ongoing transition of households migrating from one income to two incomes.  The primary 
concern with loan to value ratios is that asset prices can experience meaningful negative price movement 
but the corresponding debt loads remain in place, resulting in a rapid increase in leverage metrics as a 
result.   
 
Household mortgages are one of the few loan categories where the valuation of the underlying property is 
a major factor in lending decisions, which is paradoxically heavily dependent on the availability of credit to 
support ongoing price increases.  One key takeout from the US sub-prime debacle was the over reliance 
on loan to valuation ratios, incorporating inflated or even fraudulent property valuations. 
 
The other side of the household leverage issue centres on the ability of households to service their debt 
obligations.  To answer this question we need to assess how household incomes have grown (including 
the migration to two income households) and how interest rates have changed over time. 
 
Figure 2 shows that the amount of household debt has grown at a much faster pace than household 
income growth – 0.65x in 1988 to 1.79x in March 2014 when expressed as a ratio.  On an 
international comparison, these figures are relatively high but show similar trends to Canada at 1.6x, 
United Kingdom at 1.5x but substantially higher than the US at 1.1x (which peaked at 1.4x in 2007) 
and Japan at 1.2x1.  All things being equal, this would place a considerable strain on household 
budgets but the downward trajectory in interest rates has essentially allowed the amount of 
household income required to service debt obligations to remain relatively flat.  Over the last 25 
years, interest costs have averaged under 10% of household income and this is roughly where the 
market is at March 2014.  Over this period we have seen interest rates move from the highs of 17.0% 
seen in June 1989 to their current low point of 5.95%.   

                                                      
1 OECD Key Tables - Household wealth and indebtedness as a % if nominal disposable income – Key tables from OECD ISSN 2074 384x 
(2012 figures) 
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Figure 2: Assessing the ability of households to service debt 

 
Source: Australian Bureau of Statistics (ABS Data Release) and the Reserve Bank of Australia Statistical Releases – E2 
Household Finances. 
 
The most critical factor in household leverage growth has been falling interest rates.  Although it’s by 
no means certain as to how interest rates will move in the future, it’s reasonable to expect that at 
some point, interest rates will start to move upwards from current levels.  So the financial health of 
households will be critically influenced by the pace of future rises in interest rates. 
 
Figure 3: Households sensitivity to interest rates 

 
Source: Australian Bureau of Statistics (ABS Data Release) and the Reserve Bank of Australia Statistical Releases – E2 
Household Finances. 
In Figure 3 we bring together these key factors of household debt, household incomes and a range of 
interest rate scenarios.  With the higher amounts of leverage now held by households, when 



October 2014  For professional advisers only 

Schroder Investment Management Australia Limited      4 
 

compared to June 1988 levels, it is abundantly clear that households have a significantly higher 
sensitivity to changes in interest rates.  Should interest rates start to rise; each successive increase 
will have a materially higher impact on disposable household incomes.  Should interest rates return 
to their 26 year average of just under 9%, nearly 18% of total household disposable income will be 
needed to service current debt levels, significantly higher than the 6.5% required in June 1988.   
 
Approximately 36% of all households have a mortgage, according to the 2011 Census, 34% are 
renters and 30% own their home outright.  If we consider that the average mortgage size is 
$327,5002 at June 2014 and the current average discounted mortgage rate is 5.10%3 we can see 
that sensitivity is even more pronounced in households that have a mortgage, rather than using 
aggregated data for the entire household group.   At current interest rates, the average household 
(earning $126,000pa after tax4) is paying out just over 13% of disposable income in interest costs 
alone.  This rises to 23% if interest rates return to long term average of 9% and balloon out to 44% if 
interest rates return to 1991 highs of 17%.  As a result, interest rate risk is heavily concentrated 
within the household sector as well.  However, we note that certain business or SME loans can be 
secured against residential property and household leverage figures may be slightly overstated as a 
result. 
 
The real question revolves around the ability of households to service higher debt levels as interest 
rates increase and the flow on impact to mortgage defaults, property prices and overall spending by 
households. 
 
SME/ corporate leverage 

Turning the attention now to the business sector of the economy, we have focused our assessment 
on leverage using debt to profit metrics and the ability of earnings to meet interest costs rather than 
loan to asset value ratios (which are largely a function of the earnings stream they can derive).  
Using essentially the same earnings ratios as those applied to the household sector it is clear that 
leverage in the business sector has not actually diverged from long run averages. 
 
Figure 4: SME/ Corporate leverage and sensitivity to interest rates 

 
Source: Australian Bureau of Statistics (ABS Data Release) and the Reserve Bank of Australia Statistical Releases.  
 

                                                      
2 Australian Bureau of Statistics – All lenders average mortgage size series ID A2413133C 
3 Reserve Bank of Australia F5 Indicator Lending Rates Series ID FILRHLBVS 
4 UBS data using aggregated figures for total household disposable income divided by the estimated number of Australian households. 
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When we look at long term leverage metrics (debt to net profit), it is apparent that current levels are 
close to long term averages.  As can be seen in Figure 4, debt to net profit has broadly oscillated 
between 2.5x and 3.5x.  The most recently reported figures for March 2014 indicate leverage is close 
to long term average levels and unlike the household sector, the business or corporate sectors have 
not levered up over recent years.  For the most part, lending is provided to corporates with a key 
focus on earnings and associated cash flows from those earnings, rather than through increases in 
the valuations given to the assets.  The result is a more disciplined and consistent leverage outcome 
for this segment of the economy that is less dependent on interest rates. 
 
If we now focus on the cost of servicing that debt, it is evident that the benefits of lower interest rates 
and stable leverage has led to a decline in interest or debt servicing costs.  The resulting sensitivity 
to interest rates has not materially changed over time as a result and the sector should be able to 
deal with rising interest rates much more comfortably than the household sector.       
 
Bank leverage 

Banks are by nature highly levered entities, incorporating both deposits and wholesale funding as 
sources of leverage.   As a result, we have assessed leverage in the banking sector using equity 
(and equity like instruments) compared to total risk weighted assets and total tangible assets.  This 
metric reflects the total amount of “at risk” or “loss absorbing” capital compared to total assets.    
 
Figure 5: Leverage within the Australian Banks 

 
Source: Australian Prudential Regulation Authority (APRA).  
 
Using consolidated data for all Authorised Deposit taking Institution’s (ADI’s as reported by APRA), 
total tier 1 capital5 is expressed as a ratio of both total tangible assets and risk weighted assets.  
Figure 5 highlights how the reported Tier 1 ratio has increased in line with the higher capital 
requirements associated with the requirements of Basel III.  Tier 1 capital to Risk Weighted Assets 
(RWA)6 has increased from 7.6% in June 2004 to 10.8% in June 2014, giving the impression that 
leverage has improved.  However, if we strip out the nuances of risk weighting exposures and use 
total tangible assets, its evident that leverage has remained flat in the Australian banks.  As Figure 2 
highlights, tier 1 capital to tangible assets has remained at roughly 4.5% since 2004.  The Basel III 
requirements surrounding the leverage ratio should see the minimum for banks set at 3% with some 
jurisdictions imposing higher ratios.  For example the US is expected to require 6% for the 8 

                                                      
5 Tier 1 Capital includes paid up ordinary share capital, retained earnings, reserves, tier 1 capital instruments/ hybrids less intangibles and 
other adjustments. 
6 Tier 1 capital, risk weighted assets and tangible assets calculated using aggregated data obtained from APRA time series for ADI’s.  
APRA Consolidated Banking Statistics.  
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systemically important financial institutions.  
 
The banking sector is essentially the mirror image of the household sector, given they are primary 
providers of credit to the household sector through owner occupied and investor mortgages.  
Following the evolution of the regulatory environment, prime residential mortgage lending is one of 
the least capital intensive and hence highest returning forms of activity banks can undertake.  In 
effect, regulatory changes have actually stimulated mortgage lending in Australia, feeding the 
increase in household leverage and property values.  Although the banks have not increased their 
headline leverage in a conventional ratio sense, their exposure to household mortgages has 
increased consistently over a sustained period of time.  Looking back to 1990, 28.9% of total bank 
lending was to residential mortgages (owner occupied and investors), increasing materially to 53.1% 
by July 20147. Concentration risk is the primary concern rather than leverage for the Australian 
banks.   
 
Looking at mortgage lending in more detail, one further key dynamic is clearly evident.  Mortgages 
provided to investors, compared to owner occupiers have significantly increased from just 14% of 
total mortgages in January 1990 to 34.5% of total mortgages by July 20148.  This figure may further 
rise given that during the month of August 2014, 46% of new home loans by value were made to 
investors.  Owner occupied mortgage debt has grown at a CAGR of 12% since 1990 while investor 
mortgage debt has grown substantially faster at 17.5%.  To put this in context, the CAGR of the value 
of residential land and buildings has been 7.9% over the same period of time.  Based on these 
figures, it’s not unreasonable to identify increasing investor appetite for residential property over the 
last 15 years as one of the primary drivers of increasing household leverage and property prices.  
Property values are now significantly more exposed to changes in factors that affect returns to 
property investors, particularly taxation rules around negative gearing and future growth 
expectations.  Embedded or potential for property price volatility is now materially higher than in 
previous periods when owner occupiers dominated the market. 
 
As mentioned above, the banks are the mirror image of the household sector in the sense that the 
liabilities of the households are conversely the predominant assets of the banks.   Both parties place 
a material reliance on property valuations as a critical part of the credit approval process.  These 
property valuations remain highly reliant on the ongoing availability of credit, so, in effect, the banks 
are compelled to continue to lend to the household sector to avoid instigating a contagious fall in 
property prices.  Although headline leverage ratios for the banks have not increased, their 
concentration or embedded risk to heavily leveraged households has intensified over time.  Both the 
households and the banks will suffer together should there be a major correction in the domestic 
residential property market. 
 
Government leverage 

The generally accepted or conventional way the market assesses leverage in the government or 
sovereign sector is to compare the amount of debt to Gross Domestic Product (GDP).  GDP is used 
as an indicator of an economies capacity to repay debt obligations, given taxation and other sources 
of government revenue are directly derived from the level of economic activity.  Government debt in 
Australia is issued at the Federal, State and Local level.   
 
Figure 6 highlights the fact that aggregated Australian Government debt to GDP metrics have 
experienced a reasonable level of variability, moving in an inverse trend to the broader economic 
health of the domestic economy.  It is evident that Government gearing increases following periods of 
economic stress as the fiscal policy is used to stimulate economic activity with debt being paid down 
in periods of economic growth.  As a result, leverage has been increasing since 2008 but remains 
below the highs seen in 1993 (37.8%) at around 32%.  On an international comparison basis these 
debt levels remain relatively low9.  To give some international context to these figures Australia has 
                                                      
7 Source: Reserve Bank of Australia Statistical Release D5 Bank Lending. 
8 Source: Reserve Bank of Australia Statistical Release D5 Bank Lending. 
9 The Maastricht Treaty of 1992 identified the need for EU member states to keep debt to GDP ratios below 60%, to ensure all obligations 
can be meet appropriately. 
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one of the lowest debt to GDP figures for all OECD member countries.  For example, Switzerland 
reports debt to GDP of 52%, Canada at 96%, United Kingdom 106%, USA at 104% and Japan at 
224%10. 
 
Figure 6: Australian Government Leverage 

 
Source: Australian Bureau of Statistics  
 
So Government leverage is increasing but remains within the range experienced since 1983 and 
does not provide any direct indicator of rising risk.  Importantly, a sovereign with low gearing provides 
the capacity to support stress in the economy, either through the assumption of debt or through fiscal 
policy to stimulate economic activity. Should we enter into a period of market stress when 
Government debt is at cyclical highs, the ability of the Government to support the market will be more 
limited without threatening the Aaa credit rating. 
 
Aggregated leverage in the Australian economy 

Figure 7 combines the debt figures we have derived from looking at each segment above on a 
quarterly basis.  What is clear from this chart is that household debt dominates total debt within the 
economy, representing 48% of total debt in June 2014.  As a result, it’s reasonable to conclude that 
leverage is heavily concentrated in the household sector and so the potential for stress, particularly 
with rising interest rates, is concentrated in the household sector.   
 
Households are the bedrock of the economy, so rising financial stress in this sector can spread to the 
banking sector (through higher loan defaults), the corporate sector (through lower consumer 
spending) and ultimately the Government sector.  The Government may be forced to increase 
expenditure (higher unemployment benefits, pump priming the economy or bailing out banks) while 
at the same time suffering a material fall in tax revenue (reflecting a deterioration in the terms of 
trade and weak household and corporate income levels).  Government debt levels can rise 
significantly as a result, effectively transmitting high household leverage right through the core 
segments of the economy.   
 
The current position of the Australian economy has many parallels to Ireland’s economy in the lead 
up to the global financial crisis.  Outward appearances gave indicators of sound financial health; the 
Irish Government carried low debt levels (holding a Aaa credit rating) and the major banks appeared 

                                                      
10 OECD Sovereign Borrowing Outlook 2014 – 2013 figures used, figure 2.3 p43 
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sound (reflected in their Aa/A credit ratings).  However, the household sector was taking on higher 
indebtedness, funded by the abundant supply of cheap short term wholesale funding from credit 
markets.  This in turn fuelled a substantial rise in residential property prices, which in turn supported 
households taking on higher levels of debt as asset coverage metrics appeared sound.  When the 
GFC arrived, residential property prices plummeted, loan defaults increased substantially and the 
Irish Government was forced to guarantee and recapitalise the banking sector.  The end result saw 
the high household indebtedness, transmit through the banks and corporate sector right through to 
the Government.  
 
Figure 7: Leverage in the Australian economy 

 
 
 
Source: ABS, RBA and APRA.   

 
Conclusion 

The growth in debt markets indicates an increase in leverage within the Australian economy.  Our 
research indicates a clear increase in leverage in the household sector, particularly through 
mortgages sourced for property investment purposes rather than owner occupiers.  These dynamics 
have contributed to a market which has a significantly higher exposure to rising interest rates and 
corresponding property price valuations.  With a higher level of investor involvement in property, 
property prices are likely to be more volatile given the decision to hold an investment property can be 
significantly influenced by changes in taxation legislation and longer term growth expectations. 
 
The household sector now clearly carries a higher level of embedded risk with higher leverage and 
corresponding sensitivity to interest rate changes.  Although the banks have reported steady 
leverage metrics, their exposure to residential property has increased considerably over time and any 
stress in the household sector will translate directly into the banking system.  The SME/ corporate 
and government aggregate leverage metrics show gearing at levels consistent with longer term 
averages, particularly when longer term macroeconomic dynamics are taken into account.  Obviously 
these two sectors will not be immune to household stress but the effects will not be as direct as the 
banking sector.  Origination benchmarks and standards for residential mortgages continue to be 
significantly influenced by residential property prices which are inextricably linked to the availability of 
credit, taxation allowances and other factors that can change relatively quickly.   
 
Taking a much broader view of how the Australian economy has developed, it is clear that the 
increase in debt has been concentrated in the household sector and this has not translated into a 
commensurate increase in productive capacity or GDP.  Given a supply constrained domestic 
residential dwelling market, prices of residential land and dwellings have risen accordingly.  In a 
nutshell, the increased debt in the economy has largely pushed up the price of the dwelling stock 
with no meaningful impact on the broader economy’s productive capacity or GDP.   At the same time, 
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it has embedded a significantly higher level of sensitivity, in the household sector, to an increase in 
interest rates. 
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