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Australia’s housing market has played an important role in helping
navigate the end of the mining boom. However, questions are now
being asked about the risks arising from such an extended housing
cycle. Have prices risen too far? Is there a risk of a crash in prices?
How much longer can the cycle last? Are there any buyers left? Our
conclusion is the housing market does not represent a significant risk
but the attractiveness of housing as an asset class has deteriorated,
and share markets offer better yield and opportunity for growth.
Have prices risen too far?
There is not a compelling case that there is a national house price bubble. The current house cycle began
after the Reserve Bank of Australia
Chart 1:
(RBA) cut interest rates in late 2011.
Since then, house price gains have
been concentrated in areas with
rising employment, incomes and
population flows. Sydney and
Melbourne have dominated the price
rises, reflecting the better economic
conditions in their states. House
prices have been contained
elsewhere – rising in line with inflation
in Brisbane and Adelaide, and falling
at times in Perth and Hobart (see
Source: Corelogic
Chart 1).

Is there a risk of a crash in prices?
The high level of house prices does represent a vulnerability for the Australian economy, and there is always
the risk that another event like the global financial crisis could cause pressure on housing. However, at the
current level of interest rates and incomes, we do not see the risk of a house price crash as significant. An
important consideration here is housing affordability has not deteriorated in the current cycle since the effect
Chart 2:
of the fall in interest rates has more than
offset the rise in house prices. Households
are spending the same amount on
principal and interest payments as they
did in 2004, and much less than in 2010
before the most recent rise in house
prices as shown in Chart 2.
These figures are national aggregates and
mask pockets of stress in some regions.
However, they do indicate housing will
only become a broad source of stress if
incomes fall or interest rates rise.
Source: Australian Bureau of Statistics (ABS), RBA Datastream
Reflecting this, there is little evidence of
mortgage stress for the moment. Delinquency data shows default rates on mortgages written since 2012 are
lower than historical averages (Chart 3). There are, however, pockets of stress in areas most affected by the
decline in mining jobs. Defaults are occurring at nearly double the rate in WA, SA and Queensland compared
with NSW and Victoria (Chart 4).
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Chart 3:

Chart 4:
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This picture would change if affordability was affected by rises in interest rates or unemployment, although
neither appears likely over the next couple of years given the RBA has scope to cut rates further with the low
inflation backdrop. Broader economic risks have also eased over the past few years, as the global economy
has stabilised and the Australian economy has weathered the decline in mining.

How much longer can the cycle last?
There is increasing evidence that the sharp rise in the number of new apartments over the past couple of
years is having an impact on the balance of the market. The national vacancy rate has risen from 2% to 3% in
this cycle, and rents have now stopped rising (Chart 5). The situation is worst in Perth where the vacancy rate
is 6% and rents have fallen by around 10%. This will increasingly affect the viability of future projects and lead
to a slowing in prices and construction.
This is mostly due to the increase in supply (Chart 6). Based on RBA estimates, developers added 30% to city
apartment stock in Melbourne, 36% in Brisbane and 18% in Sydney at the end of 2015.
Chart 5:
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Source: Datastream

There is also an enormous pipeline of apartments under construction – currently 220,000, which is almost
double the normal number. This suggests vacancy rates and retail yields will deteriorate further over the next
few years.
Demand is also falling short of expectations due to a slowing in international migration. Net migration had
been running at over 200,000 per year during the previous decade, helped by labour demand from the major
mining projects. However, this has now slowed to 150,000, reducing demand for rental property in particular.

Are there any buyers left?
It is getting harder to find new buyers going forward, given a range of pressures on investors and foreign
buyers.
Foreign buyers have played a major role in the market in recent years. Chinese investment in real estate has
risen five-fold since 2013 according to Foreign Investment Review Board (FIRB) applications (see Chart 7).
Most developers have stated foreign buyers are at least 40% of new apartment releases.
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Chart 7:

However, foreign buyers are finding it
harder to access the market for a range of
reasons.
1.

Greater enforcement of FIRB
rules.

2.

Various states have increased
stamp duties for foreigners.

3.

China is attempting to slow the
pace of capital exit.

Source: FIRB

Since its currency concerns in 2015, China has closed down some of the main channels through which
money was transferred out. In fact, anecdotes from real estate agents suggest foreign demand has halved
this year.
Chart 8:

Investors are also finding it harder to gain
access to finance after the Australian
Prudential Regulation Authority (APRA)
introduced rules to restrict lending to
investors in late 2014. This has seen a
sharp fall in the percentage of lending going
to investors and a reduction in the level of
interest rate discounts received by them
(Chart 8). Investors might also be more
reluctant to buy property given falls in rental
yields and uncertainty over the future of
negative gearing.

Source: ABS

This means owner-occupiers will need to play a greater role if the housing market is going to continue to
flourish. Provided interest rates stay low, they are likely to stay active in the market but the absence of the
other marginal buyers will probably constrain price gains going forward.

What are the broader investment implications?
Our conclusion is house prices will not represent a significant risk to Australian share markets and the
economy unless interest rates rise or household income deteriorates.
However, the rise in vacancy rates and the
fall in rental yields reduce the attractiveness
of residential property as an investment.
Shares or listed REITs now offer a much
higher yield than residential property and
deposits. Chart 9 compares the gross rental
yield of residential property with the dividend
yield of the ASX 200 and the six month term
deposit rate. Accounting for dividend franking
and home ownership costs would make this
difference even larger. The return of investors
to the share market should create broad
support for the asset class over the next
couple of years.

Chart 9:

Source: Datastream

For more information on using share markets or listed REITs in your clients’ portfolios, please
contact your BT relationship manager.
This document has been created by Westpac Financial Services Limited (ABN 20 000 241 127, AFSL 233716). It provides an
overview or summary only and it should not be considered a comprehensive statement on any matter or relied upon as such. This
information has been prepared without taking account of your objectives, financial situation or needs. Because of this, you should,
before acting on this information, consider its appropriateness, having regard to your objectives, financial situation and needs.
Projections given above are predicative in character. Whilst every effort has been taken to ensure that the assumptions on which the
projections are based are reasonable, the projections may be based on incorrect assumptions or may not take into account known or
unknown risks and uncertainties. The results ultimately achieved may differ materially from these projections. Information in this
document that has been provided by third parties has not been independently verified and Westpac Financial Services Limited is not
in any way responsible for such information. Past performance is not a reliable indicator of future performance.
Information current as at 30 August 2016. © Westpac Financial Services Limited 2016.
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