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KEY POINTS 

• The housing market is being affected by a combination of longer-term influences and the 
more recent effects of tighter monetary policy and global financial market turbulence. 

– In the near term, the effects will play out differently in the market for purchase of 
housing — which will be driven by weakness in demand — and in the market for rental 
of housing — which will continue to be driven by supply shortfalls.  

• Strong growth in demand — driven by growth in incomes and employment, lower interest 
rates and increased access to credit (as a result of financial deregulation) — caused house 
prices to grow much faster than incomes from the mid-1990s.  Large increases in net 
migration have also increased ‘underlying’ demand for housing since 2003-04. 

• More recently, however, demand from home buyers has been suppressed by the effects of 
rises in mortgage interest rates (up about 155 basis points since mid-2007). 

– New housing construction has been weak for some time, housing finance commitments 
have fallen sharply this year and established house prices have recently fallen slightly. 

• The immediate outlook is for housing construction and prices to remain weak, with the 
duration and severity of this weakness dependent on the future course of interest rates and the 
extent to which the economy slows. 

• Nonetheless, we are unlikely to experience a housing downturn of the severity currently being 
experienced in the US and the UK.  The Australian market is entering this period in a position 
of excess underlying demand rather than excess supply. 

– While the current downturns in the US and UK were preceded by surges in home 
building, activity in Australia has been subdued since 2004.   

– Australia did not experience anywhere near the same decline in lending standards, with 
sub-prime loans comprising a much smaller share of mortgages. 

• Rising interest rates have increased rates of mortgage arrears and repossessions, which are 
likely to rise further due to the lagged effects of past interest rate rises and the expected 
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slowing in the economy.  However, arrears rates should remain moderate, particularly relative 
to overseas experience.  

• In contrast to house prices, rents have recently been growing strongly — driven by low 
vacancy rates — and this is likely to continue for some time. 

– This is partly due to higher interest rates but also to rental yields having been 
unsustainably low in recent years.  Much higher rental yields will be needed to induce 
the necessary increase in rental housing investment. 

– This prospect raises distributional concerns, as renters have much lower average 
incomes than home buyers and ‘housing stress’ is already disproportionately 
concentrated on low income renters.   

• The medium-term outlook for home buyers appears more favourable, as some of the longer-
term factors driving up house prices as a share of income may have run their course and 
supply response should improve somewhat over the medium term.   

– If house prices stabilise as a share of income, then eventual normalisation of interest 
rates would improve affordability. 

• Financial Systems Division has been consulted in the preparation of this minute. 
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A reduction in interest rates would relieve some of the pressure on rents.  However, upward 
pressures would likely remain as recent rental yields appear unsustainably low, even at more normal 
interest rates. 

Future growth in rents will depend on the both the rental yield required by investors and the future 
course of house prices.  There are considerable uncertainties around both factors, but it is 
conceivable that rental yields might need to rise 2 percentage points or more.  For unchanged house 
prices, this would imply rents rising by 60 per cent or more over some period.  Part of the 
adjustment could come from a fall in house prices in the near term; however, even a 10 per cent 
price fall would increase current yields by only 0.3 of a percentage point. 

Who is affected by rising rents? 

In 2005-06, around 2.3 million households were renting, which is 29 per cent of all households.  
Renters typically have much more limited means than home owners with mortgages, with median 
household incomes 45 per cent lower and median wealth 80 per cent lower.  Half of renters are in 
the bottom 40 per cent of the income distribution.  Renters are also typically younger: 55 per cent of 
households whose reference person is aged under 35 are renting, compared to 13 per cent of 
households 65 and over. 

Almost half of all renter households are lone persons (33 per cent) or sole parents (14 per cent), and 
these household types have significantly higher housing costs as a share of income than other 
renters.  In addition, 32 per cent of renter households have government pensions and allowances as 
their principal source of income, representing 35 per cent of all households in this category. 

Low income renters are disproportionately affected by ‘housing stress’.  In 2006, 23 per cent of all 
renter households were spending more than 30 per cent of their incomes on rent.  Some 57 per cent 
of renters in the bottom 20 per cent of the income distribution were in this category, accounting for 
nearly 40 per cent of all households spending more than 30 per cent of their incomes on housing.  
Using the standard definition of housing stress (restricted to the lower 40 per cent of the income 
distribution), three-quarters of all households in housing stress were renters. 

Overseas housing markets: how does Australia compare? 

The United States has experienced a very sharp housing downturn over the past two years, and a 
recovery in the housing sector is not expected until at least 2009.  House prices in major urban areas 
have fallen almost 20 per cent since their peak in mid-2006, and further falls are likely (Chart 13).  
US banks have been progressively tightening lending standards, and new lending for housing has 
plummeted to just over one-quarter of its peak level in early 2006 (Chart 13).  New housing starts 
have fallen by around half over the same period (Chart 14). 

The United Kingdom is also going through a significant housing downturn.  UK house prices fell by 
8 per cent over the past year, while new home lending for housing has fallen around 20 per cent and 
housing starts around 25 per cent over the same period.  With the UK economy deteriorating, 
housing demand and prices are likely to remain weak in the near term. 

Australia has so far seen relatively modest declines in house prices and activity, although a 
significant decline in new home lending points to further weakness.  Some observers have 
suggested that Australia is also at risk of a substantial downturn, given it has had similarly large 
rises in house prices over time to the US and UK (Chart 13).  Despite this similarity, there are 
substantial differences between Australia’s housing market experience in recent years and those of 
the US and UK. 








