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AUSTRALIAN HOUSEHOLD DEBT
The Economic Cost of High House Prices

Household Debt and Future Growth

What are the implications?

Recent research from both the Bank of International
Settlements (BIS) and the International Monetary Fund (IMF)
show that rising household debt can be problematic for an
economy in the medium to long term.

The first place to look for the effect of household debt is on
retail sales. Over the past five years retail sales have typically
grown above 3%, despite the fact that wages growth and
gross national income have been relatively weak. Over this
period, a strong leading indicator for retail sales has been
mortgage approvals, a sign that households are taking on
more debt.

This was identified by the IMF in its October 2017 Global
Financial Stability Report, which stated: “An increase in the
household debt-to-GDP ratio is typically associated with
higher economic growth and lower unemployment, but the
effects are reversed in three to five years”1.
This is an important finding for the Australian economy, which,
according to a BIS report, currently boasts the second highest
household debt to GDP ratio out of 43 countries — surpassed
only by Switzerland.
Household Debt to GDP

This enforces the idea that as households increased borrowing
they also increased spending, meaning that as house prices
rose between 2013–2015, they also provided a boost to GDP
through improved consumption and construction. This helped
the economy grow through a tough period when the
commodity sector was performing poorly.
Mortgage Approvals and Retail Sales

Source: Bank of International Settlements

Source: Bloomberg

One explanation for these findings is that the benefits of
household debt are front loaded in the first two years of
borrowing, as the proceeds are used to increase consumption.

The side effect of this boost to consumption, however, is that
the household debt-to-GDP ratio increased 10%. In a BIS
working paper (2017), the authors noted that “A 1 percentage
point increase in household indebtedness is associated, in the
long run, with lower GDP growth of 0.1 percentage point”2.

The downside, however, is that this consumption cannot be
repeated in later years and will be lower than otherwise would
have occurred as households service their debt. In the context
of ever-rising household debt in Australia, this means
households have potentially borrowed future consumption,
which will soon come due — an often overlooked side effect of
high house prices.
This has the potential to not only slow growth in the future but
also make the Reserve Bank of Australia’s (RBA) job of
managing the economy through interest rates more complex.
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If this relationship holds true for Australia, it would mean that
the boost to consumption achieved in this period will come at
the cost of 1% lower growth in the future.
A drag of this magnitude would make it harder for the
Australian economy to achieve 3–4% growth, which the RBA
has repeatedly forecasted in their monetary policy statements.
Higher house prices, therefore, could imply that there is an
increased probability of continuing this lower-for-longer
growth environment.
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Australian GDP

Disposable Income & Household Consumption

Source: Bloomberg

Source: Bloomberg

The second implication that should be noted, based on a BIS
working paper, is that when household debt ratios become
too large it can affect a household’s ability “to deal with an
unanticipated deterioration in its circumstances”3.

It is important for regulators to ensure that household debt
ratios do not unwind too quickly. While high household debt
ratios may slow future growth, this outcome is probably more
desirable than the economic effects associated with
households rapidly deleveraging.

To overcome this challenge, households are faced with the
option of drawing down their savings. In Australia, we have
seen this occurring over the past two years as disposable
income growth has been particularly weak.
This has lead households to lower their savings ratio in order
to maintain the modest level of consumption.
Australia Savings Ratio

This outcome has been observed a number of times through
history with notable examples including Japan in the early
’90s, the US in 2008 and Europe in 2011. It typically results in
slower economic growth and recession, reduced consumption,
lower inflation and increased government debt via bank
bailouts.
Hence, while house prices are high and may cause concern for
those who do not own the asset, hints of large declines could
have big economic impacts, which regulators will desperately
want to avoid. For policy makers, this could imply that even if
they would like housing to be more affordable, it will be hard
to achieve if it comes at the expense of household debt.
Household Debt Ratios

Source: Bloomberg

Usually in this environment, households could increase
borrowing to smooth their consumption. But the RBA is
reticent to encourage this behaviour given the high household
debt ratios. As long as disposable income remains weak, it will
be hard for household consumption to dramatically increase
and in the event of a shock to the economy it will be difficult
for the RBA to boost consumption.

Source: Bank of International Settlements

This reinforces the notion that in a highly leveraged economy,
“interest rate hikes could be more contractionary than cuts are
expansionary”4 and will require the RBA to be more cautious
than in prior cycles. As such, a key cost of high household debt
is that it reduces the ability for central banks to conduct
effective monetary policy.
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The Outlook for House Prices and
Household Debt

Australian House Prices and Household Debt

Leading indicators for house prices in Australia are showing
that price appreciation should slow and house prices could
potentially be flat for 2018. This is reflected in auction
clearance rates, which typically lead house prices by
approximately four months and have been declining.
House Prices and Auction Clearance Rates

Source: Bloomberg, Bank of International Settlements

Source: Bloomberg

In addition, mortgage financing has been lower than the
average level of the past five years and existing home sales
have begun to decline, corroborating the lower auction
clearance rates. At the moment these indicators do not point
to drastic house price declines, but rather flat prices in the +/5% range.
Existing Home Sales and House Prices

This stable outlook for house prices and household debt can
be thought of in both the short and long term as described by
the BIS. Firstly, as household debt stabilises it will potentially
reduce growth over the coming years as consumption will not
be able to be boosted with increased borrowing and will need
to be more in line with the modest wages growth. As long as
house prices and household debt don’t fall drastically, then
growth should remain moderate for the coming year.
The positive side of this outlook is that future growth should
not continue to be eroded away, as household debt should
stabilise with house prices. If household debt truly peaked in
2016, this implies that the higher debt ratios will begin to take
effect and slow potential growth from 2019 onwards,
coinciding with the timeline of debt effecting growth 3 to 5
years in the future.
In addition, the RBA will need to be relatively cautious when
they are ready to start an interest rate hiking cycle, as large
declines in property prices and household debt will be
problematic for the economy. This supports a slow and steady
approach to interest rate movements, similar to what we
observe in other economies around the world.

Important Information
Source: Bloomberg

This will be a positive development for household debt, as it
remains highly correlated to the outright level of house prices.
If house prices begin to level out over 2018, so too should
household debt, stabilising at the relatively high level of 120%
of GDP.

1. http://www.imf.org/en/Publications/GFSR/Issues/2017/09/27/global-financial-stabilityreport-october-2017
2. https://www.bis.org/publ/work607.pdf - Pg 13
3. https://www.bis.org/publ/qtrpdf/r_qt1712f.htm
4. https://www.bis.org/publ/qtrpdf/r_qt1712f.htm
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This document is prepared by Nikko Asset Management Co., Ltd.
and/or its affiliates (Nikko AM) and is for distribution only under such
circumstances as may be permitted by applicable laws. This
document does not constitute investment advice or a personal
recommendation and it does not consider in any way the suitability or
appropriateness of the subject matter for the individual
circumstances of any recipient.
This document is for information purposes only and is not intended to
be an offer, or a solicitation of an offer, to buy or sell any investments
or participate in any trading strategy. Moreover, the information in
this material will not affect Nikko AM’s investment strategy in any
way. The information and opinions in this document have been
derived from or reached from sources believed in good faith to be
reliable but have not been independently verified. Nikko AM makes
no guarantee, representation or warranty, express or implied, and
accepts no responsibility or liability for the accuracy or completeness
of this document. No reliance should be placed on any assumptions,
forecasts, projections, estimates or prospects contained within this
document. This document should not be regarded by recipients as a
substitute for the exercise of their own judgment. Opinions stated in
this document may change without notice.
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In any investment, past performance is neither an indication nor
guarantee of future performance and a loss of capital may occur.
Estimates of future performance are based on assumptions that may
not be realised. Investors should be able to withstand the loss of any
principal investment. The mention of individual stocks, sectors,
regions or countries within this document does not imply a
recommendation to buy or sell.
Nikko AM accepts no liability whatsoever for any loss or damage of
any kind arising out of the use of all or any part of this document,
provided that nothing herein excludes or restricts any liability of
Nikko AM under applicable regulatory rules or requirements.
All information contained in this document is solely for the attention
and use of the intended recipients. Any use beyond that intended by
Nikko AM is strictly prohibited.
Japan: The information contained in this document pertaining
specifically to the investment products is not directed at persons in
Japan nor is it intended for distribution to persons in Japan.
Registration Number: Director of the Kanto Local Finance Bureau
(Financial Instruments firms) No. 368 Member Associations: The
Investment Trusts Association, Japan/Japan Investment Advisers
Association/Japan Securities Dealers Association.
United Kingdom and rest of Europe: This document constitutes a
financial promotion for the purposes of the Financial Services and
Markets Act 2000 (as amended) (FSMA) and the rules of the Financial
Conduct Authority (the FCA) in the United Kingdom (the FCA Rules).
This document is communicated by Nikko Asset Management Europe
Ltd, which is authorised and regulated in the United Kingdom by the
FCA (122084). It is directed only at (a) investment professionals falling
within article 19 of the Financial Services and Markets Act 2000
(Financial Promotions) Order 2005, (as amended) (the Order) (b)
certain high net worth entities within the meaning of article 49 of the
Order and (c) persons to whom this document may otherwise lawfully
be communicated (all such persons being referred to as relevant
persons) and is only available to such persons and any investment
activity to which it relates will only be engaged in with such persons.
United States: This document is for information purposes only and is
not intended to be an offer, or a solicitation of an offer, to buy or sell
any investments. This document should not be regarded as
investment advice. This document may not be duplicated, quoted,
discussed or otherwise shared without prior consent. Any offering or
distribution of a Fund in the United States may only be conducted via
a licensed and registered broker-dealer or a duly qualified entity.
Nikko Asset Management Americas, Inc. is a United States Registered
Investment Adviser.
Singapore: This document is for information only with no
consideration given to the specific investment objective, financial
situation and particular needs of any specific person. You should seek
advice from a financial adviser before making any investment. In the
event that you choose not to do so, you should consider whether the
investment selected is suitable for you. Nikko Asset Management Asia
Limited is a regulated entity in Singapore.
Hong Kong: This document is for information only with no
consideration given to the specific investment objective, financial
situation and particular needs of any specific person. You should seek
advice from a financial adviser before making any investment. In the
event that you choose not to do so, you should consider whether the
investment selected is suitable for you. The contents of this document
have not been reviewed by the Securities and Futures Commission or
any regulatory authority in Hong Kong. Nikko Asset Management
Hong Kong Limited is a licensed corporation in Hong Kong.
Australia: Nikko AM Limited ABN 99 003 376 252 (Nikko AM
Australia) is responsible for the distribution of this information in
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Australia. Nikko AM Australia holds Australian Financial Services
Licence No. 237563 and is part of the Nikko AM Group. This material
and any offer to provide financial services are for information
purposes only. This material does not take into account the
objectives, financial situation or needs of any individual and is not
intended to constitute personal advice, nor can it be relied upon as
such. This material is intended for, and can only be provided and
made available to, persons who are regarded as Wholesale Clients for
the purposes of section 761G of the Corporations Act 2001 (Cth) and
must not be made available or passed on to persons who are
regarded as Retail Clients for the purposes of this Act. If you are in any
doubt about any of the contents, you should obtain independent
professional advice.
New Zealand: Nikko Asset Management New Zealand Limited
(Company No. 606057, FSP22562) is the licensed Investment Manager
of Nikko AM NZ Investment Scheme and the Nikko AM NZ Wholesale
Investment Scheme.
This material is for the use of researchers, financial advisers and
wholesale investors (in accordance with Schedule 1, Clause 3 of the
Financial Markets Conduct Act 2013 in New Zealand). This material
has been prepared without taking into account a potential investor’s
objectives, financial situation or needs and is not intended to
constitute personal financial advice, and must not be relied on as
such. Recipients of this material, who are not wholesale investors, or
the named client, or their duly appointed agent, should consult an
Authorised Financial Adviser and the relevant Product Disclosure
Statement or Fund Fact Sheet (available on our
websitewww.nikkoam.co.nz).
Kingdom of Bahrain: The document has not been approved by the
Central Bank of Bahrain which takes no responsibility for its contents.
No offer to the public to purchase the Strategy will be made in the
Kingdom of Bahrain and this document is intended to be read by the
addressee only and must not be passed to, issued to, or shown to the
public generally.
Kuwait: This document is not for general circulation to the public in
Kuwait. The Strategy has not been licensed for offering in Kuwait by
the Kuwaiti Capital Markets Authority or any other relevant Kuwaiti
government agency. The offering of the Strategy in Kuwait on the
basis a private placement or public offering is, therefore, restricted in
accordance with Decree Law No. 7 of 2010 and the bylaws thereto (as
amended). No private or public offering of the Strategy is being made
in Kuwait, and no agreement relating to the sale of the Strategy will
be concluded in Kuwait. No marketing or solicitation or inducement
activities are being used to offer or market the Strategy in Kuwait.
Kingdom of Saudi Arabia: This document is communicated by Nikko
Asset Management Europe Ltd (Nikko AME), which is authorised and
regulated by the Financial Services and Markets Act 2000 (as
amended) (FSMA) and the rules of the Financial Conduct Authority
(the FCA) in the United Kingdom (the FCA Rules). This document
should not be reproduced, redistributed, or sent directly or indirectly
to any other party or published in full or in part for any purpose
whatsoever without a prior written permission from Nikko AME.
This document does not constitute investment advice or a personal
recommendation and does not consider in any way the suitability or
appropriateness of the subject matter for the individual
circumstances of any recipient. In providing a person with this
document, Nikko AME is not treating that person as a client for the
purposes of the FCA Rules other than those relating to financial
promotion and that person will not therefore benefit from any
protections that would be available to such clients.
Nikko AME and its associates and/or its or their officers, directors or
employees may have or have had positions or material interests, may
at any time make purchases and/or sales as principal or agent, may
provide or have provided corporate finance services to issuers or may
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provide or have provided significant advice or investment services in
any investments referred to in this document or in related
investments. Relevant confidential information, if any, known within
any company in the Nikko AM group or Sumitomo Mitsui Trust Bank
group and not available to Nikko AME because of regulations or
internal procedure is not reflected in this document. The investments
mentioned in this document may not be eligible for sale in some
states or countries, and they may not be suitable for all types of
investors.
Oman: The information contained in this document nether
constitutes a public offer of securities in the Sultanate of Oman as
contemplated by the Commercial companies law of Oman (Royal
decree 4/74) or the Capital Markets Law of Oman (Royal Decree80/98,
nor does it constitute an offer to sell, or the solicitation of any offer to
buy non-Omani securities in the Sultanate of Oman as contemplated
by Article 139 of the Executive Regulations to the Capital Market law
(issued by Decision No. 1/2009). This document is not intended to
lead to the conclusion of any contract of whatsoever nature within
the territory of the Sultanate of Oman.
Qatar (excluding QFC): The Strategies are only being offered to a
limited number of investors who are willing and able to conduct an
independent investigation of the risks involved in an investment in
such Strategies. The document does not constitute an offer to the
public and should not be reproduced, redistributed, or sent directly or
indirectly to any other party or published in full or in part for any
purpose whatsoever without a prior written permission from Nikko
Asset Management Europe Ltd (Nikko AME). No transaction will be
concluded in your jurisdiction and any inquiries regarding the
Strategies should be made to Nikko AME.
United Arab Emirates (excluding DIFC): This document and the
information contained herein, do not constitute, and is not intended
to constitute, a public offer of securities in the United Arab Emirates
and accordingly should not be construed as such. The Strategy is only
being offered to a limited number of investors in the UAE who are (a)
willing and able to conduct an independent investigation of the risks
involved in an investment in such Strategy, and (b) upon their specific
request.
The Strategy has not been approved by or licensed or registered with
the UAE Central Bank, the Securities and Commodities Authority or
any other relevant licensing authorities or governmental agencies in
the UAE. This document is for the use of the named addressee only
and should not be given or shown to any other person (other than
employees, agents or consultants in connection with the addressee's
consideration
thereof).
No transaction will be concluded in the UAE and any inquiries
regarding the Strategy should be made to Nikko Asset Management
Europe Ltd.
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