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The Schroders economic analysts in the UK compared the Australian and 
Canadian housing markets — where a cool down in prices is currently 
taking place — to predict the likelihood of a sharp correction.  
Irene Lauro, economist with Schroders UK, writes.  
 
 

Property (and debt) boom 

House prices in Australia and Canada have witnessed a spectacular rise in the past two 
decades. 

Thanks to strong population growth, high net migration inflows, loose monetary policy and 
increasing domestic and foreign investor participation, house prices in these two countries 
have been among the fastest growing in the OECD, rising at 14% per annum since 1999 (Chart 
1). 

With the strong upward momentum in prices, some house price overvaluation has emerged 
and a rapid return to fair value in housing markets could potentially have a significant 
macroeconomic impact. 

Chart 1: Residential property prices 

 

 

 

 

 

 

Source: BIS, 20 April 2018 
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This is because such strong increases in asset prices have created significant housing 
imbalances and vulnerabilities. Boosting the value of collateral has made borrowing easier, 
thereby raising household debt. Debt-to-income ratios show a worrisome picture: household 
debt, at 190% of disposable income in Australia and 170% in Canada, is at a historical peak in 
both countries (Chart 2). Therefore, a sharp price fall to return to fair value will be translated 
into declines in income and wealth and significant reduction of consumer spending. 

Debt service 

However, while household debt levels are high and rising, debt service ratios tell a different 
story and offer a more reassuring picture, at least for the medium term. Debt service ratios 
measure the amount of income used for interest payments and amortisations, giving an 
accurate picture of spending constraint tightness. 

The Australian debt service ratio is substantially below its pre-crisis peak, while the Canadian 
ratio seems to have stabilised (Chart 3).  

Chart 2 : Household debt to income ratios                    Chart 3: Debt service ratios 

 
 
Source: Thomson Datastream, Schroders economics Group, 20 April 2018 

 

The reduction of debt service ratios from the pre-crisis highs was mainly driven by easier 
monetary policy in both countries, as falling interest rates have helped contain interest 
spending, offsetting the cost of servicing larger amounts of debt. 

With economic growth recovering in both countries, monetary policy normalisation is on the 
cards, raising concerns over financial and macroeconomic stability. Higher rates could put 
pressure on borrowers while raising the debt service ratio, and hit consumer spending 
dramatically. 
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Chart 4: 5-year mortgage rates                                      Chart 5: Residential mortgage credit growth 

 
Source: Thomson Datastream, Schroders economics Group, 20 April 2018 
 

As shown in Chart 4, the tightening cycle initiated by the Bank of Canada in July 2017 is raising 
the cost of borrowing for households through higher mortgage rates. As a result, the pace of 
expansion of residential mortgage credit has started to slow last summer, highlighting the 
impact of tighter monetary policy on household behaviour (Chart 5).  

Residential investment and housing starts have remained robust in 2017 (Chart 6), as they are 
the result of lagged household decisions and their response to changes in interest rates is not 
immediate. However, house prices, a more timely indicator, show clearly that the Canadian 
housing market is losing momentum (Chart 7), suggesting that residential investment and 
housing activity are likely to start deteriorating this year.  

 

Chart 6: residential investment in Canada                 Chart 7: House prices and housing activity in Canada 
                                                                                                                            

 

 

 

 

Source: Thomson Datastream, Schroders economics Group, 20 April 2018 
 
 

Higher rates will also increase the debt service ratio, posing severe risks to financial stability, 
with the potential to amplify the impact of a slowdown in the housing sector to the economy. 
Using data from 1999 to 2017, we estimate that the policy interest rate would only have to rise 
from the current level of 1.25% to 3-3.5% for the debt-service ratio to reach its previous peak 
of 13.2%. 
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In Australia the beginning of the housing boom broadly coincided with the current monetary 
easing cycle, which started with the slowdown of commodity prices in November 2011. Low 
borrowing rates have stimulated credit growth, which began to accelerate in 2013, keeping 
the debt-service ratio above 15%. 

Housing credit growth started losing momentum in 2017 (Chart 5), thanks to the introduction 
of new macro-prudential measures aimed at restricting lending to the highly-indebted 
household sector. As a result, the housing market started cooling last year with declining 
residential investment and building approvals, and a slowdown in house price growth (Charts 
8 and 9). In the meantime, household indebtedness remains elevated, primarily due to high 
levels of housing debt, although weak income growth is also contributing. 

The potential rise of policy rates could further increase household indebtedness, making 
households more vulnerable to negative income shocks.   Running the same exercise we did 
for Canada, we find that the policy interest rate would have to increase from its current level 
of 1.5% to 6.5-7% for the debt-service ratio to return to its 17.9% peak.   However, this is not 
cause for complacency.  The financial circumstances and activity of the marginal buyer and 
seller is what sets house prices more than economy wide debt and debt service statistics.   
Even a modest rise in rates is likely to put severe pressure on these heavily indebted marginal 
players and this will be a delicate balancing act for the Reserve Bank of Australia. 

Chart 8: Residential investment in Australia                   Chart 9: New home sales and house price growth  

 
Source: Thomson Datastream, Schroders economics Group, 20 April 2018 
 
 

Conclusion: no imminent crash 

Housing markets in Australia and Canada are cooling, raising concerns over economic growth. 
We expect residential investment to be a drag on growth through 2018 in both countries. 
Moreover, declining house prices are likely to hit consumer spending, while monetary policy 
normalisation could represent a threat to household debt. 
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However, we do not expect an immediate housing market crash primarily because the central 
banks of both countries are highly conscious of the negative feedback loops declining house 
prices will have on an economy.   Although debt service levels may appear manageable, the 
impact of rising rates is likely to put strain on the marginal buyer and seller who determine 
house prices and hence the viability of residential investment and the perceived wealth of the 
remaining population.  As a result central banks are likely to tread cautiously with monetary 
normalisation in order to ensure the continuation of financial and macroeconomic stability. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Important Information  
 
Opinions, estimates and projections in this article 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 ("Schroders") 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. 
Schroders 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) for 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 Schroders.  


