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“The Greatest Bubble in History” – that is the title Prof. Ross Garnaut chose for the chapter 

discussing Australia’s housing bubble in his recent book “The Great Crash of 2008” (1). 

Chose is the operative word here because a man with Prof. Garnaut’s experience and 

reputation, who is plugged into Australia’s political system at the highest levels as evidenced 

by him being hand picked by the Rudd Government to lead the debate on climate change, 

chooses his words carefully. And none more carefully than a chapter in a book providing the 

Australian context to the most disruptive economic turmoil the world has experienced in 

almost a century. 

In adopting the phrase first used the by The Economist in 2005, Prof. Garnaut chose to tell 

fellow Australians that yes indeed we too have the mother of all bubbles on our hands.  

And it is clear that having decided to be frank about his considered view of the Australian 

housing market he was going to “go the whole hog”. He devoted considerable space to 

discussing the speculative mania that has characterised our housing markets over recent 

years by eloquently contrasting the character played by Michael Caton in “The Castle” and 

the same actor’s subsequent role as host of the television program “Hot Property”. And he 

leaves the reader in no doubt of his view that a lot of the property spruikers’ arguments are 

invalid, including that we have a shortage of housing. 

No doubt the reader will have seen articles of late – from the usual property spruikers – 

arguing vehemently that we do not have a bubble. 

I am not going to waste my time or the reader’s time in countering these arguments which 

typically surround tricky semantics – eg. the definition of income – and, I would suggest, are 

really meant to confuse the reader rather than educate and empower them. 

Any Australian that has been in the country over the last 8 years or so knows what Prof. 

Garnaut says is correct – and the only people that I hear arguing against it are those that 

have a vested interest in convincing the public and investors otherwise. And yes, I do 

include amongst them our Reserve Bank which has a vested interest in “selling our country” 

to the global investment community lest they cease to fund our “living beyond our means” 

lifestyle (expressed as our outsized current account deficit). 

Instead, I prefer to prove the case with a simple example – a personal one – which my 

experience online suggests confronts many Aussies. 
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Why credit worthy first home buyers will not buy at current prices 

Would you spend $125,000 of hard-earned savings for the pleasure of paying the bank 

$1,000 more a month for a home than you pay to a landlord to rent that same home?  

The choice facing my family is to either, 1) continue renting our current home for $460 a 

week, or 2) use all of our savings to pay a 20% deposit to buy an equivalent home for around 

$500,000 in today’s market. 

While mortgage rates remain about 7%, our monthly repayments on the $400,000 loan and 

basic costs of ownership ($2,600 a year for rates and insurance – hardly sufficient) would 

amount to over $3,000 a month. And this would represent 50% of my family’s take home 

income which is above the average Aussie household income. 

If mortgage rates continue to rise and reach 10%, repayments would consume another $800 

a month – over 60% of our income! 

All along we would be holding our breath that our home did not need any repairs – a stretch 

since we are talking here of a 30 year old renter that has been minimally updated (10 kms 

from the Brisbane CBD.) 

More importantly, we would be on tenterhooks that we and our two kids all remained well 

and healthy.  

There’s no room for a contingency fund here for the first decade or so. 

Clearly, buying is far from risk-free for my family – even though we have a level of cash 

savings above that which economist Saul Eslake, (The Sydney Morning Herald January 14 

2010), noted was essentially unheard of these days. 

Oh how the times have changed – not that long ago all major Australian banks demanded a 

20% deposit from home borrowers.  

But that was before the house price bubble, in large part created by the lending institutions 

recent laissez faire approach to risky lending as the former ANZ Chief Economist’s article 

unintentionally highlighted. 

The only reason that we might fork out all of our savings and over $1,000 more a month for 

25 years to own our place rather than rent it is a belief that house prices will rise faster than 

our savings.  

But I do not share this belief with many of my countrymen and I can cite a million reasons 

including: 

- A recent report by The Economist which found that Australian house prices are 50% 

overvalued according to long term historical relationships between prices and rents;  
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- The fact that virtually all measures for housing affordability are at or near record 

highs – house prices to average individual income are around 7 to 8 times in our 

capital cities whereas previously 3 times was considered expensive;  

- Ratios of house prices to household disposable income are also at or near record 

highs, even though many households are working more hours than they would like 

to get a higher income—and some have even decided to not have children in lieu of 

home ownership, at least for now while the biological clock still has some tick in it, 

so that they can buy into the Great Australian Dream. 

I really could go on. 

So, buying a home at these prices is a risky financial decision, and highly likely to be a poor 

one, for a family like mine– even with a level of savings well beyond that of most first home 

buyers. 

The inescapable question is why have so many young Australians – with their generally low 

levels of savings – bought a property over the last year? 

The current state of “The Greatest Bubble in History” 

About the only joy for a property bull in Prof. Garnaut’s book is that he supports the Rudd 

Government’s actions in response to the global financial crisis (GFC). He states that it was 

appropriate for Government to shore up the balance sheet of our banks. He does not say it 

outright – but seeing as 50-60% of assets on those balance sheets consist of residential 

mortgages – he is talking about turning around the correction in our housing market which 

was in train well before the intensification of the GFC in September 2009. 

He is specifically talking about the First Home VENDOR’S boost (the vendor’s boost because 

they were the clear winners from this policy, certainly not the first home buyer as will be 

discussed below.) 

And of course he is also referring to the precipitous drop in interest rates to the lowest 

levels in half a century and the unprecedented cash handouts to households which should 

have substantially reduced stress levels in those who had already entered the housing 

bubble and reduced the number of stressed sales.  

In fact, given his close ties with the Rudd Government – especially so around that time as he 

would have been working closely with them on finalising the climate change report – it 

would not be surprising in the least if he was consulted in formulating the policy response. 

I am not going to discuss whether I believe the response was appropriate – though, with 

hindsight, there are some fair indications that the Rudd Government’s response was 

somewhat over the top. 
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And it should also be closely noted that conspicuously absent from Prof. Garnaut’s book 

were any recommendations or even views on how The Greatest Bubble in History should be 

dealt with now that it has been reflated. 

My opinion is clear cut – the policy response succeeded in reflating the bubble – this time 

– but it has only left us more vulnerable to an even greater future correction. 

My reasons for thinking this can best be summed up by two graphs from two separate 

reports – a simple one plus one calculation that anybody should be able to perform to get 

the right answer. 

The first graph is from a recent report by FitchRatings (2) and it tracks the 90+ day 

delinquency of Australian mortgages according to their loan to valuation ratio (LVR). 

 

As can be seen, the highest LVR segment is 80-90% and it is well ahead of the other 

segments, consistently around 4 times the level of the nearest segment which predictably is 

the next highest LVR segment of 70-80% over recent years. 

Certainly the massive policy response to the GFC, from October 2008, had a quick affect in 

lowering delinquency rates. 

However, there are signs at extreme right of the graph – corresponding with September 

2009 – that the affect was waning. Moreover, the level at which it had then reached was still 

very high for the 7 year period covered by the graph. In fact, it had only been consistently 

above this level since November 2007. 

What is more, the RBA raised interest rates at each meeting from October 2009 to the time 

of writing (January 2010) which has translated to an increase of about 1% in mortgage rates. 

And many commentators expect mortgage rates to continue to rise strongly through 2010. 

Clearly, first home buyers – with their typically high LVR mortgages – have been 

experiencing high levels of mortgage stress over recent years as the housing bubble 
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matured, and that stress was only partially relieved by the massive and unprecedented 

policy response to the GFC. 

The second graph is from a JP Morgan/Fujitsu Consulting paper (3) and it shows the 

proportion of first home buyers in different segments of LVRs in the 12 months to February 

2009. 

 

As can be clearly seen, in the 12 months to February 2009 less than 20% of first time buyers 

had LVRs of less than 80%. What's more, around 60% had LVRs of 90% or greater!  

And these data do not capture the peak in first time buyer activity in March 2009. 

The following JP Morgan\Fujitsu Consulting report (4) showed that banks responded by 

tightening their lending criteria. However, over 70% of loans to first time buyers had LVRs in 

excess of 80% at October 2009. While the proportion of loans in the 95-100% LVR segment 

dropped substantially, around 43% of all new loans had LVRs in excess of 90%.  

And the average value of loans to first time buyers was elevated throughout the period of 

the boost, peaking in March 2009 at 25% greater than at January 2008.  

This all suggests that the banks closed the gates well after the horse had bolted. 

It is true that interest rates and unemployment levels will have a bearing on what happens 

to mortgage delinquency levels going forward.  
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But it is important to note that the unemployment rate was lower than at the present time 

and falling throughout the period shown in the FitchRatings graph when the delinquency 

rate rose strongly for the 80-90% LVR segment.  

Moreover, around three quarters of the massive influx of first time buyers into the market 

from the VENDOR’S boost took out loans with LVRs in excess of 80%. The majority of these 

had an LVR of greater than 90%. Although the FitchRatings graph does not include this 

higher level LVR segment, one could only assume that the performance of this segment 

would be worse than the 80-90% LVR segment. 

And finally, the data show that the high LVR segments entered the recent upcycle in 

mortgage interest rates – from half-century lows – at significantly higher levels of stress 

than had been apparent for most of the previous decade. 

All of this suggests that mortgage delinquency rates will rise more quickly than in the 

previous upcycle in interest rates, and that the 2008 peak in mortgage delinquency will be 

eclipsed at much lower interest rates. If interest rates continue to rise strongly – due to 

emerging inflation, or the higher cost of funds for banks, or due to increasing risk aversion 

towards Australia due to its high current account deficit – then we should expect to see 

mortgage delinquency rates begin to climb very sharply indeed. 

All Bubbles Pop 

Yes, bubbles do often last longer than many expect – especially when the Government is 

working to prevent it from popping – providing spruikers, with their vested interests, ample 

opportunity to cast dispersions on those that attempt to warn people against becoming the 

greatest fools, the last entrants to the bubble who ultimately lose the most. 

Nonetheless the outcome is inevitable – any other outcome would be contrary to the 

history of mankind. 

The real problem with Government policies aimed at preventing mature bubbles from 

popping is that they make the system even less stable and sew the seeds of an even greater 

bust. It should be clear from the preceding analysis that this is precisely the consequence of 

the policies implemented during the GFC to prevent the Aussie housing bubble from 

popping. 

The dramatic affect that the boost had on turning house prices around is evidence in itself 

of the instability of our housing markets; additional proof – if it was needed – that it is 

indeed a bubble. 

The exuberance of young, inexperienced and naïve Aussies was harnessed by offering a 

small cash incentive which was quickly dwarfed by the price increases that ensued pushing 

them to even more irrational levels.   
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The young first home buyers were the easiest to influence and, with their limited savings to 

use as deposits, they had the least to lose. 

They are now our sub-prime problem. 

Over the next short while we will hear many “experts” argue that this will not be a problem 

because we have full recourse loans. 

First and foremost, I disagree strongly with moral standpoint of this argument - the “vibe of 

it” as Denis Denuto might say. Coming from spruikers who convinced these kids to be the 

last comers to The Greatest Bubble in History, in my view, is tantamount to saying “ha, ha, 

you’re trapped”. 

But I doubt that this will be how things play out. I would suggest that the generation of 

Aussies that got caught in the debt trap buying into the late stage of the bubble will show 

much less aversion to declaring bankruptcy to discharge these debts than earlier 

generations. 

And that aversion will weaken even further as they come to understand that they were used 

as pawns to keep alive our housing bubble.  

I have maintained all along that the greatest factor in the bubble bursting will be a turn in 

psychology. Bubbles inflate as market entrants have an unshakeable belief that there is no 

chance of losing. Buyers think “why be concerned about outbidding others by $10-20K when 

that’s only a few months of normal market action in any case – that will be the market price 

in 6 months, and then I’ll be in front – the market always goes up, in fact prices always 

double every 7 years or so”. 

No doubt interest rate rises in early 2008 played a part in the house price correction that 

progressed at a faster clip than in the US housing market at the same stage of the cycle. 

However, I would suggest that the greatest factor was that there was a dearth of buyers to 

soak up the stressed sales because the bursting of the housing bubbles in other English-

speaking countries shook that bubble psychology – it was clear for all to see that house 

prices could go down, and they could go down a lot. 

Now that the boost is over, spruikers have attempted to replace that market myth that 

prices never go down with another – the government will never let prices fall. And they are 

using the recent policy actions to support their arguments. 

Well there are a few problems with this, not least of which is that clearly their policies have 

only served to decrease stability in the market rather than the opposite. 

Moreover, any Government must face political realities and the one facing the current 

Federal Government is the opposition continually telling Australians that Labor 
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Governments always get Australia deep into debt, and that will lead to higher taxes and 

lesser Government services. 

So, contrary to what the spruikers would have us believe, the Government does not have 

the political wiggle room to spend whatever taxpayer dollars funds they wish to use on 

attempting to prevent the bubble from popping. 

The one exception would be in the case of a re-intensification of the GFC which might – and 

that’s a big might – provide the political cover. In this case one would have to wonder 

whether the factors that led to the worsening of the global economy might have a 

disproportionately greater affect on Australia this time around rather than the 

disproportionately lesser affect to this point. I am referring here of course to China and the 

possibility that its policy responses to the crisis begin to backfire. 

Irrespective of the cause, a re-emergence of global financial turmoil could see Australia’s 

banks struggling to fund our current account deficit due to risk aversion, and there is no 

guarantee that our high level bond salesmen (Messrs Rudd, Swan and Stevens) this time 

around will be able to out-market other salespeople selling large quantities of Government 

debt. Remember, even though we have comparatively low levels of Government debt, our 

personal debt is now greater than in the US – and the inability of Americans to consume is 

probably their greatest obstacle to a sustainable recovery – thus highlighting the weakness 

in the Australian sales pitch. 

So any spruiker thinking that another bout of financial turmoil might once again lead to 

gravity defying Government policy intervention is contemplating playing with fire. If the 

market is going to struggle with mortgage rates at 7.5%, one can only wonder at the carnage 

that would be unleashed if mortgage rates reached 15% or higher as the RBA tried to avert a 

total collapse of our economy (Iceland style). Not to mention the unemployment that would 

ensue. 

Conclusions 

The First Home VENDOR’S Boost brought forward a lot of first home buyer activity and 

resulted in a temporary re-emergence of irrational exuberance in our housing market. 

However, those buyers can be considered sub-prime borrowers due to their relative 

inexperience in understanding markets and personal finances, and their lack of actual 

savings to purchase their properties. 

By encouraging young Australians to purchase property with lower levels of savings over the 

more financially prudent First Home Savings Accounts scheme, the Government traded a 

steady stream of credit worthy first time buyers in a few years time, which would have 

placed a floor under the correcting market, for a quick bounce in prices.  
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It is difficult to see who, exactly, will provide the floor under the market now that it will be 

correcting from even higher levels, when so many young Australians have brought forward 

their purchases, and when decreasing prices will place a lot of pressure on highly leveraged 

young owner occupiers and investors that increased their portfolios significantly during the 

bubble with illusory equity. 

For the prudent non-home owner watching on, besides the natural feelings of pitying young 

Australians who have been taken for a ride, not dissimilar to watching baby gazelles fall prey 

to a lion herd, much of this is of little consequence.  

The simple fact is that renting a home is much cheaper than buying that same home. And 

the risks to financial security are several orders of magnitude less. 

Consequently, the credit worthy buyer – who will be needed to ultimately stabilise the 

market – is unlikely to step in until prices are far below current levels, or until Government 

policy and regulation changes such that buying becomes a prudent decision again (the 

changes I have in mind are those advocated by Steve Keen). 

But the latter would entail significant changes which are unlikely to politically acceptable 

until a great deal of pain has already been experienced by the public.  

So, again I arrive at the same conclusion – all bubbles pop and this, The Greatest Bubble in 

History, is highly unlikely to be any different. 


