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major financial institutions. For the purposes of this book, the technical definition used for 

an economic depression is a fall in real GDP of more than 10 per cent and/or a decline in 

real GDP lasting more than 3 years. 
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value of stock and land as foreign (British) capital flowed into Australia, with lending 

outpacing deposit growth. Large capital inflows encouraged the importation of luxury goods 

well in excess of export growth. Rampant speculation in the land market resulted in 

exorbitant prices being paid for city and town blocks, especially at public auctions where 

alcohol was used to encourage exuberant bidding: 

 

The favoured commodity for capital gains was real estate. The human and the 

animal populations of the colonies grew fast, so how could demand falter? Little 

more than a year after the founding of Adelaide in December 1836 prices had 

soared; land companies and building companies were creating the pattern of tight 

subdivision which still typifies inner suburban Adelaide. A land rush occurred as well 

in the infant settlements in New Zealand. By 1839 and 1840 more and more 

subdivisions were advertised around Sydney, sometimes with grandiloquent names 

like Albert Town, Bourke Town and Gipps Town, and sold at champagne auctions 

where free alcohol energised serious bidders. The most experienced men in New 

South Wales filled their portfolios with town lots in such budding metropolises as 

Marulan and Broulee, and other town sites were offered for sale, complete with 

street signs and with cemeteries divided among the various denominations, that 

have not been built upon even today. The greatest interest of all was shown in 

Melbourne, which investors believed would become a great city at the centre of the 

richest region in Australia. Capitalists in Tasmania and in Sydney drew on the credit 

of their British backers to snap up lots in and around the town. The gentlemanly 

overlander, C.H. Ebden, had paid £150 for an acre and a half at one of the first sales; 

at an auction in 1839 he sold it for £9,280, and then went back into the market to 

buy. Dr Charles Nicholson of Sydney, perhaps the most consistently successful 

investor throughout nineteenth-century Australia, was prepared to pay £712 for 23 

acres beside the Yarra in April 1840 which the previous owner had bought from the 

Crown for £154 only eleven months earlier. In June 1840 a single Crown land auction 

in Melbourne raised £105,000 (a skilled tradesman earned about £100 a year). In the 

next few days purchasers wondered if they had gone too far. They noticed, too, that 

men deeply in debt to them had spent at the auction as heedlessly as they had 

themselves.14 

                                                        
14 Dyster (1993: 604-605). 





 

 13 

undeveloped on the premise another investor would always be willing to commit a larger 

sum of wages and private debt to purchase property. Eventually, investors became so 

indebted that the rate of land sales slowed and finally collapsed as the public realised the 

extent of their speculative folly. Land sales would often crash to a level equal to or below 

the pre-boom phase as investors rapidly became bankrupt, banks were rendered insolvent 

and the economy fell into depression. A record of early public land sales exists for the states 

of New South Wales, Victoria, South Australia, Western Australia and Tasmania. As the most 

settled and populous state, New South Wales experienced the largest boom in land sales. In 

1832, 20,861 acres were sold, quickly rising eighteen-fold to a peak of 389,547 acres in 1836. 

Public land sales then rapidly collapsed to a low of 4,260 acres by 1844, a relative fall of 99 

per cent.17 

 

 
 

                                                        
17 Recorded crown land sales for New South Wales are by auction. A minor number of sales via other 

means are documented between 1840 and 1850, but are excluded to maintain consistency (Butlin et 

al. 1986: 34-35 - Tables B12-B13). Figure 1.1.3 combines the public land sales data for New South 

Wales, Victoria, South Australia, Western Australia and Tasmania. 
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Leading up to the depression, the gold rushes and high levels of immigration resulted in an 

annual average adult population growth of 2.5 per cent during the 1860s and 1870s, 

accelerating to 4 per cent in the 1880s. The population rate, however, fell steeply in the 
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Figure 1.2.1: Real GDP/GDP per Capita Index: 1890s and 1930s (1891and 1930 = 100)
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ratios.36 New banks competed for deposits and loans with greater risk, spurring the larger 

established banks to follow suit.37 

 

Total debt to nominal GDP rapidly increased from less than 40 per cent in 1880 to 70 per 

cent in 1892. The vast majority of private credit growth during the late 1800s was extended 

to the business sector, not households. Household debt remained a mere 1 to 3 per cent of 

nominal GDP from 1861 to 1925. From 1861 to 1893, business debt increased from 27 to 70 

per cent. These trends had reversed by the turn of the century as total private debt 

comprised less than 39 per cent of GDP in 1902. The credit boom in the lead up to the 1890s 

depression was amplified by lending from building societies, land and fringe banks and 

finance companies. In the early 1880s, 26 trading banks controlled nearly 90 per cent of 

financial system assets, but intense competition from non-banking financial institutions 

lifted their share of total financial assets from 12 to 21 per cent between 1885 and 1892. By 

early 1893, 23 trading banks only controlled 70 per cent of financial system assets. The focus 

of non-bank financial institutions (NBFIs) on financing property speculation led to major 

banks lowering their lending standards and rapidly expanding their branch network in 

response.38 

 

Competition between bank and non-bank lenders resulted in total assets of financial 

institutions rising from £93 million to £235 million during this period, with the assets of 

trading banks alone rising from £84 million to £152 million.39 Alongside the rapidly 

escalating stock of private debt, the number of bank branches expanded strongly during the 

1880s, rising from approximately 800 in the late 1870s to a peak of 1,534 in 1892. During 

the depression, branch numbers fell to 1,235 (1896) and experienced subdued growth 

thereafter. The risk in rapidly increasing bank branches is the possible loss of control over 

internal lending processes and behaviours. Banks in crisis in 1893 had added, on average, 53 

branches to their networks (annualised 6.4 per cent growth from 1880 to 1891), while those 

                                                        
36 Hickson and Turner (2002: 155); Kent (2011: 133-134). 
37 Merrett (1989: 63-64). 
38 Kent (2011: 133). 
39 Merrett (1989: 65). 
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centred primarily in the commercial land market as banks were more willing to lend to firms 

and investors than home owners. The general population was an unacceptable risk, due to 

their relative poverty, insecure employment conditions, and the lack of social welfare to 

sustain household cash flows. Banks held a declining level of liquid reserves against deposits 

and a larger proportion of their loan portfolios were concentrated in high risk assets. As a 

percentage of GDP, the total debt stock accumulated in the 1890s was greater than the 

1930s. In the lead up to the 1890s depression, the increase in non-financial business sector 

debt (rather than household borrowings) was responsible for the sharp rise in the private 

debt to GDP ratio. 

 

 
 

The fall in the private debt to GDP ratio after the mid-1890s depressed investment. From 

1893 to 1899, debt fell 26.2 percentage points from its peak, measured by the ratio of bank 

loans and advances to nominal GDP. Private investment expenditure fell from over 10 per 

cent of GDP in the 1880s to around 5 per cent in the late 1890s.42 The market share gained 

by NBFIs peaked at 21 per cent of total financial assets in 1892, before falling to around 10 

                                                        
42 Fisher and Kent (1999: 20); Kent (2011: 128 - Table 2). Five-year centred moving average for 

private investment expenditure. 
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per cent by the turn of the century. NBFIs did not experience a recovery in market share for 

decades, remaining at around 5 per cent during the 1930s and 1940s.43 

 

Irrational exuberance existed in Australia before the bank crisis of 1893, particularly in 

Melbourne, with people describing how easily money was obtained from banks and 

invested in the land market and related securities in a competitive manner. As vacant land 

does not yield income and presupposes a profit based on expected future capital gain, 

rampant speculation became a primary investor strategy and motivating factor.44 Long-term 

interest rates were accommodative (relatively low) at around 4 per cent during the 1880s 

and early 1890s. During the latter half of the 1890s, interest rates dropped to around 3 per 

cent.45 Irrational exuberance was also a feature of the stock market during the 1880s, 

particularly on the Melbourne bourse. From a nominal trough in 1879, the All Ordinaries 

index rose 150 per cent to its peak in 1889, before experiencing a fall of 32.4 per cent during 

the 1890s depression (1889 to 1893).46 

 

Although comprehensive data on commercial land prices are not available, indicators of 

rampant speculation (centred in Melbourne) include the sizeable stock of debt extended to 

the non-financial business sector and the large proportion advanced for real estate loans 

and pastoral securities. From 1890 to 1892, 20 per cent of all bank advances were real 

estate loans and 67 per cent were backed by pastoral securities. Business bankruptcies and 

loan defaults accelerated as the market value of property and securities fell in the late 

                                                        
43 Fisher and Kent (1999: 8-9 - Figure 5, 33). 
44 Hickson and Turner (2002: 160). 
45 Stapledon (2012a: 309). 
46 Keen (2011a) notes there were large falls in the price of banks shares during the 1890s depression. 

Bank shares increased by 75 per cent in real terms from 1886 to 1891 on the back of speculative 

lending, but experienced a 50 per cent fall in only six months during 1893 as land prices deflated. 

The history of the stock market in Australia began in the latter half of the 1800s. Between 1860 and 

1890, six stock exchanges were established in Adelaide, Brisbane, Hobart, Melbourne, Perth and 

Sydney. Vamplew (1987: 241) provides long-term share price indexes and dividend yields for 1875 to 

1985. 
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1880s.47 Between 1880 and 1892, the weighted net annual rate of return on land 

(compounded) was 34.6 per cent, peaking at 78.3 per cent in 1887.48 The average net 

annual rate of return was consistently high across most regions of suburban Melbourne, 

ranging from 28.6 per cent in the south-east up to 45.2 per cent in the north-west, 

indicating the land boom was not localised to any particular suburb. Between 1880 and 

1892, investors in Melbourne held their property for 3.7 years on average before realising a 

sale. After 1884, many investors bought land purely for the purpose of lot sub-division (14 

per cent of sampled observations). Allotments in preferred and populous suburbs were 

keenly sought due to investor expectations of ongoing price increases, allowing them to flip 

the property later for a quick profit. 

 

Some of the greatest gains in Melbourne land prices were in a six to seven mile radius from 

the CBD. The reason was that many investors were purchasing semi-rural land on the 

assumption of a future change in land use gifting them a large windfall. The average rate of 

return for acreage was greatest for those parcels sized between 50 to 100 acres, with a 

return of around 40 per cent a year. Returns on land (by year of sale) did not become 

negative in Melbourne until 1892, when lots and acreage experienced a net annual rate of 

return of -4.5 per cent and -9.8 per cent, respectively. Except for 1881, 1884 and 1891, land 

returns were well above rates on deposits, overdrafts and commercial paper, and even 

above yields on speculative gold mining companies. This demonstrates land investment was 

a highly profitable venture between 1880 and 1888, after which time land values and sales 

fell dramatically, and land forfeitures began to rise.49 Average land prices in Sydney were 

estimated to have increased 80 per cent between 1880 and 1884. There are anecdotal 

reports of Melbournian city blocks almost doubling in value within months during 1887, 

with the peak of the land boom in Melbourne occurring a year later in 1888.50 

 

  

                                                        
47 Hickson and Turner (2002: 159). 
48 Fisher and Kent (1999: 22); Silberberg (1975: 206); Simon (2003: 21). Nominal terms. 
49 Silberberg (1975: 203-217). 
50 Fisher and Kent (1999: 22). 
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Weighted Average 55.7 42.5 40.7 33.6 

Annual Rate of Return (A) and Investment Period (B) 1880 - 18924 

Distance 

From CBD 

(Miles) 

East North Northwest Southeast West All sectors 

 A B A B A B A B A B A B 

4 - 5 37 20 29 68 12 108 18 107 48 17 33 45 

5 - 6 23 45 44 45 45 38 24 41 62 86 34 44 

6 - 7 46 69 40 50 66 26 36 34 27 38 39 41 

7 - 8 36 28 7 85 4 12 31 87 9 11 27 38 

Acreage Size and Rate of Return 1880 - 1892 (%) 

Distance From 

CBD (Miles) 
5 - 10 10 - 20 20 - 50 50 - 100 100+ 

4 - 5 29 23 26 61 - 

5 - 6 27 43 9 48 - 

6 - 7 60 41 38 25 34 

7 - 8 9 18 48 42 17 

Weighted Average 38 38 29 40 24 

Average Rate of Returns by Year of Sale 1880 - 18925 

Year of 

Sale 

Acres 

Sold 

Forfeited 

Land 

(Acres) 

Total 

Value (£) 

Average Price 

Per Acre (£) 

Average 

Investment 

Period (Mths) 

Average 

Net Rate of 

Return (%) 

1880 - - - - - - 

1881 90 - 6,200 68.9 13.5 4.1 

1882 435 - 17,326 39.8 10.4 49.7 

1883 98 - 7,340 74.9 8.4 41.4 

1884 510 - 54,356 106.6 24.5 10.0 

1885 395 - 65,751 166.5 36.7 46.5 

1886 208 - 41,620 200.1 31.3 50.3 

1887 313 - 93,531 298.8 36.7 78.3 

1888 780 - 238,152 305.3 46.8 38.4 

1889 334 - 111,902 335.0 58.0 30.2 

1890 1,699 - 262,535 154.5 60.8 18.2 
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1891 42 41 29,370 699.3 23.8 8.4 

1892 15 742 9,750 650.0 83.2 -7.1 

Total  4,919 783 937,833 - - - 

Weighted 

Average 
- - - 190.7 43.8 34.6 

Average Rate of Returns by Year of Purchase 1880 - 1892 

Year of Sale 
Acres 

Purchased 

Total Value 

(£) 

Average Price 

Per Acre (£) 

Average 

Investment 

Period (Mths) 

Average Net 

Rate of 

Return (%) 

1880 1,510 24,585 16.3 89.1 21.4 

1881 317 11,546 36.4 40.8 46.2 

1882 1,160 42,052 36.2 41.8 33.6 

1883 671 68,540 102.2 57.1 33.4 

1884 512 58,547 114.4 49.5 65.5 

1885 342 64,593 188.9 23.9 47.2 

1886 376 65,798 175.2 41.7 43.4 

1887 458 75,173 164.1 19.5 43.3 

1888 1,170 194,036 165.8 33.7 -3.9 

1889 48 17,837 371.6 18.3 -9.1 

1890 - - - - - 

1891 - - - - - 

1892 - - - - - 

Total 6,564 622,707 - - - 

Weighted 

Average 
- - 94.9 43.8 34.6 

Average Rate of Return: Melbourne Land Investment Versus Interest Rates/ Market 

Yields 1881 - 18916 

Year 

Average Rate 

of Return on 

Urban Land 

(%) 

Trading Bank 

Deposit Rate 

(12 Month 

Deposit %) 

Commercial 

Paper Rate 

(90 Days %) 

Trading Bank 

Overdraft 

Rate (%) 

Mining Stock 

Yields (%) 

1881 4.1 3.5 5.5 7.0 27.9 

1882 49.7 4.8 6.3 8.0 29.8 
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return on mining investment because the latter relates to current yields while the former 

relates to annual average compound rates of return. 
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Figure 1.2.4: Real Melbourne Property Values - 1890s and 1930s
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In the 1880s, like today, the Sydney and Melbourne land markets were the most attractive 

for speculators, although Melbourne took first place, experiencing the greatest rise in land 

values and steepest compound annual rate of return on land.52 A manic cohort of investors 

were active, with a seemingly inexhaustible line of greater fools chasing ephemeral capital 

gains by aggressively bidding prices upwards and rapidly flipping properties every few years. 

Investors squatted on land on the periphery of the major colonial centres, awaiting 

reclassification of land use so they could receive windfall gains. Eventually, after eight long 

years of euphoria during which land was considered a fool-proof investment (1880 - 1888), 

the dream ended and land prices collapsed. This destroyed untold investor wealth and 

caused domestic banks to experience extreme financial distress, having lent heavily into the 

land boom, tapping significant foreign capital in the process of inflating the land bubble. 

 

While much of the real estate speculation featured prominently in the Sydney and 

Melbourne commercial land markets, it is clear speculation also adversely affected the 

residential property market. Nationally, real estate speculation fed into residential property 

                                                        
52 The Victorian index of cities, towns and boroughs is dominated by Greater Melbourne with 

approximately 75 per cent of the number of properties. Straight lines represent missing values 

between 1898 to 1901 and 1903 to 1905. 
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Alongside the rapid growth of debt held by the non-financial business sector, government 

(colonial) debt also rose steeply during the late 1800s. Prior to federation in 1901, colonial 

governments were heavily involved in the provision of infrastructure. Capital expenditure 

was financed mostly through borrowing as tax revenues were insufficient, with gross public 

debt rising from 3 per cent of GDP in 1855 to a peak of 102 per cent in 1895. Tax revenues 

averaged around 4 per cent of GDP during the 1850s, rising modestly to 6 per cent in the 

1890s.54 Both public and private borrowings were heavily dependent on foreign capital. In 

the business sector, lending outpaced the growth of domestic capital in the late 1800s and 

banks increased their reliance on short-term foreign funding to meet credit requirements. A 

large inflow of British capital occurred between 1881 and 1885, sharply accelerating from 

1886 to 1890. It was funneled into commercial banks, land finance and pastoral 

companies.55 

 

                                                        
54 Vamplew (1987: 256). 
55 Hickson and Turner (2002: 149-150). 
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There was also a large increase in the percentage of deposit accounts that bore interest 

both domestically and in the United Kingdom, rising from 44 to 67 per cent between 1860 

and 1880, and to a further 71 per cent in 1890. When including interest-bearing deposits in 

the UK, 80 per cent of all deposit liabilities carried interest, resulting in a narrowing in the 

spread between lending and borrowing rates from 1882-83 to 1886.56 London issued 73 per 

cent of Australian colonial debt between 1856 and 1880, rapidly increasing total foreign 

borrowings.57 Following the Barings Bank crisis of 1890, colonial governments found it very 

difficult to raise loans in Britain, compounding private sector difficulties in borrowing money 

abroad. 

 

Bank lending outpaced the growth in the domestic capital base, demonstrated by the ratio 

of bank advances to deposits rising from around 100 to 131 per cent between 1880 and 

1893. This ratio averaged 125 per cent over the five years to 1891, gradually decreasing to 

66 per cent by 1920. Total overseas bank deposits also steeply increased during this period. 

Capital inflows trended above 6 per cent of GDP for eight years during the 1880s and an 

average 45 per cent of all bank liabilities were to British residents from 1886 to 1891, 
                                                        
56 Merrett (1989: 65). 
57 Di Marco et al. (2009: 6). 
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peaking at 50 per cent just prior to the onset of the depression in 1891. Liabilities in Britain 

grew by 200 per cent over the 1880s, while assets had only grown by 40 per cent, leading to 

a large net foreign liability position. By 1890, capital inflows began to wane as British and 

other foreign investors become more risk averse following the near collapse of the Barings 

Bank in London, placing capital-constrained banks under pressure.58 By default, a high 

dependence on foreign deposits (liabilities) increases the likelihood of financial instability. 

Deposits may be withdrawn en masse if foreigners anticipate significant capital losses 

stemming from currency depreciation and broader devaluation in the host country.59 

 

There was also a mismatch between the maturity profile of liabilities and assets in the 1890s 

which resulted in the majority of liabilities (such as interest-bearing deposits) being short-

term, while assets (loans) were increasingly of a longer duration. This rendered the loan 

book illiquid, while the availability and cost of short-term funds became increasingly volatile 

due to competition from non-bank competitors. Securities offered against loans often 

consisted of real estate, livestock and share market holdings. Additional debt was extended 

against the rise in the market value of these securities, raising the risk of a financial crisis 

during an inevitable downturn.60 The liquidity ratio of the banks fell sharply ahead of the 

1890s depression, as the ratio of trading bank cash balances (cash, bullion and notes) to 

deposits dropped from around 30 to 17 per cent between the early to mid-1870s and the 

onset of the depression. The inclusion of bank holdings of government securities increased 

the liquidity ratio to around 20 per cent. 

 

Effectively, banks were illiquid. Their assets could not be easily sold and they had substantial 

liabilities and lines of credit with other institutions, placing all at risk if low-cost funds were 

to dry up in an unexpected crisis or bank run (mass depositor panic and withdrawals).61 The 

                                                        
58 Fisher and Kent (1999: 26-27); Hickson and Turner (2002: 149-150); Kent (2011: 132). The Barings 

Bank faced problems in 1890 when loan defaults in South America caused liquidity difficulties. 
59 Grossman (1994: 664). Thus a significant stock of debt denominated in foreign currency explains 

how sudden capital outflows (bank runs) may eventuate. 
60 Merrett (1989: 70-71). 
61 Valla et al. (2008: 42). 
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financial crisis of the early 1890s was virtually guaranteed by low liquidity ratios, 

dependence on foreign capital and large falls in land prices and other securities on which 

banks had lent heavily. Poor asset (loan) performance had weakened the banking system 

due to falling cash flows, asset sales to meet creditor demands and waning public 

confidence in the safety of the banking system.62 Banking stress was exacerbated by the 

decline in trading bank deposits and sharp increase of savings bank deposits over most of 

the 1890s, indicating a panicked public was increasing their savings and reducing their 

exposure to trading banks which were perceived as financially unsound. 

 

In the 1890s, the number of financial institutions failing or suspending payments was 

significant and included 54 deposit takers, 13 trading banks and the majority of NBFIs. 

Around 60 per cent (34) of those financial institutions closing did not re-open their doors. 

Using the narrow definition of banks and excluding building societies, only 9 out of 28 banks 

continuously traded during the 1890s. Forty-one deposit-taking building and land finance 

companies failed between 1891 and 1892 in Sydney and Melbourne, causing 4 per cent of 

total trading bank deposits to be lost in 1891 alone. At the height of the crisis during April 

and May of 1893, over half of the trading banks (13 out of 23) failed or suspended payments, 

together accounting for 56 per cent of deposits and 61 per cent of notes on issue in the 

financial system. Only twelve of these reopened following restructuring, which required the 

agreement of three-quarters of creditors and usually involved re-opening as new companies 

but with the old names, acquiring additional capital (much from existing creditors) and 

deferring the payment of deposits. Depositors experienced losses when the Federal Bank of 

Australia and the City of Melbourne Bank failed, in addition to indirect losses resulting from 

freezing of deposits during restructuring.63 

 

                                                        
62 Grossman (1994: 665-666). 
63 Fitz-Gibbon and Gizycki (2001: 22); Hickson and Turner (2002: 162); Kent (2011: 128 - Table 2, 129). 

Restructuring consisted of converting some deposits into preference shares, short-term deposits 

into long-term deposits and raising new shareholder capital. 
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The depression resulted in large falls in government revenue and expenditure. Aggregate 

government expenditure fell 17 per cent in nominal terms between 1891 and 1893. Tax 

revenue decreased 12 per cent in that time, mostly due to declining customs revenue on 

lower import values. Government deficit spending was not excessive, with the aggregate 

government deficit prior to the 1890s depression less than 1 per cent of GDP, peaking at 1.3 

per cent in 1893. Labour unrest and high levels of unemployment in the 1890s were a 

consequence of the land bust, failure of financial institutions and large falls in domestic and 

global economic output, trade and commerce. Unemployment peaked at 16 per cent in 

1894 and shipping, mining and pastoral strikes took place between 1890 and 1896. Real 

incomes in 1914 were only 14 per cent above the pre-depression peak in 1889.70 Currency 

volatility was minimal in the lead up to the 1890s depression and the exchange rate 

remained close to parity with the British sterling.71 There was some devaluation in 1893 

after the financial crisis, as banks imported gold to replenish their reserves but this 

devaluation was negligible in comparison to the 1930s. From 1851 to 1929, the Australian 

pound consistently maintained parity with the British pound.72 

 

                                                        
70 Fisher and Kent (1999: 6) note there is limited comparable unemployment for the 1890s and 

1930s. Although peak unemployment was higher in the 1930s (peak of 26 per cent), unemployment 

recovered to pre-depression levels more quickly than in the 1890s (McLean 2006). 
71 Before 1931, the exchange rate was fixed to the gold standard, except between 1914 and 1925. 
72 Vamplew (1987: 244-245); White (2008: 2). 
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During the 1920s and 1930s, the banking sector appeared more prudent in their actions. 

With less competition from NBFIs and higher interest rates (2 to 3 per cent above that in the 

late 19th century), growth in the private debt to GDP ratio was considerably lower. The ratio 

rose from 30 per cent in 1921 to a peak of 46 per cent in 1932. Although the rate of private 

investment in the 1930s was still relatively high as a percentage of GDP, the ratio of public 

to private investment was greater than 50 per cent; opposite to the earlier period. Banks 

were not as reliant on foreign capital inflows and the level of investment was more in line 

with the growth in the domestic deposit base. Compared to the 1880s, banks had a far 

higher liquidity ratio and a greater proportion of quality assets, such as government 

securities. Although banks continued to expand their branch networks, they did so in a 

manner proportionate with business growth and less aggressively than the 1870s and 1880s. 

Further, the banks also held less property assets on their balance sheets, had shortened the 

maturity profile of their loans and attained a positive net foreign asset position. 

 

Federation in 1901 led the government to establish the Commonwealth Bank of Australia in 

1911, but it did not act as a central bank (lender of last resort) until well after the 1930s 

depression had ended. In fact, the central bank has only provided direct loans on two 

occasions during the 20th century, once to assist in the smooth exit of a failed bank and 
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another time as a loan of last resort. Despite this, no Australian bank depositor has lost 

money since 1900, except for those at one small bank who lost 1 per cent of their deposits. 

Prior to the establishment of the Commonwealth Bank and the later central bank, colonial 

governments and the banking industry association provided last-resort support to banks 

experiencing financial distress.77 Similar to the colonial era, the federal government 

borrowed heavily to fund large infrastructure projects. Public debt at all levels of 

government rose steeply from 63 per cent of GDP in 1913 to 171 per cent in 1932. The 

proportion of foreign borrowings (primarily British), however, was smaller in the 1930s than 

in the 1890s. 

 

While nominal credit growth was muted compared to the 1880s, stock market speculation 

was greater in the 1920s than the former period. From the trough in December 1916 to the 

peak in February 1929, the All Ordinaries experienced a nominal increase of 196.1 per cent. 

In the nine years before the stock market peak, share prices rose at an average quarterly 

rate of 2 per cent.78 Prices steeply declined by 46.3 per cent in the crash lasting from 

February 1929 to August 1931. The cumulative real stock return between 1929 and 1930 

was -25 per cent.79 Despite the large fall, the stock market bounced back and by 1934 the 

index had recovered to the 1929 peak.80 

                                                        
77 Fitz-Gibbon and Gizycki (2001: 1-2); Kent (2011: 127). On three occasions during the 1970s, the 

central bank also indirectly lent as a last resort, when it provided funds to private banks that were 

lending to NBFIs experiencing depositor runs. 
78 Carmichael and Esho (2001: 10). 
79 Barro and Ursua (2009: 34); Taylor (2002: 3, 8-9). Keen (2011a) notes that after housing prices fell 

steeply in early 1929, bank shares collapsed by 39 per cent from peak to trough. The majority of the 

fall in bank shares (24 per cent) occurred in only seven months. 
80 Taylor (2002: 3, 8-9). 
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The 1930s deflation was not as severe as in the 1890s due to the smaller fall in real GDP and 

real GDP per capita. Retail prices fell 15.4 per cent between 1930 and 1933. The general 

price level fell over 10 per cent per annum for two years during the Great Depression, 

whereas the 1890s depression saw a greater level of price deflation for at least six years.83 

Lower rates of population growth in the 1920s and 1930s can partially explain the quicker 

recovery of the economy in GDP per capita terms. The rate of population growth averaged 

1.7 per cent annually between 1921 and 1933 and dropped to 1 per cent from 1933 to 1947. 

Average adult population growth increased from 2 per cent post-WW1 to around 3 per cent 

per annum between 1922 and 1928 due to an increase in immigration encouraged by 

government subsidies, but population growth then decelerated from 3 to 2 per cent per 

annum during the depression.84 

 

Prior to the onset of the depression, unemployment was 7 per cent in 1929. The 

unemployment rate then rose to 10 per cent in 1930 and peaked at 19.75 per cent in 1932. 

Among trade unionists, the rate reached 28.1 per cent in 1932. Unemployment then fell 

around 2 per cent per annum to reach 9 per cent by 1937. It was not until WW2 that 

unemployment consistently stayed below 10 per cent.85 Investment was strong in the lead 

up to the 1930s depression before collapsing, with total investment averaging 18 per cent of 

GDP in the 1920s and remaining above 15 per cent for ten consecutive years to 1929. Public 

investment spending comprised 9 per cent of GDP during this period, but both private and 

public investment expenditure fell to less than 6 per cent of GDP by the mid-1930s.86 While 

there was still a relatively high rate of construction in the 1920s, building activity as a share 

of GDP was lower than in the 1890s, averaging 9 per cent between 1920 and 1930. Further, 

public construction took a more dominant role than that of private, comprising slightly more 

than 50 per cent of building activity in the 1920s. Greater levels of private investment and 

construction activity took place in the late 1880s compared to the 1920s. 

 

                                                        
83 Kent (2011: 129). 
84 Stapledon (2012a: 308). 
85 Gallenson and Zellner (1957: 455); Jonson and Stevens (1983). 
86 Five-year centred moving average. 
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Unlike the 1880s and 1890s, the credit cycle in the lead up to the 1930s was tame by 

comparison. The debt to GDP ratio rose from around 30 per cent in the mid-1920s to a peak 

of 45 per cent in the early 1930s. By the end of WW2, this figure had fallen slightly to 38 per 

cent. Measured by the ratio of bank loans and advances to nominal GDP, the fall in debt 

from its peak (1932 to 1938) was 9.7 percentage points.87 Banks were more diversified and 

did not experience the intense NBFI competition observed in the 1890s. Similar to the 1880s, 

the bulk of private debt during the 1920s and 1930s was extended to the business rather 

than household sector. Banks had moderate exposure to property as only around 4 per cent 

of total advances were for this purpose on the eve of the 1930s depression.88 Trough to 

peak, the household debt to GDP ratio rose from 3 to 13 per cent of GDP between 1925 and 

1932, before unwinding to 4 per cent of GDP by 1946. Business debt to GDP rose from 24 

per cent in 1925 to a peak of 33 per cent in 1932, and then subsequently fell to a low of 15 

per cent in 1945.89 

 

                                                        
87 Kent (2011: 128 - Table 2). 
88 Kent (2011: 131). Based on the assets of five selected trading banks. 
89 A series break in 1927 indicates caution should be used in comparing the two time periods. 
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There was a small cycle in the residential property market nationally, resulting in real 

housing prices rising 25 per cent in the early 1920s, then falling by 21 per cent. It is not 

apparent the land market boomed during the 1920s, as land values increased in line with 

GDP growth. The ratio of aggregate nominal land values to GDP rose from a trough of 76 per 

cent in 1925 to a peak of 123 per cent in 1931; a rise of 47 per cent. By 1951, this ratio had 
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fallen to a low of 44 per cent. The rise in the ratio during the late 1920s and early 1930s was 

due to nominal GDP falling in absolute terms from 1928 to 1932, rather than a surge in land 

values; it took until 1931 for land values to also fall in absolute terms. 

 

Economists Fisher and Kent estimated the trend in real estate prices using the capital values 

of rateable properties in Sydney and Melbourne. Both cities experienced a doubling in 

capital values between 1918 and 1930, followed by a subsequent fall of around 20 per cent 

from 1930 to 1934.90 In Sydney, real housing prices increased by 38 per cent from trough to 

peak between 1920 and 1923, and prices in Melbourne rose 35 per cent between 1917 and 

1929. Prices remained relatively stable throughout most of the 1920s, and then fell by 21 

per cent in real terms, with the majority of the fall occurring during the early years of the 

depression. The housing market then experienced modest price growth of 12 per cent 

between 1931 and 1937. It should be noted that price controls were enacted in 1942 and 

were not removed until 1949.91 In 2007-08 dollars, median residential land prices on the 

urban fringe in Melbourne in the 1930s averaged $8,700, falling to $5,000 by the 1940s. In 

Sydney, median residential land prices declined from $7,700 dollars in the 1930s to $6,500 

by the 1940s. In both cities, land prices had recovered by the 1950s. The fall in land prices 

from the 1930s through to the 1940s is demonstrated by the ratio of median land to house 

prices which declined from 17 to 8.4 per cent in Melbourne and from 12.6 to 9.7 per cent in 

Sydney.92 

 

The primary factors providing greater financial stability in the 1930s include a reduced level 

of banking competition compared to the 1880s, proportionate growth in the branch 

network relative to the broader economy, greater oversight of the type and extent of 

business lending, and credit growth more closely matching the growth in the domestic 

deposit base. Between the 1890s and 1930s depressions, the banking system underwent 

significant changes, including trading bank consolidation, declining NBFI asset share and an 

increase in the asset base of savings banks. There were 11 amalgamations among the 

                                                        
90 Fisher and Kent (1999: 23 - Figure 9), nominal terms. 
91 Stapledon (2012a: 309-310). 
92 Stapledon (2010: 22). 
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Unlike the 1890s, the banks in the 1930s held a far greater proportion of government 

securities, increasing the relative liquidity ratio to around 41 per cent during the second half 

of the 1920s. This placed banks in a far stronger position to weather a lengthy economic 

downturn. The reduced reliance on foreign capital is indicated by capital inflows only 

breaching 6 per cent of GDP for two years during the 1920s, and the ratio of bank liabilities 

in Britain averaging only 15 per cent from 1920 to 1927 (less than 13 per cent in 1927) 

compared to 45 per cent in the lead up to the 1890s depression.97 In the late 1920s, British 

liabilities (excluding capital) comprised less than 3 per cent of Australian deposits and 

liabilities had declined by 25 per cent between 1921 and 1927.98 

 

 
 

  

                                                        
97 IMF (1993: 161, 165). In Figure 1.3.6, data on capital inflows is not directly comparable before and 

after 1901 due to a change in sources. 
98 Kent (2011: 130, 132). 
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Table 1.3.1: Financial Institution Stress - 1890s and 1930s99 

 

In contrast to the earlier period, conservative banking practices in the 1920s contributed to 

reduced banking stress and greater financial stability. Unlike the 1890s, the banking sector 

was more highly concentrated, with only ten trading banks in operation. Only three financial 

institutions suspended payments in the 1930s and none were trading banks. This included 

two smaller trading banks that held less than 0.5 per cent of total trading bank deposits in 

1931 (including the Primary Producers Bank of Australia) and the Government Savings Bank 

of New South Wales. When the former bank was wound up, depositors only lost 1.5 per 

cent of the value of their deposits. In the latter case, the NSW Treasury defaulted on 

interest payments and maturing government stock owed to the bank and to British 

bondholders during February and March of 1931; however, the Federal government made 

payments to international creditors to maintain credit standings. 

 

In late 1931, an amalgamation between the Government Savings Bank and the 

Commonwealth Bank was finally implemented, with all restrictions on accounts lifted in 

January of 1932 (depositors could withdraw money freely).101 Both of these banks held total 

deposits of £70.6 million in June 1930, falling to £54.2 million at their closure in April 

                                                        
99 Kent (2011: 128 - Table 2). 
100 Cumulative decline in profit before tax, share of initial capital. 
101 Fitz-Gibbon and Gizycki (2001: 44-46). 

Financial System Problem 1890s 1930s 

Number of Financial Institutions 

Failing /  Suspending Payment 
- - 

Deposit takers 54 3 

Trading banks 13 0 

NBFIs Majority Few 

Loss of Deposits (Trading Banks) - - 

In year one 12.9% 6.6% 

To trough 19.4% (1898) 8.5% (1931) 

Bank performance100 108% (1893 - 1904) 19% (1930 - 1936) 
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1932 alone, the fall was more than 25 per cent.105 The fall in nominal exports was greater 

than in the 1890s, but real exports rose promptly in the first three years following the Great 

Depression, after peak output in 1930. These figures accord with the 30 per cent reduction 

in world trade volumes during 1931 to 1934. Before 1931, the exchange rate was fixed to 

the gold standard, except between 1914 and 1925. The banks tried to resist exchange rate 

devaluation in 1929 and 1930 and maintain parity with the sterling. Despite these attempts, 

by early 1931 the Australian pound had devalued by almost 30 per cent and in 1932 the 

Commonwealth Bank (acting in a role similar to a central bank) revalued the currency such 

that £100 sterling bought £125 of the Australian pound.106 This devaluation likely 

contributed to the faster recovery in output compared to the 1890s depression, when the 

Australian pound remained fixed in near parity to the British pound throughout the crisis. 

 

 
 

                                                        
105 Fisher and Kent (1999: 35-37). 
106 Kent (2011: 130). £100 sterling bought £130 Australian in January 1931. 
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As a consequence of the stock market cycle and large fall in the ToT, the government deficit, 

which before the 1930s depression was less than 1 per cent of GDP, increased significantly, 

peaking at 4.1 per cent of GDP in 1931 (compared to a peak of 1.3 per cent in 1893). Fiscal 

deficits were funded mostly out of the sale of treasury bills to the Commonwealth Bank. A 

large proportion of this deficit is attributable to the significant fall in revenues from public 
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businesses, as aggregate nominal government expenditure fell 17 per cent between 1930 

and 1932, outpacing the decline in tax revenue. The revenue decline was not as severe as 

the 1890s, but still fell 6 per cent from 1930 to 1932, mostly due to declining customs 

revenue on falling import values. The fall in tax revenue was partially offset by a new sales 

tax. 

 

Expansionary fiscal policy was shunned during the 1930s and no emergency liquidity was 

provided, as the Commonwealth Bank was fearful of sparking inflation by providing credit to 

the public sector.107 The other primary difference between the 1890s and 1930s depressions 

was the ratio of government debt to GDP, which was much higher in the latter period, 

despite having less reliance on foreign capital. From 1925 to 1928, 43 per cent of all British 

overseas investments were in Australian government securities, rapidly increasing foreign 

debt. Poor investment returns and steep increases in debt lead to Australia being cut off 

from the London credit market when British investors became nervous. Government 

counter-cyclical spending was restricted by the combination of low levels of foreign 

exchange reserves and domestic borrowing. 

 

                                                        
107 Fisher and Kent (1999: 42); Kent (2011: 130-131). Government expenditure and deficit figures are 

aggregates of both the Commonwealth (federal) and state governments. 
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Table 1.4.1: 1890s and 1930s Depressions - Key Economic Data1 

GDP 1890s 1930s 

Fall in real GDP 
10% (1892), 7% 

(1893) 
10% (1931) 

Real GDP surpasses previous peak 8 years  4 years 

Fall in real GDP per capita 20% (1891 - 1895) 10% (1929 - 1931) 

Inflation/Deflation 1890s 1930s 

Rate of deflation2 20% (1891 - 1897) 15% (1930 - 1933) 

Population 1890s 1930s 

Pre-depression population growth (% per annum) 3.4% (1881 - 1891) 1.7% (1921 - 1933) 

Depression era population growth (% per annum) 1.7% (1891 - 1901) 1.0% (1933 - 1947) 

Financial System 1890s 1930s 

Interest rate 
4% (1880s to mid-

1890s) 

6 - 7% (1920s to 

mid-1930s) 

Peak bank advances (loans) to deposits ratio 131% (1893) 95% (1930) 

Liquidity Ratio - - 

Prior to depression onset3 17% 17% 

Relative liquidity ratio prior to depression4 20% 41% 

Capital Inflows - - 

Peak capital inflow (% GDP) 11% (1885) 8% (1928) 

Peak capital inflow duration (> 6% GDP) 1883 - 1890 1921, 1929 

Capital inflow average (% GDP) 7.7% (1880s) 4.5% (1920s) 

Liabilities of Trading Banks - - 

Liabilities to British residents (% liabilities in 

Australia) 
£50m (1891; 50%) £44m (1927; 13%) 

Net assets in Britain -£22m (1891) £51m (1929) 

Average liabilities to British residents 45% (1886 - 1891) 15% (1920 - 1927) 

Branch Network Growth - - 

Branches per bank 60 (1891) 263 (1929) 

Population per bank branch 2,047 (1891) 1,966 (1929) 

Growth in total number of bank branches5 
91% (late 1870s - 

1892) 
70% (1914 - 1930) 
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Fall in business debt13 44% (1893 - 1902) 22% (1932 - 1941) 

Peak government debt (% nominal GDP) 102% (1895) 171% (1932) 

Fall in gross government debt14 40% (1895 - 1913) 53% (1932 - 1940) 

Labour 1890s 1930s 

Peak unemployment15 16% (1894) 19.75% (1932) 

Trade 1890s 1930s 

Currency devaluation N/A - virtual parity16 30% (1931)17 

Fall in terms of trade 25% (1883 - 1894) 50% (1925 - 1932)18 

Share Market19 1890s 1930s 

Increase in All Ordinaries Index (nominal) 150% (1879 - 1889) 196% (1916 - 1929) 

Fall in All Ordinaries Index from peak (nominal) 32.4% (1889 - 1893) 46% (1929 - 1931) 

Rise/Fall in Mining Index (nominal) 
402% (1886 - 1891), 

-76% (1891 - 1894) 
N/A - unavailable 

Cumulative stock return (real)20 -2% (1889) -25% (1929 - 1930) 

Investment Activity 1890s 1930s 

Average total investment (% GDP) 18% (1880s) 18% (1920s) 

Average private investment (% GDP) 11% (1880s) 8.6% (1920s) 

Average public investment (% GDP) 7.7% (1880s) 8.6% (1920s) 

Average construction activity (% GDP) 13.8% (1875 - 1891) 9% (1920s) 

Building construction private share 60%  50% 

Fall in private investment expenditure (%) 
50% (1880s - late 

1890s) 

25% (1920s - mid 

1930s) 

Fall in private investment expenditure (% GDP) > 5% > 2% 

Property 1890s 1930s 

Peak aggregate land values (% nominal GDP) N/A - unavailable 123% (1931) 

Res. housing stock growth rate - peak to trough21 
-4.06% (1887 - 

1900) 

-3.47% (1926 - 

1934) 

Increase in Residential Property Values - - 

National 32% (1887 - 1891) 25% (1920 - 1922) 

Melbourne 44% (1882 - 1891) 35% (1917 - 1929) 

Sydney 53% (1888 - 1890) 38% (1920 - 1923) 

Fall in Residential Property Values - - 
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15 Finding comparable data between the two periods is difficult. Fisher and Kent (1999: 10) 

note that although peak unemployment was higher in the 1930s, it recovered more quickly 

to pre-depression levels than in the 1890s. This is consistent with the available data 

suggesting a more severe downturn occurred in the earlier period. 

 
16 There was some devaluation after the bank crisis of 1893, but this was negligible. From 

1851 to 1929 the Australian pound consistently traded in virtual parity with the British 

pound. 

 
17 As measured by the nominal rise and fall in the All Ordinaries index: 1879 to 1889 (4.2 to 

10.5), 1889 to 1893 (10.5 to 7.1), 1916 to 1929 (19.3 to 53.5), 1929 to 1931 (53.5 to 30.2). 

The nominal rise and fall in the Mining Index: 1886 to 1891 (47.0 to 235.8), 1891 to 1894 

(235.8 to 57.6). 

 
18 Cumulative real return over the period. 

 
19 £100 sterling bought £130 Australian. 

 
20 Partially attributable to the 30 per cent fall in world trade volumes during the 1930s 

depression and large falls in prices for agricultural exports. The ToT fell 25 per cent in 1932 

alone. 

 
21 Percentage point decline in the growth rate of housing stock between years. 

 
22 Aggregate deficits across colonies as the establishment of a national government did not 

occur until 1901. Figures after federation represent the aggregate debt of both the states 

and federal governments. 

 
23 Falls are primarily due to declining customs revenue via lower import values. In the 1930s, 

the fall was partially offset by a new sales tax. 
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24 Cumulated current account deficit as a share of nominal GDP. This comprises a proxy for 

the extent of foreign liabilities. 
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restriction on the amount of counter-cyclical government spending that was possible to 

alleviate the economic downturn. 

 

The 1920s experienced much lower levels of private credit growth, resulting in limited 

private construction, building activity and land speculation compared to the earlier period. 

In the lead up to the 1930s depression, banks enjoyed less competition from NBFIs and lent 

more prudently, lending in line with the growth of the deposit base. Further, the expansion 

of bank branch networks was moderate and greater control was exercised over lending 

practices. Capital inflows were much lower than in the 1890s and external liabilities 

comprised a smaller percentage of bank balance sheets. Banks actively reduced their 

exposure to property on their asset portfolio and maintained higher relative liquidity and 

capital ratios. While total gross government debt reached a higher peak during the 1930s 

depression and also steeply increased from a higher base, falls in government tax revenue 

were not as severe as during the 1890s. 

 

The primary processes hypothesised to cause financial instability, including risk factors, 

leading to a severe economic downturn are: 

 

1. A general decline in bank lending standards and practices causes a greater proportion of 

loans to be extended for speculative and marginal investments. This is exacerbated by 

intense banking competition and the ready availability of significant foreign capital for 

domestic investment. 

 

2. Large and unsustainable rises in the private debt to GDP ratio occur when banks and 

NBFIs pursue unsustainable asset and profit growth by lending heavily to the business 

and/or household sectors. Large credit cycles often occur in a weakly regulated or 

deregulated financial sector with few limitations on banking behaviour. 

 

3. A boom in private debt to GDP ratios may be partially facilitated by the mispricing of 

interest rates, exemplified by modern central banks employing a zero interest rate policy 

to stimulate demand. Arguably, the reduction of interest rates below a justifiable level 

could prompt investment in excess of available savings or productive opportunities 
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arranged, debts are sufficiently paid down and/or household, business and government 

balance sheets are adequately repaired. 

 

12. Broader deflationary effects are felt in the economy as credit growth collapses in the 

face of private sector deleveraging, leading to a fall in aggregate demand. The inability of 

the private sector to increase their cash flows in a low inflation environment 

exacerbates this effect. Asset prices fall in response to forced sales, high levels of 

bankruptcies and personal defaults, and the general price level declines as businesses 

cut their margins to remain solvent. 
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The downwards asset price spiral during the bust is reinforced by the liquidation of bad and 

souring debts extended to non-credit worthy individuals for over-priced assets during the 

boom phase of the asset cycle. The bursting of a large credit bubble in periods of low 

inflation may prompt broad price deflation, as asset prices revert to their intrinsic value 

based on income flows or long-term averages. In the current Australian economy, low 

inflation indicates over-heated residential property prices will likely deflate in price rather 

than stagnate while rapid income growth corrects the overvaluation, a process observed in 

the episode of high inflation during the 1970s. 

 

Deflationary impacts are likely to be worsened by highly-indebted households that are 

unable to accelerate their repayment of debts, because unlike the business sector, they 

cannot easily reduce overheads and living expenses. Alongside bank credit deflation and the 

propensity for individuals to save during economic downturns, firms willingly engage in cost-

cutting measures through price discounts, wage reductions and downsizing on declining 

revenue to maintain sales in response to an economy-wide retreat from consumption. The 

fall in disposable income for workers through wage cuts (or, more likely, stagnant wage 

growth) and higher unemployment enforces strict savings behaviour by households, 

amplifying the cycle of declining profits, output and consumption reverberating through the 

economy.118 Thus, history suggests an over-indebted private sector experiencing the 

bursting of an asset bubble in a low inflation environment will experience debt deflation. 

The tendency to delay investment and consumption during a downturn amplifies existing 

deflationary pressures. 

 

The Executive General Manager of the Australian Prudential Regulation Authority (APRA), 

Charles Littrell, discussed financial stability in a recent speech about macro-prudential 

supervision in which confidence was identified as a primary element, including: 

 

                                                                                                                                                                            
not coincide with a depression, but fail to mention any possible relationship between recessions and 

deflation, and do not consider credit growth as a potential variable underpinning these relationships. 
118 De Grauwe (2009: 3-7, 16-18). 
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greater stress on the banking system and leads to a higher insolvency rate. During a housing 

bust, the fall in the rate of private consumption, investment and fixed capital formation is 

generally larger and occurs more quickly. On average, equity price crashes lead to price 

declines of 45 per cent from peak to trough across 10 quarters, while housing busts have an 

average price decline of 30 per cent across a period of around four years (16 quarters). 

Housing price corrections tend to be more severe when a large run up in prices occurs 

during the boom phase. Both housing and stock market crashes are strongly associated with 

recessions in selected countries studied between the 1970s and 1990s.127 

 

The large reduction in aggregate demand accompanying private sector deleveraging 

(household and business balance sheet repair) will have a significant negative impact in an 

economy addicted to debt.128 The relatively loose credit standards following deregulation of 

the financial sector in the 1980s also suggests high credit defaults may emerge from a 

significant subprime cohort that became increasingly indebted during the expansionary 

phase of the credit boom. The emergence of a debt-deflationary spiral is likely to be 

maintained by negative sentiment in the private sector due to wealth destruction from 

falling asset prices and profits, a rising rate of insolvencies and bankruptcies, and 

deteriorating employment and credit conditions throughout the economy. 

 

Australians would be mistaken in believing the stability experienced over the last two 

decades is the natural character of a capitalist economy. Contrary to this common 

perspective, market economies are endogenously unstable and prone to an increasing level 

of chaos, with increasing departures from equilibrium over time.129 Moreover, central bank 

interventions to combat instability are becoming gradually less effective, and the highly 

interconnected nature of the modern global economy means entire financial systems can 

                                                        
127 IMF (2003: 61, 63 - Table 2.1, 66, 68-69, 72). Lost output signifies that on average, GDP (three 

years after the bust) is several percentage points lower than the level prevailing if the average 

growth rate (three years prior to the bust) had been maintained. All major bank crises in the post-

WW2 era coincide with housing price downturns. 
128 Keen (2007). 
129 Minsky (1986: 3). 
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abruptly cascade into a downwards spiral. It should be remembered the financial chaos of 

the GFC arose from a sea of tranquillity, with the rapidity and seriousness of the crisis 

driving many mainstream economists to public expressions of surprise. To further 

understand the causal factors behind financial instability, it is necessary to consider private 

sector credit dynamics in detail and discard conventional economic theory, which is of 

limited use in identifying asset bubbles and predicting consequent crises. 
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2.1.1 The Expansionary (Boom) Phase of the Asset Cycle 

 

Table 2.1.1.1: Key Events and Factors in the Expansionary Phase of the Asset Cycle 

Calm Investment Phase 

Following the excesses of the previous credit cycle, investors and financiers retain memories of 

significant losses in net wealth accompanying irrational exuberance. Hedge finance represents a 

conservative investment psychology, where relative tranquillity and financial stability prevails. 

Hedge Finance Transitions to Speculative 

Over time, initial hedge financing units in which the income flows from an asset meet contractual 

(debt) obligations become more speculative. This is caused by financier complacency and/or 

intense banking competition, leading to a relaxation of lending standards in the presence of a 

forming investor mania. 

Rising Aggregate Demand 

The endogenous creation of money by banks upon extension of the loan (loans create deposits) 

boosts aggregate demand and increases the purchasing power of all borrowers. 

Herd Psychology and Rising Investment 

The investor class shows a willingness to accumulate large private debt burdens irrespective of the 

prevailing interest rate, with a herding consensus determining the market momentum based on 

limited information and subjective analysis. 

High Risk Lending and Large Credit Cycle 

Factors such as investor optimism, regulatory capture, financial innovation or a general relaxation 

of financial rules allow the formation of a large credit cycle in the private sector, often 

accompanied by high leveraging ratios and foreign (external) capital inflows which amplify 

financial fragility. 

Positive Feedback Loop 

Rising prices induce greater risk taking by financiers and debtors seeking easy profits/capital gains, 

causing a positive feedback loop to form between rising prices and accelerating debt. 

Asset Price Inflation and Increasing Monetary Velocity 

Optimistic financier assessments and investor mania leads the rise in the money supply (credit 

money) with persistently accelerating credit growth increasing the velocity of money in circulation 

and asset prices.  

Oversupply of Goods, Services and Assets 
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a sense, the irresponsible lending decisions of domestic banks set up a potential future 

domino effect whereby cascading defaults by domestic borrowers could lead to creditor 

defaults with international financiers. 

 

During the credit boom, greed and the anticipation of large capital gains causes a 

speculative mania to form in the investor class. A key motivating factor is the expected 

expropriation of economic rent in perpetuity via the extraction of unearned wealth and 

income, divorced from any underlying cost of production or improvements associated with 

their investment. An ever-expanding number of investors are drawn into speculating on a 

preferred asset class, driving prices well in excess of fundamental values, determined by the 

income-producing potential of the asset. This process instills a collective euphoria in the 

investor class, eventually succumbing to the belief the asset class has minimal risk or 

promises an almost guaranteed future return. 

 

The marginal nature of these investments results in declining debt productivity over time, 

demonstrated by a broad trend of declining GDP growth per unit of debt. Each unit of debt 

literally adds less growth to economic output, consistent with the hypothesis that credit is 

increasingly misused for less financially-worthy endeavors such as stock and land market 

speculation. The domestic pattern of declining debt productivity is replicated internationally 

and is marked from the late 1970s onwards when banking sector deregulation began in 

earnest. A greater proportion of funding is directed towards overvalued (Ponzi) assets, 

increasing their concentration on the loan book. Systemic risk rises due to high levels of 

leveraging, optimistic financier assessments of asset capital values and cash flows, and 

increasing loan volumes resulting from the large growth in the stock of credit. 

 

It is tempting to assert relatively low interest rates in Australia are the primary cause of 

rapid credit growth, leading to a residential property bubble over the preceding two 

decades. This is a popular view within the Austrian school of thought, suggesting asset and 

business cycles are the result of artificially low interest rates engineered by central banks, 

stimulating investment in excess of available savings in the economy. The basic hypothesis is 

manipulated interest rates prompt investors to mal-invest in tangible assets because the 
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establishes a deleveraging trend and overall private investment falls. Balance sheet repair is 

extended in duration due to onerous debt burdens. 

Falling Monetary Velocity and Deflationary Pressures 

Debt deflation (falling asset prices) is compounded by persistent deleveraging, the associated fall 

in monetary velocity and the destruction of credit as loans are increasingly repaid or defaulted on. 

A low interest environment exacerbates deflationary pressures because household and business 

incomes will not artificially rise to ease debt burdens. 

Debt Liquidation / Distress Selling and Rising Unemployment 

Debt is liquidated by distressed sellers and aggravated by: a worsening labour market, a falling 

number of Ponzi investors transacting in the market, private sector over-indebtedness (debt 

saturation), financier inability to lend/source additional funds and rising interest rates reflecting 

increased credit risk. 

Weak Business Conditions and Rising Bankruptcies 

The fall in aggregate demand associated with declining private sector borrowing leads to a 

reduction in business profits, growing inventory and rising unemployment. Falling prices for goods 

and services results in decreasing profits and a lower net worth of businesses, meaning those who 

operate on small margins soon capitulate. Small to medium enterprises fare worse than large 

businesses that generally have greater buffers to withstand the downturn. The financial sector 

experiences a steep rise in impaired assets and personal/business insolvencies and bankruptcies. 

Cost Cutting and Price Deflation 

Weakening business income streams prompt margin cutting and asset sales to reduce debt, and 

many enter default arrangements during a significant downturn. Other negative effects include a 

reduction in wages or hours for workers, firing of workers, and lower margins in an attempt to 

remain solvent. The household sector has little flexibility to cut margins or sell assets to reduce 

debt, accelerating personal defaults during a downturn. 

Financier Pessimism and Subdued Economic Activity 

Reductions in trade, output and employment reinforce the process of debt liquidation in the 

business and household sectors. Financial sector pessimism is reinforced by capital write-downs in 

asset values and surging bad debts. Credit rationing on fear of future losses inhibits economic 

recovery. 

Failure of Ponzi Financiers and Insurers 

Thinly capitalised financial institutions and insurers with significant exposures to Ponzi assets often 

fail without government intervention due to ballooning bad debts and inadequate capital reserves. 
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Eventually a confluence of events brings the speculative mania to a halt, leading to a 

plateauing and then eventual fall in asset prices, increasing aggregate debt to equity ratios. 

Participants in the private sector who willingly bid up asset values become fewer in number 

or already hold so much debt that a further acceleration in credit growth is not possible. Any 

rise in interest rates risks increasing financial stress and defaults for over-leveraged 

borrowers, and raises the relative risk of financing conservative investments. Any future 

correction in asset prices need not be rapid. In the housing market, the pace of falls may be 

moderated by government intervention (grants, tax expenditures and purchase of 

securitised mortgages), the withholding of foreclosed homes from the market by financiers, 

taxpayer bailouts transferring toxic mortgage debt to the public, and the activity of hedge 

funds and private equity firms in purchasing large tranches of repossessed homes for later 

rental income.140 

 

In a credit-based economy where aggregate demand is equal to income plus the change in 

debt (see further below), the change in aggregate demand is equal to the change in GDP 

plus the acceleration (or deceleration) of debt. The intimate relationship between increased 

purchasing power (endogenously created money) and asset prices implies that when credit 

growth hits an endogenous limit, prices must fall. A plateauing and then persistent 

                                                        
140 Dayen (2013). 

Government Spending and Automatic Stabilisers 

Government debt may rise significantly during periods of private sector deleveraging to 

compensate for reduced demand. The public sector deleverages once the investor and financier 

classes have sufficiently purged toxic private debt burdens. 

Deleveraging End and Transition to Hedge Finance 

After a sufficient period of debt deleveraging (debts no longer drag on economic growth) and asset 

prices approach fair valuation based on fundamentals (P/E, P/R and P/I ratios), the economy again 

enters the calm investment phase. Politicians and regulators enable a repeat of the boom-bust 

asset cycle by letting prudential standards ease over time, paving the way for speculation to be 

repeated on an often larger scale. Financiers forget the excesses of the past and begin their credit 

cycle again. 
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money forces changes in reserve requirements or base monetary injections by the 

government. Conversely, in a deleveraging scenario, negative growth in the private debt 

stock and the onerous servicing cost of high debt reduces consumption and spending in the 

real economy, reducing aggregate demand and causing deflationary impacts. The level of 

endogenously-generated money falls as debts are paid off or restructured, which may cause 

the entire economy to contract.142 Evidence for endogenous monetary creation and the role 

of accelerating (decelerating) debt in asset price inflation (deflation) and associated 

economic expansion (contraction) helps explain why depression-like conditions persist 

following the bursting of large asset bubbles. In essence, all asset bubbles must eventually 

burst as private debt cannot infinitely accelerate. A trend of persistent decelerating credit 

growth must eventually transition into arduous and long-term private sector deleveraging, 

collapsing asset prices and prolonging financial instability. 

 

The initial stagnation and fall in asset prices are threatening signals which instill fear in 

investors of future economic losses. As the speculative mania wanes, it dawns on investors 

that asset prices may not resume rising in the short-term and a limited number of suitable 

counter-parties exist to pay elevated asking prices that enable the realisation of profits or 

even a hasty exit from the market. An economy-wide Minsky moment is triggered when a 

critical mass of investors seek to exit the market simultaneously, fearful of years of heavy 

debt repayment for assets rapidly falling in price. Investors come to understand the income 

flows from their Ponzi-financed assets are insufficient to ever repay the principal and 

interest on their outstanding debts and expenses. The impulse to offload assets collapsing in 

price is irrepressible. 

 

Asset prices are driven down by panic selling and creditor-enforced sales. Price falls are 

exacerbated by deteriorating economic conditions such as declining business profits, falling 

consumption and higher unemployment. Lofty asset prices cannot be maintained without 

suitable counter-parties willing to meet the inflated asking prices, and a negative investor 

consensus of asset values emerges. Ponzi investors are the first to sell their assets (incurring 

the smallest losses), but ongoing debt deflation and deteriorating economic conditions 

                                                        
142 Keen (2009b: 13-14). 
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Figure 2.1.2.1: The Financial Instability Cycle 
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without individuals, households, firms or governments, who are both willing and able to 

borrow, the relative money supply should fall, leading to deflationary impacts. 

 

Post-Keynesian theory also explains why QE in the US and Japan has only led to increasingly 

large and inactive bank reserves which fail to stimulate economic activity. Monetary 

injections by central banks via the purchase of mortgage backed-securities and government 

bonds may help to lower borrowing rates, but the additional liquidity available for lending 

will not assist economic growth and a subsequent recovery. The reason is that credit growth 

is a function of willing borrowers; a process not influenced by programs of asset purchases 

between commercial and central banks. The central bank effectively has no control over the 

money supply and credit aggregates due to the causality from loans to reserves. In contrast 

to the endogenous view of money, neoclassical theory does not acknowledge the 

statistically significant relationship between debt and asset prices, unemployment or any 

other key economic factor, as net changes in debt across the economy are assumed to have 

no effect on aggregate demand. Neoclassical economists therefore assume increasing the 

monetary base via central bank injections will spark lending and subsequent inflation, based 

on the premise that fiat money wags the credit money tail via the money multiplier effect. 

Evidence for these contrasting predictions will be considered next. 
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2.2.1 Evidence for Endogenous Monetary Creation 

 

When examining the history of money and credit/debt, there is ample evidence to show 

that debt has always been essential to the creation of money. Historically, people used debt 

tokens (symbols) as money, trading debts with a promise from the borrower to repay in the 

future due to the realities of seasonal production in ancient societies. Food and other goods 

would become available only at different times of the year, for example, a hunter may come 

to market with meat but no means of refrigeration, and the counter-party who may want 

this meat could be a farmer who has not yet harvested his crops, such as carrots. The 

obvious solution is for the farmer to take the perishable meat and promise to pay in the 

future when his carrots become available.162 

 

Ancient economies established complex arrangements with multiple debt contracts that had 

four essential elements: a total amount of money to be repaid, a specified date(s) on which 

it must be repaid, the form of agreed repayment and the level of interest applied. The 

reason double-entry bookkeeping was originally invented was in response to specialisation 

in production leading to goods becoming available with different and incompatible time-

cycles, requiring the separate recording of debts and credits to enable mutually beneficial 

trade.163 In this way, money can be thought of as debt symbols or tokens that are used for 

payments, with debt as a claim on future goods and services. Debt is therefore valuable and 

can be used as a means of payment, with debt contracts continually transferred in 

complicated trading relationships. In ancient times, the authority of debt contracts was 

enforced by kings or chiefs who would affirm their value. Additionally, central clearinghouse 

mechanisms were instituted, such that if A had a claim on B, B had a claim on C, and C had a 

claim on A, rather than each individual paying the other with debt claims etched on clay 

tablets, the debt tokens were left in storage so debt tokens did not need to be physically 

exchanged; only the record of ownership changed. 

 

                                                        
162 Bezemer (2013). 
163 Bezemer (2013). 
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Research clearly disproves the Money Multiplier account: there is no specific link between 

reserves and M2, no direct link between M2 and bank lending, and US lending growth has 

remained tepid despite a huge rise in reserve balances from $20 billion prior to the GFC to 

several trillion dollars in 2014. Banks also have access to non-deposit funding, with these 

liabilities not subject to reserve requirements. The practical application of the Money 

Multiplier theory is also suspect, explaining why central banks have for decades used 

interest rates to influence lending decisions, rather than reserve adjustments. On all counts 

the alleged transmission mechanism for monetary policy breaks down.177 

 

Adherents of the traditional view of banking expect QE to translate into a large rise in bank 

credit, with the failure of this mechanism attributed to a collapse in the money multiplier at 

the zero bound. This view misinterprets the nature of QE open market operations, which are 

targeting interest rate changes by purchasing private sector assets in addition to 

government bonds, adding to or draining reserves from the financial system in the process. 

For example, when the US Fed purchases Treasury bonds from a bank, there is no change in 

the net worth of the private sector as this activity is an asset swap that only changes the 

composition of financial assets, rather than adding to it. In this case, a proportion of private 

sector assets are shifted from bonds and into bank deposits/reserves, increasing the relative 

liquidity profile of banks. The additional demand for government bonds created by this 

process reduces interest rates as demand for other bonds rises.178 

 

A more coherent explanation, therefore, is the textbook money multiplier simply does not 

exist and that a large rise in the denominator (bank reserves at the US Fed) has resulted in 

the US M2 money multiplier falling dramatically (the ratio of M2 money supply to reserves 

at the US Fed). Despite the large rise in excess reserves due to QE, there is no mechanism to 

spark credit creation (loans) and future inflation without willing and creditworthy borrowers. 

QE does not filter through to the real economy and influence business incomes, credit or 

wages, as it only purchases assets within the financial system, changing the composition of 

bank balance sheets. Rather than being inflationary, the falling return to investors in fixed 

                                                        
177 Carpenter and Demiralp (2010: 1, 4-5, 27). 
178 Roche (2014: 2-4). 
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2.2.3 Debt Acceleration and GDP Growth 

 

Determining the influence of debt to changes in aggregate demand is measured by dividing 

the acceleration in debt by GDP.210 The effect on GDP growth is a function of both the 

change in the flow of credit relative to GDP and the growth in the stock of credit, weighted 

by the size of credit relative to GDP.211 The table below provides two simple mathematical 

examples of how contraction occurs in economies where debt-fuelled aggregate demand 

represents a significant proportion of GDP. In scenario one, the steady growth in the stock 

of credit, whereby debt growth matches that of GDP and debt does not accelerate, leads to 

a fall in real aggregate demand of 5 per cent. In scenario two, stabilisation of credit growth, 

whereby the change in debt in a given year is zero (representing no debt-financed spending), 

leads to a fall in real aggregate demand of 16.4 per cent. 

 

Table 2.2.3.1: Decelerating or Stabilising Credit Growth Precedes Economic Contraction212 

 

                                                        
210 Keen refers to this as the credit impulse/accelerator. 
211 Biggs et al. (2010: 7-8); Keen (2011d: 31). 
212 Adapted from Keen (2011b: 338 - Table 13.1). 

Economic Measure Year 0 
Year 1A - Debt 

Deceleration 

Year 1B - Debt 

Stabilisation 

Real growth 5% 5% 5% 

Inflation 5% 5% 5% 

Nominal GDP $1,000 $1,100 $1,100 

Nominal debt $1,250 $1,500 $1,250 

Debt growth rate 20% 10% 0% 

Growth in debt $250 $150 0% 

Nominal aggregate demand $1,250 $1,250 $1,100 

Real aggregate demand $1,250 $1,187.5 $1,045 

Change in nominal demand ($) N/A 0 -$150 

Change in Nominal Demand (%) N/A 0 -12% 

Change in Real Demand (%) N/A -5.0% -16.4% 
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This example serves to illustrate that in a credit-based economy, mere growth in the stock 

of credit is insufficient to generate GDP growth, and constant acceleration is required to 

stimulate aggregate demand. Recessionary conditions can therefore be expected when debt 

to GDP ratios stabilise, and depression-like conditions can be predicted in advance when 

significant private sector deleveraging occurs and the stock of credit falls in absolute terms 

in the face of a large and negative credit impulse.213 A number of inferences can be drawn 

from the above example. First, in modern economies like Australia with a large debt-

financed component of aggregate demand, changes in aggregate demand can be volatile 

because while GDP and the stock of accumulated debt slowly changes, the change in the 

second derivative of debt (acceleration/deceleration) can be sudden and extreme. This 

logically implies that if government or private debt levels are already large relative to GDP, 

then changes in the level of debt may have a substantial impact on GDP. 

 

Second, absolute falls in credit growth are not required to trigger a recession. In fact, even a 

steady rate of credit growth may lead to economic contraction. While Australian 

governments of both political persuasions are firmly influenced by neoclassical theory 

suggesting levels of private debt are always rational, the economic downturns in the last 

several decades were mitigated by additional debt bridging, leading to greater and 

potentially more dangerous levels of private debt. Over the long-term, the accumulation of 

private sector and government debt appear to run in counter-cyclical patterns. 

Consequently, when the private sector is willing to accrue higher debt to GDP ratios, the 

government sector is deleveraging and vice-versa. 

 

An examination of the long-term relationship between the credit impulse and GDP growth 

demonstrates large falls in the credit impulse of around 10 per cent often precede or 

coincide with economic depressions.214 Falls of this magnitude in the credit impulse 

occurred during 1886 and 1893, prior to the 1890s depression that lasted from 1892 to 1899, 

and in 1920, 1923 and 1930, prior to the 1930s depression, lasting from 1931 to 1934. It is 

evident the credit impulse was quite volatile from 1860 to 1940, before the imposition of 

                                                        
213 Keen (2011b: 337-338). 
214 Keen (2011a). 
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Table 2.2.4.1: Credit Acceleration, Asset Prices and Unemployment - (Australia/US) 1993 - 

2011225 

 

                                                        
225 Keen (2011e). The correlation of each measure under each times series with the credit impulse is 

statistically significant. 

Time Series Lead(+)/Lag(-) (Months) Correlation 

Australia 1993 - 2011   

House prices 10 -0.34 

Share prices -8 0.72 

Unemployment 0 -0.78 

Australia 1993 - 2001   

House prices 4 -0.54 

Share prices 4 -0.46 

Unemployment 0 -0.41 

Australia 2002 - 2011   

House prices -4 0.51 

Share prices -8 0.80 

Unemployment 0 -0.87 

US 1993 - 2011   

House prices -9 0.72 

Share prices -11 0.57 

Unemployment -5 -0.85 

US 1993 - 2001   

House prices -15 -0.38 

Share prices 11 0.41 

Unemployment 12 -0.44 

US 2002 - 2011   

House prices -10 0.90 

Share prices -11 0.63 

Unemployment -5 -0.90 
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Similar relationships have been demonstrated between debt acceleration, asset prices and 

unemployment in the US. Changes in private debt and unemployment have a correlation of -

0.71 over 43 years, with the relationship changing to -0.74 over the last twenty years.226 

                                                        
226 Keen (2013a). This is a second order versus first order differential comparison. 
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There is a strong correlation between the credit (mortgage) accelerator and the change in 

annual real housing prices in Australia (r = 0.6).227 Although the lead-lag relationship is 

unstable in both direction and length, the nature of the relationship over medium-term time 

frames of almost twenty years provides support for the role of debt acceleration in 

influencing asset prices. Similarly, the US mortgage accelerator and annual real housing 

price change have a strong lead-lag relationship, but is also unstable in both direction and 

length over almost two decades. This supports the role of credit acceleration in influencing 

the direction of both unemployment and share prices, in addition to general asset prices. 

These findings invalidate the tenets of neoclassical theory which stipulate that growth in 

private debt should not have any significant relationship with asset prices and the rate of 

unemployment. 

 

 
 

 

                                                        
227 This correlation falls to 0.56 in the longer term data series covering the 24 years between 1988 

and 2012 (see Table 2.2.4.2 below). 
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The strong relationship between the credit accelerator and housing price changes has also 

been recently demonstrated in a number of other international jurisdictions that have 

experienced large bubbles, including Spain, Norway, Denmark, Japan, Netherlands, Sweden 

and Canada (with the exception of Portugal). 
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Table 2.2.4.2: Household Debt Acceleration and Housing Price Change Correlations228 

 

The acceleration of public debt has the opposite effect of private debt on the 

unemployment rate. In the US since 2000, the relationship between rising private debt and 

falling unemployment is -0.92, indicating rising debt leads to a fall in the unemployment rate. 

During the same period, the relationship between rising public debt and the unemployment 

rate is 0.83, signifying public debt is rising as a compensatory response to an economic 

downturn, that is, the result of deleveraging or dis-leveraging by the private sector.229 

Currently, Australian public debt levels are historically low and do not pose any serious risk 

to the economy, despite the incessant political narrative to the contrary.230 The private 

sector has never deleveraged outright in the post-WW2 period, which would be indicated by 

a persistent trend of negative credit growth, though periods of slower credit growth have 

occurred, such as after the onset of the GFC. From 1980 to 2012, the correlation between 

                                                        
228 Keen (2013d - Table 1). 
229 Keen (2013a). 
230 This narrative distracts the public from the private debt elephant in the room. 

Country Period Years Correlation 

US 1977 - 2012 35.0 0.70 

Spain 1989 - 2012 22.9 0.68 

Norway 1993 - 2012 18.8 0.64 

UK 1970 - 2012 42.5 0.58 

Australia 1988 - 2012 24.3 0.56 

Denmark 1997 - 2012 15.0 0.51 

Japan 1986 - 2012 25.8 0.48 

Netherlands 1993 - 2012 19.0 0.46 

Sweden 1987 - 2012 24.8 0.43 

Canada 1982 - 2012 29.9 0.39 

Belgium 1983 - 2012 29.0 0.20 

Italy 1992 - 2012 20.5 0.13 

Austria 2001 - 2012 11.0 0.12 

Germany 2001 - 2012 10.8 0.08 

Portugal 1989 - 2012 22.9 0.02 
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private debt growth and unemployment was -0.6, rising to -0.78 between 1990 and 2012. 

During the same period, there is no strong relationship between rising unemployment and 

public debt, with a correlation of only 0.13. Adjusting for the period after the GFC, however, 

shows a strong correlation of 0.68, indicating rising public debt is strongly linked to the 

recent increase in unemployment, presumably to boost aggregate demand. 

 

The evidence outlined in this section demonstrates significant relationships between debt 

acceleration and both unemployment and asset prices. Further, government debt appears 

to rise in response to economic downturns caused by financial instability, boosting 

aggregate demand while the private sector deleverages or dis-leverages. This provides 

support for the credit-based model of the economy, for if neoclassical theory was correct, 

these relationships should be non-significant or have no impact at all. The large impacts of 

debt acceleration on asset prices and the rate of unemployment are incompatible with 

conventional models that cannot account for the additional purchasing power (aggregate 

demand) of endogenously created money produced by the financial sector. 
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contraction and declining investment, limiting the number of bankruptcies and 

household defaults. On the other hand, when credit cycles burst in low inflation 

environments, incomes are less likely to recover or rise quickly to assist in meeting 

contractual obligations. This leads to greater levels of forced asset sales and 

bankruptcies, and severe margin cutting by businesses to remain solvent. 

 

The 1890s and 1930s credit bubbles in Australia burst in periods of low inflation, leading 

quickly to deflationary economic conditions and worsening debt ratios soon after the 

downturns, as the fall in the general price level exceeded that of debt. In the mid-1970s, 

however, the bursting of smaller asset bubbles in both the commercial and residential real 

estate market resulted in a recession in 1975, but as the bubble burst in a high inflation 

environment, rising prices and incomes helped reduce the relative debt burden. 

 

 
 

Notably, Australia is currently experiencing a low rate of inflation and has a very large 

household sector debt burden, principally invested in residential housing.242 If economic 

history repeats or even rhymes, profound deflationary effects may occur as aggregate 

demand collapses in the face of a sustained deceleration in credit growth and eventual 
                                                        
242 See Part 3.1 for detailed discussion of the property market. 

-12%

-6%

0%

6%

12%

18%

24%

1881 1891 1901 1911 1921 1931 1941 1951 1961 1971 1981 1991 2001 2011

Annual CPI Change Mean (3.3%)

Source: ABS, Stapledon

Figure 2.3.5: Australian Inflation Rate Annual Change 1881 - 2013

Paul D. Egan and Philip Soos



 

 151 

private sector deleveraging. The theoretical fall of money in circulation and declining 

velocity, particularly for debt-backed assets, could lead to sustained deflationary impacts if 

deleveraging is long and arduous.243 The following figure demonstrates a long-term trend of 

declining M3 monetary velocity in Australia, one of the broadest measures of credit money, 

but the estimated velocity of the monetary base remains high (as a proxy for currency in 

circulation that should effect the price of commodities).244 

 

 
 

                                                        
243 Fisher (1922: 19, 24-26). 
244 As the RBA does not provide comparable data to the US Federal Reserve Bank, rearranging the 

equation of exchange to V=PQ/M provides a rough estimate (ratio given by nominal GDP/M1 or M3). 

The velocity of the monetary base is calculated by dividing nominal GDP by the monetary base. 

Central bank authorities have not yet attempted large monetary injections, except for a brief period 

during the GFC when the monetary base rose by around $20 billion and then quickly retreated to 

trend. 
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stocks), while commodities such as food, energy and clothing may experience moderate 

price inflation.245 While the stock and velocity of money may play a role in explaining 

biflation, this issue is confounded with other variables such as scarcity, hoarding and the 

essential nature of these goods for day-to-day living. Thus, biflation is unlikely to have 

simple and linear relationships to either central bank monetary interventions or the creation 

of money by banks. 

                                                        
245 Brown (2003). 
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2.4 Ponzi Financing and Declining Debt Productivity 

 

Ponzi financing suggests debt is progressively used for less productive purposes during the 

formation of a large credit cycle as asset speculation rises. Each additional dollar of debt 

adds less to the productive capacity of an economy, logically weakening the ability of 

debtors to service rising principal and interest payments. Consequently, the ratio of private 

debt to GDP quickly rises but finally hits an endogenous limit.246 The diminishing marginal 

utility of debt destined for the purchase of existing assets, rather than productive 

enterprises, should lead to a measurable and gradual decline in the contribution of debt to 

GDP growth. The following table summarises the fall in Australian private debt productivity 

over the last five decades, primarily from private debt being channelled into residential 

property investment. As the data indicates, there is a dramatic reduction in debt 

productivity accompanying a large credit cycle during the neoliberal era of banking 

deregulation. 

 

Table 2.4.1: The Diminishing Marginal Utility of Australian Debt247 

                                                        
246 Keen (2011d: 29). 
247 Average effect of $1 of debt on GDP growth ($) across the decade. Removal of the 1963 outlier 

(35) reduces the decadal average to $2.69. See 3.3.5 - Productivity and Gross Domestic/National 

Income for analysis of broader national productivity, which shows a declining trend of multi-factor 

productivity, particularly in the speculative phase of the housing boom during the 2000s. Without 

the significant boost to national income from a large terms of trade effect during the 2000s, 

Australia would have recorded the lowest national productivity on record since the 1960s, reflected 

in the growth in average household incomes. 

Debt Productivity ($) 

Year 1 2 3 4 5 6 7 8 9 10 Avg. 

1960s 2.74 4.39 1.14 35.3 4.01 2.67 1.75 2.94 1.83 2.72 5.95 

1970s 2.41 2.19 1.61 0.97 2.02 3.90 2.37 1.94 1.39 1.76 2.06 

1980s 1.69 1.48 1.73 1.17 1.17 0.96 0.82 0.82 0.80 0.82 1.20 

1990s 1.12 1.71 -1.58 3.22 0.96 0.85 0.68 0.72 0.43 0.52 0.86 

2000s 0.56 0.60 0.50 0.49 0.46 0.42 0.41 0.40 0.42 1.34 0.56 
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The data confirms debt does not have a constant multiplier effect with respect to GDP 

growth as the returns from debt-fuelled growth are diminishing, particularly since the 

household sector became the key beneficiary of the credit cycle since the 1990s.248 In the 

1970s, $1 of additional debt, on average, correlated with around $2 in GDP growth, but by 

the first decade of the new century, the rate fell to 56 cents (40 cents around the GFC 

period). Although a correlation, this finding supports the thesis Ponzi finance has diverted 

credit aggregates away from economic activities that generate sustainable sources of profits 

(the industrial sector) into dubious debt-leveraged assets (the FIRE sector), marking the shift 

of the investor mindset from productive to speculative. Conceivably, debt productivity could 

eventually have a negative impact on GDP growth, with each dollar of debt being issued, on 

aggregate, reducing the net income earning potential of the economy. Theoretically, this 

would arise from an extreme stock of credit aimed at Ponzi assets with little income-

producing potential, requiring speculators to absorb large net income losses and meet rising 

debt payments with a greater proportion of their income. 

 

 
 

                                                        
248 Debt productivity can be measured as the change in nominal GDP/change in aggregate credit. 
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These findings accord with the credit-based model as large credit cycles magnify the 

diminishing returns on Ponzi finance as the speculative mania approaches its climax and 

assets delink from increasingly weak income flows or yields. Inflating asset prices ensure 

investors simply receive less value for their borrowings, with negative net incomes 

becoming commonplace as debt repayments and running expenses mount. An increasing 

proportion of credit is used to refinance bad debt, supplement weakening income streams 

of firms and households, and finance grossly overvalued speculative investments.249 When 

Ponzi-financed assets are liquidated during the bust phase of the asset cycle and prices 

approach fair valuation, debt productivity will likely rise as investment enters into a period 

of tranquillity marked by cautious lending and borrowing practices. Eventually, more 

conservative debt to equity ratios and lower levels of financial leverage develop as a rising 

number of investors shift into the hedge finance category. 

 

The increasing migration of the investor class to Ponzi units is not the only factor eroding 

debt productivity in the economy. Large debt burdens originate from entry into prohibitively 

expensive Ponzi asset markets, driven by investor eagerness for easy capital gains, obliging 

firms and households to dedicate ever-increasing proportions of available earnings to 

repaying debt. A logical consequence of this behaviour is the shrinking proportion of 

expenditure available for consumption and investment outside the FIRE sector. This causes 

an inevitable fall in production, industrial profits and the wage share for labour leading to an 

overall deterioration in economic conditions and less potential for the productive use of 

debt. The fall in demand has a substantial impact in a credit economy tending towards 

oversupply; an inefficient outcome of excess labour and general overproduction. 

 

The trend in falling debt productivity is better understood via the hypothetical example of a 

$1 million loan extended by a bank to one of two individuals: the first, a business owner 

who wishes to build a factory to produce goods, and the second, a speculator, to purchase 

an existing dwelling for capital gain. In the first instance, the entrepreneur will build a new 

factory (with the economy being $1 million in debt), with this credit used to pay workers 

and produce goods. Income is provided to both owners and workers who then spend this 

                                                        
249 When measured by the P/E and P/R ratios or the gross and net yield. 
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century.251 Declining debt productivity is exacerbated by the propensity of property 

investors to purchase existing residential dwellings, generating less economic activity than 

new construction. The growing number of negatively-geared residential property investors 

in Australia is also symptomatic of the Ponzi financing that accompanies asset bubbles. 

Investors have adopted a highly speculative and risky strategy of pursuing future capital 

gains without regard for the underlying value of the asset based on its rental income 

stream.252 

 

 
 

                                                        
251 The numerous commercial land bubbles in the 1830s, 1880s, 1920s, mid-1970s and late 1980s 

and stock market bubbles in the 1880s, 1920s, late 1980s and late 1990s bear witness to this fact. 
252 In the case of the negatively-geared investor, gross rental income is insufficient to cover principal 

and interest costs of the debt used to purchase the property, including running expenses. Obviously, 

this strategy only makes sense in a rising market; otherwise the investor will bear both capital and 

net rental income losses simultaneously. 
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In summary, widespread Ponzi financing and waning debt productivity in Australia has 

resulted from the combination of a suspension of diligence by financiers, manic herding and 

rent-seeking behaviour by Australian investors, a regulatory and political apparatus 

tolerating a rising level of systemic risk, the glorification of speculators financially rewarded 

for gambling in a speculative asset boom made possible by a large credit cycle, and 

widespread state and FIRE sector propaganda reinforcing the urban myth that bricks and 

mortar are a guaranteed path to riches. 
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investors to service their debt obligations from rents, as interest rates rose steeply, forcing 

many commercial property owners and developers into liquidation. The end of the 

commercial land bubble meant some of the major banks experienced overall losses on their 

exposure to bad debts, and is the last time any of the Big Four (ANZ, CBA, NAB, WBC) banks 

reported a loss in Australia. In the first half of 1992, Westpac almost collapsed due to a $2.6 

billion write-down in the value of their commercial property and property-related loans 

portfolio, leading to a $1.67 billion after-tax loss.272 Excluding those banks reporting profits, 

total losses for individual banks between 1990 and 1992 exceeded $9 billion, a figure 

equivalent to 2.25 per cent of GDP in 1990, or more than one-third of aggregate bank 

shareholder funds in 1989. Losses were greatest in the state government owned banks, with 

bank runs leading to the eventual suspension of Pyramid Building Society by the Victorian 

Government in 1990.273 

 

Table 2.5.1.1: Total of Individual Bank Losses Incurred 1990 - 1992274 

 

                                                        
272 Clarke et al. (2003: 34). 
273 Gizycki and Lowe (2000: 181, 183-184). In 1992, the banking sector as a whole experienced a 

negative return on shareholder funds. 
274 Gizycki and Lowe (2000: 182 - Table 1). Percentage of shareholder funds in 1989. Total bank loss 

figures are before tax and excludes banks reporting profits. 

Type of Bank Total Losses ($b) Total Losses (% Shareholder Funds) 
State government owned 5.0 187 
Foreign subsidiary 1.5 64 
Private domestically owned 2.7 16 

Total 9.2 36 
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economics is negligent in ignoring individual cognitive and emotional biases, and 

group/social/cultural psychological constructs which have been well documented in 

numerous and rigorous experiments over decades. In reality, the interaction of multiple 

biases and environmental and social factors affect individual investors in a complex and 

idiosyncratic manner: 

 

Investors who are prone to these biases will take risks that they do not acknowledge, 

experience outcomes that they did not anticipate, will be prone to unjustified 

trading, and may end up blaming themselves or others when outcomes are bad.280 

 

The behaviour of Australian households over the last two decades is a prime example of 

groupthink that is a prerequisite for the formation of an asset bubble. Emotions, 

psychological biases, social/cultural pressures and norms, and a limited attention span and 

investment horizon, all significantly contribute to the asset cycle. Cognitive limitations and 

predatory financier behaviour are encouraged by a weak regulatory environment, leading to 

the predominance of irrational and high-risk investment decisions by naive investors. 

Household sector biases are evident in the universal acceptance that title to a modest 

property necessitates highly leveraged debt burdens across a 25 to 30 year contract period. 

Scant attention is given to technical fundamentals that indicate residential property is 

grossly overvalued because decision-making is chiefly driven by speculative intent rather 

than sound reasoning. The irrepressible impulse of the herd explains why most household 

investors buy high and sell low. A positively reinforcing investor cycle alternates between 

euphoric greed and dysphoric fear, driving asset prices both upwards and downwards.281 

 

A number of key psychological phenomena influencing asset cycles are outlined below. 

These biases often work in combination, with compounding effects on both lenders and 

borrowers. Three broad categories of psychological biases are detailed: cognitive, emotional 

and social/cultural. Cognitive biases refer to systematic errors in the way investors think and 

maintain their delusional belief systems, a consequence of the brain using heuristics (rules 

                                                        
280 Kahneman and Riepe (1998: 53). 
281 Nofsinger (2012: 161, 172). 
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of thumb) and other short-cuts to deal with complex environments rich with information. 

Emotional biases refer to primal instincts such as greed and fear that drives investor 

behaviour and market momentum, and finer grade emotions such as overconfidence, pride, 

regret and hurt, which influences decisions in a non-rational manner. Social effects refer to 

the impact of vicarious learning and the emotional and informative interactions with other 

like-minded investors. 

 

The role of the media and advertising is influential as it plays upon irrational biases to 

induce an individual to consume or invest now, preferably on highly-leveraged loan terms. 

For instance, the Big Four banks spent over $1 billion in 2008-09 on mass media advertising, 

junk mail and face-to-face marketing to increase lending. This is an effective strategy in a 

marketplace dominated by ill-advised financial actors, overwhelmed with a multitude of 

financial products, beset with a deficient knowledge base regarding assets and generally 

lacking willpower to delay an investment decision, irrespective of valuation.282 The irrational 

nature of investors, like the chaotic and dynamic markets in which they trade and live, can 

often display biases influencing their behaviour in different directions in response to the 

same financial situation. For instance, compare the contrasting effects of the status quo bias 

versus overconfidence, and the familiarity bias versus disposition effect in the table below. 

                                                        
282 Fear et al. (2010: 29). 
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Rose-tinted perspectives in the private sector may cause the overproduction of Ponzi assets, 

paving the way for a greater correction aggravated by oversupply. Social impacts also play a 

strong psychological role during the expansionary phase of the asset cycle. The complicit 

nature of mass media outlets and online ventures in promulgating the virtues of Ponzi asset 

investment can incite many potential investors to enter the market, magnifying speculative 

bubbles. There is some evidence media attention amplifies feedback-trading tendencies and 

expanded coverage generally attracts new potential investors.305 The media narrative is 

often centred on the object of investment as an aspirational social norm, thus sending a 

message to the public that failure to invest represents a personal inadequacy. As investors 

are influenced by emotional biases like hope and regret, the aforementioned salience biases 

emphasising messages with strong content (a risk of significant gain or loss), rather than its 

reliability (weight) causes psychological tension encouraging investment. The investor is also 

subject to a conformity bias, reinforced by conversation pools at work, social avenues, and 

members of peer groups who have already committed. 

 

The decision to purchase a Ponzi asset may be partially derived from a psychological need 

for peer-group endorsement. Indeed, for property investors in Australia, bricks and mortar 

now represents a rite of passage symbolising entry into financial adulthood. In contrast, 

tenants are almost universally reviled for their social mobility, lower comparative living 

costs and hesitance to accumulate large debt burdens to keep inflated housing prices aloft. 

Individuals remaining unencumbered routinely observe the heavily indebted have a 

powerful incentive to remain model and quiescent employees to maintain their contractual 

obligations. An indebted individual living payslip to payslip has a very good reason to be a 

timely, obedient and diligent employee. Thinly veiled corporate propaganda peddled in 

banking advertisements and the media, co-opted by the FIRE sector, provides additional 

psychological pressure compelling the advancement of investment decisions. Advertising 

preys on the emotional fears of ill-informed Australians with a subliminal message that 

failure to purchase real estate with a significant stock of debt will lead to future poverty, 

both financial and cultural. 

                                                        
305 Shiller (2002: 9-10). 
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retained business earnings but the stock market has become a haven for speculators and 

corporate manoeuvring rather than a source of equity for business. Capital gains 

concessions, depreciation measures and tax-deductible interest are written into the tax 

code, encouraging investors to increase debt rather than equity to build their wealth.317 

 

Lobbying and other undemocratic activities foster soft corruption, regulatory capture and 

the enactment of favourable tax policies pertaining to economic rents to perpetuate 

privilege. Soft corruption is exemplified by rent-seeking activities like campaign 

contributions that foster an expectation of favourable reforms to taxes and subsidies, along 

with enactment of special laws or regulations granting privileged economic access. In the 

worst cases, the judicial, legislative and executive branches of government are corrupted, 

breeding decisions and precedents with the sole purpose of benefiting the rentier sector.318 

The profit motive explains political donations, which in lay terms is merely glorified bribery. 

This form of rent-seeking can result in returns on investment of over one million per cent.319 

 

The light taxation of economic rents shifts the tax burden onto the productive sectors, 

namely capital and labour. This phenomenon is usually observed in rising income and sales 

taxes and a simultaneous reduction of capital gains and property-related taxes. This trend is 

unsurprising, for the rich stand to gain more from returns to wealth than from employment 

income. In general, capital gains are treated preferentially to income in many taxation codes, 

and legal trust structures readily allow high net worth households to minimise tax liabilities, 

particularly if wealth is channelled through offshore accounts with tight privacy standards. 

Over time, wealth and income inequality rises as those who wield substantial power over 

                                                        
317 Hudson (2010: 2). 
318 For example, corporations are often afforded rights beyond that of individuals (free speech, 

limited liability and unlimited issuance of campaign contributions), with much of this outrageous 

legislation already enacted in the US. With Australia following the economic neoliberal path of the 

US and UK, it is expected the purchased state will grant institutions, namely corporations, with ever 

more rights while labour and the poor will be increasingly stripped of them. 
319 Perelman (2011: 267-268). Political donations or gifts of even relatively small value provide a 

degree of influence well in excess of funds expended. 
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bubbles and eventual debt deflation.323 The increasing financialisation of modern economies 

is associated with falling real investment, as non-financial corporations and firm managers 

have increasingly prioritised financial investments with greater profit opportunities, spurred 

on by shareholders and hostile take-overs. The growth of the financial sector reduces 

aggregate demand over time as a greater proportion of business and household incomes are 

diverted to the banking sector as principal and interest payments. A greater share of 

business earnings, especially in larger corporations, are used for other transfer payments to 

financial markets, such as the buyback of stock and dividend payments.324  

 

In contemporary post-bubble economies, notably the US, the financial sector uses cheap 

credit made available by central bank QE to realise arbitrage profits on the purchase of 

stocks and bonds. The financial sector also takes advantage of taxpayer-funded 

interventions to finance an asset grab during a deflationary spiral, cloaking their insolvency 

with an argument that capital markets are experiencing liquidity problems that are 

correctable with monetary injections. In truth, the actual cause of the downturn and 

banking stress is a collapse in aggregate demand due to an insufficient appetite for debt, 

combined with souring private sector loans. As large credit booms have gathered pace in 

the neoliberal era of deregulation and privatisation, capitalist economies have migrated 

from production to the extraction of economic rents by the wealthy via the FIRE sector, 

driving down productivity. Instead of loans being issued to established businesses and 

entrepreneurs to increase the productive capacity of the economy, credit is diverted into 

wagers on asset prices, expanding the army of parasitic speculators eager to profit from 

economic rents. In the real estate sector, these speculators hope to privatise unearned 

increments in both rental incomes and capital values, though they do not earn these 

increments outside of capital expenditure on the structure. 

 

During the inevitable bursting of asset bubbles that precede economic downturns, the 

financial sector and associated rentiers are shielded from the destruction they caused by 

                                                        
323 Hudson (2006: 43). The practice of lending money at exorbitant interest rates (usury) is often 

identified as a contributing factor to economic downturns. 
324 Orhangazi (2008). Non-financial corporations are also adopting rentier preferences. 
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of rent-seeking, ensuring that concentrations of unaccountable private power increase their 

influence over democratic processes. Although governments have labelled the GFC as the 

worst crisis since the Great Depression of the 1930s, with many nations still mired in debt 

deflation, nothing has been done to alleviate the problems caused by the financial sector; in 

fact, policymakers appear dedicated to increasing the power of rentiers. 
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2.6.1 Rentier Economics Promoting Inequality and Inefficiency 

 

Richard Cobden, a British manufacturer and liberal statesman of the mid-19th century, 

observed nearly 170 years ago the gradual shift of the taxation burden from rich landowners 

onto the poor. Fifteenth century labourers with a family of five had more disposable income 

after paying for shelter, clothing and food than the common family centuries later; the exact 

predicament of the modern, neo-feudal debt serf:329 

 

For a period of 150 years after the conquest, the whole of the revenue of the 

country was derived from the land. During the next 150 years it yielded nineteen-

twentieths of the revenue. For the next century down to the reign of Richard III it 

was nine-tenths. During the next 70 years to the time of Mary it fell to about three-

fourths. From this time to the end of the Commonwealth, land appeared to have 

yielded one-half the revenue. Down to the reign of Anne it was one-fourth. In the 

reign of George III it was one-sixth. For the first thirty years of his reign the land 

yielded one-seventh of the revenue. From 1793 to 1816 (during the period of the 

land tax), land contributed one ninth. From which time to the present one twenty-

fifth only of the revenue of the revenue had been derived directly from land. Thus, 

the land, which anciently paid the whole of taxation, paid now only a fraction, or 

one twenty-fifth, notwithstanding the immense increase that had taken place in the 

value of the rentals. The people had fared better under despotic monarchs than 

when the powers of the state had fallen into the hands of a landed oligarchy who 

had first exempted themselves from taxation, and next claimed compensation for 

themselves by a corn law for their heavy and peculiar burdens.330 

 

Unfortunately, in modern times, partisan politics continues to gift the 1% (the rich) by failing 

to raise taxes where it causes the least welfare loss: on economic rents. These include land, 

minerals, oil, gas, water, fisheries, forests, electronic spectrum rights, intellectual property 

rights, banking, and utilities. While inheritances and gifts are not forms of economic rent, 

                                                        
329 Some modern borrowers have no disposable income left after meeting living expenses due to 

onerous debts and live off further credit to meet any shortfalls. 
330 McGilchrist (1865: 79-80). 
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government in that year.333 Given the abundance of economic rent, politicians should 

rebase the taxation system by shifting the burden from production onto economic rents.334 

 

In isolation, the private capture of geo-rent by landowners is estimated to be equivalent to 

almost 53 per cent of all government revenues. Moreover, the removal of distortionary 

taxes, along with income, company and sales taxes would significantly reduce the prices of 

goods and services.335 Raising revenues solely from economic rents provides a recurring 

efficiency dividend by eliminating considerable deadweight losses and associated 

compliance costs, promoting business profits, encouraging entrepreneurial activity, 

furthering access to inexpensive land, boosting economic growth, placing previously idle 

resources into efficient use, lowering the prices of goods and services, reducing the need for 

social welfare payments and lowering the rate of unemployment. Taxes on economic rents 

are typically considered to be neutral or welfare maximising as they cannot be shifted onto 

labour and capital. These types of taxes are difficult to avoid as they are levied on immobile, 

rather than mobile, factors of production; an advisable strategy in a dynamic and 

increasingly globalised economy. 

 

The debate around government deficits generally concludes taxes on consumption and 

incomes should be raised in combination with large cuts in government expenditure, 

however, this is ill-advised and discriminatory in light of the select treatment the FIRE sector 

and rentier class receives, alongside the steep marginal tax rates already applying to 

individuals. Insult is added to injury when the inefficiencies and inequities of 122 taxes on 

production are considered, cementing privilege and hereditary benefit through the relative 

non-taxation of economic rents.336 

                                                        
333 Fitzgerald (2013: 4-5). This is an underestimate given land rents would increase if taxes on 

production were reduced and eventually eliminated. 
334 Further, the returns to capital (r) have consistently outpaced the growth in national income (g) 

from 1960 to 2011 in Australia (Piketty and Zucman 2013). 
335 Fitzgerald (2013: 4, 9, 12). Current tax arrangements add an estimated 23 per cent to the cost of 

goods and services. 
336 Treasury (2009: 11). 
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In 2005-06, the top 1 per cent of taxpayers in Australia received 5.3 per cent of salaries 

(wages), but far more income from investments. In the same year, the top 1 per cent 

received 28.5 per cent of capital income, 23.1 per cent of net partnership and trust income, 

22.2 per cent of net business income, 38.6 per cent of net capital gain, 35.7 per cent of 

dividend income, 9.4 per cent of gross interest and 4 per cent of net rent. The lower 

quintiles (first to third) derive the majority of their net worth from wages as a consequence 

of selling their labour, rather than via financial wealth, while the fourth quintile strikes a 

more even balance.337 Growing income inequality is demonstrated by the increasing pre-tax 

income share of the top 1 per cent of households, rising from 5 to just above 10 per cent 

between the early 1980s and 2006, before falling to around 9 per cent in 2010.338 Since the 

1980s, household incomes of the top 0.1 and 1 per cent have approximately tripled and 

doubled respectively, approaching a level last observed before WW2. 

 

                                                        
337 Treasury (2008: 182-184). 
338 Atkinson and Leigh (2007). 

0%

10%

20%

30%

40%

50%
$0

$2
5,

00
0

$5
0,

00
0

$7
5,

00
0

$1
00

,0
00

$1
25

,0
00

$1
50

,0
00

$1
75

,0
00

$2
00

,0
00

Source: ATO

Figure 2.6.1.1: Individual Marginal Tax Rates - 2013

Paul D. Egan and Philip Soos



 

 203 

 
 

 
 

0%

10%

20%

30%

40%

1920 1930 1940 1950 1960 1970 1980 1990 2000 2010

Top 10% Top 5% Top 1% Top 0.5%

Source: Atkinsonand Leigh

Figure 2.6.1.2: Household Income Share 1921 - 2010

Paul D. Egan and Philip Soos

0%

1%

2%

3%

4%

5%

1920 1930 1940 1950 1960 1970 1980 1990 2000 2010

Top 0.1% Top 0.05% Top 0.01%

Source: Atkinsonand Leigh

Figure 2.6.1.3: Household Income Share 1921 - 2010

Paul D. Egan and Philip Soos



 

 204 

 
 

 
 

The Pareto-Lorenz coefficient provides a measure of wealth or income concentration. 

Wealth and income is usually highly concentrated among a small percentage of households; 

the probability of a large segment of the population having a small amount of wealth is high. 

A higher (lower) coefficient reading indicates wealth and income is less (more) 
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concentrated.339 In the neoliberal era, income concentration has significantly worsened in 

Australia, with the Pareto-Lorenz income coefficient falling from a peak of 3.2 in 1974 to a 

trough of 1.8 during the GFC. 

 

 
 

Wealth is also highly concentrated in Australia, with the 2002 HILDA survey demonstrating 

the wealthiest 20 per cent of households owned 63 per cent of total wealth. The top 5 per 

cent of households by net wealth owned 24 per cent of all net property, 24 per cent of 

superannuation, 43 per cent of equity investments, 70 per cent of net businesses, 27 per 

cent of bank accounts, 16 per cent of vehicles, 47 per cent of other assets (cash investments, 

trust funds, life insurance and collectables), 5 per cent of credit card debt, and 13 per cent 

of other debt, for a collective 31 per cent of all net household worth. Inequality is 

demonstrated by higher Gini co-efficient values for almost every category of wealth, except 

for property.340 One consequence of rising inequality is the decrease in social mobility, as 

                                                        
339 Atkinson (2006: 2, 4-5). 
340 The Gini co-efficient/index measures inequality in a frequency distribution, with values 

approaching zero (one) representing greater (in)equality. Zero represents perfect equality (all 

sample values are the same) and one represents perfect inequality (one sample has all the category 

value). 
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households find it difficult to raise their economic status, especially in terms of financial 

wealth. Data from HILDA surveys for the years 2002, 2006 and 2010 show the richest 1 per 

cent of households have expanded their wealth to a greater degree than the bottom 

household quintiles, even as their median financial wealth has grown moderately.341 

 

  

                                                        
341 Melbourne Institute of Applied Economic and Social Research (2013: Chapter 13). 
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Table 2.6.1.1: The Distribution of Household Income/Wealth in Australia - 2002 and 2013342 

                                                        
342 Headey et al. (2005: 165 - Table 2); Irvine (2013a). Household data are sourced from HILDA, 

second wave. Newspaper data is sourced from the book Battlers and Billionaires by Andrew Leigh. 

2013 Income Distribution 

Income Share Top 1% Top 0.1% 

1910 12% 4% 

1980s 5% 1% 

2013 9% 3% 

2002 Household Wealth Distribution 

Wealth 

Percentile 

Property 

(Net %) 

Super-

annuation (%) 

Equity 

Investments 

(%) 

Businesses 

(Net %)  

Bank Account 

(%) 

1 - 10 0 0 0 0 1 

11 - 20 0 1 0 0 2 

21 - 30 1 2 1 0 3 

31 - 40 3 3 2 1 4 

41 - 50 6 4 2 1 5 

51 - 60 8 6 3 1 8 

61 - 70 11 9 6 2 9 

71 - 80 14 13 9 5 14 

81 - 90 19 23 18 10 17 

91 - 100 38 40 61 80 39 

Total 100 100 100 100 100 

91-95 14 15 18 10 12 

95-100 24 24 43 70 27 

Gini 0.49 0.68 0.78 0.75 0.78 

Wealth 

Percentile 
Vehicles (%) 

Other Assets 

(%) 

Credit Card 

Debt (%) 

Other Debt 

(%) 

Household 

Net Worth 

(%) 

1 - 10 2 0 9 13 0 

11 - 20 4 1 10 7 0 

21 - 30 6 1 12 8 1 
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The findings of the ABS and HILDA are supported by other studies on wealth, indicating 

Australia is over-represented on a per-capita basis. In 2012, there were around 207,000 high 

net worth individuals (HNWI) with at least $US1 million for investment purposes, rising from 

179,500 HNWIs in 2011 and surpassing the previous high of 192,900 HNWIs in 2010. 

Australia is ranked as having the 9th largest HNWI population globally, with the US, Japan, 
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61%
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Source: ABS

Figure2.6.1.7: Net Household Wealth by Quintile 2011-12

Paul D. Egan and Philip Soos

Lowest Second Third Fourth Highest
Owner-Occupied 0.0% 4.2% 16.5% 27.9% 51.4%
Other Property -0.6% 1.0% 4.6% 12.0% 83.0%
Total Property -0.2% 3.5% 13.8% 24.3% 58.6%
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obvious alternative. While the 1% may incur a tax burden relatively greater than other 

taxpayers, this is a smokescreen for the private capture of safely ensconced economic rents 

allowing these taxes to be redeemed. Economist Fred Harrison provides evidence suggesting 

the landowning rich pay no tax at all because, several years into an economic boom, they 

can recoup decades of so-called progressive taxes through the capture of unearned uplifts 

in rents (imputed and actual) and capital values of their real estate assets the tax system 

strongly benefits.361 

 

One example of rentiers siphoning off the benefits of government spending is the public 

provision of infrastructure, which leads to the privatisation of windfall gains arising from 

increased productivity. It is obscene for taxpayers and consumers to be obliged to finance 

infrastructure while nearby land values rise. Even though increases in land values are more 

than sufficient to fund the entire capital outlay and running costs without financial 

assistance from taxpayers and consumers, no deviation from the accepted doctrine of the 

inefficient user-pays model is allowed. The absurdity of government policy is demonstrated 

by the Jubilee Line Extension (JLE) in London, extending the railway line with additional 

stations. It was opened to the public in 1999, costing the British taxpayer £3.4 billion pounds. 

The uplift in land values along the JLE was estimated at a staggering £14 billion pounds, 

delivering colossal windfall gains into the pockets of nearby landowners. 

 

Don Riley, a commercial landlord and property developer, estimated the uplift in land values 

of his properties in close proximity to the new stations was greater than the sum of all taxes 

he had paid the government over the last forty years.362 Riley recognized these windfall 

gains were unearned and the intended outcome of a deranged tax system, and documented 

how he recouped every cent in tax he had paid over four decades without lifting a finger.363 

In Melbourne, research has shown houses in suburbs near a train station are worth an 

                                                        
361 Harrison (2006b). 
362 Harrison (2006a). 
363 Riley (2001). 
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average $48,000 dollars more than those further away. In the wealthier eastern suburbs, 

this amount reaches up to $105,000, $59,500 in the north and $40,000 in the west.364 

 

The largest ten taxes by revenue account for over 90 per cent of the total. In descending 

order, these are: personal tax, company tax, GST, fuel excise, payroll taxes, stamp duties, 

council rates, superannuation funds, tobacco excise and land taxes. The remaining 112 taxes 

raise very little revenue.365 Australian rentiers also prosper from the highest rate of tax 

expenditures in the OECD, at more than 8 per cent of GDP.366 Tax expenditures are 

vulnerable to lobbying, often compromising the fairness and efficiency of the tax system. 

For instance, lavish tax expenditures for both owner-occupied and investment property has 

increased the private capture of land rent and unearned increments in capital values while 

magnifying FIRE sector profits. 

 

Insufficient revenue is raised from real estate, despite the colossal value of both rental 

incomes and land values. Unfortunately, some of the largest property taxes are also the 

most inefficient, such as stamp duty transactions. In contrast, municipal rates are an 

efficient tax, raising $13.3 billion in 2011-12, though rates are levied on the value of both 

land and dwellings. Previously, councils levied rates solely on land values under site value 

(SV) rating, but now also tax the value of dwellings under the capital improved value (CIV) or 

net annual value (NAV) schemes, rendering rates less efficient. The CIV and NAV penalises 

owners by discouraging improvements; essentially it is a (relatively small) gift to rentiers and 

speculators, ensuring more land rent can be capitalised into higher property values. The 

state-levied land tax raises pitiful amounts of revenue ($6.1 billion nationwide), as 70 per 

cent of the total housing stock is owner-occupied and exempt, in contrast to property 

investors who must pay the land tax. 

 

  

                                                        
364 Di Nuzzo (2013). 
365 Treasury (2008: 14). 
366 Tyson (2014: 3 - Figure 1); Yates (2009: 8-9). Tax expenditures are defined as deviations from the 

commonly accepted tax structure. 
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Table 2.6.1.2: The Relative Deadweight Losses of Major Taxes367 

 

At the state level, governments seek to raise revenue from labour and capital due to the 

relatively light taxation of land values and other economic rents. This results in deadweight 

losses arising from payroll, insurance, motor vehicle and stamp duty taxes. Payroll taxes and 

superannuation contributions (a substantial extension of the payroll tax) actually punish 

labour, as the final incidence of these and most other taxes fall on employees, leading to 

greater unemployment, lower wages, reduced disposable income, and higher prices for 

goods and services.368 Federal and state governments have embraced the most inefficient 

                                                        
367 KPMG (2010: 44). KPMG (2010: 41) notes the incidence of a tax refers to whom ultimately bears 

(pays) the tax. This is different from a tax liability as the tax can be passed on to another party. For 

example, although businesses are liable for payroll tax, it is passed onto labour. 
368 These are the tobacco excise, import duties, GST, alcohol excise, fuel taxes, stamp duties other 

than real property, luxury car tax, labour income tax, stamp duties, motor vehicle registration, motor 

vehicle stamp duties, payroll tax, insurance taxes, and gambling taxes. Corporate income tax and 

royalties and crude oil excise result in a partial impact (KPMG 2010: 48). 

Deadweight Losses 

Commonwealth Tax Marginal Excess Burden (MEB) Average Excess Burden (AEB) 

Personal income 24% 16% 

Business income 40% 23% 

GST 8% 6% 

Crude Oil Excise 70% 50% 

Other Excises 15% 10% 

International Trade -3% -7% 

State and Local Tax MEB AEB 

Payroll 41% 22% 

Municipal Rates 2% 1% 

Stamp Duties 34% 31% 

Motor Vehicle 38% 38% 

Land 8% 6% 

Gambling 92% 54% 

Insurance 67% 47% 
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the sum of profits/wages, representing the user cost of external finance for household 

borrowing and firms issuing debt and equity. Despite improvements in technology, removal 

of regulatory barriers and the lower physical transaction costs of financial intermediation, 

larger economies of scale are not translating into lower consumer costs. The unit cost today 

is higher than in the 1960s and has not declined over the last 30 years, indicating the 

absence of alleged efficiency and competition.390 

 

Another example of financial sector inefficiency is the high cost of active fund management 

which represents a deadweight loss for investors. While mutual fund fees have fallen, 

alternative asset managers have increased their market share with higher cost products.391 

In Australia, the average cost for managing balanced equity funds has acutely risen, with 45 

per cent of the average investor return absorbed by fees. Banks have significant power and 

control three quarters of this market, explaining why the basic management fee for a 

balanced fund averaged 1.91 per cent over the 5 years to June 2013. This does not include 

other costs like establishment fees, contribution fees, exit fees, switching fees, performance 

fees and financial planner fees. Superannuation fund fees are slightly lower but still 

excessive, explaining the widespread move to self-managed superannuation funds (SMSFs) 

in recent years. The average couple making the average salary over a lifetime contribute 

around $830,000 to superannuation but lose $338,000 in fees. This excessive impost 

represents economic rent, for the 2 per cent fee is unrelated to the performance and skill of 

fund managers. Specialist fund managers rarely outperform index funds and are unable to 

demonstrate exceptional proficiency.392 

 

  

                                                        
390 Philippon (2012). 
391 Philippon (2012). 
392 West (2013a). 
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Table 2.6.2.2: The Super-Entity Core430 

                                                        
430 Vitali et al. (2011: Appendix: 17 - Table S1). Banks are in bold. Network positions consist of in-

section (IN), out-section (OUT), strong connected component or core (SCC), and tubes and tendrils 

(T&T). Cumulative network control is based on the threshold model (%). 

Rank Economic Actor Name Country 
Network 

Position 

Cumulative Network 

Control 

1 Barclays PLC GB SCC 4.05% 

2 Capital Group Companies Inc.  US IN 6.66% 

3 FMR Corp  US IN 8.94% 

4 AXA  FR SCC 11.21% 

5 State Street Corporation  US SCC 13.02% 

6 JP Morgan Chase & Co. US SCC 14.55% 

7 Legal and General Group PLC  GB SCC 16.02% 

8 Vanguard Group, Inc., The  US IN 17.25% 

9 UBS AG CH SCC 18.46% 

10 Merrill Lynch & Co., Inc. US SCC 19.45% 

11 Wellington Management Co. LLP  US IN 20.33% 

12 Deutsche Bank AG DE SCC 21.17% 

13 Franklin Resources, Inc.  US SCC 21.99% 

14 Credit Suisse Group CH SCC 22.81% 

15 Walton Enterprises LLC US T&T 23.56% 

16 Bank of New York Mellon Corp. US IN 24.28% 

17 Natixis  FR SCC 24.98% 

18 Goldman Sachs Group, Inc., The US SCC 25.64% 

19 T. Rowe Price Group, Inc.  US SCC 26.29% 

20 Legg, Mason Inc.  US SCC 26.92% 

21 Morgan Stanley US SCC 27.56% 

22 
Mitsubishi UFJ Financial Group, 

Inc. 
JP SCC 28.16% 

23 Northern Trust Corporation  US SCC 28.72% 

24 Societe Generale FR SCC 29.26% 
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Recent international events in the US and Eurozone demonstrate the stranglehold the 

financial sector has over governments, suggesting that during a future economic downturn, 

Australian policymakers will use taxpayer funds and/or the RBA balance sheet to bailout 

lenders should their solvency be threatened. Lenders have no tolerance for enforced capital 

25 Bank of America Corporation US SCC 29.79% 

26 Lloyds TSB Group PLC GB SCC 30.30% 

27 Invesco PLC  GB SCC 30.82% 

28 Allianz SE  DE SCC 31.32% 

29 TIAA  US IN 32.24% 

30 Old Mutual Public Limited  GB SCC 32.69% 

31 Aviva PLC  GB SCC 33.14% 

32 Schroders PLC  GB SCC 33.57% 

33 Dodge & Cox  US IN 34.00% 

34 Lehman Brothers Holdings, Inc. US SCC 34.43% 

35 Sun Life Financial, Inc.  CA SCC 34.82% 

36 Standard Life PLC  GB SCC 35.20% 

37 CNCE FR SCC 35.57% 

38 Nomura Holdings Inc.  JP SCC 35.92% 

39 The Depository Trust Company  US IN 36.28% 

40 
Massachusetts Mutual Life 

Insurance  
US IN 36.63% 

41 ING Groep N.V.  NL SCC 36.96% 

42 Brandes Investment Partners, LP  US IN 37.29% 

43 Unicredito Italiano SPA IT SCC 37.61% 

44 
Deposit Insurance Corporation of 

JP  
JP 

IN 37.93% 

45 Vereniging Aegon  NL IN 38.25% 

46 BNP Paribas FR SCC 38.56% 

47 Affiliated Managers Group, Inc.  US SCC 38.88% 

48 Resona Holdings, Inc. JP SCC 39.18% 

49 Capital Group International, Inc.  US IN 39.48% 

50 China Petrochemical Group Co. CN T&T 39.78% 
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these actions, none of the traders involved were dismissed and only a small number of staff 

were required to forfeit their bonuses. Both banks were only required to post additional 

reserves with the Monetary Authority of Singapore of between $S100 and 300 million, and 

the response of Australian officials was predictably spineless, with no further investigation 

undertaken locally.451 

 

Mainstream advertising is another tool used by the financial sector to fortify their position, 

as it has proven effective in moulding the views of consumers. Business can compete on 

price, quality or advertising. The lack of obvious bank competition on price or service 

indicates the Big Four are relying on advertising, a claim supported by their staggering 

combined annual budget. In a 2010 financial survey by the public interest organisation The 

Australia Institute, the majority of participants (72 per cent) expressed a belief the Big Four 

have too much market power in Australia, yet when they were asked which kind of 

institution they did most of their banking with (for all age categories surveyed), the large 

majority (around 70 per cent) banked with one of the majors. Further, 19 per cent of 

participants confounded higher banking profits with a greater level of safety, with this 

percentage rising to 25 per cent for young participants aged 18 to 34 years and those 

customers who were already banking with one of the Big Four. For participants who 

equated a higher degree of safety with banks earning higher profits, a large cohort (around 

30 per cent) would not consider switching to a smaller bank or credit union.452 

 

                                                        
451 Gluyas (2013). Allegations have also recently surfaced that the international gold price 

benchmark (the London gold fix) may have been manipulated by Barclays Bank, Deutsche Bank, Bank 

of Nova Scotia, HSBC and Societe Generale for up to a decade, significantly affecting the $20 trillion 

gold market. The price is announced twice a day and based on closely matching buy and sell orders 

from clients and banks. From 2004 onwards, gold spot prices frequently spiked downwards during 

the afternoon call setting the fix; around two-thirds of all movements. This is particularly suspicious 

behaviour, as banks are allowed to trade both gold and derivatives during the call (Vaughan 2014). 

ANZ has been nominated as a possible successor to replace one of the departing banks in the 

London gold fix. 
452 Fear et al. (2010: 19). 
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These findings support the theory of investor irrationality outlined earlier. It appears 

individuals actively deploy heuristics and are subject to cognitive biases when faced with an 

overwhelming array of institutional and banking product options. Further, a large 

percentage of individuals act with faulty beliefs, such as confounding greater profits with 

higher safety. Many consumers also refuse to act in their own self-interest and change 

institutions. There is no doubt the marketing divisions of the Big Four, which spent over $1 

billion on advertising in 2008-09, are aware of these biases and prey upon them to maximise 

market share and profit.453 

 

  

                                                        
453 Fear et al. (2010: 29); Richardson and Denniss (2010: 3). Bank employees are also paid 

commissions to sell their products. 
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Table 2.6.2.4: Consumers Often Act in Financially Irrational Ways454 

 

The two-edged nature of the financial sector requires radical reformation to prevent further 

devastating financial crises. The obvious reform is the Chicago Plan, providing a transition 
                                                        
454 Fear et al. (2010: 16 - Table 4, 19 - Table 7, 20 - Figure 2). N = 1,360. 
455 Options were: a bank with bigger profits; a bank with smaller profits; neither - profits make no 

difference to how safe a bank is; not sure. The table reflects the proportions of respondents who 

answered that higher profits imply greater safety. 
456 Of this cohort, only 19.1 per cent has considered switching to a smaller bank or credit union, and 

29.2 per cent would not consider switching. 

Q. In your view, do the big four banks in Australia have too much market power? 

Response 
Banks With a Big 

Four Bank 

Banks With 

Another Bank 

Banks With a 

Credit Union 
Total 

Yes 69.1% 77.6% 81.6% 72.3% 

No 14.5% 9.9% 7.5% 12.7% 

Not sure 16.5% 12.5% 10.9% 15.0% 

Total 100% 100% 100% 100% 

Q. With which kind of institution do you do most of your banking? 

Response 18-34 Years 35-54 Years 55+ Years Total 

One of the Big 

Four 
76.4% 71.7% 60.8% 69.6% 

Another bank 14.8% 13.8% 13.8% 14.1% 

A credit union 6.8% 13.3% 24.1% 14.8% 

Other 1.9% 1.2% 1.4% 1.5% 

Total 100% 100% 100% 100% 

Proportion of Respondents who Replied it is Safer to Deposit Money with Banks Earning 

Larger Profits455 

18-34 Years 35-54 Years 55+ Years Total 

28% 16.8% 11.7% 18.5% 

Customer of Big Four 
Customer of Other 

Banks 
Credit Union Total 

23.5%456 10.4% 4.0% - 
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runs), and liquidation of the assets of all member banks and the payment of liabilities in full. 

All existing banks would be dissolved into new institutions that accepted deposits with a 100 

per cent reserve backing at the central bank. Five per cent reserves were suggested for 

savings deposits, along with an end to interbank deposits unless backed by 100 per cent 

reserves. A further memorandum in late 1933 went even further, proposing a full transition 

from privately-issued bank credit to Federal Reserve bank-issued credit within two years. 

This would lead to the displacement of all existing commercial banks by deposit banks and 

investment trusts. When fully implemented, the government could immediately offer 

deposits for new lending if existing funds were insufficient. Investment trusts would raise 

funds for lending purposes through the sale of securities, imposing restrictions on the 

growth of credit aggregates. In short, the proposal is nothing less than the complete 

abolition of fractional reserve banking.460 

 

The first step in implementing the Chicago Plan requires the central bank to issue a non-

interest bearing note so banks immediately meet the 100 per cent reserve requirement. The 

note can either remain outstanding indefinitely or retired following merging or eventual 

suspension of the bank or over a gradual period of 10 to 15 years. Excess reserves over the 

100 per cent regulatory requirement could be loaned out. Assuming a 15 per cent reserve 

ratio was in effect during the transition, a typical bank balance sheet would take on the 

characteristics in the table below. Notably, expenses do not rise and banks can still earn a 

reasonable profit on lending activities as no interest is owed to the central bank under this 

arrangement.461 

 

  

                                                        
460 Phillips (1992: 7-8, 12-15, 21). 
461 Phillips (1992: 29). 
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bank runs is completely removed under this approach and government and private debt 

significantly contracts due to government-issued money representing equity rather than 

debt.465 Ultimately, the Chicago Plan was not implemented by Roosevelt whom felt the 

public required a simple and understandable restoration of the banking system for 

confidence to return. The US government unfortunately missed a golden opportunity to 

exert control over the credit cycle by assuming issuance of credit money and near-

monies.466 This fact, however, should not preclude the option of such radical reforms in the 

future, particularly as Australia faces its own banking crisis. 

 

 

 

 

 

 

 

 

 

 

 

                                                        
465 Benes and Kumhof (2012: 55). 
466 Phillips (1992: 41-44). 
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Table 2.6.3.1: The US Real Estate Cycle and Economic Downturns477 

 

  

                                                        
477 Foldvary (1997: 536 - Table 1). 

Land Value 

Peak 

Interval 

(Years) 

Construction 

Peak 

Interval 

(Years) 
Depressions 

Interval 

(Years) 

1818 - - - 1819 - 

1836 18 1836 - 1837 18 

1854 18 1856 20 1857 20 

1872 18 1871 15 1873 16 

1890 18 1892 21 1893 20 

1907 17 1909 17 1918 25 

1925 18 1925 16 1929 11 

1973 48 1972 47 1973 44 

1979 6 1978 6 1980 7 

1989 10 1986 8 1990 10 
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Table 2.6.3.2: The UK 18-year Business Cycle478 

 

The private expropriation of economic rents explains both underproduction of goods and 

services and a decrease in consumer demand, despite the exceptional capacity for 

production. As locations are fixed in number and some sites are better situated than others 

for business, a price is established by the market for the use of a particular space: the site 

rent, determined by tax arrangements. If the full value was captured by government, a 

landowner could not afford to let land sit idle, as income is required to meet this expense.479 

Unfortunately, governments only collect a small portion of site rent. The remaining net rent 

is capitalised into the selling price; lower taxation paradoxically raises land prices and 

provides the incentive to speculate. The FIRE sector facilitates the irrational behaviour of 

investors, leading to large credit cycles that inflate land prices well beyond fundamental 

values, raising living costs for the entire community.480 High land costs reduce the amount of 

production possible, lowering the profit and wage share of capital and labour respectively. If 
                                                        
478 Harrison (2005: 101 - Table 6.1). 
479 Putland (2009b). 
480 Putland (2009b). 

Primary Recessions Mid-Cycle Recessions 

1776 1785? 

1794 1803 

1812 1821 

1830 1839 

1848 1857 

1866 1875 

1884 1893 

1902 1911 

1920 1929 

1938 1947 

1956 1965 

1974 1983 

1992 2001 

2010 (predicted) - 

















 

 275 

appealing, with even the IMF recently advocating the greater use of land taxes. It noted that 

simple estimations of an immovable tax in high income countries such as Australia could 

provide an additional 2.9 per cent of GDP per annum, making way for tax cuts elsewhere.501 

 

Valuing and revaluing land is remarkably easy. Computerised systems can easily interpolate 

recent sales prices across all land values and government could revalue all land weekly if 

desired. In times of rapid price change, frequent revaluations are an economic necessity. 

The ability to tailor the tax for the needs of government at all levels is a critical factor. This 

reduces the dependency of local governments for federal or provincial transfer payments. 

Vertical fiscal imbalances can be minimised by this approach, reducing the blame-shifting 

between the federal, state and local governments over funding woes. Development and 

growth are also stimulated, as land and buildings are put to their most productive use, and 

there is a reduction in speculative land booms as investor interest is deflected to more 

productive activity.502 The small contribution of property taxes to government revenues in 

the OECD from the 1970s onwards, as a percentage of GDP, is displayed below. 

 

  

                                                        
501 Norregaard (2013: 12). Admittedly this estimation method was overly simple: using a benchmark 

of average revenue ratios of best performers within each group. It was noted countries such as 

Australia need to reduce their reliance on distortive property transfer taxes, such as conveyancing 

stamp duties. 
502 Norregaard (2013: 4, 12, 14-18). The author notes the unpopularity of property taxes can be 

attributed to their high visibility and limited scope for tax avoidance. This makes for a volatile mix 

when combined with prevailing (and false) public beliefs that lower property taxes will drive down 

land prices, ironically leading to demands that land and other property-taxes be further reduced 

during an economic downturn: an outcome that benefits the FIRE sector. 
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The preceding section suggested annual economic rents accruing to land, natural resources 

and monopolies in Australia comprise a significant proportion of GDP, thus exposing the 

fallacy peddled by prevaricating apologists for the status quo. Economic rents are at least 

ten times larger than acknowledged by conventional economists; a fact they cannot permit 

to enter the public discourse. Recent research has attempted to quantify the value of 

economic rents in Australia. Many forms of monopoly other than land are included in this 

analysis because, by definition, they represent control or special privilege over economic 

resources, leading to the private capture of economic rents. Simply put, monopolies are 

able to extract additional profits (rent) unrelated to the costs of production, becoming 

transfer payments rather than earned income. Private ownership of monopolies transforms 

owners into rent seekers because they extract above normal profits from a government 

licence rather than solely from their own skill or capital.510 If total economic rents were 

taxed, it would raise an estimated $340.7 billion or 87 per cent of revenue at all levels of 

government in 2011-12 ($390 billion).511 Compelling arguments also exist for public 

ownership of rent-yielding infrastructure as a fourth factor of production to reduce the 

overall economic cost structure. The dewy-eyed conception that competition can prevent 

exploitative economic rents is farcical, as strong evidence exists to the contrary.512 

 

  

                                                        
510 Hudson and Bezemer (2012: 6). 
511 Fitzgerald (2013: 5). 
512 Hudson (2011b: 874, 887, 892-894). 
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Table 2.6.3.7: Rents / Other Taxes to GDP Ratio and Revenue (% of Total) 2011-12514 

 

Contrary to the claims of conventional economists, the taxation of economic rents could 

finance the overwhelming majority of government expenditure. Most economic rents arise 

from just three categories: land, natural monopolies and resource rents, equivalent to 23.6 

per cent of GDP.515 Benefits accruing to residential land are particularly generous, as over 

half of government revenue could be sourced from just this form of economic rent. It is 

imperative the government seize the estimated efficiency dividend of approximately $72.8 

billion by increasing taxes on rents and end economic distortions.516 Additional benefits 

include provision of a superior safety net for businesses and households, increased profits 

and wages, and lower land prices. 

                                                        
514 Fitzgerald (2013: 4-5, 12 - Table 2). 
515 Fitzgerald (2013: 5 - Table 1). 
516 Fitzgerald (2013: 4, 9). 

Public transport Estimate  2,400 Based on MTR EBITDA 

Liquor licenses Govt budget  4,000 2011-12 govt revenues 

Vehicle registration, 

licenses 
Govt budget  5,294 ABS 5506 

Sin taxes - tobacco, 

alcohol 
Govt budget  12,510 2011-12 govt revenues 

Carbon tax 4,020 + 14,200  18,200 Added fuel excise taxes 

Govt non-tax 

receipts 
20,323 50% 10,162 2011-12 govt revenues 

Total   386,905 $3,162 Million Deficit 

Category % of GDP % of Government Revenue 

Land rent 14.2% 52.8% 

Natural monopolies 6.6% 24.6% 

Resource rents 2.8% 10.5% 

Sin taxes 2.1% 7.8% 

Non-tax receipts 0.7% 2.6% 

Total 26.4% 98.3% 
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2.6.5 A Post Keynesian-Georgist Perspective of the Rentier Economy 

 

Based on the economic theory and concepts outlined in preceding sections, a synthesis of 

post-Keynesianism, Georgism and behavioural finance is used to model the credit and asset 

cycle, including the relationships between the FIRE sector, producers, consumers and the 

government. This model explains the tendency for economies to collapse following periods 

of manic real estate and/or stock market speculation. The balance sheets of households, 

firms and governments are critical indicators of financial instability, as GDP growth or 

contraction is fundamentally linked to both the stock and flow of private debt. Unlike the 

general equilibrium models used predominantly by neoclassical economists, this model has 

predictive value as debt growth contributes to the macro performance of the economy.538 

 

Other key features include categorisation of the FIRE sector and monopolies as distinct 

entities from the real (industrial) economy. The financial sector is privileged by their ability 

to impose usurious interest and fees, in addition to exerting control over the credit cycle, 

thereby directly impacting economic growth or contraction based on the size of the credit 

impulse. Real estate and monopolies also extract economic rent via transfer payments and 

fees unrelated to the cost of service provision. Economic agents are modelled with irrational 

and non-optimising behavioural tendencies due to numerous psychological, social and 

cultural biases impacting financial decision-making. The influence of the FIRE sector on the 

government is highlighted by pathways for campaign contributions and bond purchases, 

which is reciprocated with ongoing generous tax expenditures, sale of public infrastructure 

and natural monopolies, favourable tax changes, subsidies, bailouts in times of crisis and so 

on. External shocks are not required to cause financial instability, as endogenous factors 

such as asset speculation and unrestrained credit creation are theorised to play primary 

roles in financial instability.539 

                                                        
538 Bezemer (2009a: 3). 
539 Bezemer (2009a: 12). 
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Figure 2.6.5.1: A Simple Model of a Rentier-Dominated State Capitalist Economy540 

                                                        
540 This model excludes the interactions between the international sector, and the private and 

government sectors. For instance, the private sector provides foreign investment and purchases 

imports, and the international sector reciprocates investment and receives payments for exports 

and earnings from investments. Similarly, military and other government purchases represent 

outflows to the international sector providing inflows via investment in government 

bonds/treasuries, increasing reserves at the central bank (Hudson and Bezemer 2012: 5 - Figures 1, 

1a). 
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Government and Rentier Sector Relationships 

 

The model of the rentier sector incorporates political realities such as lobbying and 

campaign contributions from the FIRE sector to influence policy. Rentiers tirelessly work to 

sustain and enlarge privileges not afforded to other community members. The primary 

method of entrenching rentier privilege is preservation of generous tax code provisions that 

reduce property taxes and expand the scope of privatised economic rents. The FIRE sector 

also finances government debt via bond purchases, extracting additional wealth from the 

industrial economy and gaining interest from the public and private sectors simultaneously. 

This is a particularly egregious form of rent because there is no practical need for any 

sovereign country with its own currency and central bank to borrow from the private 

market. The FIRE sector seeks to encourage further government debt so additional taxes 

levied on the public are diverted into their revenue.571 

 

Rent-seeking is intensified by the trend for governments to privatise valuable public assets 

to reduce debt. Neoclassical economic theory is often presented as a justification for 

government policies, but is actually designed to benefit the plutonomy by hiding the private 

capture of economic rent from plain sight. Pernicious neoliberal doctrines are often 

promulgated by policy institutes, university economic departments and journals, as funding 

arrangements ensure hand-picked representatives with views palatable to the plutonomy 

are placed in key government positions. Private and public sector economists and officials 

have numerous conflicts of interest and provide misguided advice given the lack of realism 

in neoclassical theory.  

 

Contrary to conventional economic perspectives supporting the alleged efficiency of 

neoliberal policies, privatisation of monopolies or near-monopolies (oligopolistic markets) 

that were previously government-owned often leads to both inefficient and inequitable 

outcomes; price gouging, top-heavy management structures and overinvestment or 

underinvestment in infrastructure are becoming the norm. Consequently, when government 

and consumers purchase goods and services from private monopolies, for instance, utilities 

                                                        
571 Hudson (2011a: 7; 2012: 8). 
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instead of investing in tangible capital formation.581 Mitigation of recurring land market 

cycles requires greater public capture of land and resource rents to taper off the speculative 

investor impulse and replace it with enthusiasm for productive enterprise. It is imperative 

that significant tax and financial reforms are implemented to limit the damage wrought by 

the FIRE sector in rentier-dominated capitalist economies. 

 

Greater public capture of economic rents would dramatically boost GDP over successive 

decades as the cost of conducting business falls, resulting in declining costs for purchasing 

and leasing land.582 Effective demand would increase as taxes on production are reduced 

and eventually eliminated while the pool of low-income individuals shrinks. Unfortunately, 

the ineptitude of politicians and civic ignorance of economic rents will perpetuate negative 

economic and social consequences: greater wealth and income disparities, a rising tax 

burden on labour, cutbacks in government services and higher cost of living pressures. 

  

                                                        
581 Hudson (2010: 27). 
582 Hudson and Bezemer (2012: 10). 
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assets under management sharply rises in a brief period, and weak prudential regulations 

and enforcement measures are in effect. 

 

The third dimension of financial instability relates to broader trade settings, global economic 

conditions and policies implemented during an economic crisis. Australian trade history 

demonstrates overreliance on a small number of export commodities, often to a few 

countries undergoing temporary urbanisation and industrialisation booms. Consequently, 

the mining cycle is particularly volatile, with swift changes in export prices/volumes and 

capital investment. The ToT and national income can rapidly decline if commodity prices fall 

alongside capital expenditure. Moreover, the reduced purchasing power of the Australian 

dollar following exchange rate depreciation causes import costs to rise during a bust. 

Extended mining booms hollow out the tradeables sector as comparative advantage is lost 

via the rising dollar and the diversion of resources and labour to the mining sector. Rising 

national income during a mining boom can disguise poor multi-factor productivity, 

principally due to managerial failure to undertake innovative practices or adopt new 

technologies via research and development, weakening capital productivity in the process. 

 

A large mining or agricultural bust is an exogenous shock that can be cushioned by 

significant government spending to boost the reduced incomes of both households and 

businesses. A higher likelihood of financial instability is indicated when a large mining or 

agricultural boom is extended in duration (indicated by an elevated ToT and strong 

Australian dollar), Dutch Disease is evident in the tradeables sector, primary commodity 

exports are insufficiently diversified and sold to a limited number of export partners, 

productivity stagnates across multiple sectors of the economy, export partners exhibit 

evidence of Ponzi finance underpinning the artificially high demand for commodities, 

currency depreciation during the bust substantially increases business input costs, and 

government implements austerity policies during a financial crisis instead of spending in a 

counter-cyclical manner. 
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3.1.1 Real Housing Prices 

 

Australian housing price statistics begin in 1880, a time of euphoric and quite irrational 

expectations.585 While debt-financed speculation primarily took place in the commercial 

land market, overvaluation also fed into the residential market. Real housing prices surged 

by 32 per cent from 1887 to the peak in 1891, only to experience a collapse commensurate 

in size during the 1890s depression. From then till the early 1920s, prices remained 

relatively steady, rising briefly only to fall once more during the Great Depression. Prices 

tracked the rate of inflation into WW2, with price controls introduced in 1942. When these 

controls were lifted in 1949, the housing market rapidly surged, leading to the single largest 

annual increase in real prices of 111 per cent. 

 

 
 

From the end of the Great Depression until the late 1960s, the FIRE sector laid dormant. The 

reassertion of FIRE sector dominance in the economy led to a simultaneous commercial and 

residential property bubble that peaked in 1974. While this housing bubble partially 

deflated during the late 1970s, another occurred during the early 1980s in Sydney. Real 

prices rose by 37 per cent between 1977 and 1981, before slowly deflating by 20 per cent 
                                                        
585 See Stapledon (2007; 2012a) for the detailed history of housing prices over this period. 
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$325,000, there was less room for prices to rise given the immense, existing mortgage 

burden on households. In Melbourne, however, the median housing price in the same year 

was $187,000; a substantial difference of 74 per cent given the similarity in household 

incomes across the two cities. 
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Table 3.1.1.2: Capital City Real Housing Price Booms 

Capital City Trough Peak Change Index 
Sydney March 1996 September 2013 97% ABS 
Sydney 1996 2010 77% Stapledon 
Melbourne March 1996 June 2010 206% ABS 
Melbourne 1996 2010 178% Stapledon 
Brisbane September 2000 March 2010 129% ABS 
Adelaide December 1996 June 2010 142% ABS 
Perth December 1996 March 2007 179% ABS 
Hobart December 1998 March 2010 95% ABS 
Darwin September 2001 June 2010 137% ABS 
Canberra March 1997 March 2010 123% ABS 
Australia March 1996 June 2010 131% ABS 
Australia 1996 2010 123% Stapledon 

 

The different results for Sydney, Melbourne and Australia are due to the methodological 

differences between the ABS and Stapledon indexes. The ABS index is adjusted using the All 

Groups CPI Excluding Housing deflator, is not adjusted for quality and is updated on a 

quarterly basis. In contrast, the Stapledon index is deflated using the household final 

consumption expenditure implicit price deflator, is adjusted for quality and is updated on an 

annual basis.587 The Stapledon index is considered more accurate but lacks resolution due to 

annual, rather than quarterly, data. The reason ABS results are higher than the Stapledon 

series is likely due to the lack of quality adjustments, which has the effect of bearing down 

on housing prices. 

 

This data should be interpreted with caution as the ABS housing price data is beset with 

issues uncorrected to this day. For instance, it uses a stratified methodology which controls 

for some compositional changes but does not adjust for improvements in the quality of the 

housing stock, and the data comprises two different series (1986-2005 and 2002-2013). The 

former is not statistically adjusted to the methodology of the latter and the latter is not 

backtracked to the beginning of the former. Finally, the ABS index only measures detached 

                                                        
587 The household final consumption expenditure implicit price deflator is preferred over the CPI as 

it avoids breaks in the series and has less upwards substitution and quality bias in its measurement 

(Stapledon 2012b: 5). 
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3.1.2 Private Debt 

 

The second requirement of a housing bubble is growth in private debt, specifically mortgage 

debt. The following figure displays the long-term trend in total private debt, comprising non-

financial business and household debt. In turn, household debt is the combination of 

mortgage and personal debt. The rise and fall in these debt ratios correlate with, and as 

argued in Part 2, cause the booms and busts in both commercial and residential land 

markets. 

 

 
 

The decimation of the financial sector during the Great Depression, followed by the housing 

price and rent controls during WW2, kept a lid on credit growth. When price controls were 

lifted in 1949, the household debt to GDP ratio lifted slightly, funding a surge away from 

rental accommodation towards owner-occupation. During the 1950s and into the mid-1960s, 

both the business and household debt ratios remained steady, and then began to rise during 

the late 1960s. The household and non-financial business debt ratios peaked in 1974, the 

same year the dual residential and commercial land market bubble also peaked. 
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Not only has the stock of mortgage debt increased relative to the size of the economy, it has 

also risen against household disposable income, soaring from 47 per cent in 1990 to a peak 

of 153 per cent in 2006, then stabilising. Remarkably, while interest rates are presently at a 

record low, the interest burden is greater than during the late 1970s and 1980s, despite the 

higher interest rates of that period. The housing debt to assets ratio has steadily climbed 

since 1988, even though the denominator (debt) has influenced the rise in the numerator 

(asset values or housing prices). 
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The stock of household and non-financial business debt may be understated as the RBA 

appears to report this data on a consolidated, rather than unconsolidated basis. 

Consolidated debt reports debt that is netted out within the sector, and only records the 

debts owed to other sectors, whereas unconsolidated debt is the actual debt a sector owes, 

irrespective of to whom. For the household sector, the difference between both measures is 
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3.1.3 Net Rental Income Flows 

 

The third and final condition of a housing bubble requires evidence owner-occupiers and 

property investors, on aggregate, are making imputed and actual net rental income losses. 

Investors transition to Ponzi finance units when income flows are insufficient to meet the 

repayment of principal and interest on loans, including expenses. The only avenue for 

investors to make a profit is through capital gain. Moderate net rental income losses are not 

necessarily an issue, as negative gearing may be an individually rational financial strategy if 

investors gain through increases in real housing prices (total returns). Net rental income 

losses do become a major problem, however, if rises in housing prices are prompted by 

debt-financed speculation and investors, on aggregate, transition from hedge to speculative 

to Ponzi finance. As real housing prices cannot continue to be indefinitely driven solely by 

mortgage debt growth, prices must slow, peak and retreat, eventually resulting in both net 

rental income and capital losses. Without the expectation of further capital gain, investors 

will sell out in large numbers to sterilise risk and realise any paper gains made. 
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Aggregate net rental income of the investment property stock displayed a positive trend 

from the end of the 1970s through the 1980s, with the average net rental income per 

investor peaking in 1979 and aggregate income peaking in 1980. Net rental income turned 

negative between 1989 and 1992 as the late 1980s commercial property bubble fed into the 

housing market, alongside a rapid increase in the mortgage debt to GDP ratio from 1988. 

When real housing prices deflated slightly during the early 1990s recession, net rental 

incomes became positive once more. The performance of the investor stock was haphazard 

throughout the 1990s, with net rental incomes barely positive, and sometimes negative. As 

the mortgage debt ratio escalated, net rental incomes finally entered a sustained decline in 

2001. Net rental income losses were just over $1 billion, increasing to $9.7 billion in 2008 as 

the cash rate peaked at 7.2 per cent. As the rate was rapidly cut to 3 per cent in 2009, 

investor losses eased to $5.1 billion dollars in the following year, even as mortgage debt 

reached its historical peak. In 2012, the last year for which taxation data is available, income 

losses rose again to $8 billion, the fourth largest absolute loss on record. Economist Gerard 

Minack notes: 

 

Australian Tax Office data confirm that residential investment is a poor investment: 

total rent has not covered total costs since FY2000 (again, the date the bubble 
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started to inflate). In short, this is an investment that depends on capital gain for its 

payback. With net income not even covering interest charges, this is a classic Hyman 

Minsky Ponzi scheme. Ponzi owns the house, and he's betting that house prices keep 

rising.596 

 

The data indicates that interest payments, rather than expenses, are the primary cause for 

negative net rental income. Property expenses have consistently trended at around 50 per 

cent of gross income from 1993 to 2012; demonstrating increasing losses are the result of a 

growing interest payment burden. This finding accords with the rapid rise in the stock of 

mortgage debt and the increase in interest rates until 2008. In that year, total costs were 

136 per cent of gross rental income, falling to 123 per cent in 2012. As the cash rate is now 

at a historical low, the interest burden on property investors is expected to ease. It is 

important to note the principal payments are not included in the data because deduction of 

principal is not permitted against gross rental income. If it were, the recorded net rental 

income losses would become even larger. 

 

 
 

                                                        
596 Minack (2010). 
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It is unlikely net rental income will become positive any time soon. There is little room to cut 

the cash rate further, and both the mortgage debt ratio and growth in rents have 

moderated across Australia. A substantial decrease in interest payments will only occur 

when housing prices and the mortgage debt ratio fall. Financial stress on property investors 

is at a historical high, for the majority are negatively-geared and some have made capital 
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losses since real housing prices peaked in 2010. In 1994 there were 980,470 investors, with 

480,735 (49 per cent) positively-geared and 499,735 (51 per cent) negatively-geared. The 

number of investors increased to 1,895,775 in 2012, up 93 per cent, with 629,230 (33 per 

cent) positively-geared and 1,266,545 (67 per cent) negatively-geared.597  What is 

remarkable is the relative and absolute growth of negatively-geared investors, increasing by 

153 per cent between 1994 and 2012. During the same period, the number of positively-

geared investors only rose by 31 per cent. Clearly, the trend shows a greater proportion of 

property investors becoming negatively-geared over time. Minack continues: 

 

Not only is the aggregate private rental market a loss-making affair, but a rising share of 

landlords are making rental losses. The percentage of landlords claiming a rental loss 

(that is, rent not covering interest and other costs) has increased from 50% to 70% over 

the past decade. It's not just that there are more landlords, there are more loss-making 

landlords. This matters a lot. Much of the discussion on the residential market 

concentrates on owner-occupiers. But arguably property investors represent a 

significantly larger risk if they became widespread sellers of their loss-making 

investments.598 

 

Not only is the investment stock incurring net rental income losses, the entire housing stock 

is.599 Owner-occupiers, who dominate the housing stock, appear less leveraged than their 

investor counterparts, which is why it took until 2004 for net losses to occur. It is an 

ominous sign that both the owner-occupier and investment stocks have transitioned to 

Ponzi finance, even if the former are not intending to speculate. 

                                                        
597 This is not a complete number of property investors in Australia given the ATO records the 

number of properties held by individuals, not companies and trusts. Investment properties can be 

solely or jointly owned, and bought and sold during the same year, resulting in duplicate records 

generated for the same property. Further, not all investors complete their property schedule 

documents. 
598 Minack (2010). 
599 This refers to the imputed rent for owner-occupiers and actual rent for property investors. Data 

for the total housing stock are based on ABS estimates derived from censuses, whereas data from 

the ATO are based on property schedules. 
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Both the entire and investment housing stocks have incurred net rental income losses since 

2004 and 2001, respectively. As the interest payment burden peaked in 2008, so did the 

losses. Property investors have not been able to profit from rental income, on aggregate, 

from 2001 onwards, with capital gain the only avenue for profit. The losses are larger than 
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3.1.4 Price to Rent Ratio and Rental Yields 

 

The price to earnings (P/E) ratio is a fundamental measure of valuation for financial 

investments, indicating how much an investor is willing to pay for each dollar of earnings. As 

the Financial Instability Hypothesis suggests, an investor is engaged in Ponzi finance when 

the income flow from an asset is insufficient to pay down either the principal or interest 

(including expenses) on the debt used to purchase the asset. This analysis is equally true for 

both shares and housing. Debt cannot continue to increase indefinitely because income 

flows cannot. The price to rent (P/R) ratio is the equivalent of the P/E ratio in the housing 

market and an elevated ratio is considered a warning sign of a bubble (the P/R ratio is the 

inverted yield).600 Leverage increases housing prices, not rental incomes, and can lead to a 

significant divergence between prices and rents. The denominator (rents) is anchored to 

wages, so tenants cannot rent above their capacity to pay. The threat of tenant vacancy 

provides for a competitive rental market that helps stabilise rents. It is the increase in the 

numerator (prices) that causes the ratio to rise. Bubble-inflated prices in a housing market 

cause the ratio to substantially deviate from the long-term mean. 

 

The long-term trend confirms the price to rent ratio rises when the residential land market 

inflates. A number of bubbles during the mid-1970s and 1980s lifted the ratio, before falling 

as overvalued housing prices dropped during the busts. The colossal rise during the late 

1940s and early 1950s was caused by a severe market readjustment after price and rent 

controls imposed during WW2 were lifted. In recent times, the gross P/R ratio increased 

from 21 to 35 (trough to peak) between 1997 and 2007. The latter year posted the highest 

ratio on record, but moderated between 2007 and 2010 when rents surged due to high 

population growth and a collapse in housing construction. The ratio increased during the 

2009-10 rise in housing prices, but has since fallen away on the back of steady prices and 

modest rental growth. 

 

                                                        
600 The Economist (2013). It is important that a proper comparison between prices and rents be 

made via quality adjustments to ensure accuracy of yields and the P/R ratio (Hill and Syed 2012). 
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Table 3.1.4.1: Australian Capital City Yields - 2013602 

City 
Gross Yield 

Expenses 
Estimated Net Yield 

Houses Units Houses Units 

RP Data APM RP Data APM RP Data APM RP Data APM 

Sydney 3.9% 4.4% 4.7% 4.9% 47% 2.1% 2.3% 2.5% 2.6% 
Melbourne 3.4% 4.3% 4.2% 4.6% 48% 1.8% 2.2% 2.2% 2.4% 
Brisbane 4.6% 5.2% 5.5% 5.4% 62% 1.7% 2.0% 2.1% 2.1% 
Adelaide 4.3% 4.9% 4.9% 5.3% 55% 1.9% 2.2% 2.2% 2.4% 
Perth 4.2% 4.9% 4.8% 5.3% 50% 2.1% 2.5% 2.4% 2.7% 
Hobart 5.3% 5.6% 5.6% 5.5% 50% 2.7% 2.8% 2.8% 2.8% 
Darwin 6.0% 5.1% 6.2% 5.8% 52% 2.9% 2.5% 3.0% 2.8% 
Canberra 4.4% 4.7% 5.2% 5.4% 62% 1.7% 1.8% 2.0% 2.0% 

Australia 3.9% - 4.7% - 52% 1.9% - 2.3% - 

 

  

                                                        
602 RP Data-Rismark and APM data are for December 2013 (RP Data 2014: 3 - Table 1D; APM 2014: 3). 

Expenses as a percentage of gross rental income is derived from ATO taxation statistics for 

investment properties by state/territory in 2012 (ATO 2014b). 
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Table 3.1.4.2: Australian Capital City P/R Ratios - 2013 

City 
Gross P/R Ratio Estimated Net P/R Ratio 

Houses Units Houses Units 

RP Data APM RP Data APM RP Data APM RP Data APM 

Sydney 25.6 22.7 21.3 20.6 48.4 42.8 40.1 38.8 
Melbourne 29.4 23.3 23.8 21.7 56.6 44.8 45.8 41.7 
Brisbane 21.7 19.3 18.2 18.5 57.2 50.9 47.8 48.7 
Adelaide 23.3 20.3 20.4 18.9 51.7 45.2 45.4 42.1 
Perth 23.8 20.3 20.8 18.9 47.6 40.6 41.7 37.7 
Hobart 18.9 17.7 17.9 18.1 37.7 35.5 35.7 36.2 
Darwin 16.7 19.5 16.1 17.2 34.7 40.7 33.6 35.8 
Canberra 22.7 21.4 19.2 18.7 59.8 56.4 50.6 49.1 

Australia 25.6 - 21.3 - 53.4 - 44.3 - 

 

Even at currently low interest rates, rational investors can receive superior net yields from 

term deposits, suggesting investors remain in the market for capital gain and not for the 

expected growth in rents. Similarly elevated ratios for equities would indicate overvaluation 

and a bubble in prices. Typically, a P/E ratio of 20 or more for a stock implies overvaluation 

unless significant forward earnings growth justifies the high price. During the Dot-Com 

bubble of the late 1990s, the US P/E ratio peaked at 47.2 in March 2000, with investors 

willing to overlook this fundamental metric in the expectation of further price rises.603 

Corporate profitability and earnings had actually fallen during the Dot-Com bubble, casting 

further doubt that the divergence between prices and earnings were based on fundamental 

factors.604 As history later showed, the P/E ratio merited close attention and was certainly 

not to be ignored, despite the irrational exuberance of Internet stock spruikers during this 

period.605 

 

                                                        
603 Real S&P Composite Index divided by the ten-year moving average real earnings on the index 

(Shiller 2005: 5-6). 
604 Hartcher (2005). In 2014, global stock markets also demonstrate high P/E ratios on average, 

despite economic problems in a host of developed nations that will depress long-term profitability 

and earnings growth. 
605 Baker and Rosnick (2005). 
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Neoclassical theory stipulates in an efficient property market operating in equilibrium, the 

all-in risk and tax-adjusted cost of purchasing a property (including expenses) should equal 

the cost of renting it.606 If buying is more expensive than renting, then supposedly rational 

individuals will change their preference by selling, taking the arbitrage profit and shifting to 

the rental market, thus driving down housing prices and increasing rents until the cost of 

buying equals the cost of renting. This scenario is a special case, however, given the 

assumption of purchase with 100 per cent leverage, which is not overly realistic.607 During 

the boom phase of a bubble, many buyers may come close to an LVR of 100 per cent or 

even above as the US experience has shown.608 

 

The tax benefits for owning property relative to renting in Australia are substantial and 

amplify the magnitude of the housing bubble. Tax expenditures (deviations from the 

commonly accepted tax structure) help explain the attraction of property investment. For 

owner-occupiers, generous concessions include exemptions from capital gains and state 

government land taxes, and imputed rent from income tax. Investors benefit from the 50 

per cent capital gains discount and their ability to negatively gear, that is, deduct a portion 

of a net rental loss against an unrelated tax liability (labour income tax). Tenants receive the 

least benefit, with an exemption from GST on rental payments and indirect assistance via 

the non-taxation of imputed rent, arising from subsidies that result in below-market 

rents.609 Another indirect benefit of this taxation arrangement is the public may form a 

collective bias towards property ownership and investment if it is considered a hedge 

against inflation.610 

 

With generous tax expenditures, housing prices can be expected to trend higher relative to 

comparable rents, especially if owners anticipate real prices will continue to rise and 

incorporate a price premium. In these circumstances, owners are willing to trade poor yields 

                                                        
606 Wood and Watson (2001). 
607 Stapledon (2007: 312-313). 
608 Chomsisengphet and Pennington-Cross (2006). 
609 Yates (2009: 1). 
610 Dwyer (2003b: 38-39). 
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the US, for instance, mortgage interest and property tax deductibility, this still could not 

explain the steep growth in real housing prices dissociated from fundamental metrics.613 

Clearly, the divergence between prices and rents were not caused by fundamental or 

exogenous factors, but by investors engaging in Ponzi finance. In the US, the P/R ratio was a 

useful indicator of valuation that explained something was amiss with real housing prices. 

Just as most economists ignored the record-high ratio during the Dot-Com bubble in 2000, 

this strong justification was likewise disregarded.614 Economist Dean Baker explains: 

 

It should not be surprising that these indexes would tend to move at approximately 

the same pace, since the movements in one index should affect the movements in 

the other index. For example, if the cost of buying a home rises sharply, as it has in 

recent years, it would be expected that this would get passed on in higher rents, as 

owners of rental units attempt to recoup higher purchase prices from their tenants. 

Similarly, if rents begin to fall, or at least not keep pace with inflation, it is 

reasonable to expect that this would eventually exert downward pressure on home 

prices. As tenants are able to get better deals on rent, they will be less anxious to 

rush out to buy homes. Also, potential homebuyers who are interested in renting 

out housing units would be willing to pay less for homes as rents drop.615 

 

A report by property research firm RP Data confirms that Australian housing prices are 

overvalued relative to rents as of June 2013. The results show buying is relatively more 

expensive than renting in the vast majority of suburbs, more so in capital cities than regional 

or remote locations. Four scenarios of debt-financed acquisition were analysed for both 

houses and units: a principal and interest loan on a variable rate mortgage (692 suburbs are 

cheaper to buy than rent), a variable rate interest-only loan (2,778), a fixed rate three-year 

principal and interest loan (864) and a three-year fixed rate interest-only loan (3,230). The 

variable and fixed mortgage rates were assumed to be 5.4 and 5.15 per cent, respectively, 

with an LVR of 90 per cent.616 The report covered a total of 5,323 suburbs, duplicated to 

                                                        
613 Baker (2002a, 2002b); Baker and Rosnick (2005); Talbott (2003, 2006). 
614 Baker and Rosnick (2005). 
615 Baker (2002a: 9). 
616 RP Data (2013: 2). 
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rather than an individual within a household.630 The nature of the pay-as-you-go (PAYG) 

taxation system means after-tax income is a better measure than pre-tax income, as loan 

payments are financed out of the former. The major difference between the two methods 

of estimating household incomes are that the ABS surveys measure direct income flows, 

typically from wages and social welfare benefits, whereas the national accounts data 

includes a number of additional non-cash or non-received items.631 These items significantly 

boost household incomes: superannuation contributions and returns, imputed rents and 

insurance claims. 

 

Figure 3.1.5.1: Dwelling Price to Income Ratio 1971 - 2012632 

 
 

 
                                                        
630 Fox and Finlay (2012: 20). Notwithstanding housing purchases are now largely beyond the 

financial capacity of the average Australian individual due to the steep rise in prices. 
631 Fox and Finlay (2012: 14). 
632 Fox and Finlay (2012: 15 - Graph 1). 
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Figure 3.1.5.3: Dwelling Price to Income Ratios 1982 - 2011647 

 
 

For more than twenty years, Sydney's P/I ratio soared above the other capitals. It peaked at 

an incredible ratio of ten in 2004, when the housing boom in that city ended. As real 

housing prices doubled within a couple of years during the mid-2000s in Perth, the ratio 

accelerated from four to almost nine by 2007. The ratios for Melbourne, Brisbane and 

Adelaide are approximately six to seven. It is clear the nationwide ratio has increased 

significantly since 1996, in line with other indicators of residential property valuation. The 

long-term trend in the P/I ratio demonstrates it once took approximately three to four years 

of median household income to purchase the median property, but that figure has now 

doubled following the boom in housing prices. 

 

  

                                                        
647 Fox and Finlay (2012: 17 - Graph 3). 
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Figure 3.1.5.4: Capital Cities Dwelling Price to Income Ratios 1982 - 2011648 

 
 

When using the P/I ratio to compare Australia to international jurisdictions, it is important 

to note the methodology employed. Measures of median household income are not 

appropriate because surveys used to gather data are not annual, may not be available for 

the same point in time for all countries, can be difficult to construct on a comparable basis 

and are not available for many countries. Instead, the average measure of household 

income is used, derived from the national accounts. Australia, along with many other 

countries, follows the System of National Accounts that is administered by the United 

Nations Statistics Division. National accounts data are timelier and produced on a quarterly 

basis, soon after the quarter has ended. A more accurate inter-country comparison is 

derived from ratios comparing average dwelling prices to the average household income.649 

 

                                                        
648 Fox and Finlay (2012: 18 - Graph 4). 
649 Fox and Finlay (2012: 18). 
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price falls. A falling rate of turnover decreases the value of total property sales relative to 

GDP and is a leading indicator of housing prices. Accordingly, the KPI is valuable in assessing 

future trends in the property market. 

 

 
 

The major finding of the KPI is when the ratio reaches 16 per cent and above, it is followed 

by a downturn in the property market and economic recession.655 Unsurprisingly, the peaks 

and troughs of the KPI closely match that of the total land values to GDP ratio and real 

housing prices. The peaks in the mid-1970s, late 1980s and mid-2000s mirror those 

observed in the land market. The defining feature of the KPI is the period from 1996 

onwards, as the ratio increased from 14 per cent to a record high of 28 per cent in 2004. In 

2013, the ratio fell to 18 per cent; levels last seen in 1999. This fall reflects the recent inertia 

in housing prices and sales. The trend in housing turnover, measured by the number of sales 

as a percentage of the total housing stock, shows a similar trend to the KPI. This ratio 

                                                        
655 The exception appears to be the 1994 cycle which was isolated to Queensland, with a small 

bubble in residential housing prices driven by the boom in South East Asia. Delayed sales of 

distressed commercial and residential property left over from the bust of the 1989 land bubble is a 

relevant factor (Kavanagh 2007: 13). 
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Figure 3.1.6.1: Australian Kavanagh-Putland Index 1972 - 2013

Paul D. Egan and Philip Soos
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The late 1980s commercial bubble is demonstrated by the sharp rise in the KPI from 1986 to 

1988, the same year the commercial land values to GSP ratio peaked. The ratio peaked in 

1988 at 4.6 per cent, falling to 2.9 per cent in 1989 and bottoming out at 1.1 per cent during 

the recession in 1991. Gradually, the commercial ratio began to increase, only to fall once 
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Figure 3.1.6.3: Victorian Kavanagh-Putland Index 1985 - 2012

Paul D. Egan and Philip Soos
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prices that occurred after price and some rent controls were released in 1949 has not 

shown up in the recorded land values of this time. Even if it had, the ratio would not have 

shifted greatly due to a strong surge in nominal GDP in the post war period. 

 

It took until the late 1960s for the emerging credit boom to create a bubble in the land 

market, this time in both the commercial and residential sectors. The ratio peaked in 1974 

at 93 per cent, coinciding with the peak in real housing prices, before subsiding to 75 per 

cent in 1977.657 The sharp increase in the ratio between 1978 and 1979 is the result of a 

mismatch arising from splicing together different land value series. It is, however, partially 

justified by a significant boom in real housing prices of 37 per cent in Sydney between 1977 

and 1981.658 The ratio rose steadily throughout the 1980s, peaking in the years 1988 and 

1989 as a bubble formed in the commercial land market. The commercial land values to 

GDP ratio rose from a trough of 20 per cent in 1985 to a peak of 30 per cent in 1989. This 

commercial bubble fed into the residential market, with real housing prices rising by 56 per 

cent in Sydney, 29 per cent in Melbourne, and 47 per cent in Perth between 1987 and 

1989.659 The residential land values ratio rose from 90 per cent in 1986 to a peak of 116 per 

cent in 1988. The commercial land values ratio fell from 30 per cent to a low of 16 per cent 

by 1995, remaining at this level through to 2001. Unlike the commercial land market, both 

real housing prices and the residential land values ratio deflated only slightly, levelling off 

during the mid-1990s. 

 

Of particular interest is the colossal rise in the total land values to GDP ratio from 152 per 

cent in 1996 to a peak of 298 per cent in 2010, a doubling of the ratio. The primary driver 

has been the tremendous uplift in residential land values. While the commercial, rural and 

other land markets have also increased in terms of value, these markets are small by 

comparison. In real terms, residential land values rose from $895 billion in 1996 to a peak of 

$3.2 trillion in 2010, a relative increase of 262 per cent. By 2013, the residential land market 

                                                        
657 Data on the land market separated by residential, commercial, rural and other categories are 

only available from 1984 onwards. 
658 Sydney dominates the weighting of residential land values. 
659 Sydney and Melbourne (Stapledon index) and Perth (ABS index). 
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had fallen slightly to $3 trillion, with the commercial, rural and other land markets worth 

$351, $261 and $225 billion respectively. Interestingly, after the commercial bubble burst in 

1989, it took until 2004 for commercial land values to reach their previous level in real terms. 

In 2010, the total land market reached a peak of $4.1 trillion in real terms. As of 2013, the 

total land values ratio was 256 per cent, or $3.9 trillion. 
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same year real housing prices peaked in Melbourne. The land market in Western Australia 

boomed from 2004 to 2006, as real housing prices almost doubled. Queensland, South 

Australia, Tasmania, the Northern Territory and the Australian Capital Territory have posted 

considerable gains but remain below that of New South Wales and Victoria. In 2013, Victoria 

leads with a very unhealthy ratio of 298 per cent. 

 

The boom in residential land values in all the states and territories suggest the culprit for the 

rise in real housing prices from 1996 to 2010 is the land bubble fuelled by Ponzi finance, 

rather than the construction costs of new dwellings. Australia has not experienced a 

shortage of construction materials during its largest mining boom on record, although the 

boom could theoretically raise the cost of construction labour due to strong demand in 

Western Australia, Queensland and the Northern Territory. As the next figure demonstrates, 

the long-term trend in real construction costs is essentially flat. Construction costs, rents 

and mean household incomes remain well below comparable housing prices. If the 

residential property market is experiencing a bubble, then land prices, rather than 

construction costs, is expected to be the primary driver of housing prices.  
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bust proved to be the longest downturn in land values on record.660 The mid-1970s and 

early 1980s experienced sharp increases in land values, only to be followed by 

commensurate falls. It took the large commercial property bubble bust of the early 1990s 

for the growth rate to again turn negative. Instances of negative growth in nominal land 

values have recurred during the GFC and between 2011 and 2012. 

 

 
 

This history paints a fascinating picture of cycles in nominal land prices, for periods of 

negative growth coincide with downturns in the economy. At first glance, it would appear 

these cycles are merely correlated, were it not for the theoretical model presented in Part 2. 

Australian economic history suggests the trends in land prices are a fundamental driver of 

the economy. It is argued the depressions of the 1840s, 1890s and 1930s, the recessions of 

the mid-1970s and early 1990s, and the near recession of the GFC all have their origin in the 

bursting of land bubbles. In the post-war period, annual nominal rises in land values of 20 

per cent or more appear to be a sign that a bubble has formed in the land market, which the 

mid-1970s and late 1980s attest to. 

 
                                                        
660 It is possible the downturn in land values during the more severe 1840s and 1890s depressions 

was larger, but land value data are not available before 1910. 
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efficient range of leverage, where returns are maximised without affecting stability or 

increasing risk. This is the zone that governments, corporations and households should 

strive to occupy. The next is the warning zone, where high sector leverage may cast doubt 

on solvency and the ability to meet debt repayments. The crisis zone indicates leverage is 

too high and poses serious risks to solvency and financial stability. These categories should 

be treated with caution as there are no definitive guidelines for determining what an 

appropriate amount of leverage is. Rather, they are rules of thumb. The GFC has provided a 

convenient way to test the validity of the D/CF ratio, with a number of countries affected by 

housing bubbles transitioning into the warning and crisis zones.666 For the household sector, 

a ratio of 5 or less indicates inefficiency, stable (5 to 15), warning (15 to 25) and crisis (25 

and above).667 

 

 
 

The numerator comprises the unconsolidated debts of the household sector, and the 

denominator, cash flow, is equivalent to net revenue. This is also known as gross savings, or 

gross disposable income minus final consumption expenditure. In 1978, there were 2.3 

dollars of debt for each dollar of gross savings, gradually rising to 6 in 1997. The ratio 
                                                        
666 Ramsay and Sarlin (2014). 
667 Ramsay and Sarlin (2014: 14 - Table 5). 
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Without a sustained period of mortgage deleveraging and/or significant growth in imputed 

and actual rents, the D/CF ratios for the housing and investment stocks will likely remain 

elevated compared to pre-1999 levels and in the warning and crisis zones for the 

foreseeable future. Primary factors for this outcome include continual growth in the stock of 

mortgage debt (albeit at lower rates since the GFC), rental growth tracking inflation, and 

owner-occupied and investment property expenses that have remained constant as a 

percentage of gross rental income. The overall household sector appears to have sufficient 

cash flows to meet debt, but the total housing and investment stocks are precariously 

poised with more than twice the leverage. The ratio needs further analysis to confirm its 

validity, but it appears to be a more accurate measure of leverage than simple household 

and mortgage debt to GDP ratios. 
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Table 3.1.9.1: Housing Valuation Metrics Overview 

Real Housing Prices 

Metric Trough Peak Change 
Revert to 

Trough 

Sydney (ABS) March 1996 September 2013 97% -49% 

Sydney (Stapledon) 1996 2010 77% -44% 

Melbourne (ABS) March 1996 June 2010 206% -67% 

Melbourne (Stapledon) 1996 2010 178% -64% 

Brisbane (ABS) September 2000 March 2010 129% -56% 

Adelaide (ABS) December 1996 June 2010 142% -59% 

Perth (ABS) December 1996 March 2007 179% -64% 

Hobart (ABS) December 1998 March 2010 95% -49% 

Darwin (ABS) September 2001 June 2010 137% -58% 

Canberra (ABS) March 1997 March 2010 123% -55% 

Australia (ABS) March 1996 June 2010 131% -57% 

Australia (Stapledon) 1996 2010 123% -55% 

Private Gross Debt to GDP Ratios 

Owner-Occupier (RBA) 1990 2010 253% -72% 

Investor (RBA) 1992 2010 629% -86% 

Mortgage (RBA) 1988 2010 445% -82% 

Personal (RBA) 1994 2007 55% -35% 

Household (RBA) 1988 2010 322% -76% 

Household (BIS) 1993 2010 168% -63% 

Non-Financial (RBA) 1995 2008 56% -36% 

Non-Financial (BIS) 1997 2008 39% -28% 

Price to Rent Ratios 

Australia (Gross) Net 1997 2007 70% -41% 

Australia (Net) 1997 2007 85% -46% 

Price to Income Ratios 

Sydney 1996 2004 100% -50% 

Melbourne 1998 2011 75% -43% 

Brisbane 1998 2005 75% -43% 
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Adelaide 1998 2009 75% -43% 

Perth 1997 2008 125% -56% 

Capital Cities 1996 2005 60% -38% 

Regional Areas 1996 2007 50% -33% 

Australia (ABS Survey) 1996 2005 75% -43% 

Australia (National 

Accounts) 
1996 2010 67% -40% 

Australia (NA International) 1996 2008 67% -40% 

Kavanagh-Putland Index 

Victoria (Residential) 1995 2007 144% -59% 

Victoria (Commercial) 2000 2006 107% -52% 

Victoria (Total) 1995 2007 145% -59% 

Australia 1996 2004 102% -51% 

Total Land Values to GDP Ratios 

New South Wales 1996 2004 87% -47% 

Victoria 1996 2010 177% -64% 

Queensland 2001 2010 115% -54% 

South Australia 1998 2010 146% -59% 

Western Australia 1996 2008 92% -48% 

Tasmania 2003 2010 129% -56% 

Northern Territory 2000 2010 80% -45% 

Australian Capital Territory 1998 2011 127% -56% 

Australia (Residential) 1996 2010 108% -52% 

Australia (Commercial) 2001 2008 70% -41% 

Australia (Rural) 1995 2005 75% -43% 

Australia (Other) 2001 2009 135% -57% 

Australia (Total) 1996 2010 96% -49% 

Total Housing Stock Value to GDP 

Australia 1997 2010 64% -39% 

Debt to Cash Flow Ratios 

Investment Property 1993 2006 416% -81% 

Total Housing Stock 1997 2007 280% -74% 

Household Sector 1997 2006 153% -60% 
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somewhat between 2010 and 2013. Nevertheless, housing prices across all capital cities 

remain grossly inflated relative to rents, income, and total land values to GSP/GDP. What 

event or set of events triggers the beginning of the end of the housing bubble is not yet 

known.671 A bloodbath in the housing market, however, appears a near certainty due to the 

magnitude of falls required for housing prices to again reflect economic fundamentals. The 

largest residential land market bubble on record is truly incomparable and dwarfs earlier 

speculative episodes in the commercial land market. 

 

  

                                                        
671 The trigger that bursts a land market bubble has typically been the unexpected insolvency of a 

large bank or non-bank lender, or a sudden crash in commodity prices (Anderson 2008). 
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Alternatively, foreign creditors may demand a higher rate of interest in response to a 

perception of increasing risk. In 2011, banks issued 60 per cent of their total bonds offshore, 

while in gross terms in 2012, financial corporations had over $150 billion worth of domestic 

bonds and around $325 billion in offshore bonds on issue.694 Foreign ownership of 

government bonds comprises the vast majority, at around 70 per cent of the total in 

2012.695 In early 2014, approximately $475 billion of domestic non-government bonds were 

on issue, while the federal and state governments had around $300 billion and $200 billion 

worth of domestic bonds on issue, respectively. Domestic financial bonds and asset-backed 

securities on issue totaled around $150 billion and $100 billion, while financial corporation 

off-shore bonds on issue totaled $350 billion.696 

 

The 1890s and 1930s depressions were associated with very high net foreign liabilities and 

abrupt capital outflows in the midst of the economic downturns. The cumulative current 

account deficit to GDP ratio can be used as a proxy for the extent of net foreign liabilities. 

The ratio increased sharply in the lead up to each depression, peaking at 174 per cent and 

117 per cent during the 1890s and 1930s respectively, before quickly falling away.697 The 

lessons from history suggest international investors will likely flee with their capital during a 

large downturn caused by the bursting residential land bubble. Smaller net foreign liabilities 

in the modern era will lessen the impact of capital outflows compared to earlier depressions, 

along with government interventions that were not previously possible to help stabilise the 

financial system. 

 

It is rarely mentioned the non-banking financial sector has also run up a large stock of debt. 

As of 2011, this was 91 per cent of GDP and comparable to the household sector debt 

                                                        
694 IMF (2012: 13). 
695 Debelle (2013: Graph 2). 
696 RBA Chart Pack: Bond Issuance - Bonds on Issue in Australia, Non-government Bonds on Issue in 

Australia, Non-government Bonds on Issue Off-shore. Financial corporation off-shore bond issuance 

has sharply risen by around $250 billion in 10 years. 
697 Belkar et al. (2007: 1, 5-8). 
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Investment Measures (Ratio/ Percentage) 

Measure Sector Major Banks 

Financial sector P/E ratio4 14.9 - 

Price to book ratio5 - ~2.0-2.5 

Dividend yield6 ~6-7% - 

Return on assets (after tax) 0.8% 0.9% 

Total shareholder equity 

(millions) 
218,322 179,784 

Shareholder equity to deposit 

ratio 
10% 10.4% 

Net Return on equity (ROE) 13.5% 
ANZ (15.3%), CBA (18.4%), NAB 

(14.5%), WBC (16%)7 

Expected ROE on mortgage 

loan book 
15.6%8 

ANZ (36.5%) CBA (41.1%) NAB 

(31.3%) WBC (43.1%) 

Expenses ($Millions) 

Category Sector Major Banks 

Operating expenses 46,075 33,258 

Personnel expenses 24,048 18,804 

Interest expense on deposits 76,867 58,639 

Interest expense on borrowings 34,240 22,462 

Interest expense on other 

liabilities 
11,893 9,492 

Financial Stability Measures (Ratio/ Percentage) 

Measure Sector Major Banks 

Credit to GDP gap9 
~ >6% (2001 - 2008) 

~ -40% (2009-10 to 2011-12) 
- 

Credit spread rise since GFC 

(bps)10 
- ~150bps 

Loan loss provisions11 - 0.19% 

Debt service ratio 

(households)12 
~19-20 - 

Leverage - all assets13 26.5x14 ANZ (30.3x) CBA (30.3x) NAB 
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(29.4x) WBC (31.3x)15 

Leverage - Residential 

mortgages 
31.3x16 

ANZ (71.4x) CBA (76.9x) NAB 

(52.6x) WBC (83.3x) 

Capital Adequacy (Ratio/Percentage) 

Measure Sector Major Banks 

Capital ratio17 11.8% 

11.4% 

ANZ (11.4%) CBA (11.2%) NAB 

(11.3%) WBC (11.8%)18 

Tier 1 capital ratio 10.4% 

10%19 

ANZ (9.5%) CBA (10.2%) NAB 

(9.9%) WBC (10.5%)20 

Tier 1 capital ratio (common 

equity)21 
8.7% 

8.1% 

ANZ (8%) CBA (8.2%) NAB (8%) 

WBC (8.4%)22 

Tier 2 capital ratio 1.4% 

1.4% 

ANZ (1.9%) CBA (1%) NAB 

(1.5%) WBC (1.3%)23 

General reserve for credit 

losses (% of assets) 
0.2% 0.1% 

Average risk-weight - all assets 50%24 
ANZ (41.7%) CBA (41.3%) NAB 

(42.9%) WBC (39.8%)25 

Average risk-weight - 

residential mortgages 
40%26 

ANZ (17.7%) CBA (15.7%) NAB 

(23.1%) WBC (14.9%)27 

Average capital charge - all 

assets28 
- 

ANZ (3.3%) CBA (3.3%), NAB 

(3.4%) WBC (3.2%) 

Average capital charge - 

residential mortgages29 
3.2%30 

ANZ (1.4%) CBA (1.3%) NAB 

(1.9%) WBC (1.2%)31 

Risk-Weighted Assets 

Bank 
Asset Type / 

RW Category 

Credit Risk Total 

(EAD) ($m)32 
RWA Total ($m) 

Avg. Risk 

Weight 

Avg. Capital 

Charge 

ANZ 
All assets 816,49433 340,784 41.7% 3.3%34 

Res. mortgages 267,421 (IRB) + 46,249 (IRB) + 17.7% 1.4% 
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Table Notes 

 
1 Robertson and Rush (2013: Graph 14). Other domestic banks have a NIM of around 1.5 - 

1.75 per cent. 

 
2 Around $270 billion in assets for the entire sector as at March 2012 (Heath and Manning 

2012: 45 - Table 1). This figure represented approximately 10 per cent of total assets under 

management. Cash, bullion and government securities are considered liquid assets. 

 
3 RBA (2012a: 35 - Table A2) notes a loan to deposit ratio of 135 per cent as of June 2012. 

4,923 (Standard) 

= 272,344 

1,831 (Standard) 

= 48,080 

CBA 

All assets 796,056 329,158 41.3% 3.3% 

Res. mortgages 

435,635 (IRB) + 

5,238 (Standard) 

= 440,873 

66,741 (IRB) + 

2,432 (Standard) 

= 69,173 

15.7% 1.3% 

NAB 

All assets 853,675 366,189 42.9% 3.4% 

Res. mortgages 

293,978 (IRB) + 

35,544 (Standard) 

= 329,522 

59,727 (IRB) + 

16,529 (Standard) 

= 76,256 

23.1% 1.9% 

WBC 

All assets 770,611 307,085 39.8% 3.2% 

Res. mortgages 410,00135 

59,450M (IRB) + 

1,805 (Standard) 

= 61,255 

14.9% 1.2% 

Funding Source (Ratio/ Percentage)36 

Measure Sector Major Banks 

Wholesale funding ratio 34% - 

Customer deposit funding 

ratio 
49% - 

Foreign funding ratio (% 

total liabilities) 
24% - 
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economic presence after two decades of strong growth from fuelling the largest land market 

bubble on record. Big Four profits have naturally risen in tandem with accelerated credit 

growth accompanying land market speculation, demonstrated by housing loans comprising 

around 63 per cent of gross loans and advances for the Big Four in 2013. 

 

Table 3.2.3.1: Big Four Gross Profit Before Tax ($m) and Ratio to GDP 1986 - 2013722 

 

                                                        
722 Fear et al. (2010: 5 - Table 1) data used for 1986 to 2009. ANZ (2013b: 1, 5); CBA (2013b: 6); NAB 

(2013b: 3); WBC (2013b: iii) for 2013; full year statutory (audited) net profit figures. KPMG (2013: 3) 

for 2013 gross total figure. Statutory figures do not exclude one-off costs like the cash profit method 

preferred by banks for reporting purposes. 

Major 

Bank 
1986 1989 1999 2006 2009 

2013 

Gross Net 

ANZ 357 773 2,162 5,214 4,380 - 6,272 

CBA 396 813 2,498 5,704 5,975 - 7,677 

NAB 484 1,110 4,141 7,275 6,962 - 5,452 

WBC 540 926 2,026 4,547 6,096 - 6,816 

Total ($m) 1,777 3,622 10,827 22,740 23,413 37,800 26,217 

Per cent of 

GDP 
0.7% 1.0% 1.8% 2.3% 1.9% 2.5% 1.7% 
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and a higher level of impairments, but adoption of this strategy is understandable when 

long-term patterns of easy credit growth are considered.728 Equity to deposit ratios are 

quite low at around 10 per cent, with total average shareholder equity only 5.7 and 6 per 

cent of total sector assets for the sector and the Big Four, respectively.729 All else being 

equal, a higher shareholder equity ratio reduces risk and raises the market perception of 

safety because shareholders do not have a specific claim on banking assets, but rather have 

only an expectation of dividends and capital growth.730 

 

Banks often claim a higher shareholder equity ratio is expensive due to the greater returns 

demanded by shareholders, resulting in higher net interest margins and corresponding 

lower levels of lending. This relationship is not clear, however, as greater equity buffers and 

perceived prudence can help to lower bank borrowing costs, reducing the required ROE; 

also, there is no clear relationship between larger equity cushions and lower rates of bank 

lending.731 The size of the Big Four means they can borrow at a discount to smaller 

institutions, invalidating their complaint because their funding costs have already been 

lowered, counter-balancing the possible impact of increased equity requirements. Research 

shows increased equity funding lowers risk premia, which in turn, lowers the rate of return 

needed in light of advantageous funding costs associated with a higher perceived level of 

safety.732 Australians should not be underwriting measures that perpetuate unrealistic 

returns for major bank shareholders when a cultural shift is required regarding returns that 

are possible in a new, low credit growth phase.733 

                                                        
728 Mott (2013). A ROE of approximately 10 per cent for financial stocks appears to be closer to the 

long-term international trend. 
729 APRA (2013c). 
730 APRA (2012a: 37-38, 50). 
731 APRA (2012a: 50). 
732 Yang and Tsatsaronis (2012: 45-46, 57). 
733 Unrealistic shareholder expectations are another symptom of manic investment observed in 

earlier depression periods. BIS (2010: 4) note the average global bank ROE between 1993 and 2007 

was an exceptional 15 per cent, but similar to Mott (2013), finds the long-term ratio is closer to 10 

per cent. 
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From the mid-1990s to the GFC, credit growth rapidly outpaced that of nominal GDP, 

leading to an exponential rise in debt as residential property speculation soared. From 2001 

to 2008, the credit to GDP gap breached the critical 6 per cent barrier that is highly 

correlated with future financial instability. Systemic risk is rising due to greater leverage and 

the unproductive use of capital outpacing suitable investment opportunities. Around the 

GFC, the exponential trend in household and non-financial business sector credit growth 

came to an end, explaining the faltering rate of annual credit growth since that time.734 

Rapid credit growth and rising bank profits fuelled by asset speculation are key ingredients 

producing the complacent financier attittude towards borrower risk. Decelerating credit 

growth threatens lofty profitability and ROE ratios mistaken as industry norms, providing 

motivation for more aggressive lending. 

 

Credit risk is a primary issue for ADIs because exposures account for approximately 85 per 

cent of total RWAs. Credit risk for the Big Four has declined from 37 to 35 percent between 

2013 and 2014 (51 per cent for other ADIs), indicating lower risk weights are being applied. 

Banks have likely assessed that a conservative borrower risk appetite, prudent lending 

standards, firm asset prices, falling rate of non-performing assets, and a resilient labour 

market is symptomatic of a lower risk operational environment. This has contributed to 

total provisions falling from 1 to 0.9 per cent of all loans, although specific provisions remain 

slightly elevated relative to their longer term rate.735 In 2013, only 0.1 per cent in specific 

provisions were earmarked by the Big Four for credit loss purposes in the mortgage 

portfolio. These provisions appear inadequate for a highly overvalued mortgage portfolio, 

particularly when non-housing loan general provisions are around 2.5 per cent of total 

loans.736 If banks were truly judicious in their lending behaviour they would cease high-

                                                        
734 BIS (2012:27); Drehmann et al. (2011: iii); Remolona (2011: Figure 2). 
735 APRA (2013d: 8, 20, 22). Average credit risk weight = on-balance sheet credit RWAs / on-balance 

sheet credit exposures. Specific and general provisions/reserves are required under APRA regulatory 

credit quality guidelines. 
736 APRA (2013d: 23 - Figure 9). Housing loans provisions were also less than one fifth of one per 

cent of total assets in 2011 (BIS: 2012 - 79). 
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Until the GFC, RWA growth was brisk off the back of housing loans, before moderating 

between 2008 and 2010 and then staging a recovery from 2011 onwards. A steep rate of 

RWA growth increases systemic risk because housing loans and advances dominate lending 

aggregates, and very low risk-weights are applied to mortgages on the ADI loan book. The 

bursting of the asset bubble may precipitate extreme bank stress and failures as the value of 

collateral (residential property) plummets and defaults spike following a deterioration in the 

labour market. The world-beating concentration of property assets on Australian bank 

balance sheets and the slender loss-absorbing capital buffer and general credit loss 

provisions almost guarantee a catastrophe.751 

 

If risk-weighted assets comprise around half of total asset value, then a Basel target capital 

ratio of 8 per cent indicates losses representing 4 per cent of assets would wipe out the core 

equity buffer of the Big Four. This risk is evident in the leveraging of all banking sector 

financial assets (26.5x) and those held by the Big Four (around 30x). Risk is most acute in the 

residential property portfolio where the non-major banks are leveraged at around 31x, but 

                                                        
751 A significant proportion of RWAs relative to total assets necessarily increases risk because the 

absolute size of credit risk capital is far lower than the reported 8 per cent minimum. Logically, lower 

(less conservative) risk-weights beget a smaller capital buffer to withstand losses. 
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the Big Four are leveraged approximately 53x to 83x. Consequently, the capital charge for 

losses in the residential mortgage loan book is less than 2 per cent, indicating insufficient 

reserves are being put aside for grossly overvalued residential property.752 

 

 
 

It is hard to reconcile such miniscule capital allocations with conservative banking standards 

supposedly set and enforced by regulators. Insisting on higher capital ratios and perhaps a 

100 per cent risk weighting for all high-risk real estate loans would constitute measures of 

true diligence. The ability of the Big Four to earn an estimated 30 to 40 per cent ROE on the 

mortgage loan book is a warning sign the banking system is primed for catastrophic failure. 

APS standard 113 is allowing banks to game the system and manipulate opaque internal 

formulas to predetermine wafer-thin capital buffers, hastening the calls for urgent reform to 

address multiple regulatory failures.753 

 

Since the GFC and despite rising funding costs, the high-risk nature of the Australian banking 

sector has not compressed the net interest margins (NIMs) of either the major or regional 

                                                        
752 APRA (2013c); Joye (2013a; 2013b). 
753 The APS standard 113 is explained in the next section. 
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In the small sample of ten banking crises, the BIS found minor increases in capital and 

liquidity ratios had a significant impact in reducing the likelihood of future crises. Although 

the benefits of raising capital and liquidity ratios are incremental and have diminishing 

returns, the likelihood of a systemic banking crisis is reduced to less than 1 per cent 

(statistically a 1 in 100 year event) by increasing core equity capital ratios to approximately 

11 per cent in isolation, or increasing the core equity ratio to 10 per cent, while raising the 

level of liquid assets by approximately 12.5 per cent (net stable funding ratio = 1). Clearly, 

various other combinations are possible to achieve the level of financial stability that is 

deemed appropriate, given the trade-off of reduced bank lending. 
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method potentially allows for a 10 per cent variation to the downside to reduce the actual 

capital charge retained by insurers.788 

 

Domestic insurers share many similarities with US companies (like AIG) prior to their 

collapse, insofar as a concentrated number of insurance firms held woefully inadequate 

capital to weather a significant downturn. Like the banks, prominent insurers such as 

Genworth and QBE also face pronounced hazards due to sharing similar high-risk profiles. 

Insured loans are likely to pose the greatest risk in the mortgage book, aggravating LMI 

capital losses in the future even though Genworth and QBE report MCRs that are around 

150 per cent of the minimum regulatory requirement for LMI business.789 Based on this 

assessment, it is highly improbable the mortgage insurers will offer the financial system any 

additional stability during a future banking crisis because their capital base is simply too 

small to make a difference; they will quickly be rendered insolvent during a sizeable real 

estate correction. It is evident banks are transferring risks to insurers they should instead be 

carrying, revealing yet another aspect of financial instability. Indirectly, LMI is a form of 

moral hazard, but this time solely between private actors. 

 

The ultimate cost of protecting banks against mortgage defaults (the insurance premium) is 

passed onto borrowers if they have LVRs in excess of 80 per cent, and around a quarter of 

all Australian mortgage loans have LMI. Noticeably, the LMI insurance division is performing 

poorly compared to general insurance. ROE fell to 8 per cent in the first half of 2013 and the 

loss ratio has averaged almost 40 per cent since 2008, compared to around 25 per cent 

between 2003 and 2007. Claims are elevated for loans originating between 2007 and 2008, 

the self-employed, and loans for Queensland coastal properties. The high concentration of 

LMI liabilities, weak profitability and above-average claims during a housing correction all 

foreshadow severe future stress and insolvency. APRA ring-fences LMI providers by forcing 

                                                        
788 APRA (2011a: 9). 
789 APRA (2013i). 
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deposit and home loan share of the largest four banks demonstrate a similar pattern. 

Between 1970 and 2013, asset share increased by 10 per cent (68 to 78 per cent), deposit 

share rose by 11 per cent (68 to 79 per cent), and the home loan share increased by 7 per 

cent (77 to 84 per cent). 

 

Table 3.2.5.1: Share of Largest Four Banks 1890 - 2013804 

 

The IMF provides a risk-assessment matrix of the Australian banking system that concisely 

summarises the major factors contributing to systemic risk at present. In light of the data 

already considered, however, the IMF probability and impact assessment of future adverse 

events upon the Australian banking sector is optimistic. Regardless, several risk factors are 

worth considering in detail. 

 

  

                                                        
804 APRA (2013c); Senate (2011: 42 - Table 4.1). APRA June 2013 figures. 
805 Assumes all owner-occupier housing loans were made by savings banks and this accounted for all 

their loans. 
806 Includes Bankwest and St. George as part of the CBA and WBC, respectively. 

Year Assets Deposits Home Loans 

1890 34 - - 

1913 38 - - 

1950 63 64 - 

1970 68 68 77805 

1990 66 65 65 

Oct. 2008 (pre-mergers) 65 65 74 

Oct. 2008 (post-mergers)806 73 75 86 

February 2011 77 78 87 

June 2013 78 79 84 
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In Q4 2013, household debt serving costs rose to 148 per cent of household disposable 

income, largely due to rising mortgage debt alongside steep housing price inflation running 

at around 9 per cent per annum; well above the general rate of inflation. The median 

housing price to income ratio is around 4.5 and is 20 per cent higher than the 30 year 
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average.811 In 2013, Demographia estimates the median multiple at 5.5 nationally and 8.0 in 

Auckland, with all eight major housing markets falling into the seriously unaffordable and 

severely unaffordable categories.812 Despite near record low central bank interest rates (2.5 

per cent in Q4 2013), current debt servicing costs are similar to the mid to late-1990s when 

interest rates were about 10 per cent. New Zealand may be primed for a major real estate 

bust that could cause financial instability due to reliance on wholesale markets for funding 

and rolling over debt, a high concentration of banking and housing assets in the hands of the 

Big Four, the likelihood of significant housing price deflation (25 per cent overvalued 

according to the IMF), a chronic CAD (negative 5 per cent averaged over 30 years), a low 

household savings rate (negative for much of the 2000s and currently zero), a 90 per cent 

share of non-financial assets in household gross assets (primarily housing), high net external 

liabilities (72 per cent of GDP at the end of 2012), a loan to deposit ratio in excess of 140 per 

cent (February 2013) and weak capital ratios that show rapid deterioration under severe 

bank stress testing scenarios.813 

 

 
                                                        
811 RBNZ (2013b: 3, 5-8). 
812 Cox and Pavletich (2014: 13, 18). 
813 IMF (2013a: 5, 12, 29, 31, 35-37). Fortunately, the New Zealand government has a low level of 

debt in order to deal with future crises. 
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In nominal terms, commercial property prices almost doubled between 2002 and the GFC 

before experiencing a 25 per cent correction. Prices have since risen and still remain around 

60 per cent higher than in 2003. A further correction in commercial property prices is 

probable as vacancy rates have risen sharply since the GFC, increasing from 4.2 per cent in 

2008 to an estimated 8.7 per cent in 2011 and nearly 11 per cent in 2013 (above post-GFC 

highs). Lacklustre activity is attributable to white collar job losses, stagnating economic 

growth and falling business/consumer confidence. These factors have not deterred foreign 

investment in the commercial property market which represents around 30 per cent of the 

total.816 

 

  

                                                        
816 Carey (2013); Ellis and Naughtin (2010: 28 - Table 2); PCA (2013); RBA (2013c: 14 - Graph 1.16). 
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Commercial real estate is prone to cyclical downturns via the sudden loss of rental income 

when tenants exit, with data demonstrating owners tend to default in greater numbers, 

particularly when the appraised property value falls below that of the loan and the owner is 

in negative equity. Short-term, syndicated finance is different to the long-term amortisation 

loans in the residential sector: it has a greater refinancing risk that can lead to cascading 

defaults during an economic downturn. Covenants are stricter such that gearing ratios must 

be maintained over the course of the loan, with softening rents leading to price re-

appraisals that can easily trigger markdowns and a requirement of extra capital to reduce 

the divergence from the accepted LVR.820 

                                                        
820 Ellis and Naughtin (2010: 27, 28 - Table 2, 29-30); RBA (2013c: 20, 40). 
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3.2.7 Cumulative Current Account Deficits 

 

Australia has consistently run a current account deficit (CAD) since the 1960s, with 

investment and consumption exceeding domestic savings over the long-term. This spending 

is facilitated through borrowings and the sale of assets. Simply put, a CAD is generated when 

the total value of imported goods, services and transfers are greater than those that are 

exported, making Australia a net debtor to the rest of the world. A CAD logically implies an 

increased level of indebtedness by the private or public sector, represented as the sum of 

government fiscal deficits and excess private spending.847 The emergence of a trade surplus 

on the back of the mining boom has contributed to GDP growth, but economic expansion 

has generally relied on a high level of investment and consumption by the private sector 

(primarily households) outpacing savings. 

 

 
 

  

                                                        
847 Pitchford (1989: 2). 
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even further to -3.6 per cent when extra principal payments are excluded. During the GFC, 

this other ratio fell to around -15 per cent. Highly indebted households do not appear to 

have any real savings for discretionary spending to boost economic activity, nor to weather 

a severe economic downturn, thus increasing the future probability of credit defaults. In 

short, Australians have been living a credit-fuelled lifestyle well beyond their means, 

indicating slowing income growth and rising unemployment are portents of future financial 

instability.856 

 

 
 

In 2012, outstanding Australian corporation bond issuance totalled $825 billion; two-thirds 

of the market capitalisation of ASX-listed equities or 62 per cent of GDP.857 Before the 1980s, 

government-owned corporations dominated bond issuance, but following deregulation, the 

private sector banks became the primary issuers, partially in response to maturing financial 

markets. Non-residents hold the majority of corporate and government bonds. The trend of 

increasing private corporate bond issuance, sold predominantly to foreigners, accelerated 

during the GFC as the banks used the federal government guarantee between October 2008 

                                                        
856 Spicer (2013). 
857 Black et al. (2012: 1, 28). 
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and March 2010 to their advantage. The Big Four account for approximately 60 per cent of 

total issuance since 2007, while non-financial corporations have found it more difficult to 

issue since the GFC.858 

 

 
 

                                                        
858 Black et al. (2012: 11). A significant proportion of private Australian corporation bond issuance is 

asset-backed. 
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In the 1980s, banks issued around half of all bonds, rising to three quarters in recent years, 

with the total stock of financial bonds increasing from 5 to 40 per cent of GDP. The offshore 

bond market has exceeded the onshore market since 1986. At the end of 2011, offshore 

bond issuance constituted 34 per cent of GDP, while onshore bond issuance was 22 per cent 
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Table 3.2.9.1: APRA Bank Stress Test Parameters - 2006, 2010 and 2012911 

 

                                                        
911 APRA (2010: 8-9); IMF (2012: 38-39). Blank cells for 2012 indicate APRA has not yet released 

these details. 
912 Year zero values are GDP growth (2.5 per cent), unemployment (5.25 per cent), inflation (3.5 per 

cent), cash rate (4.75 per cent) and total credit growth (3 per cent). Peak to trough percentage fall 

for 2012 housing prices. 
913 Actually in year four. 

Key Parameter (%) Stress Test Year 1 Stress Test Year 2 Stress Test Year 3 

2006 Bank Stress Test 2006 2007 2008 

Real GDP growth -1.0% 2.0% 4.0% 

House price growth -30% 0.0% 2.5% 

Equity price growth -27% 8.0% 10.0% 

Consumption growth -2.5% 0.0% 2.25% 

Unemployment rate 7.0% 9.0% 8.75% 

2010 Bank Stress Test 2009-10 2010-11 2011-12 

Real GDP growth -3.0% 2.1% 3.5% 

House price growth -11.8% -12.1% -1.7% 

Commercial office property 

growth 
-21.5% -9.4% 1.5% 

Unemployment rate 9.8% 10.8% 10.7% 

2012 Bank Stress Test912 2012 2013 2014 

Real GDP growth -4.96% 0.0% 1.36% 

House price growth - - -35% 

Commercial office property 

growth 
- - -40% 

Equity price growth -47% - - 

Unemployment rate - - 12% 

Inflation - - 0.5%913 

Cash rate 1% - - 

Credit growth - -2.5% - 

Commodity prices -50%  - - 











































 

 521 

 

Regrettably, what should be done, and what will be done, are two entirely different matters. 

Both political parties tolerate the TBTF status of the Big Four, financier hubris and white 

collar crime. The system is almost guaranteed to fail and require extraordinary government 

intervention under misguided neoliberal ideology continually reinforced by FIRE sector and 

government economists. The probability of future crises is increased when government 

officials and regulators fail to use their substantial powers to investigate and prosecute 

wrongdoing, nor implement the necessary prudential changes to ensure financial stability. 

In recent years, regulators have instead preferred to use harsh words and levy fines that are 

a fraction of the profits generated by illegal financial sector activities. The FIRE sector has 

thoroughly debauched the political sphere, meaning widespread allegations of subprime 

mortgage lending fraud and other types of predatory lending are summarily dismissed. Once 

the plutonomy agenda is set in motion and regulatory and political capture is complete, 

appropriate punishment for financial crimes is nearly impossible. If the parliament truly 

represented the interests of citizens, civil and criminal prosecutions would occur alongside 

financial sector assets sales, partial or full nationalisation of banks, debt restructuring or 

jubilees under appropriate terms benefitting the public, and the use of expansive sovereign 

powers to limit economic damage. 
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The mining boom helped offset the falls in economic output and employment associated 

with the 1890s depression and banking crisis to a degree, but the deflationary impact of the 

collapsing land market bubble proved a greater force. Unlike the earlier boom, wage 

inflation was muted and industrial disputes were common, while the exchange rate barely 

moved. The mining boom improved the current account balance that was significantly in 

deficit (-13 per cent of GDP) following the bursting of the bubble. The deficit was gradually 

reduced throughout the 1890s, eventually producing a surplus in the early 1900s as the 

broader economy began to recover.960 As with the previous boom, labour migrated to 

mining regions in search of employment. The population of Western Australia increased 

fourfold during the 1890s, from 48,000 to 180,000. Similarly, between 1888 and 1891, the 

population of Broken Hill increased over threefold from 6,000 to nearly 20,000. Exports of 

wool and grain were overtaken by metals. Rising costs and falling profits on increasingly 

marginal mining investments eventually ended the boom. 

 

  

                                                        
960 Battellino (2010: 65). 
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3.3.2 Key Mining Sector Statistics 

 

Table 3.3.2.1: Key Mining Sector Statistics 

Distribution of Mining Revenue1 

 1999/00 2003/04 2008/09 2010/11 

Revenue ($b) 43 63 177 195 

Labour costs 5 8 18 21 

Intermediate input costs 18 28 70 82 

- Goods and materials 6 9 23 - 

- Services 13 20 47 - 

Gross operating surplus 19 27 89 92 

- Royalties 3 4 11 11 

- Company income tax 1 3 13 - 

- Other 15 20 65 - 

Investment 10 15 52 58 

Revenue (% GDP) 6.5 7.3 14.1 14.2 

Labour costs 0.8 0.9 1.4 1.6 

Intermediate input costs 2.8 3.3 5.6 5.9 

- Goods and materials 0.8 1.0 1.8 - 

- Services 1.9 2.3 3.8 - 

Gross operating surplus 2.9 3.1 7.1 6.7 

- Royalties 0.4 0.5 0.9 0.8 

- Company income tax 0.2 0.3 1.1 - 

- Other 2.2 2.3 5.2 - 

Investment 1.4 1.7 4.2 4.2 

Effective Corporate Tax Rate and EAITDA2 

Rate 1999-00 2008-09 

Effective corporate rate (%) - 13.9 

Gross operating surplus (% 

GDP after royalties and tax) 
2.2 5.2 

Commodity Share of Revenue, Investment and Employment3 

Share of Total (%) 
Revenue Investment Employment 

1999-00 2009-10 1999-00 2009-10 1999-00 2009-10 
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Other ores 4 1 2 8 6 7 

Coal 5 5 1 7 8 14 

Crude oil 9 -1 4 9 4 5 

LNG 4 11 5 7 2 4 

Processed metals 4 -1 1 6 11 9 

Total Resources 5 4 2 8 35 57 

Australian Resource Reserves and Share of Global Production7 

Resource 
Share of Global 

Reserves in 2009 (%) 

Remaining Years 

(2009 Production 

Rate) 

Share of Global Production (%) 

2000 2009 

Coal 7 98 7 6 

Iron ore 17 71 18 25 

Bauxite 23 95 39 34 

Copper 13 94 6 6 

Gold 16 33 11 9 

Oil 0.3 21 1 1 

Gas 2 61 1 2 

Australian Share of Global Traded Commodity Market8 

Resource Share of Commodity Market (%, 2013) 

Coking coal ~50 

Thermal coal ~20 

Iron ore ~45 

LNG ~10 

State and Territory Resource Endownments9 

State/Territory 
Mining Share of State 

Output (%, 2009) 
Main Resource Deposits 

Western Australia 27 

Iron ore, bauxite (aluminium ore), nickel, gold, 

silver, copper, lead, zinc, diamonds, mineral 

sands, oil and natural gas. 

Northern Territory 21 
Bauxite, gold, silver, lead, uranium, zinc and 

natural gas. 

Queensland 10 
Black coal, bauxite, gold, silver, copper, nickel, 

lead, zinc and coal seam gas. 
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South Australia 4 Uranium, gold, silver, copper and iron ore. 

New South Wales 3 
Black coal, gold, silver, copper, lead, mineral 

sands and zinc. 

Victoria 2 
Brown coal, gold, mineral sands, oil and natural 

gas. 

Tasmania 2 Gold, silver, lead, tin and zinc. 

Federal Government Fossil Fuel Subsidies10 

Subsidy ($m) 2012-13 2013-14 2014-15 2015-16 2016-17 

Fuel tax credits scheme (total) 5,519 5,871 5,906 6,270 6,360 

Statutory effective life caps (accelerated 

depreciation) 
1,555 1,720 1,795 1,780 1,705 

Concessional rate of excise levied on 

aviation gasoline and turbine fuel 
970 1,010 1,280 1,340 1,400 

Fringe Benefits Tax (FBT) - application of 

statutory formula to value car benefits 
970 810 790 870 950 

Energy Security Fund - payments and free 

permits to the most carbon intense power 

stations 

876 897 922 1,026 1,068 

Exploration and prospecting deduction 550 - - - - 

Carbon price mechanism thresholds for 

obligations 
100 120 - - - 

FBT - exemption for employee taxi travel 

to or from their place of work* 
5 5 5 5 5 

Exemption for employer-provided motor 

vehicle parking* 
55 55 55 55 55 

GST - tourism; domestic air or sea travel* 55 55 55 55 55 

Petroleum Resource Rent Tax (PRRT) - 

expenditure uplift rate* 
55 55 55 55 55 

PRRT - gas transfer price regulations* 55 55 55 55 55 

PRRT - starting base and uplift rate for 

capital assets* 
55 55 55 55 55 

PRRT - increased deduction for petroleum 

exploration expenditure in designated 
5 5 5 5 5 
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frontier areas* 

Shipping - investment incentives 55 55 55 55 55 

Carbon Price Mechanism uncovered 

sectors - decommissioned mines 
10 20 - - - 

FBT - discounted valuation for cap parking 

fringe benefits 
19 21 24 26 28 

Alternatives to the logbook method for 

substantiating car expenses* 
5 5 5 5 5 

FBT - exemption for minor private use of 

company vehicle* 
5 5 5 5 5 

FBT - exemption for transport for oil rig 

and remote area employees in certain 

circumstances* 

5 5 5 5 5 

Capital expenditure deduction for mining, 

quarrying and petroleum operations 
2 2 2 2 - 

Annual Expenditure ($m) 10,926 10,826 11,074 11,669 11,866 

Share Price, Foreign Ownership and Profits11 

Resource stock price rise (%) 170 (2004 - 2011) 

Foreign ownership (%) 83 (2011) 

Pre-tax profits ($b) 84 (2011-12) 

Profit margin (%)12 35 (2009-10) 

Terms-of-Trade13 

Increase (%) 
82 (2003/04 to peak, Sept. 2011), 65 (2000s ToT 

above 20th century average) 

Decrease (%) -17 (Sept 2011 - March Qtr 2013) 

RBA Commodity Index rise (%, SDR basis) >200 (2005 - 2013) 

Mineral commodity price rise (%) 400 (2000s), 300 ($US 2003 - 2011) 

ToT rise attributable to individual commodities 

(%) 
Ores (40), Coal (24) 

GDP increase accruing to ToT (%, above 100 

year average)14 
13 (2011) 

Resource extraction contribution to GVA (%) 11.5 (2012) 

Resource-related contribution to GVA (%) 6.5 (2012) 
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Commodity exports as proportion of total (%) 73 (20th century average) 

Commodity Exports 

Quarterly value of exports (2010-11) $50 billion (mining), $30 billion (other) 

Bulk commodity exports (mt per quarter) - 

- Iron ore 40 (2003), 130 (2013) 

- Coal 50 (2003), 90 (2013) 

Bulk commodity exports (mt per calendar year) - 

- Iron ore 200 (2003), 500 (2013) 

- Coal 200 (2003), 300 (3013) 

Commodity Price Volatility15 

Commodity Measure Pre-GFC Peak GFC Trough 
Post-GFC 

Peak 

Current 

(2012) 

Copper US$/t 8,985 2,770 10,148 7,561 

Aluminum US$/t 3,292 1,254 2,772 1,870 

Zinc US$/t 4,620 1,042 2,635 1,831 

Nickel US$/t 54,200 8,810 29,030 16,240 

Uranium US$/lb 136 42 73 49 

Inflation Impacts of Mining Boom16 

CPI (%) 2.5 (1990s), 2.75 (2005 onwards) 

Non-tradeable to tradeable inflation ratio 1.1 (early 2000s), 1.4 (2012) 

Exchange rate (%)17 25 (2011) 

Capital Expenditure 2003 - 2013 

Capex Category June 2003 (% GDP) June 2013 (% GDP) 

Mining 1.2 6.1 

Non-mining 5.8 4.2 

- Manufacturing 1.4 0.6 

- Other 4.5 3.7 

Total 7.1 10.4 

Capex Category June 2003 ($m) June 2013 ($m) 

Mining 2,475 23,733 

Non-mining 11,967 16,385 

- Manufacturing 2,812 2,287 
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- Other 9,155 14,098 

Total 14,442 40,118 

Capex Category June 2003 (% Total) June 2013 (% Total) 

Mining 17.1 59.2 

Non-mining 82.9 40.8 

- Manufacturing 19.5 5.7 

- Other 63.4 35.1 

Total 100 100 

Resource Economy Employment and Gross Value Added (2011-12)18 

Resource Extraction Industry Employment Share (%) Estimated GVA Share (%) 

Coal mining - 2.5 

Oil and gas extraction - 2.5 

Iron-ore mining - 2.5 

Non-ferrous metal ore mining - 1.5 

Exploration and other mining 

support services 
- 0.75 

Non-metallic mineral mining 

and quarrying 
- 0 

Basic non-ferrous metal 

manufacturing 
- 0.75 

Iron and steel manufacturing - 0.50 

Petroleum and coal product 

manufacturing 
- 0.50 

Resource Extraction Total 3.25 11.5 

Resource-Related Industries Employment Share (%) Estimated GVA Share (%) 

Business services 1.75 2.25 

Construction 1.50 1.25 

Manufacturing 1.25 1.00 

Transport, postal and 

warehousing 
0.75 0.75 

Household services 0.50 0.25 

Wholesale trade 0.25 0.50 

Retail trade 0.25 0 
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Table Notes 

 
1 Connolly and Orsmond (2011: 31 - Table 6). 

 
2 Connolly and Orsmond (2011: 38); Richardson and Denniss (2011: 3, 24). EAIDTA refers to 

earnings after interest, tax, depreciation and amortisation. This tax rate is far below other 

sectors such as wholesale trade (>30 per cent), FIRE sector (~25 per cent) and retail trade 

(~17 per cent). 

 
3 Connolly and Orsmond (2011: 10 - Table 4). 

 
4 Arsov et al. (2013: 57 - Table 1). Estimated funding of the $284 billion mining investment 

boom between 2003 and 2013. Numbers may not add up due to rounding. 

 
5 Richardson and Denniss (2011: 8 - Figure 3). Sample size (n) = 1,370. 

 
6 Atkin and Connolly (2013: 6 - Table 2). 

 
7 Connolly and Orsmond (2011: 10 - Table 1). 

 
8 Atkin and Connolly (2013: 6 - Graph 11). 

 
9 Connolly and Orsmond (2011: 43 - Table 8). 2009-10 figures. 

Agriculture, forestry and 

fishing 
0.25 0.25 

Electricity, gas, water and 

waste services 
0 0.25 

Ownership of dwellings - 0 

Other Resource-Related 

Industries Total 
6.75 6.5 

Resource Economy Total 9.75 18 
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16 Bishop et al. (2013: 44-45, 47 - Graph 6). The rise in the inflation ratio is due to steeper 

non-tradables inflation feeding into higher domestic cost pressures and prices. 

 
17 Stevens (2011). Above the post-float (1983) average. 

 
18 Rayner and Bishop (2013: 28 - Table 4, 36 - Table 5, 44 - Table C1). Resource economy 

share of total employment. Figures do not sum to total due to rounding. Nominal share of 

GVA. 

 









 

 545 

per cent of the total.982 As a consequence, GDP per capita grew 40 per cent between 2001 

and 2010, rising to $US40,790 on a purchasing power parity (PPP) basis.983 During the 2000s, 

particularly in the latter half, the rapid urbanisation and industrialisation of key export 

partners (especially China) has resulted in significant demand for commodities used in steel 

and energy production: coal, liquefied natural gas (LNG) and iron ore, among other 

resources Australia has in plentiful supply. In response, mining investment has risen to 

record levels as a percentage of GDP, and enormous amounts of capital and labour are used 

to build mines and supporting infrastructure.984 

 

 
 

  

                                                        
982 Rayner and Bishop (2013: 19, 26, 28, 30). 
983 Taylor et al. (2012: iv-v). 
984 Connolly and Orsmond (2011: i, 1-2); DOI (2012: 1). Purchasing power parity allows for the 

international comparison of income by determining how much money is required to buy similar 

goods and services within each country; the volatile effects of exchange rates are removed as a 

confounding variable. 
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Figure 3.3.3.2: International Real GDP per Capita 2005 - 2012985 

 
 

 
 

                                                        
985 Stevens (2012: Graph 2). 
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and immigration. During the downturn, on average, the unemployment rate rises and GDP 

per capita growth is below the decade average for around two years, and does not return to 

trend for around five years. Other common features of large ToT cycles include upswings 

that generally last between 2 and 5 years, a sharp rise in export prices (rather than declining 

import prices), rural commodities most often accounting for growth in export prices (wool 

and other agricultural goods), and global factors that disrupt supply and strongly influence 

prices (war, drought, rapid urban and industrial development).988 

 

The magnitude of the current mining boom is unprecedented by historical comparison and 

has been sustained for three times longer than any previous cycle. This is evident on a short-

term timescale, as the ToT increased by 97 per cent between 2003 and 2011 (trough to 

peak), before falling 17 per cent through to 2013. The mining boom is the result of steadily 

growing mineral export volumes, combined with commodity prices rising almost four-fold 

during the 2000s.989 A higher ToT increases the real purchasing power of the nation as a 

greater volume of imports can be purchased with the same volume of exports, with 

additional purchasing power demonstrated by increases in real gross domestic income (GDI). 

Consequently, real GDI has risen 10 percentage points above real GDP since the mid-

2000s.990 The mining booms of the late 1960s and late 1970s had quite limited impacts on 

the ToT in comparison to the current boom. It is notable the GVA of the other tradeable and 

non-tradeable sectors have fallen, but the impact has been greater upon the former. This 

suggests, on aggregate, income generated by the ToT outweighed the substitution effects of 

falling prices for goods and services relative to the price of non-tradeables; usually the 

substitution effects lowers demand for non-tradebles relative to tradeables. 

 

                                                        
988 Atkin et al. (2014: 1-2, 4-6). Wool is a prime example of a rural commodity dominating the export 

share in earlier periods. During the 1950s, wool exports accounted for more than half of total goods 

exported (1 per cent currently). 
989 Richardson and Denniss (2011: 2). 
990 Bishop et al. (2013: 39-40, 44). Distribution of these gains are impacted by the exchange rate, 

which appreciated by around 25 per cent in trade-weighted terms since 2003-04; the increase in the 

domestic currency price is actually less than the rise in world-wide commodity prices. 
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While mining capex has risen from around 1 to 6 per cent of GDP in only eight years (2005 

to 2013; quarterly basis), investment in the non-tradable and other tradeable sectors has 

slowed markedly or even fallen, partially in response to declining demand and 
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Figure 3.3.4.5: Bulk Commodity Exports 2002 - 20131005 

 
 

The volume of iron ore exports nearly quadrupled between 2003 and 2013, from 40 to more 

than 150 million tons a quarter. During the same period, the volume of coal exports rose 

around 80 per cent, from around 50 to 90 million tons a quarter. LNG exports also doubled 

in volume. The large rise in both price and volume of these commodities saw resource 

exports outpacing the combined value of manufacturing, rural and services exports. In 2010-

11 prices, the quarterly value of mining exports rose to almost $50 billion, while other 

sector exports were less than $30 billion per quarter, combined. Despite these exceptional 

results and the boost to national income, this outcome has become detached from 

productivity. 58 per cent of income growth since 2005 is related to temporary boom factors 

and around 35 per cent is attributable to resources.1006 Unlike previous commodity booms, 

inflationary pressures have been contained; a finding linked to the float of the Australian 

dollar in 1983, which allows a flexible exchange rate to steeply appreciate in response to the 

higher demand for Australian resources. 

                                                        
1005 RBA Chart Pack: Balance of Payments and External Position - Bulk Commodity Exports. 
1006 Taylor et al. (2012: iv-v). 
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is imminent, there is simply no sector large enough to fill the income and capex growth void 

that will be left by the inevitable mining bust. 

 

Figure 3.3.4.7: Export Volumes 1996 - 20131009 

 
 

Tourism has experienced a steady decline since the 2000 Sydney Olympics, with its GDP 

share peaking at 3.4 per cent in 2001, falling to 2.6 per cent by 2009-10.1010 Outbound travel 

has increased as the high Australian dollar makes international holidays relatively cheaper. 

The number of international visitors has remained steady at around six million since 2005, 

suggesting the higher cost of travelling to Australia and poor global economic conditions 

have depressed visitor numbers. These two factors have led to resident departures 

outpacing international visitor arrivals by 2007-08, with this trend continuing through to 

2011-12. Consequently, the total number of resident departures exceeds international 

visitors by the widest ever recorded margin of 2 million.1011 
                                                        
1009 RBA Chart Pack: Balance of Payments and External Position - Export Volumes. 
1010 Hooper and van Zyl (2011: 24). 
1011 TRA (2012: 8 - Figure ES5). 
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Table Notes 

 
1 Dolman and Gruen (2012: 2 - Chart 1); Eslake (2011a: 224-225). Non-quality adjusted 

figures, average annual rate. Taylor et al. (2012: 1-3, 2 - Exhibit E-1) figures for partial 

productivity series in the 1990s and 2000s. Before 2005, productivity was responsible for 

around half of income growth. 

 
2 Taylor et al. (2012: 2 - Exhibit E-1). Income growth over the period. In gross terms, capital 

productivity fell by $43 billion between 2005 and 2011. 

ToT effect (% annual average 

GDI growth)6 
- - - 0.9% 

- % of total GDI growth7 - - - 
91% (2005 - 

2011) 

Tot effect (% annual GNI per 

capita growth)8 
<0.5% <0.5% <0.5% 1.2% 

Population growth 

contribution to GDI 
- - 1.4% 1.8% 

Consumption9 1970s 1980s 1990s 2000s 

Real household consumption - - 3.3% 3.4% 

GDI Growth Components (% Contribution)10 

Year ToT 
Additional 

Capital 

Additional 

Labour 

Capital 

Productivity 

Labour 

Productivity 

1993 -1999 -16% 35% 44% 25% 57% 

1999 - 2005 32% 59% 36% 13% 43% 

2005 - 2011 87% 120% 46% -43% 17% 

GDI Growth Components (% Compound Annual GDI Growth Rate)11 

Year ToT 
Additional 

Capital Stock 

Additional Labour 

(Hours Worked) 

Multi -Factor 

Productivity 

1993 - 1999 0.2% 2.9% 2.3% 2.4% 

1999 - 2005 4.2% 3.6% 1.4% 0.9% 

2005 - 2011 7.7% 5.4% 1.5% -0.7% 
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3 Cowgill (2013b: 6 - Table 1). Average annual change. Real labour compensation calculated 

using a GDP deflator. Change in full time earnings is based on consumer prices. 

 
4 Eslake (2011a: 243-244). Average annual rate. 

 
5 Taylor et al. (2012: 9 - Exhibit 1). GDI is equivalent to real GDP adjusted by the ToT; 

accordingly, it is a better indicator of national income than a simple GDP measure. In gross 

terms, GDI rose from $815 billion in 2005 to $1.042 trillion in 2011. Components of this 

growth are ToT ($87 billion), additional capital ($120 billion), additional labour ($46 billion), 

capital productivity (-$43 billion) and labour productivity ($17 billion). 

 
6 Annual average growth in the GDI. 

 
7 Percentage of total income growth. ToT and additional capital account for 38 and 53 per 

cent of this income growth, respectively. Taylor et al. (2012: 11 - Exhibit 4) note resources 

account for 64 per cent of the ToT increase since 2005, with the majority of this increase 

attributable to ores (40 per cent) and coal (24 per cent). Notably, this arises from a mining 

sector comprising 11.5 per cent of the economy when measured by output, employing less 

than 3 per cent of the Australian workforce directly. 

 
8 Dolman and Gruen (2012: 2 - Chart 1). 

 
9 Eslake (2011a: 243-244). Average annual rate. 
 

10 Taylor et al. (2012: 10 - Exhibit 3). Contribution to GDI growth. 
 

11 Taylor et al. (2012: 10 - Exhibit 2). Compound annual growth rate. 
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The stagnant trend in multifactor productivity is mostly attributable to poor capital 

productivity during the last decade as the economy became more capital intensive, though 

labour productivity has also been lackluster. In isolation, a decrease in capital productivity 

would normally lead to falling national income and declining living standards, but the effect 

of the rising ToT has so far offset this impact.1039 Australian firms have been slow to enhance 

productivity via improvements in management practices and creation of innovative 

technologies through research and development. Less than 10 per cent of firms in 2008-09 

undertook innovative practices in goods and services or improved operational/managerial 

processes, leading to most technology being imported from overseas.1040 

 

 
 

Faltering labour productivity is not solely related to steep wage inflation in the mining and 

utilities sectors. Over the last two decades, labour productivity fell in the following sectors: 

agriculture, mining, utilities, wholesale and retail trade, transport and storage, post and 

telecommunications, financial intermediation, public administration, education, health and 

social work. In fact, some estimates suggest the mining and utilities sectors only account for 
                                                        
1039 Parham (2013: 17). 
1040 Dolman and Gruen (2012: 7 - Chart 5). 
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national income as the mining boom wanes and the ToT falls, cuts in government 

expenditure as it considers austerity policies during a future economic and financial crisis, 

and a rising cost of living as formerly public monopolies and services are regressively 

transformed into rent-extracting factories and user-pays businesses in the hands of the 

rentier class. 
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Figure 3.3.6.2: Chinese Credit and M2 Money Supply Growth 2006 - 20131062 

 
 

 
 

China has implemented the same flawed economic and financial model as Australia, the US 

and Eurozone: unsustainable, debt-fuelled economic growth, except it appears to be orders 

                                                        
1062 RBA Chart Pack: World Economy - China - Credit and Money Supply Growth. 
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of magnitude larger. The real estate sector accounts for 16 per cent of GDP, 20 per cent of 

outstanding loans, 26 per cent of new loans, 33 per cent of fixed asset investment and 39 

per cent of government revenues. A major oversupply of housing exists, with inventory 

rising by 182 per cent between 2009 and 2013 and residential floor space per urban 

resident rising to 37 square metres, above that of Japan (35m2) and the UK (33m2).1063 

National residential property prices are 11 times household income, rising to 23 in Beijing 

and Shanghai.1064 The average housing price to average disposable income ratio is 23 at the 

national level and 55 and 40 in the top-tier cities of Shenzhen and Beijing. Housing prices 

have more than doubled since 2002, strongly outpacing household incomes. The number of 

years required for the average household to purchase a 90 square metre apartment has 

risen from 43 to 51 years between 2008 and 2013.1065 Vacancy rates are also very high in 

China, ranging from 25 to 30 percent, indicating there is no shortage of housing. Homes are 

sold to private owners but are then held vacant as speculative investments for capital 

gain.1066 

 

The escalation in Chinese housing prices since 2006 and the near tripling of sales of 

residential floor space from 2009 onwards demonstrates demand is surging strongly. As the 

flow of Ponzi finance slows, asset prices will begin to stagnate and then fall, with the 

enormous overhang of private debt causing the economy to deteriorate. With private 

consumption and investment comprising 35 and 48 per cent of GDP, respectively, a large fall 

in real estate activity is likely to cause significant impacts, especially on the industries 

dependent on the property sector.1067 The Chinese semi-command economy is essentially 

no different from Western rentier capitalist systems that are prone to financial instability as 

a consequence of reckless lending, investor greed, and inadequate regulatory oversight. 

 

                                                        
1063 Ren (2014). 
1064 Fawley and Wen (2013: 1). 
1065 Sa (2013: 2-3). 
1066 Fawley and Wen (2013: 1). 
1067 Sa (2013: 6). 
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and land tax exemption ($5 billion). Each owner-occupier household receives an average 

benefit of $6,100 annually. Residential property investors receive support worth around 

$6.8 billion dollars annually, composed of the 50 per cent CGT discount ($4.4 billion) and 

negative gearing ($2.4 billion), equivalent to $4,500 per investor household. Tenants benefit 

the least.1106 

 

Table 3.4.1: Estimates of Housing Tax Expenditures ($Billions)1107 

Tax Expenditure 2005-06 2007-08 2011-12 
Capital gains tax exemption for owner-occupied housing 29.8 20 14 

Discounted capital gains tax for investor housing 4.2 6 4.4 

Land tax exemption for owner-occupied housing 3.5 10 5 

Negative gearing for investment property 1.2 2 2.4 

Non-taxation of imputed rent for owner-occupied housing 11.7 15 9.6 

Home exemption from pension assets test - - 7 

Total 50.4 53 42.4 

 

The scale of benefits for investors is proportionately lower because they are not exempt 

from income taxation on rental income and capital gains, and also incur the state-based 

land tax. Despite the public backlash against negative gearing, at a few billion dollars per 

year, it pales in comparison with the exemption and discount on capital gains tax for owner-

occupiers and investors, suggesting the taxation treatment of capital gains is a priority for 

future reform.1108 Australia has one of the highest rates of tax expenditures among OECD 

peers, at more than 8 per cent of GDP, illustrating the generous scope of housing tax 

expenditures that serve to further increase prices.1109 Lavish tax expenditures for owner-

occupied and investment property are vulnerable to lobbying, compromise the fairness and 

efficiency of the tax system, worsen housing affordability, and prioritise unearned wealth 

and income over that which is earned. Disproportionate taxpayer-funded largesse directs 

the bulk of support to wealthy owners rather than those on low incomes and in tenancy 

                                                        
1106 Kelly (2013: 22-23, 25). 
1107 Kelly (2013: 22-23, 25); Senate (2008: 61); Yates (2009: 1). Nominal dollars. 
1108 Brown et al. (2011); Productivity Commission (2004: Chapter 5). 
1109 Tyson (2014: 3 - Figure 1). 
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keep the loss in the individual banks down to a minimum, endeavoring to get 100 

percent on them. We do not wish to make the United States Government liable 

for the mistakes and errors of individual banks, and put a premium on unsound 

banking in the future.1115 

 

Partial fulfilment of the future Basel III Liquidity Coverage Ratio via the CLF provides 

significant financial advantage, as the under-pricing in the current arrangement for liquidity 

access (0.15 per cent per annum plus 0.25 per cent interest rate above the overnight cash 

rate) means banks are not encouraged to purchase government bonds instead of accessing 

CLF liquidity due to the margin of 150 basis points (1.5 per cent) based on current market 

yields (10 times the CLF pricing point).1116 The absence of a reasonable margin for credit risk 

and the relative illiquidity of the RMBS market results in a significant transfer of risk to the 

taxpayer. Implicit government support for the TBTF (Big Four) banks provides an 

approximate increase of two notches by ratings agencies that recognise this arrangement 

and price it in accordingly. This market advantage has led to lower interest rates paid on 

deposits by the Big Four, having the largest share of deposits. Smaller ADIs are significantly 

disadvantaged due to higher costs, particularly when securing equity funding and debt from 

the financial markets. Together, these subsidies amount to $7 billion per annum. 

 

The use of covered bonds and artificial reductions in RWAs for asset classes such as 

residential mortgages allow the large banks to further reduce their capital ratios, increasing 

their lending potential. Additionally, APRA has declared Australian banks will only need to 

post an additional 1 per cent in core equity to meet new Basel requirements from 1st 

January 2016, despite other jurisdictions assigning a much higher buffer of 3 per cent. Both 

of these subsidies total $3.6 billion per annum. Finally, ADIs have benefitted from the 

establishment of a woefully unfunded Financial Claims Scheme covering deposit holders up 

to $250,000; prior to February 2012, this figure was $1 million per depositor. This policy 

                                                        
1115 Roosevelt (1938: 37). 
1116 RBA (2011a). 
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not managed to alter the a priori conclusions reached in mainstream studies on the 

Australian housing market, which claim the boom is based on sound fundamentals.1134 

 

One of the simplest explanations put forward by the economics profession today is housing 

prices are determined by the fundamental forces of supply and demand. Strangely, the 

conclusions derived from the theory are invalidated by a rarely mentioned central factor: 

the divergence between prices and rents. As noted earlier, equilibrium assumes housing 

prices are the discounted present value of the rent and expected future rental growth, 

adjusted for risks and taxes.1135 Therefore, if housing prices are considered efficient, prices 

and rents would trend in tandem, as one is the mirror reflection of the other, perhaps with 

only slight variations which are periodically and promptly corrected. As the data 

demonstrates a profound divergence, this is a significant blow to conventional theory. The 

highly restrictive assumptions underlying equilibrium theory require the relationship 

between housing prices and rents be closely aligned, yet they have radically diverged, 

particularly when gross yields fell to a record low in 2007. 

 

The second factor explaining why the mainstream economics profession is blind to asset 

bubbles is their vested and conflicts of interest. Policymakers rely on the advice of 

economists to design policies that should advance economic prosperity by the conventional 

measures of growth, stability and productivity. They are metaphorical financial engineers, 

tasked with ensuring the economy functions at increasing efficiency. The major problem is 

economists provide conflicted advice that advocates policies beneficial to their masters, 

undermining the public good during the process. The interface between the pharmaceutical 

industry and the medical profession is a parallel example of conflicts of interest that readily 

emerge in practice.1136 The FIRE sector benefits from having leading economists on their 

payroll who can shape the thoughts of the economics profession to their advantage. For 

reasons of state and industry, prominent economists have formed a politburo of correct 

economic thinking, thus advancing their own careers and status, unconcerned by the 

                                                        
1134 Abelson and Chung (2005); Evans and Hassan (2010); REIA (2010); Stapledon (2007; 2009). 
1135 Stapledon (2012a: 299). 
1136 Angell (2000); Brownlee (2007: Chapter 8); Kassirer (2005); Sackett and Oxman (2003). 
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In 2008, the US economy collapsed. According to these thought leaders, such an occurrence 

was an impossibility. One would then expect Hubbard, Mishkin and associates to lose their 

jobs and become the laughing stock of the economics profession, yet they have kept their 

lucrative positions. Clearly, regulators have failed to prevent an indisputable conflict of 

interest. These economists have gained financial rewards while advancing the interests of 

the FIRE sector via their influential positions, but do not bear any responsibility for 

spectacular crises arising in a policy environment guided by their orthodox economic 

teachings. Economists are unlikely to care about excelling on the job if the function of the 

incentive structure is only to dispense benefits and never impose penalties for poor 

performance. Simply put, thought leaders of any profession who take industry money have 

sold themselves to their paymasters. Their disproportionate influence has translated into 

catastrophic outcomes for the public, while their clients have been handsomely rewarded. 

 

Conventional economic theory states the prices of goods and services are determined by 

the impersonal forces of supply and demand, but with an unstated exception: economic 

theory and policy itself. The rich and powerful seek economic ideology that justifies their 

wealth and power, creating market demand that is willingly met by economists who supply 

the requested ideology. Accordingly, economic thought leaders produce policies based on 

equilibrium theory that allegedly demonstrate deregulation and privatisation, especially for 

the financial sector, yields great economic benefits. Less powerful actors, such as labour and 

small business, have insufficient resources to outbid big business and financial institutions 

for the services of leading economists available for rent on the economic theory market. As 

economist John Kenneth Galbraith noted: 

 

There are, however, some lessons in a larger frame that do endure. The most nearly 

invariant is that individuals and communities that are favored in their economic, 

social and political condition attribute social virtue and political durability to that 

which they themselves enjoy. That attribution, in turn, is made to apply even in the 

face of commanding evidence to the contrary. The beliefs of the fortunate are 

brought to serve the cause of continuing contentment, and the economic and 

political ideas of the time are similarly accommodated. There is an eager political 
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recourse mortgages prevented imprudent borrowing, the largest housing bubble in US 

history would not have formed. 

 

The US bubble burst with dramatic consequences, with real housing prices plummeting by 

42 per cent nationwide between the peak in Q1 2006 and the trough in Q1 2012.1165 There 

was no marked difference in overvaluation between recourse and non-recourse states, 

indicating this variable is not a protective factor. For instance, recourse and non-recourse 

states have similar default rates when considering residential properties with an appraisal 

value of $US200,000 or less at origination. Recourse states only established a relationship 

with default rates when the appraisal value was greater than $US200,000; the higher the 

value, the greater the default rate. It is possible the wealthy have fewer reservations about 

strategically defaulting. In non-recourse states, owners were more likely to default when 

reaching a position of negative equity.1166 

 

Other countries with recourse loans experiencing severe housing cycles include Ireland, 

Japan, the Netherlands, Denmark, and Spain. Countries with recourse mortgages and 

overvalued housing markets that have not yet undergone a significant correction include 

Australia and Canada.1167 These examples suggest the threat of default, leading to an 

outstanding mortgage liability and possible court-enforced asset forfeiture, is an irrelevant 

consideration for most borrowers. In a booming economy, investors in the grip of 

speculative mania will always anticipate housing prices to rise, particularly if government 

and FIRE sector disinformation reinforces the belief that prices reflect the fundamental 

forces of supply and demand. Borrowers radically increase leverage to maximise returns, 

confident in the assessed improbability of a housing bubble. For these reasons, the 

significant legal liability attached to recourse loans does not limit risks to either lenders or 

borrowers. Consequently, during the US housing bubble collapse, this false sense of 

                                                        
1165 Shiller (2013). 
1166 Ghent and Kudlyak (2011). 
1167 Lea (2010). 
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images of crossed supply and demand curves accompany this argument. Market 

inefficiencies theoretically arise from restrictive land use regulations because a horizontal or 

vertical shift in the demand curve in the presence of inelastic supply establishes a new and 

higher equilibrium price for land.1230 

 

Figure 3.8.1: Inelastic Supply and Rising Demand Raises the Equilibrium Price for Land1231 

 

The purported central role of restrictive land use regulations in causing housing price 

inflation requires critical examination. Two distinct versions of the urban containment 

theory need to be considered: in the basic version, these policies restrict supply, causing a 

                                                        
1230 Land supply is represented as a vertical line, as it is necessarily fixed at any point in time and can 

only be acquired, not produced. 
1231 This figure is an over-simplification of the land supply-demand dynamic. Even though the total 

supply of land is fixed (a vertical supply curve), government regulations allow developers and others 

to use land that was previously unavailable for residential construction, meaning supply is actually 

quasi-fixed in supply. The other rarely considered possibility is that demand shocks may not only 

arise from a horizontal shift in the demand curve, reflecting more people with the same willingness 

to pay for housing, but also from a vertical shift, reflecting the same number of people increasing 

their individual willingness to pay for housing. 
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land bubble formed due to a steep rate of population growth, in conjunction with an 

inability to build homes outside the immediate city centre given limited transport options; 

travelling by foot, horse, or carriage.1235 This view is contradicted by two findings: the 1880s 

recorded the highest ever growth rate in residential construction, peaking at 6.5 per cent 

per annum, and nominal rents closely tracked the rate of inflation. In a land market without 

urban containment policies, a massive bubble was not prevented by a rapid supply of 

housing at a rate well above that of population growth. If the urban containment hypothesis 

were valid, then land bubbles in the mid-1970s and late 1980s should have been larger than 

those previously experienced due to additional urban containment policies and a lower rate 

of dwelling construction, but this is not supported by the available data. 

 

 
 

Economist Fred Harrison has noted similar historical trends in the English land market from 

the mid-17th century onwards, with housing price inflation and deflation recurring in a 

regular 18-year cycle. The early town planning laws were implemented through the Housing 

and Town Planning Act, circa 1909, and followed by the Planning Acts of 1919, 1925, and 

                                                        
1235 Throughout history, the size of towns and cities have been limited by available transportation 

options, with the populace on average spending one hour in mean travelling time, per day, across 

various historical periods (Marchetti 1994: 75). 
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Table 3.8.1.1: Herengracht Index - Mean Price Changes and Standard Deviations1240 

 

Economists Phillip Anderson and Fred Foldvary have examined the trends in the US land 

market from 1800 onwards. Similar to the English historical findings, a regular 18-year cycle 

is also evident across this lengthy period.1241 The 19th century US real estate market 

experienced a number of land bubbles, often resulting in devastating depressions following 

the inevitable busts. Like Australia, settlers and immigrants in the US faced an almost 

unlimited amount of land, available at little to no cost. Even though federal and state 

governments of the time were large land owners, land markets were barely regulated and 

the state had limited powers of enforcement. By the end of the 19th century, the supply of 

newly discovered land had come to an end but the land market cycles continued unabated 

well into the 20th century. 

 

                                                        
1240 Eicholtz (1997: 186 - Table 2). Biennial logarithmic price changes. 
1241 Anderson (2008); Foldvary (1997). 

  Nominal Index Real Index 

Period Years Mean 
Standard 

Deviation 
Mean 

Standard 

Deviation 

Full sample 1628 - 1973 1.8 17.7 0.5 18.5 

17th century 1628 - 1699 2.0 23.2 1.3 26.3 

18th century 1700 - 1799 0.1 14.9 -0.2 16.3 

19th century 1800 - 1899 0.9 12.6 1.0 13.8 

20th century 1900 - 1973 5.3 20.2 -0.2 17.9 

Pre-

Napoleonic 

period 

1628 - 1807 0.7 18.4 0.1 20.8 

Post-

Napoleonic 

period 

1814 - 1973 3.8 15.7 1.5 14.6 

Interbellum 1920 - 1939 -6.3 27.8 -2.6 22.5 

Post-WW2 1946 - 1973 11.6 15.5 3.2 18.2 
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tandem.1255 The upswing in housing prices has been caused by rising land prices and not 

increasing construction costs, as dwelling values have tracked nominal GDP while land prices 

have ballooned. Construction cost data confirms this finding, having tracked the rate of 

inflation since 1972, and only increasing slightly in real terms over the last decade.1256 This 

was also the case in the US, as construction costs tracked inflation during the formation of 

their housing bubble.1257 

 

 
 

In the post-WW2 era, growth in private dwellings has almost always outpaced adult 

population growth.1258 Modern residential construction rates have not reached the heights 

observed before WW2, but they are less volatile. The supply of new dwellings has remained 

responsive despite stringent urban containment policies implemented after WW2. 

Following the abolition of price controls in 1949, the subsequent period between 1950 and 

2012, on average, had one new private dwelling built for every 1.6 new adults. The same 

                                                        
1255 Kearns (2012: Graph 5). 
1256 Covered in 3.1.7 - Total Land and Housing Stock Values to GDP Ratios. 
1257 Shiller (2005: 13). 
1258 Adult population growth is used in preference to total population growth because children do 

not purchase real estate or pay rent. 
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ratio prevailed during the current housing price boom between 1996 and 2006. Between 

2007 and 2010, however, this ratio doubled to 3.1; a significant deviation from the long-

term average. The peak of 5.1 in 2009 was the highest ratio since the economic depression 

of the 1930s, providing evidence of a temporary housing shortage which caused real rents 

to rise. Between 2010 and 2012, the ratio plummeted to 1.3, well below the long-term 

average, explaining the pattern of weak rental growth in the capital cities as construction 

growth outpaced demand. A housing shortage could not have caused the property boom 

because the average annual ratio between 1996 and 2012 was 1.8. 
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uncertainty, and the ability to siphon off increases in capital and labour productivity. 

Developers recognise these conditions and often find it more profitable to delay 

construction until a future period, holding out for higher prices, especially in the absence of 

a substantial withholding cost such as a land value tax.1263 Land-banking is a rational 

strategy if the possibility of rezoning exists, immediately resulting in higher per square 

metre rents upon reclassification of land use. Developers do not maximise sales in any given 

period because they operate under conditions of uncertainty regarding future land prices 

and building costs; both of which can rise suddenly. Economist Sheridan Titman illustrates 

this point: 

 

Land prices in west Los Angeles are among the highest in the United States. Yet, we 

can observe a number of vacant lots and grossly underutilized land in this area. A 

good example of this is a parking lot, owned by the University of California-Los 

Angeles, in an area of Westwood where land has been known to sell for more than 

$100 per square foot. The university could probably raise a considerable amount of 

money by selling two-thirds of the parking lot and constructing a parking structure 

on the remaining land to satisfy the demand for parking. Although this may be one 

of the best examples of underutilized land in west Los Angeles, it is by no means the 

only example. There are many underutilized and vacant urban lots throughout Los 

Angeles and the rest of the world, held by private investors who presumably wish to 

maximize their wealth. 

 

The fact that investors choose to keep valuable land vacant or underutilized for 

prolonged periods of time suggests that the land is more valuable as a potential site 

for development in the future than it is as an actual site for constructing any 

particular building at the present time. Hence, in order to understand why certain 

urban lots remain vacant, we must determine how the land is valued under the two 

alternatives. Valuing the land as a site for constructing a particular building at the 

current time is fairly straightforward. It is simply the market value of the building 

(including the land) minus the lot preparation and construction costs (this is referred 

to in the real estate literature as residual value). However, valuing the vacant land as 

a potential building site is not as straightforward since the type of building that will 

                                                        
1263 Bagnoli et al. (1989); Titman (1985). 
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to source adequate data for analysis; second, economists have not constructed a sufficiently 

complex and dynamic disequilibrium model of housing and land markets that overcomes 

the unrealistic assumptions of static equilibrium models. Neoclassical economists have not 

adopted a rigorous research methodology to objectively analyse the housing and land 

markets in a manner that tests their theoretical assumptions: 

 

Measuring the effect of local land use regulation on housing prices is a formidable 

empirical challenge. Land use rules are intended to recognize local externalities, 

providing amenities that make communities more attractive and housing prices 

higher. Restrictive zoning and growth controls, however, also tend to slow expansion 

and reduce net densities of the housing stock. We would expect these supply 

constraints to increase home prices. Distinguishing between these various impacts is 

complicated in practice. Local home­owners seeking to maximize home values and 

minimize tax burdens typically control the politics underlying land use enactments. 

In addition, many localities combine restrictions on new development with a range 

of economic incentives meant to spur it along. Measuring the economic constraints 

imposed by actual regulatory behavior and decisionmaking, as opposed to merely 

observing formal rules as adopted, is a difficult empirical problem, and comparisons 

across metropolitan areas are frustrated by the sheer variety of local practices.1271 

 

In our view, a useful survey of local land use regulation would have four components. 

First, the survey would be national with representation from stagnating as well as 

growing regions and large and small political jurisdictions. Second, it would sample 

metropolitan areas and localities to permit analysis of the interplay among political 

jurisdictions and between localities and regional authorities. Third, such a survey 

would measure the outcomes of regulatory processes at the local level. Fourth, it 

would sample builders, developers, and government officials to establish, as far as 

possible, the linkage between regulation on the one hand and the supply and price 

of housing on the other.1272 

 

                                                        
1271 Quigley and Rosenthal (2005: 70). 
1272 Quigley and Rosenthal (2005: 101). 
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conventional economic doctrine, providing a credible cover story for equilibrium models 

which do not account for asset bubbles, banks, debt and money, and ignore the private 

capture of land rent. Dynamic disequilibrium urban economic models advance the 

understanding of fundamental drivers of the land market cycle, particularly when usury and 

land rent are incorporated. Economists must begin heeding factors they have intentionally 

ignored for well over a century and which do not feature in modern economics textbooks or 

university curriculums. 
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ownership (with a small number of wealthy individuals having large shareholdings), direct 

employment of less than 3 per cent of the working population in resource extraction, and 

pre-tax profits in the tens of billions. 

 

Recommendation #6: Concessions under a resource rent tax discourage mining exploration 

or production at a rate faster than is commercially justified, as well as highly concentrated 

mining activity in geographical areas. A transition phase applies for the resource rent tax 

and allowances made for pre-existing projects transferring to the new system.1286 

 

Recommendation #7: An auction or cash bidding system is implemented for the allocation 

of exploration permits or for a limited number of new mining operations.1287 Fees and 

stamp duties on the transfer of interests in resource projects are abolished. 

 

Recommendation #8: Removal of the capital gains and land tax exemptions for owner-

occupiers and the capital gains discount for investors.1288 Owner-occupier mortgage interest 

deductibility is ruled out because it is the equivalent of the negative gearing benefit for 

investors, and therefore likely to encourage larger debt burdens. 
 

Recommendation #9: Negative gearing is phased out entirely. The ability of investors to 

claim depreciation on buildings is reviewed, as it allows income that otherwise would have 

been taxed at the full rate to be converted into capital gains that are only taxed at 50 per 

cent of the nominal rate. 

 

Recommendation #10: Modify SMSF tax concessions by bringing them into line with 

benchmark treatment for property investment.1289 Provisions allowing SMSFs to borrow for 

                                                        
1286 Treasury (2009). Recommendations 46-50. 
1287 Denniss and Grudnoff (2012). 
1288 Kelly (2013); Senate (2008); Yates (2009). 
1289 Before retirement, capital gains and income tax rates are 15 per cent, falling to 10 per cent if 

held for more than one year. After retirement, there is no tax liability on either (ATO 2013). 
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Recommendation #21: Disallow the use of lump-sum withdrawals from superannuation 

accounts to finance purchases of owner-occupied property or to prevent foreclosure (while 

allowing SMSF purchases as noted above). The former acts as a first home owners grant, 

while the latter is another gift to bankers. 

 

Recommendation #22: Foreign investment in the real estate market is either disallowed or 

severely restricted. Foreign investment places upwards pressure on land prices, reducing 

the availability of homes for purchase by Australians.1295 An economic review is undertaken 

to examine the costs and benefits of foreign investment in all types of land, given the ability 

of domestic banks to finance purchases by Australian citizens and those holding permanent 

residency. Greater detail and transparency is required in FIRB reporting of foreign 

investment.  

                                                        
1295 Foreign residential and commercial property investment totalled $17.2 billion and $51.9 billion 

in 2012-13, respectively (FIRB 2013: ix). 
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R.2 FIRE Sector Recommendations 

 

Recommendation #1: Prepare legislation for the implementation of a future Chicago Plan-

style reform in the event of a severe banking crisis. This includes a progression to 100 per 

cent reserve lending and backing for deposits, and public control of the money supply via 

issuance of government money (equity) when banks want to lend, unless they wish to pay 

an increased premium for private debt liabilities. Forcing the requirement that banks issue 

debt instruments to the government, rather than the private sector, is a blueprint for 

removing the noxious impact of usurious fees and interest charges, and rapid inflation in the 

money supply that causes asset bubbles and financial instability. 

 

Recommendation #2: A range of macro-prudential tools should be implemented to 

moderate housing price inflation and subdue credit growth in a pro-cyclical financial system, 

particularly those affecting the loan to value (LVR), debt servicing (DSR) and debt servicing 

to income (DSTI) ratios.1296 Quantitative restrictions are placed on the share of new 

mortgages with moderately high LVRs (60 to 79 per cent), and significantly strengthened for 

mortgages with an LVR of 80 to 89 per cent. Mortgages with an LVR of 90 per cent and 

above, interest-only loans and those backed by parental guarantee are disallowed. 

Mortgage debt is capped at a multiple of ten times the imputed or actual annual rental 

income of the property being purchased to prevent a positive feedback loop forming 

between rising housing prices and debt.1297 

 

Recommendation #3: To reduce systemic risk, a large rise in capital and liquidity ratios 

(buffers) is implemented so banks can withstand a future economic downturn, bank run, 

credit market freeze or large fall in the value of collateral. Research suggests the probability 

of a banking crisis can be reduced to a 1 in 100 year event by raising core equity (Tier 1) 

capital ratios to 11 per cent in isolation or raising core equity to 10 per cent with an 

additional rise in liquid assets of 12.5 per cent (the rise in liquid assets over total assets).1298 

                                                        
1296 Rogers (2013: 16-17). 
1297 Keen (2011b: 398-400). 
1298 BIS (2010: 4-5); IMF (2012: 22). 
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Recommendation #7: The relative cost of money is identified as a minor determinant in 

asset bubble formation due to the tendency of investors to chase capital gain irrespective of 

prevailing interest rates. 
 

Recommendation #8: Classical liberal concepts of economic rent and usury are incorporated 

to accurately describe and model financial instability and growing inequality. The 

neoclassical equilibrium (supply-demand) account for the land market is discarded due to 

significant theoretical, historical and empirical inconsistencies. 

 

Recommendation #9: The pernicious influence of the plutonomy is described as a key factor 

in macroeconomic models and financial instability. Pathways are required for 

cognitive/pecuniary capture and the influence exerted on government policy. 

 

Recommendation #10: Deleveraging is identified as a primary factor inhibiting economic 

recovery due to the fall in aggregate demand while government and private balance sheet 

repair is undertaken and debts are paid down. 

 

Recommendation #11: A complete heterodox model of financial instability is built from 

scratch using empirically validated variables and causal pathways identified in reputable 

economic research. 

 

Recommendation #12: A large cumulative CAD (or net foreign liabilities) is identified as a 

risk factor promoting financial instability. 
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Table C1: Financial Instability Matrix - 1840s, 1890s and 1930s Depressions and Today1314 

                                                        
1314 Paucity of data for the 1840s explains the few data labels. 

Level of Investment and Credit Growth 1840s 1890s 1930s NOW 

Persistent surge in private sector credit growth -    

Large credit to GDP gap -    

High level of financial sector debt  - -  

High debt servicing burdens (debt to disposable income) -    

The housing/investor stock debt to cash flow and gross price 

to rent ratios exceed 20 
- - -  

Declining rate of debt productivity and falling asset yields - - -  

Decline in long-term trend of accelerating credit growth -    

Negative credit impulse (>10 per cent of GDP) -    

A collapse in credit growth allocated to Ponzi-financed 

assets 
-    

Long-term elevated level of private investment (% of GDP) -    

High levels of building construction in the residential 

property sector 
    

High levels of building construction in the commercial 

property sector     

Stock market speculation (surging share price index and P/E 

ratios) 
    

Property, Stock Market and Other Asset Speculation 1840s 1890s 1930s NOW 

Residential housing stock growth rate outpaces effective 

demand 
-    

Commercial real estate stock outpaces effective demand -    

Evidence of Ponzi finance supporting the formation of an 

asset bubble 
-    

High P/R, P/I and P/E ratios indicative of asset market 

speculation 
-    

Annual rise in nominal land values exceeds 20 per cent - -   

Steep rise in the residential/commercial land value to 

GDP/GSP ratio 
-    
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Securities offered as liens on loans related to object of 

speculation 
    

Prudential Regulation and Financial Competition 1840s 1890s 1930s NOW 

Declining/lax prudential standards - - -  

Inadequate/opaque stress testing methodology - - -  

Regulators unwilling to investigate/prosecute financial 

sector crimes 
- - -  

Aggressive financial sector competition to increase market 

share 

- 
   

Rapid branch network growth outpacing lending growth -    

Falling lending standards -    

Evidence of cognitive or pecuniary regulatory capture - - -  

Financial System Risk Management, Balance Sheets 

and Foreign Borrowings 
1840s 1890s 1930s NOW 

Large capital inflows to fund speculation     

Elevated wholesale funding ratio - - -  

Dependence on short-term wholesale funding markets - - -  

Short average maturity profile for wholesale funding (roll-

over risk) 
- - -  

Excessive financier preference for increasing loan 

volumes/market share 
-    

Excessive lending to any asset class leads to a concentrated 

loan portfolio 
    

Declining bank capital ratios -    

Declining ratio of liquid assets held by the FIRE sector e.g. 

cash, bullion 
-    

High proportion of interest-only loans - - -  

Rising cost of borrowing/narrowing of credit spreads 

between deposit and lending rates 
    

Regional concentration in financial lending e.g. mining or 

pastoral 
    

Disproportionate concentration of total financial assets 

under management with similar loan profiles (contagion 
-    
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1 The current federal government is able, but unwilling, to spend counter-cyclically. Instead, 

austerity measures and the sale of public assets are preferred to reduce the already low 

(and safe) levels of public debt. 

 

 

  

Large cumulative current account deficit -    

Decades long CAD precedes asset bubble formation -    

Excessive commodity concentration within export share 

composition 
    

A mining boom approaches or surpasses 15 years in 

duration 
    

Majority foreign ownership of key commodity exports     

Evidence of Dutch Disease  - -  

Dependence on small number of key export partners     

Significant depreciation of the currency -    

Natural disasters e.g. extended drought, floods, fire     

Population Growth and Labour 1840s 1890s 1930s NOW 

High rate of population growth weakens GDP per capita 

growth and recovery 
    

Falling capital/multi -factor productivity - - -  

Trend of rising unemployment and/or underemployment     

Taxation / Cost Structure 1840s 1890s 1930s NOW 

Low or no taxes on property, land and/or capital gains 

encourages speculation 
    

Low taxation of land, resource rents and inheritances     

Disproportionate use of taxes with high AEBs and MEBs - - -  

Disproportionate private control over key monopolies     

High incidence of taxes upon labour     

Trend of increasing wealth and income inequality - -   
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1323 Roxburgh et al. (2012: 5 - Exhibit E4). 

other participants in the financial sector, such as brokers, insurers and special 

purpose vehicles. It excludes mortgage/asset backed securities, short-term 

inter-bank borrowings, deposits with central banks and retail and corporate 

deposits.1323 

Financial 

Institution 

A company whose primary function is to intermediate between lenders and 

borrowers in the economy. 

Financial 

Markets 

A generic term for the markets in which financial instruments are traded. 

Financial instruments have no intrinsic value of themselves. They represent a 

claim over real assets or a future income stream. The four primary financial 

markets are the foreign exchange market, the fixed interest or bond market, 

the share or equity market and the derivatives market. 

Financial 

Stability Board 

The FSB has a mandate to assess the vulnerabilities affecting the financial 

system, identify and oversee action to address them, and promote co-

operation and information sharing among authorities responsible for financial 

stability. Its membership comprises the original FSF members, G20 countries 

not already included in the FSF, Spain, and a number of international 

groupings of regulators and supervisors, and committees of central bank 

experts. 

Floating 

Exchange Rate 

Exchange rates determined by market forces based on the demand for and 

supply of a currency. 

G20 

Group of Twenty countries: Argentina, Australia, Brazil, Canada, China, France, 

Germany, India, Indonesia, Italy, Japan, Mexico, Russia, Saudi Arabia, South 

Africa, South Korea, Turkey, UK and USA; plus representatives of the European 

Union, IMF and World Bank. The G20 is a forum for international economic 

co-operation. 

Gross Domestic 

Income 

GDI adjusts GDP by the change in relative price of imports and exports. The 

further adjustment of GDI to calculate how much net income flows overseas 

results in the GNI (gross national income) measure. 

Gross Domestic A key measure of the value of economic production in the economy. GDP is 
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