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Abstract

Once recognised as one of the highest home ownerships in the world,
Australia has been experiencing a decline in housing affordability over the
past decade or so. Whilst the reason for this is fundamentally increasing
dwelling price in relation to household income, the underlying factors are
varied. Much of the discussion has centred on the increase in dwelling
price in Australia and in particular the capital cities with Sydney being the
least affordable. But there have also been twelve consecutive increases
in interest rates, which add to the repayment of loans. Furthermore, on
the supply side, amidst all this, there has been a declining trend in new
dwelling building supply.

This paper will identify the various underlying factors, including
demographic, economic, government and building activity and show why
there is no one solution to the problem.

Introduction

Housing affordability is “the maximum amount of income which households should
be expected to pay for their housing” (Gabriel et al, 2005). That is, it measures the
relationship between housing expenditure and household income (PCA, 2007 and
Whitehead, 1991).

This measure takes the form of a ratio between expenditure on housing and income
and as a general rule, 30 per cent is used as the benchmark for housing affordability
(PCA, HIA, UDIA). The REIA Home Loan Affordability Indicator (2008) found that
Australian households on average required 39.8 percent of income to meet loan
repayments, reaching the highest level since recording the data over the past 22
years. Extending the definition further, using a ‘30/40 rule’, which identified the
nation’s lowest 40 per cent income group that need more than 30 per cent of their
disposable income, Yates and Gabriel (2006) identified that there are 862,000
households in Australia experiencing housing stress.

The Housing Industry of Australia (HIA. 2007) derive an Affordability Index which
measures the ratio of net household income to net qualifying income for an 80
percent loan of the Sydney and Australian median dwelling prices. The higher the



ratio, the more affordable and vis a vis, the lower the ratio, the less affordable. Figure
1 shows the HIA affordability index from 1984 for Sydney and Australia and as can
be noted both indexes have decreased, that is housing is now less affordable than in
the 1980s and 1990s. What Figure 1 also shows is that Sydney has consistently
been less affordable than the Australian average with the gap between the two
widening from around 1994 onwards.

Figure 1:Australia and Sydney Housing Affordability Index
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The main reason for the affordability crisis has been the sustained increase in price
and one underlying driver of demand for housing is population growth. Figure 2
shows Sydney’s population and medium dwelling price from September 1993 to June
2007. As can be observed, both have moved in an upward trend over the period.
BIS Shrapnel's (2008a) stated, “the growth of its (Sydney’s) population has been
creating ‘unprecedented’ demand for housing”.

Figure 2: Sydney’s population vs. Sydney’s dwelling price
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On the supply side, there has not been an accommodating increase in new dwellings
to keep pace with this rising demand and according to BIS Shrapnel (2008b), “new
dwelling construction in Sydney has fallen to levels not seen since the 1950s”.

Figure 3 shows the ‘new dwelling approvals’ for Sydney from September 1984 to
June 2008 and from it we see fluctuating swings over the period. After falling from
1988 to 1991, there was a sustained upward trend from 1990 to peak in 1994. Since
then there have three significant period of a downward trend, with latest the most
sustained dropping to its lowest level in for the entire period in March 2008, before
have a slight increase for June 2008.

Figure 3: Sydney - new dwelling approvals
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Considering the two figures above, on the one side, there has been an upward trend
for both Sydney population and dwelling prices, whilst on the other side new
dwellings have been in a downward cycle for the past ten years. In other words, new
dwellings have not kept pace with the growth of population in Sydney.

Compounding the problem for the future is that Sydney’s population is expected to
continue to grow by 23.6 to 26.6 per cent over the next 20 years (ABS, 2008), with
the NSW Government’s Metropolitan Strategy (2005) predicting Sydney to grow by
about 40,000 people per year. This means that there needs to be an upturn in the

number of new dwelling, otherwise there will be an even shorter supply of
accommodation.

Hargreaves (2007) pointed out that a major driver for development was increase in
population, particularly migration. He added that a problem for developers is the time
it takes to complete a project and that developers tend to “see the same demand
signals ... and compete for first mover advantage”. In his study in New Zealand, he
showed how new approvals were still rising two years after immigration growth
slowed. Eichholtz and Lindenthal (2007) showed that demographics influence the
demand for housing and added that “a slowdown in population growth does not
necessarily imply a decline in overall demand”.




Barras (2005) determined that cyclical movements of building activity was
determined by endogenous factors such as current and expected economic growth
rate, real rental levels, vacancy rates and property yields. Most of these factors have
been for a positive cycle, however on the negative side, there has been an increase
in the cost of land and government charges. Day (2006) found that over the previous
ten years (1995-2005) land has nearly trebled across Australia and “where land once
represented 25 percent of the cost of a new house and land package, it is now 60
percent ”. Ellis (2006) concluded that financial and macroeconomic developments
contributed to the increased demand for stock of housing and because the increase
stock is slow to adjust, this causes an increase in relative price.

UDIA (2002) calculated that for every $10,000 increase in the cost of developing
land, 240,000 Australian households are no longer able to afford a basic house and
land package and as REIA (2007) stated “the affordability problem has been caused
by a broad range of complex factors including policy inaction by various levels of
government”. Recent studies have shown that government has also contributed to
the affordability problem with excessive takes and fees (Karantonis, 2007) and
government levies and compliances (UrbisJHD 2006). HIA (2003) also noted that
state and local government approaches to the supply and funding of infrastructure
associated with residential development have impacted negatively on housing
affordability. Finally, UDIA (2007) proposed a reduction in taxes and charges, in
particular, developer contributions (Sect 94 levies), as “regulatory and market
conditions are presently unsympathetic to apartment construction”.

Methodology and Data

This paper uses empirical evidence for Sydney to ascertain the relevant ratios,
indexes and multipliers to identify the affordability problem as discussed in the
general literature. The data used came form various sources. The paper used the
HIA affordability index time series for median dwelling price and disposable
household income for Australia, Sydney and capital cities. Rental prices were
ascertained from the NSW Department of Housing, whilst the vacancy rates were
provided by the Real Estate Institute of NSW. The Australian Institute of Quantity
Surveyors index was used for the cost of constructing a new dwelling. All other
variables are from the Australian Bureau of Statistics (ABS). ‘New dwelling
approvals’ for Sydney was used to identify building activity, as it was the only
monthly or quarterly data available for building new dwellings.

The housing affordability problem

The emergence of housing affordability stress has been due to a sustained increase
in price relative to household income. Figure 4 compares the Sydney prices index to
Sydney household income index from December 1984 to June 2006 and as can be
noted prices have risen more substantially in relation to income, particularly over the
latter 10 years.



Figure 4: Household disposable income & Sydney dwelling indexes
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Another way of measuring housing affordability is to derive an income multiplier that

is to derive the number of year’s income it takes to pay for a dwelling. Figure 5 shows
the ‘income/dwelling’ multiplier for Australia, Australian Capital Cities and Sydney.
We can note that Sydney has the highest multiplier, particularly from the early 1990s,
where the gap between Sydney and both the capital cities and the overall Australian

position has significantly increased. For Sydney, housing cost to income multiplier in
the early 1980s cost just over twice the household income, but by March 2006 the

multiplier had risen to 5.77 after reaching 7.67 in December 2003.

Figure 5: Income/ Dwelling Multiplier (1984-2006)
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Now, as noted, housing stress is often defined when more than 30 per cent of
household income is required to meet the repayments for the loan. Figure 6 shows
the affordability ratio, that is the percentage of disposable income required to meet
housing payments, based on an 80 percent loan at the variable interest rate for
Australia and Capital Cities and Sydney’s respective median price dwelling from
December 1984 to June 2006.

Figure 6: Affordability stress (1984-2006)
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From the Figure, wit is evident that all markets moved in a similar cycle and that
there are two periods when the ratio has been greater than 30 per cent, the late
1980s and the period from December 1999 onwards for Sydney and 2003 for the
other two. It can also be seen that Sydney has always a higher level of affordability
stress than the rest of Australia, peaking at 52.3 per cent in December 2003, but still
at 41.1 per cent at the end of the period (June 2006).

At the same time as the sustained growth in the decade to 2003-04, there has been
a steady increase in population underlying the need for more dwellings. But the
supply of new dwellings has not been increasing. Thus with supply of new dwellings
not maintaining pace with the level of increase in demand, prices for both renters and
buyers of dwellings increases, which in turn creates an affordability crisis.

New dwelling building activity

The phenomenon of cycles with peaks and troughs is a normal feature of a market
economy and despite similar phases, each specific cycle varies in duration and
intensity. Figure 7 compares the movement of Sydney dwelling prices and dwelling
approvals from March 1993 to June 2006. The Figure also shows the ‘trendline’ for
both and as can be noted, their respective trends are moving in the opposite
direction, which implies if there is no change to the new dwelling activity, housing
affordability can only be reduced from the demand side. That is, by a reduction in
the price and/or the rate of interest and/or an increase in the household income.

This leads to the question, “since property prices have risen significantly and
population growth is expected to continue to provide underlying demand for housing,
why is new dwelling activity on a downward cycle?



Figure 7: Sydney dwelling approvals vs. Sydney price
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There are several reasons why this downward building activity has occurred,
including:

e Decrease in affordability

e Rising debt levels

e Increase in construction and land costs

e Lack of availability of suitable of land

e Government — BASIX, high taxes and charges

¢ Decrease in affordability

A decrease in affordability implies a slowing down of demand for dwellings and is
reflected in price, which as Figure 2 (above) showed, levelled off from 2004.

Figure 8 shows the relationship between the HIA affordability index and the new
dwelling approvals, lagged by one year for the ten-year period from September 1996
to June 2006. The reason for using a lag is that typically, a response to the
affordability would impact on approvals in the future planning of new dwellings. After
all, to obtain an approval, the site has to first be acquired and then the approval
documentation, subdivision, plans etc must be prepared and lodged with the local
authority. The approval itself would take anything from two months upwards.
Several lags were tested and the one year lag was selected as it derived the highest

correlation result .

As can be noted the both the affordability index and the dwelling approvals are
moving in a similar direction.

Using excel analysis, the correlation increased by each quarter lagging, deriving a correlation of
0.687 for the four quarter lag (one year). However the two begin to diverge from around 2004 and this
could be due to the relative increase in cost of supply new dwellings.



Figure 8: Sydney Affordability Index vs new dwelling approvals (1 yr lag)
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e Rising debt levels

From about 1993, debt levels began increasing in Australia. This is reflected in the
marked change in the gradient of house prices in comparison to incomes in Figure 4
(above). This increase in debt coincided with the easy access to finance plus the
falling interest rates in the early 1990s. From that time until about 2006, Australian
household debt rose and much of this debt has been related to housing and has
helped to drive prices up beyond sustainable levels over that period.

¢ Increase in cost of construction & land costs

Both construction and land costs have continually risen and one would expect that
without an increase in dwelling price, the increase in costs should have a detrimental
impact on new dwelling activity. As discussed above, the price level tapered off in
2004, which is about the same time that the downturn in approvals. This can be
observed in Figure 9, which shows the ‘indexed’ levels of new dwelling approvals
and building costs for Sydney from September 1993 to March 2007. As can be
noted, construction costs have increased by almost 60 percent over the period and
more critically for the downturn of building activity, by 27.5 percent in the past five
years.




Figure 9: Sydney index - new dwelling approvals and building cost
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Turning to the cost of land, Figure 10 shows the land and housing cost supply for the
years 1973,1983,1993 and 2003. The Figure shows that land cost relative
construction cost has been increasing in each decade from 1973 and by 2003, land
accounted for about 80 percent of the cost of a new ‘hose and land’ package as
opposed to less than 50 percent (UDIA 2007a).

As most new building lots are in the ‘outer’ city fringe area, there is a need to provide
new infrastructure, which is very costly and has been passed on to the developers by
the government in the form of the ‘section 94’ levy within the EPA Act. This has
become a major factor for the increase in the cost of land as UrbisJHD (2006) found
that it increased the cost of land in Sydney by 21.1 percent since 2000.

Figure 10: Land and housing cost (1973,1983,1993 & 2003)
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o Lack of availability of suitable of land

Notwithstanding the above discussion, to further compound the land problem is the
lack of its availability of land. The future supply of new land is also a concern with a
growing shortage of suitable land emerging. Figure 11 shows the forecast of land
supply for Sydney, in which the PCA (2007) identified a worsening demand supply
imbalance in Sydney. They expect the shortfall to be over 50,000 building lots by
2026.

Figure 11: PCA Forecast of Land Supply
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But supplying more land is not the answer on its own as the Metro Strategy (2005)
pointed out, this results in urban sprawl, which brings about another problem.
People need employment and regional areas outside the Greater Metropolitan
Region lack the employment base or infrastructure investment to sustain or attract
large increases in population.

The Metro Strategy (2005) also found that “the average household spent 31 percent
more on petrol in 2003-4 compared to 1998-9 and traffic congestion in Sydney was
estimated at $5 billion in 1995. They expect this to increase to $8.8 billion by 2015”.
In a USA study, Lipman (2005) has shown that for every $1 saving on housing in the
fringe area, a working family spends an extra 0.77 cents. That is by moving to the
cheaper fringe area, 77 percent of the saving goes to transportation costs.

e Government — high taxes and charges & BASIX

As discussed in the introduction government charges are a major contributing factor
for the cost of providing new dwelling supply. In a case study of residential
developments, Karantonis (2007) found that between them, the three tiers of
government receive around 60 percent of total income, whilst the developer with all
the risk, receives 40 percent. UrbisJHD (2006) found that government levies and
compliances now make up for 35 percent of the total cost of homes in Sydney’s
northwest and 28 percent of the cost of new units.
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The government impact is even more pronounced in the cost of providing new supply
of land for housing. UDIA (2003) identified that new and rising taxes and charges
from all three tiers of government on a new dwelling in Sydney was about $167,000.
The main components were identified as GST, Land Tax and Stamp Duty ($30,000)
and Section 94 Contributions ($75,000).

Another new cost in introduced by the NSW Government, which came into effect for
all new dwellings from July 2005, is BASIX (Building Sustainability Index). The aim of
BASIX is to ensure that all new dwellings are designed and built to use less potable
water and produce fewer greenhouse gas emissions. The additional construction
cost for complying with BASIX has been calculated to be between 3.08 and 4.21
percent (BMT).

Conclusion

This paper has discussed the growing housing affordability problem, whereby more
households are now over the 30 percent affordable stress benchmark. In the
discussion, it was identified that there are many factors that have contributed to it
both from both the demand and supply side.

In the midst of increases in dwelling price and sustained by an increasing population,
there has been a downward trend in building new dwellings. The reasons for this
are also varied, whilst there was a 0.687 correlation with falling affordability, there is
also evidence that government charges have had an impact.

This has become a self perpetuating problem, because whilst developers cannot get
a reasonable return on development, they will not provide the new supply needed
and thereby have existing dwelling prices driven higher

Thus, what has clearly been identified is that the problem is not one of simply
increasing availability of land through government land release for subdivision in the
city fringe area. This is because the cost of new supply is being driven upward, due
mainly to increases of government charges as taxes and infrastructure levies and
fees. In addition, the outer city fringe areas need to have the capacity of transport
people to work in a more efficient manner, both in time and cost.

The discussion in this paper showed that there are several reasons why the current
affordability stress exist, some are inter-related others totally independent such as
the introduction of BASIX. Accordingly there is no ‘one fix solution’ to the problem,
rather there needs to be a combination of policies to assist, with the government
taking a leading role.
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