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The problem with “bubbles” 

“The OECD concludes that Australia has the most over-valued housing market, with prices 52% 

above their ‘correct” level.“  Similar warnings continue as do the related dangers of investing in 

those financing the market - banks.  The problem is the quote above is from December 2005.  

The point being, just because there is strong evidence a “bubble” exists does not mean it will 

burst soon. The “bubble” can last a long time and even get bigger. Something generally needs 

to trigger the pop.  We keep looking for a catalyst and none appear obvious in the near term.  

Hence, to abstain from investing in the largest part of A$ corporate bond market – Australian 

banks – on fears that problems may emerge is, in our view, a dis-service to investors. 

Reasons to be fearful 

When owning a bond until maturity the best you can hope for is getting back your principal and 

receiving interest payments.  We, therefore, are downside protection investors.  We focus on 

what can go wrong.  And when looking at the Australian residential property and banking 

sectors, much could go wrong over the long run. The main issues being:-  

 banks have large exposures to highly indebted households to finance home purchases 

at record prices and 

 major Australian banks are highly dependent on offshore investors to fund their 

balance sheets.  The history of banking crises is littered with international lenders 

rapidly withdrawing funding and thus crippling a banking sector. 

Just as these risks are real today, they were also present over a decade ago.  How do we assess 

whether these risks are closer to becoming reality?   

 

One of our tools is a model we developed called the Spectrum Property Pulse.  This looks at 

historical drivers of demand for Australian residential property – interest rates, employment 

and population growth.  It then plots an aggregate result against changes in residential property 

prices.  When we foresee these variables may change we plot this into our model to provide an 

insight into what the impact may be on residential property prices. 

 

For example, global bond yields may increase towards historical averages over the coming year.  

If so, this would likely pressure mortgage rates in Australia to rise.  Taking this into 

consideration, we show what the possible impact of several mortgage rate hikes could have on 

residential property prices.  In short, a plausible 0.5% to 1.5% rise in mortgage rates could push 

down property prices in the region of 3-7% over 12 months – all other factors remaining 

constant.  In our view, the Australian banks’ financial position would likely to remain sound in 

this scenario. 

 



 

Reasons to be cheerful 

Spectrum’s recent forecasts of Australian major banks’ financial results – assuming a moderate 

increase in mortgage rates - show the banks will remain highly profitable in the medium term.  

Continued modest competition and an ability to pass on costs underpin healthy earnings.  A 

moderate rise in bond yields will also help lending margins.  We expect bad loans to increase 

but the level can be comfortably absorbed by operating earnings.  We foresee stable credit 

profiles for the major Australian banks over the next year. 

 

Timing the market matters 

“It’s not timing the markets but time in the market”. This old chestnut may help salve the 

feelings of loss making investors and buy time for underperforming fund managers.  It does not, 

however, excuse poor medium to long term returns.  Timing matters.  

For example take the extreme case of an investor in Australian stocks for four years starting 31 

Mar 2008 vs. 31 Mar 2009. Both were invested for 4 years.  One earned 64%.  One lost 3%.  

Clearly timing had a massive impact on performance. 
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Spectrum Property Pulse
Spectrum Property Pulse vs. Australia change in resi property prices

Change in property prices Mortgages rise 0.5%
Mortgages rise 1% Mortgages rise 1.5%
Spectrum Property Pulse

Sources: Spectrum, ABS

3-7% price fall if mortgage rates rise 0.5% to 1.5%?

Source: Spectrum, Banks



 

Still investing, staying paranoid 

If we were to be frozen by the fear that the Australian property “bubble” could burst we will 

not be performing the service our investors trust us to do. Attractive investment opportunities 

could pass us by.  Timing the market is difficult.  It is something, though, we aspire to do.  And if 

risks look like rising for Australian banking sector, we will consider offloading our bank risk.  

Until then, we will acknowledge that a “bubble” may be present, stay near paranoid it could 

burst and consider investing in Australian bank securities when they offer value. 

dwood@spectruminvest.com.au 

Spectrum Asset Management manages the Spectrum Strategic Income Fund.  This fund invests 

in A$ corporate securities of which the majority are floating rate notes. The intention is to make 

this portfolio relatively immune from the bond yield volatility which can, in turn, hit equity and 

fixed income markets.  The fund is also designed to deliver an income stream while generating 

capital gains from time to time. For more information and how to invest please go to our 

website http://spectruminvest.com.auor contact your mFund 

brokerhttp://www.asx.com.au/mfund/foundation-members.htm#tabs-218.  Spectrum and the 

author have investments in either securities mentioned in this report or comparable securities 

DISCLAIMER 

• This report has been prepared by Spectrum Asset Management Limited  
• (ABN 31 096 442 198, AFSL 225069). 
• It is for information purposes only and does not constitute or form part of, and should not be 

construed as, an offer, invitation or inducement to purchase or subscribe for any securities or funds 
nor shall it or any part of it form the basis of, or be relied upon in connection with, any contract or 
commitment whatsoever.  It also does not constitute a recommendation regarding any securities or 
funds.  

• The information in this document has been obtained from sources believed to be reliable but no 
representation or warranty, express or implied, is given hereby as to the fairness, accuracy or 
completeness of the information or opinions contained herein. This presentation reflects the 
information available as of the date this presentation was prepared and is subject to change without 
notice to the recipient. 

• Past performance may not necessarily be repeated and is no guarantee or projection of future 
results. 

• This report is intended solely for the information of the person to whom it has been delivered.  It is 
not an advertisement and is not intended for public use or distribution.  No part of this report may 
be reproduced or distributed in any manner without prior written permission of Spectrum Asset 
Management Limited. 
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Timing doesn't matter?
ASX 4 year total return from 2 different start dates
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