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Preface
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This report examines the state of play in 2007 with Australia’s national saving. The
issue is a large one, with many dimensions:

* what are the most meaningful measures of saving?

e are we generating enough savings to sustainably fund the strong investment
needed for economic growth, or are we too reliant on foreign savings?

* are households saving too little, and running up too much debt?

— in particular, are Australians, and especially the large baby boomer cohort
providing adequately for their retirement? Are Gen X and Gen Y?

— or are unfair burdens for publicly funded income support, health and aged
care being left to the following generations?

Broadly, the key findings of the report are as follows.

@A) Our national saving (by all sectors combined) is a lower percentage of
GDP than in the past, despite stronger contributions from governments
and business.

(i1) Household saving is the culprit — it essentially collapsed as we moved
into this decade, over most of which it has been negative on a net basis,
associated with a full-blown household debt binge.

(ii1) Our gross national saving is nevertheless comparable with other
English speaking countries, but below average in the OECD group and
considerably lower than fast growing Asian economies.

(iv) Because we need to fund very strong business investment, much of it in
the resource sector whose commodities are in high demand, we are
drawing heavily on foreign savings and our external deficit is near the
old ‘red line’ of 6 per cent of GDP. However, for the foreseeable
future, we should be able to continue to access foreign savings on
favourable terms. Low domestic saving is thus not a significant issue
for funding national investment.

v) The nub of the low saving issue concerns households and the
intergenerational dimension. Household wealth has been increasing
steadily, but much of it is in houses and equities whose prices appear
somewhat inflated. Housing wealth is also not very accessible in
retirement, whereas remaining household debt at that stage will reduce
superannuation available to fund income. Even before considering that
factor, many Australians have inadequate retirement savings.

The present Government and its predecessor have implemented major reforms to
superannuation, which have made a very significant difference and will continue to
do so, but more remains for policy to achieve — to lift the adequacy of retirement
income provision by the baby boomers and Gen X and Gen Y, and to ease burdens
on future public budgets and future generations of taxpayers.
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NATIONAL SAVING

Executive summary

Overview: Why national saving matters

Australia’s national saving — the total of saving by households plus businesses (as
retained earnings) plus governments (as budget surpluses) — has recently been
around 20 per cent of GDP gross, or just under 6 per cent of GDP net of
depreciation (see Figure 1). This is well short of national capital investment, the gap
appearing as an external (current account) deficit of nearly 6 per cent of GDP.

Figure 1
GROSS AND NET NATIONAL SAVING (PER CENT OF GDP)
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A deficit at that level, particularly when our terms of trade are at extraordinarily
high levels, would have rung alarm bells in the past. However since it is largely
financing strong investment, much of it to expand production of commodities
strongly demanded internationally, it is not at present the prime focus of concern
about Australia’s saving.

Concern mainly focuses on the fact that, despite initiatives to promote it, saving by
households out of current income has collapsed. It has been negative on a net basis
for most of this decade, and households have been incurring debt rapidly. Some of
this debt has been used to acquire assets, mainly houses, but a significant part of it
has been financing consumption spending.

Households’ wealth has been rising steadily, but much of it is in houses whose
market values appear somewhat inflated, and which in any case do not represent a
very readily accessible source of funds to provide for retirement.

This is the nub of the saving issue: whether Australians, and particularly the baby
boomers, are providing adequately for retirement. Thus the main policy issue here
is an intergenerational one — will Generations X and Y be saddled with unduly
heavy tax burdens? And are they too under-providing?

[ESA i



NATIONAL SAVING

Saving in Australia: The ‘big picture’

In contrast to the experience in the late 1980s and early 1990s when public saving
fell sharply reaching a low point of around negative 4.6 per cent of GDP, public
saving has averaged around 1 to 2 per cent of GDP over the past decade due to
significant fiscal consolidation by Commonwealth and State governments (see
Figure 2).

Figure 2
NET SAVING BY SECTOR (PER CENT OF GDP)
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Corporate business sector saving (via retained earnings) has increased in line with
corporate profitability, contributing around 80 per cent of the flow of net national
saving in recent years.

Household saving as a proportion of disposable income, on the other hand, has been
declining in Australia since the early 1970s. Since 2002-03, Australia’s net
household saving ratio has been negative, which means that households have been
borrowing to allow them to spend more on goods and services than they could
afford out of their current disposable incomes.

However, the conventional household saving measure may not be the most
meaningful measure of household financial stress. Adjustments can be made to the
conventional measure of household saving, e.g. to include the effect of changing
asset values on the wealth of households (and hence their ability to spend some of
that wealth). Whereas Australia’s household saving has been declining, household
net worth has been rising strongly. On this alternative measure, household ‘saving’
(or more accurately, net wealth accumulation) has been increasing, reaching
38 per cent of net disposable income in 2006 (see Figure 3, next page). It must be
borne in mind, however, that the increase in this measure is largely due to strong,
and potentially unsustainable, rises in the prices of houses and to a lesser extent
equities.
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NATIONAL SAVING

Figure 3

HOUSEHOLD SAVING MEASURES (PER CENT OF DISPOSABLE INCOME)
45 45
40 Lo
35 35
30 -30

€2 25

5> s

5 20 20

a Adjusted for net worth g
15 15
10 10

o e r
______________ . Net household saving
o .\-

5 -5
1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

Moreover, measures of overall household wealth accumulation mask the significant
effect of the incurrence of debt over the current decade on the mix between housing
wealth, on the one hand, and net financial wealth (financial assets less liabilities) on
the other. Over this decade, before allowing for valuation effects (unrealised capital
gains), household net accumulation of housing assets has been positive and strong,
while the incurrence of debt has significantly outweighed the acquisition of
financial assets. In effect, increased debt has been offsetting a good deal of the
unrealised gains in super funds, and will need to be repaid in future (see Figure 4).
This significantly changes the picture of what funds will actually be available for
income purposes when people retire and pay off debt, noting that housing wealth is
typically ‘locked up’ until well after retirement.

Figure 4
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NATIONAL SAVING

International comparisons show that Australia’s gross national saving rate has been
the second highest among English speaking countries, although it is below the
average of OECD countries, notwithstanding our greater need to fund investment.
Household saving has declined significantly in all English speaking countries with
Australia and the US having the lowest household saving rates, however.

In contrast to industrial countries, saving rates in developing Asian economies have
been high and increasing, now significantly exceeding those of industrial countries.
Particularly remarkable has been the very sharp increase in saving in China and
India.

In short, Australia’s major saving issue, as in other English speaking countries
(notably the US) is low household saving — negative on a net-basis, but with some
comfort to be taken from

* rising net worth, albeit valued at apparently inflated prices; and

* increased spending on some items defined as consumption but which have a
degree of investment character (e.g. education).

Patterns of household saving, assets and debt

While household net worth has been increasing, this is largely due to our
willingness to take on debt. Throughout the 1980s, the average Australian
household owed less than $50 in debt for every $100 in income. Over the past 15
years, that figure has more than tripled to almost $160 in debt for every $100 of
income.

Australians invest heavily in their homes. In 2006, residential real estate
represented 57 per cent of households’ total assets. Financial assets accounted for
39 per cent, with a majority of this invested in superannuation and life insurance
predominantly, of course, the former. The pre-eminence of superannuation as the
preferred financial vehicle for household savings is the product of a series of
reforms by the Australian Government.

The strong growth in household debt, together with higher interest rates, has
resulted in the ratio of household interest payments to disposable income reaching
historically high levels. Overall, however, households continue to benefit from the
strong economy, and there are at this stage few signs that families are struggling to
meet their debt-servicing obligations. But there seem to be pockets of difficulty, and
there remains a risk of that the level of debt borne by households might not be
sustainable in less prosperous times and could, indeed, amplify a future economic
downturn.

Moreover, to the extent that debt is not paid off before retirement, it will eat up
accumulated superannuation, leaving less to fund retirement income.

Wealth is distributed very unequally across households in Australia. In 2003-04, the
least wealthy 40 per cent of households had an average net worth of $82 000, and
collectively accounted for just 7 per cent of total household net worth. At the other
end of the distribution, the wealthiest 20 per cent had an average net worth of $1.38
million, and collectively accounted for 59 per cent of total net worth.
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NATIONAL SAVING

Australians’ spending and saving behaviour is generally consistent with the ‘life
cycle hypothesis’ that individuals prefer to smooth consumption over their lifetime.
In 2003-04, baby boomer households (those headed by a person aged 45-64 years)
had an average net worth of around $630 000 — twice as much as the net worth of
Generation X households (those with a head aged 25-44 years). On average, baby
boomers have both higher assets and lower liabilities.

Another important inequality in the distribution of net worth exists between women
and men. In 2002, males held 63 cents of every dollar of Australians’ savings. The
gap between the sexes grows with age — among baby boomers, men control almost
twice as much net worth as women. The current generation of baby boomer women
approaching retirement has less than half the level of savings in superannuation
than that of their male counterparts. As a result, many women will not have
sufficient savings to provide for an adequate income in retirement, and they will
need to draw more extensively upon the age pension.

Implications of low domestic saving for the national economy

Given the low national saving rate, this raises the question of whether we are
generating enough savings to sustainably fund the strong investment needed for
economic growth, or are we too reliant on foreign savings?

Australia’s current account deficit has widened to close to 6 per cent in recent
years, and it would have been much larger were it not for the 30-year high we are
enjoying in our terms of trade.

From a saving and investment perspective, the deterioration in the current account
reflects strong growth in capital investment within Australia relative to a modest
level of national saving, and particularly, very low household saving.

To finance the current account deficit, Australia relies on foreign savings mainly in
the form of debt, on which we pay interest — the net income deficit, i.e. interest
and dividends paid to foreigners net of those received from them, has been
increasing steadily over the past two decades and is currently running at about 4 per
cent of GDP. The stock of net liabilities to foreigners has also been increasing
relative to GDP and is now around 60 per cent of annual GDP, although it is only
about 10 per cent of our private sector wealth.

The great bulk of the net liabilities is net debt. The vast majority of Australia’s
foreign liabilities are either held in Australian dollars or hedged to Australian
dollars and therefore our exposure to foreign currency risks remains relatively low.

Under current external circumstances, our heavy reliance on foreign savings may
not pose significant risks. Our external deficit is clearly to a large extent the
counterpart of strong investment, much of it in sectors producing commodities,
which are in high demand in international markets. Our terms of trade are high, our
dollar is strong, and positive sentiment towards the Australian economy in financial
markets is reflected in modest risk premia in the interest rates at which we can
borrow.

However, there may be significant consequences from our level of dependence on
foreign savings if shocks in the international economy lead to a sharp decline in
demand for our exports (and possibly, higher prices for key imports), leading to an
adverse shift in sentiment and higher risk premia.
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At present and foreseeably, however, these external risks do not appear to pose
significant concerns, although they should be kept in view. The issues surrounding
our low saving are more domestic and intergenerational, relating to how
households’ future needs are to be met rather than concerning the ability to finance
business capital investment, so long as we are comfortable with a significant degree
of foreign ownership.

Do households save too little?

Given the patterns of household saving and the net acquisition of assets, the
question is raised whether households are saving too little, and running up too much
debt?

* in particular, are Australians, and especially the large baby boomer cohort
providing adequately for their retirement?

* or are unfair burdens for publicly funded income support, health and aged care
being left to the following generations?

In Australia, the major policy initiative to raise saving for retirement has been the
introduction of the Superannuation Guarantee, as a major part of a three-pillared
approach to retirement income policy. Household financial flows into
superannuation have increased significantly in recent tears with household assets in
superannuation now comprising around 114 per cent of annual GDP.

Whether higher flows into superannuation assets have contributed to or detracted
from household saving on a net basis (i.e. whether they have been substantially
offset by reductions in other saving and/or incurrence of debt to finance
consumption) is more difficult to establish. At first glance, it would not appear to be
the case, as household saving has declined at the same time as superannuation
assets have increased. However, empirical evidence estimates that the
Superannuation Guarantee may have increased the household saving rate by up to
1.5-2 per cent of GDP in 2001-02 (Figure 5, next page). That is, government
policies encouraging superannuation have added to both household saving and
wealth, albeit that they appear to have been ‘swimming against the tide’ of other
strong factors reducing saving, and disposing people to incur debt.
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Figure 5

EFFECT OF COMPULSORY SUPERANNUATION ON HOUSEHOLD SAVING —
SCENARIO ANALYSIS (PER CENT OF GDP)
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The question remains whether saving levels are ‘adequate’ to fund both the current
and future generation’s retirement. Studies vary on the extent of under-provision,
but even a recent Access Economics study taking into account strong capital gains
on household assets shows that one-third of the workforce (3.5 million Australians)
will not have adequate incomes in retirement. This is the case even though
compulsory contributions via the Superannuation Guarantee and other policies have
made a significant difference.

Moreover, to the extent that households leave debt to be paid off after retirement, it
will reduce their superannuation available to fund income. Consequently, there may
be a ‘retirement savings gap’ as people reach retirement with some estimates
suggesting that this gap could be as high as $823 billion in 2003-04.

One measure proposed is to increase the superannuation guarantee contribution rate
beyond 9 per cent to say 12 or 15 per cent. In order to fully fund their retirement
savings gap, some estimates suggest that baby boomers (those above 55 years of
age) would need to contribute an additional 6.4 to 16.6 per cent of their pre-
retirement income and Generation X and Y would need to contribute an additional
2.4 t0 9.5 per cent of their pre-retirement income to superannuation (see Figure 6,
next page).
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Figure 6

REQUIRED ADDITIONAL CONTRIBUTION — AFTER AGE PENSION (PER CENT OF
PRE-RETIREMENT INCOME)
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While in aggregate there appears to be a ‘retirement savings gap’, several groups
within the community face greater challenges with self-provision of retirement
incomes. These groups include:

* women;
* the current cohort of retirees (or those close to retiring);

* people under the age of 40 (who have a higher propensity to consume out of
current income compared with past generations); and

* self-employed individuals (who would typically invest much of their capital in
their businesses until late in life when they expect sales of the business to fund
their retirement).

Longevity has been increasing in Australia, in recent decades mainly due to reduced
mortality from chronic diseases in middle and older age. Longevity and years in
retirement are projected to continue to increase. Given that many people are failing
to provide adequately for retirement income now, the implication is that without
changed behaviour, retirement savings gaps may grow.

Given the extent of under-provision for retirement, a significant number of people
will be reliant on a full or part age pension over the next forty years. The Australian
Government has projected long-term fiscal implications of ageing with spending
expected to rise (due to ageing) by around 4.75 per cent of GDP by 2046-47.

Without any policy or expenditure changes, this will require an increase in taxes to
fund the future fiscal burden. This will place an uneven burden on future taxpayers
to support a larger aged population as well as impeding the performance of the
wider economy.
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While policy measures, such as the Government’s Future Fund, go some way to
alleviate the burden placed on future generations via expenditures from public
budgets, is restricted to funding government employee superannuation and it does
not pre-fund the far greater future obligations to age pensioners or other age-related
expenses e.g. for health and aged care

However, given a public policy interest in raising people’s retirement living
standards well beyond ‘safety net’ levels, policies that aim to support greater
private saving for retirement purposes represent the primary policy approach.

Looking forward — What should be on the policy agenda?
In respect of household saving, the key issues include:
* the economic and social risks attaching to high levels of household debt;

* under-provision for retirement, particularly by the large baby boomer cohort,
posing both intergenerational equity concerns and concerns that many in that
cohort itself may not attain the standards of living in retirement that they aspire
to.

This series of major reforms to superannuation by the previous and present
Governments (including the Superannuation Guarantee, co-contributions, transition
to retirement measures and the recent sweeping reform reducing the taxation of
benefits and greatly simplifying super) have made a very significant difference, and
will continue to do so, but there remains more for policy to achieve.

In addition to more responsible attitudes to debt, a combination of extended
participation in work — i.e. phased transition to retirement — and increased saving
for retirement through superannuation, targeting younger as well as older cohorts,
are the most promising avenues for policy development.

This paper does not canvass policy options in any detail, but an agenda of options
for consideration would include:

* responsible borrowing/lending programs, targeting both borrowers and lenders;

* increased mandatory superannuation contributions, with Gen X and Gen Y a
particular focus;

* extension of co-contribution incentives to a wider group;

* further initiatives to remove barriers to extended participation in work (phased
transition to retirement);

* policies to require or encourage pre-provision for health care in retirement;
* initiatives to facilitate ‘unlocking’ of housing wealth in retirement; and

* in addition to initiatives aimed at household saving, possible extension of the
Future Fund model to provide for additional future expenditures.
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Part 1

Trends in national saving
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Chapter 1

Overview: Why national saving matters

This chapter provides an introductory overview of issues about Australia’s national
saving, and a brief guide to the remainder of the report.

Key Points

* Australia’s national saving — the total of saving by households plus businesses (as
retained earnings) plus governments (as budget surpluses) — has recently been
around 20 per cent of GDP gross, or just under 6 per cent of GDP net of depreciation.
This is well short of national capital investment, the gap appearing as an external
(current account) deficit of nearly 6 per cent of GDP.

* A deficit at that level, particularly when our terms of trade are at extraordinarily high
levels, would have rung alarm bells in the past. However since it is largely financing
strong investment, much of it to expand production of commodities strongly
demanded internationally, it is not at present the prime focus of concern about
Australia’s saving.

* Concern mainly focuses on the fact that, despite initiatives to promote it, saving by
households out of current income has collapsed. It has been negative on a net basis
for most of this decade, and households have been incurring debt rapidly. Some of
this debt has been used to acquire assets, mainly houses, but a significant part of it
has been financing consumption spending.

* Households’ wealth has been rising steadily, but much of it is in houses whose market
values appear somewhat inflated, and which in any case do not represent a very
readily accessible source of funds to provide for retirement.

* This is the nub of the saving issue: whether Australians, and particularly the baby
boomers, are providing adequately for retirement. Thus the main policy issue here is
an intergenerational one — will Generations X and Y be saddled with unduly heavy tax
burdens? And are they too under-providing?

* This paper examines the facts, implications and policy issues.

1.1 Introduction — A brief overview of the issues

This report is about the current state of play with Australia’s national saving.
Australia’s national saving comprises not just household, but also business and
public sector saving. Overall, our national saving (around 20 per cent of GDP gross,
or just under 6 per cent net of depreciation) is significantly lower than our national
investment. That is the country has a large external (or current account) deficit —
currently around 6 per cent of GDP. This is financed by borrowing from overseas
and foreign investment in Australia — direct and portfolio. In other words, as a
nation we are drawing heavily on foreigners’ savings, rather than our own, to
finance the capital investment needed for economic growth. And of course, there is
a price — foreigners earn interest on funds lent, which may include a risk premium
related to how much we borrow, and dividends and capital gains on investments in
Australia that foreigners own, and in many cases, control.

The Allen Consulting Group 11
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The principal domestic contribution to Australia’s external deficit (apart from the
high level of investment) is household dis-saving — that is, spending by households
in excess of current income, financed by incurring debt. Over the past few decades,
the household sector’s saving patterns have changed dramatically, from generating
significant savings out of current disposable income to a situation over this decade
of sustained negative net saving — notwithstanding major policy initiatives to
promote saving, notably in superannuation.

Since households are not only consuming in excess of income but are investing
significantly (primarily in housing), this has involved a very large rise in household
debt, much of which is in the form of housing finance, together with significantly
increased credit card debt. It is true that households have been increasing their net
wealth, but this has been largely due to capital gains on their housing and financial
assets, gains that may well erode or reverse in real terms in the future. Moreover,
wealth tied up in property (particularly owner-occupied houses) is relatively
inaccessible, and typically remains so until late in the owner’s life — so that it is not
as directly relevant to saving for retirement as savings in financial form.

Private non-financial corporations have traditionally raised much of their own
investment finance in the form of retained earnings (i.e. their own saving), but when
business investment is running strongly — as over recent years — they can become
large net borrowers. However as this finance is adding to capacity to produce future
income and to service external borrowings, it is not of direct concern. The general
government sector — which has in some past periods (e.g. as recently as 2000-01)
been a net borrower after financing investment, despite typically generating
significant positive savings (i.e. surpluses on recurrent budget) — has moved to a
sustained positive net lending position over recent years.

In the past, when there has been debate about whether Australian saving is too low,
concerns have focused particularly on two issues:

* the current account deficit, in particular, the risks attached to a sustained high
deficit. There have, for example, been notions of a ‘red line’ around 6 per cent
of GDP; and

intergenerational issues — particularly whether the baby boomer generation is
providing for itself sufficiently, or whether it is leaving unduly large burdens
to the generations following to support them with taxpayer-funded income
support, health care etc.

We consider those issues in turn.

Views about the importance of the current account deficit as an economic indicator
have varied over time. In recent years, the prevailing view has been that a current
account deficit tracing mainly to private sector behaviour is not of major concern.
However some economists have questioned whether Australia’s persistently high
current account deficit, or the essentially equivalent National Accounts concept ‘net
borrowing from overseas’ (which has been close to the traditional ‘red line’ of 6 per
cent of GDP for several years now despite terms of trade that are exceptionally
strong), points to underlying structural problems in the domestic economy. In
particular:

[ESA 2
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* Australia needs sustained strong investment to capitalise on the global
commodities boom and maintain the economic growth of the past 15 years.
External finance is currently and foreseeably readily available for this
investment, at least insofar as it is undertaken by larger corporations able to
access the capital markets as well as bank finance. However low domestic
saving poses a risk of Australia becoming over-reliant on foreign sources of
capital, and vulnerable to changes in international sentiment regarding the
Australian economy if the current favourable environment for our exports
changes adversely. In addition of course, to the extent that foreigners provide
the equity capital, they reap the handsome rewards, and foreign ownership of
our economy increases.

* The collapse of household saving and the dramatic enlargement of household
debt poses other risks. An economic slowdown could leave many households
unable to meet their debt servicing commitments without severe ‘belt
tightening’, i.e. force reductions in household spending, contributing to slowing
of the economy and possible recession. There is the risk that the improvement
in their balance sheet positions that has encouraged the increased use of debt
may reverse, as current very high valuations of property (e.g. Perth houses) or
equities revert to more sustainable levels.

* Finally, the ageing population poses the need for strong domestic saving on
intergenerational equity grounds. If the baby boomers do not save adequately to
support themselves during retirement, particularly in the form of readily
accessible financial assets, the cost of providing them with income support will
fall heavily and unfairly on younger generations, and higher levels of taxation
would impede the future economy.

In the context of the ageing population, governments have implemented a range of
initiatives to encourage household saving and to contribute public saving towards
retirement needs. In the 1990s, the Australian Government legislated for
compulsory superannuation contributions rising to 9 per cent of salaries. In 2003,
the Government introduced the superannuation co-contribution to encourage lower
income people to make a personal contribution to their superannuation fund. The
following year, the Government established the Future Fund to meet its own
unfunded superannuation liabilities.

Even broader in scope, the New Zealand Government has created a fund to partially
provide for the future cost of New Zealand’s taxpayer-funded aged pension system
(‘New Zealand Superannuation’).

Australia’s policy initiatives may not be enough, given that household net saving
has collapsed. Partly this is because other forces have pulled households in other
directions. For example there are now strong incentives in place making it attractive
for households to enter into debt, particularly mortgage debt — such as negative
gearing and the very favourable taxation treatment of owner-occupied homes.

There may not be grounds for concern to the extent that households incur debt to
invest in property assets (other than some concerns at the prices they may be
paying). However, quite clearly debt is also being used to finance spending on
things that do not produce an economically measurable future flow of services, e.g.
popular consumer durables (such as plasma TVs) and consumption spending
generally.
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Policy options to improve Australia’s national saving position should consider both
new opportunities to encourage household saving and whether existing incentives
that discourage saving and encourage incurrence of debt continue to have a strong
rationale.

1.2 This report

As part of its research into retirement incomes and long term savings, the
Investment Financial Services Association has engaged the Allen Consulting Group
to undertake research into national saving and its role in the Australian economy
and community.

This report, part of that research, is structured as follows:
* Part 1 provides an overview of national saving in Australia.

— Chapter 2 provides a critical review of available measures of saving — how
comprehensive and meaningful are they? The chapter also compares
Australia’s saving performance with overseas countries; and

— Chapter 3 analyses trends in household saving and accumulation of assets
and debt by demographic categories (generation, sex, and income level) and
different financial vehicles.

* Part 2 analyses what, if any, goals should be set for Australia’s saving, and the
policy implications.

— Chapter 4 assesses whether the level of national saving is sufficient to
support investment and growth in our economy — now and into the future;

— Chapter 5 analyses whether the level of household saving is adequate for
funding the retirement incomes and consumption needs of the baby boomer
cohort in particular, but also the following cohorts; and

— Chapter 6 briefly discusses the broad policy implications of these trends.
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Chapter 2

Saving in Australia: The ‘big picture’

This chapter provides an overview of the broad trends in Australia’s national
saving including developments by sector (public and private, household and
business). The analysis also considers wider definitions of saving which take into
account changes in net wealth and those categories of consumption expenditure
which can be viewed as having investment character (e.g. spending on education).
The chapter also summarises the international national saving experience among
OECD and Asian economies as a base for comparing Australia’s performance.

Key Points

The gross national saving rate (i.e. before depreciation) has averaged 20 per cent of
GDP over the past ten years, falling from the levels of around 28 per cent of GDP,
which prevailed in the 1960s and 1970s.

Net saving as a proportion of national income has also fallen from 12 per cent of GDP
in the 1960s to around 4 to 5 per cent of GDP in the past decade.

In contrast to the experience in the late 1980s and early 1990s when public saving fell
sharply reaching a low point of around negative 4.6 per cent of GDP, public saving
has averaged around 1 to 2 per cent of GDP over the past decade due to significant
fiscal consolidation by Commonwealth and State governments.

Corporate business sector saving (via retained earnings) has increased in line with
corporate profitability, contributing around 80 per cent of the flow of net national
saving in recent years.

Household saving is the culprit —it essentially collapsed as we moved into this
decade, over most of which it has been negative on a net basis, which means that
households have been borrowing to allow them to spend more on goods and services
than they could afford out of their current disposable incomes.

An alternative concept of household saving calculating the real net change from
period to period in households’ ‘net worth’ shows that whereas Australia’s household
saving has been declining, household net worth has been rising strongly. On this
alternative measure, household ‘saving’ (or more accurately, net wealth accumulation)
has been increasing, reaching 38 per cent of net disposable income in 2006. It must
be borne in mind, however, that the increase in this measure is largely due to strong,
and potentially unsustainable, rises in the prices of houses and to a lesser extent
equities.

Measures of overall household wealth accumulation mask the significant effect of the
incurrence of debt over the current decade on the mix between housing wealth, on the
one hand, and net financial wealth (financial assets less liabilities) on the other. Over
this decade, before allowing for valuation effects, household net accumulation of
housing assets has been positive and strong, while the incurrence of debt has
significantly outweighed the acquisition of financial assets. In effect, increased debt
has been offsetting a good deal of the unrealised gains in super funds, and will need
to be repaid in the future.

International comparisons show that Australia’s gross national saving rate has been
the second highest among English speaking countries, although it is below the
average of OECD countries, notwithstanding our greater need to fund investment.
Household saving has declined significantly in all English speaking countries with
Australia and the US having the lowest household saving rates, however.

Saving rates in developing Asian economies have been high and increasing, now

significantly exceeding those of industrial countries. Particularly remarkable has been
the very sharp increase in saving in China and India.
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21 Trends in saving in Australia

Policy makers and economic commentators have been concerned for some time
about Australia’s national level of saving, although the level of concern and debate
has varied considerably over time. The broadest measure of saving, the gross saving
rate (i.e. before depreciation), has averaged 20 per cent of GDP over the past ten
years, falling from the levels of around 28 per cent of GDP, which prevailed in the
1960s and 1970s." If we focus on the net saving rate (that is, affer deducting
consumption of fixed capital, or depreciation), we see a more worrying picture.
While depreciation has remained relatively steady as a proportion of GDP, net
saving as a proportion of GDP has fallen from 12 per cent in the 1960s to around 4
to 5 per cent in the past decade.

Figure 2.1

GROSS AND NET NATIONAL SAVING (PER CENT OF GDP)
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Source: ABS 2006a, Australian System of National Accounts, Australia, 2005-06 Catalogue No. 5204.0,
Canberra, Table 13.

It is useful to segment national saving into its public and private sector components,
and to distinguish household and business saving, as levels of saving by the
different sectors are driven by different factors (Figure 2.2). In the 1960s and 1970s,
public sector saving (specifically, that of general government) averaged around
1 per cent of GDP but fell sharply through the 1980s and early 1990s, reaching a
low point of dis-saving, at around negative 4.6 per cent of GDP in 1994. These
trends raised considerable concern at the time, with FitzGerald’s National Saving: A
Report to the Treasurer (1993) arguing that the strategy for raising national saving
should be focused primarily (but not exclusively) on raising public saving. Since
that period, there has been considerable fiscal consolidation by Commonwealth and
State governments, with such efforts raising the public saving rate to around 1 to 2
per cent of GDP over the past decade.

In practice, saving cannot be directly measured. Instead, it is calculated as a residual, after estimating income
and consumption expenditure, and then taking the difference between these two very large aggregates. As a
result, any errors or omissions in the estimate of income and consumption expenditure are amplified in
estimates of saving.
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Figure 2.2
NET SAVING BY SECTOR (PER CENT OF GDP)
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Source: ABS 2006a, Australian System of National Accounts, Australia, 2005-06 Catalogue No. 5204.0,
Canberra, Table 11 and Table 14

Corporations

The contribution made to national saving by financial and non-financial
corporations (as retained earnings, less depreciation) has significantly increased in
recent years Figure 2.3). In the early 1960s, the share of net national saving
contributed by corporations was around 27 percent, increasing to around
80 per cent over recent years.

Figure 2.3
NET NATIONAL SAVING BY SECTOR ($ BILLION)
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Source: ABS 2006a, Australian System of National Accounts, Australia, 2005-06 Catalogue No. 5204.0,
Canberra, Table 14.
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The increase in the contribution of corporations to national saving can be attributed
to corporations enjoying high levels of profitability, which allows them to finance
investment substantially from internal sources.

A relatively minor point to note here is that some of the improvement in corporate
saving may be contributed by unincorporated enterprises, which are included in the
household sector, which cross the sectoral boundary when they incorporate. In
recent decades, there has been a significant trend towards corporatisation of
Australian businesses, which would shift income and saving out of the household
sector and into the corporate sector (Treasury 1999)."

Households

Household saving is the amount that is left over from a household’s disposable
income after expenditure on consumption goods and services. Household saving as
a proportion of disposable income has been declining in Australia since the early
1970s and collapsed going in to this decade (Figure 2.4). Since 2002-03, Australia’s
net household saving ratio has been negative, which means that households have
been borrowing to allow them to spend more on goods and services than they could
afford based purely on their income (ABS 2007b)." Note, however, that this
statement is based on ‘net’ measures which treat depreciation as an expense.

Figure 2.4

NET HOUSEHOLD SAVING AS A PROPORTION OF NET HOUSEHOLD DISPOSABLE
INCOME, 1970-2006
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Note: Net household saving is defined as net household disposable income less household final
consumption expenditure. Net household disposable income is calculated by deducting depreciation
(consumption of fixed capital) from gross disposable income. The household saving ratio does not take
into account capital gains and losses as these are not considered to be part of household current
disposable income. The household sector includes households, unincorporated enterprises and non-
profit institutions serving households.

Source: ABS 2007b, Spotlight on National Accounts, 2007, Cat. No. 5202.0, Canberra.

From the viewpoint of the adequacy of saving, the picture is slightly more worrying
if we consider the contribution that household saving has made over time to the
stock of national saving (Figure 2.3). This contribution averaged around 70 per cent

2
The last point is cited as one factor explaining the decline in household saving. It is important to note,

however, that while this would reduce the saving in the household sector, it would also reduce expenditure in
the sector. The incorporation of the unincorporated entities seems to be a minor factor in the large decline of
household saving.

The ABS (2007) advises that caution should be exercised in interpreting the household saving ratio in recent

3
. ears, because major components of household income and expenditure may be subject to significant revision.
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in the 1960s and 1970s and increased to around 120 per cent in the 1980s (in line
with a contraction in the contribution to national saving from the public sector) and
has now fallen to minus 7 per cent of net national saving in 2006.

2.2 Adjustments to the conventional saving measure

The discussion above is premised on the commonly quoted measure of the
household saving ratio, as published by the ABS. It is determined as a residual to
net disposable income of households that is not consumed by households in that
period.

Conceptually, a ‘purer’ economic concept of saving would be the change in the net
worth of households from one period to the next. By contrast the conventional
saving measure does not take into account:

* the effect of changing asset values on the wealth of households (and hence their
ability to spend some of that wealth); or

* the categorisation of certain expenditures as ‘pure’ consumption items even
though they may have at least to a degree the characteristics of an investment
(or capital) item. These items include spending on consumer durables, health,
and education.

Adjustments can be made to the conventional measure of household saving to
include either or both of these sets of factors, and hence to provide a broader picture
of net wealth accumulation by households.

Changes in net wealth

An alternative approach to estimating household saving is to calculate their ‘net
worth’, calculated as the value of household assets less liabilities. In some ways net
worth is a better indicator of Australians’ financial position, because it takes into
account not just saving out of current income, but also capital gains and losses
(ABS 2006d, p. 63). Net worth is basically a measure of household wealth, and
reflects the stock of saving that households have accumulated over time.

Whereas Australia’s household saving has been declining, household net worth has
been rising strongly over recent years. In the 10 years to 2006, household assets
(financial and non-financial) rose from $2040 billion to $5500 billion, while
liabilities rose from $310 billion to $1070 billion (both in nominal terms). As a
result, household net worth grew by an average of 10 per cent each year. As a
proportion of household disposable income, household net worth grew from 460 per
cent in 1996 to 705 per cent in 2006 (Figure 2.5).
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Figure 2.5

HOUSEHOLD NET WORTH AS A PROPORTION OF GROSS HOUSEHOLD
DISPOSABLE INCOME, 1996-2006
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Note: The household sector includes households, unincorporated enterprises and non-profit institutions
serving households.
Source: RBA 2007e, Selected assets and liabilities of the private non-financial sectors, Bulletin
Statistical Tables, Table B20. http://www.rba.gov.au/Statistics/Bulletin/index.html, Accessed 10 July
2007; and ABS 2006a, Australian System of National Accounts, 2005-06, Catalogue No. 5204.0,
Canberra, Table 46.

As Figure 2.6 shows, net wealth has increased as a result of asset prices of equity
and houses growing faster than the consumer price index, giving rise to what is
termed a ‘wealth effect’. Many commentators consider that house prices are
currently unsustainably high in real terms in some cities, notably Perth, and that
some reversion is on the cards. (Real house prices do not always rise: they have
fallen considerably in some past periods — e.g. roughly halving between the late
1980s and mid 1990s in the major Eastern cities.) Similar observations have been
made about recent equity prices. While some of the increase in household wealth
over the current half decade may prove ephemeral, however, the wealth effect being
experienced currently is no doubt a factor in households spending in excess of their
current net disposable incomes."

Dvornak and Kohler (2007) show that both housing and stock market wealth have a significant effect on
household consumption: a permanent $1 increase in stock market wealth increases long-run annual
consumption by 6-9 cents; the same increase in housing wealth increases annual consumption by around 3
cents. With housing assets comprising more than three times that of stock market assets, a 1 per cent increase
in housing wealth has an effect on consumption at least as large as that of a 1 per cent increase in stock market
wealth.
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Figure 2.6
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Source: ABS 2006a, Australian System of National Accounts, Australia, 2005-06 Catalogue No. 5204.0,
Canberra, Table 88 and 89; ABS 2007c, Consumer Price Index Australia June 2007, Catalogue No.
6401.0, Canberra, Table 7, and RBA 2007, Share Market, Bulletin Statistical Tables Table F7,
http://www.rba.gov.au/Statistics/Bulletin/index.html, accessed on 10 July 2007.

Incorporating the changes in net worth, gross household disposable income on that
measure has been greater than on the narrow measure in every year since 1992
(Figure 2.7). Over the past five years, changes in net worth have contributed on
average around $276 billion to the average level of disposable income of
$533 billion on the conventional measure. That is to say, household disposable
income increases by one-third by incorporating real net changes to asset holdings of
households.

Figure 2.7

ADJUSTMENT TO GROSS DISPOSABLE INCOME FROM CHANGES IN NET WORTH ($
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Source: ABS 2006a, Australian System of National Accounts, Australia, 2005-06 Catalogue No. 5204.0,
Canberra, Table 48.
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An alternative concept of a household saving ratio using the above wider household
income definition (which incorporates changes in household net worth) reveals that
the saving rate on that base does not appear to have weakened (Figure 2.7). In fact,
the household saving ratio based on real changes in net wealth exhibits an overall
upward trend over time rising to 38 per cent of net disposable income in 2006.”

Figure 2.8

HOUSEHOLD SAVING MEASURES (PER CENT OF DISPOSABLE INCOME)
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Source: ABS 2006a, Australian System of National Accounts, Australia, 2005-06 Catalogue No. 5204.0,
Canberra, Table 48.

There are several issues with relying too heavily on this wider definition of gross
disposable income, however. Firstly, the changes in net worth are not based on
realised capital gains but on the paper value of the assets. Secondly, as noted, many
commentators consider that both houses and equities are currently overpriced
compared with economic fundamentals.

Moreover, measures of overall household wealth accumulation mask the significant
effect of the incurrence of debt over the current decade on the mix between housing
wealth, on the one hand, and net financial wealth (financial assets less liabilities) on
the other. Over this decade, before allowing for valuation effects (unrealised capital
gains) household net accumulation of housing assets has been positive and strong,
while the incurrence of debt has significantly outweighed the acquisition of
financial assets (see Figure 2.9 below).’ In effect, increased debt has been offsetting
a good deal of the unrealised gains in super funds, and will need to be repaid in
future. This significantly changes the picture of what funds will actually be
available for income purposes when people retire and pay off debt, noting that
housing wealth is typically ‘locked up’ until well after retirement.

Further analysis of this adjustment to the conventional saving measure can be found in ABS 2003, ‘Feature
Article: New analytical measures of income saving and wealth’, Australian System of National Accounts 2002-
03, cat. no. 5204.0, pp. 13-20.

The net acquisition of assets by households represent net flows into dwelling and financial assets less debt, and
do not take into account unrealised capital gains on these assets. The figures for dwelling asset acquisition do
not include ownership transfer costs such as stamp duty, estate agent commissions and other costs.
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Figure 2.9

NET ACQUISITION OF ASSETS BY HOUSEHOLDS ($ BILLION)
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Source: ABS 2006a, Australian System of National Accounts, Australia, 2005-06 Catalogue No. 5204.0,
Canberra, Table 49 and 50.

There are also a range of other adjustments that could be made to the conventional
measurement of household saving to make a conceptually ‘purer’ distinction
between consumption and investment. These issues relate to:

* expenditure on consumer durables, such as motor vehicles and white goods;

* spending which has the character of investment in human capital, such as
education; and

* spending on health care (improving future ability to be productive).

These items are classified in the National Accounts as pure consumption spending,
even though the benefits of them go beyond the year in which they are purchased.
For example, expenditure on education is treated as consumption, but countless
studies demonstrate that educational qualifications give rise to future economic
benefits (i.e. an increased earning capacity for the individual). In practice, however,
to the extent that the expenditure on these items is relatively constant as a share of
income, they are unlikely to have an impact on trends in household saving.

Consumer durables

Consumer durables provide a household with a stream of benefits over a number of
years, such as a family car. Unlike the general government or corporate sectors,
which have expenditure on such durables recognised as investment, households
expenditure on these items is treated as consumption. Figure 2.10 shows that
expenditure on consumer durables increased from 2.1 per cent of net disposable
income in the early 1990s to 2.9 per cent of net disposable income in the last few
years. These outcomes suggest that increased spending on durables (e.g. plasma
TVs, iPods) has been a feature of the current high spending/low saving decade.
However the case for treating this spending as part of the flow of national saving
seems weak.
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Figure 2.10

NET ACQUISITION OF CONSUMER DURABLES (PER CENT OF NET DISPOSABLE
INCOME)
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Source: ABS 2006a, Australian System of National Accounts, Australia, 2005-06 Catalogue No. 5204.0,
Canberra, Table 48

Human capital

Considering increased expenditure on human capital related services such as health
and education may also give a different picture of saving over recent decades as the
National Accounts treat expenditure on human capital as final or intermediate
expenditure (i.e. as consumption or expense), rather than as an investment.

Household expenditure on health, as a proportion of net disposable income, has
increased from around 3 per cent in 1959-60 to 5 per cent in 2005-06 (Australian
Bureau of Statistics, 2006a). At the national level, expenditure on health has
increased from 8§ per cent of national net disposable income to 17 per cent for the
same years (Australian Bureau of Statistics, 2006a). These trends would suggest
that the treatment of such expenditure as consumption may have biased the picture
of household saving downwards. It is difficult to disaggregate expenditure on health
services between consumption and investment, however. For example, some health
expenditures (e.g. on cosmetic surgery) may not add to the person’s future
productive capacity.

National expenditure on education as a share of net national disposable income has
increased from 5 per cent in 1959-60 to 11 per cent in 2005-06. For households, the
share of disposable income spent on education has increased from 0.8 per cent in
1959-60 to 3.4 per cent in 2005-06. As with health expenditure, this implies that
household saving would be higher with these expenditures treated as investment.

Figure 2.11 shows the impact including health and education may have in measures
of the household saving rate.
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Figure 2.11

HOUSEHOLD SAVING RATIO ADJUSTED FOR EXPENDITURE ON HEALTH AND
EDUCATION
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Source: ABS 2006a, Australian System of National Accounts, Australia, 2005-06 Catalogue No. 5204.0,
Canberra, Table 46 and 52.

The chart shows that adjusting the household saving ratio for expenditure on health
and education would increase the household saving rate in each year over the period
from the 1960s. In more recent years, where the conventional measure of household
saving ratio is negative, the alternative measures show that the household saving
rate to have been positive, and as much as 5 per cent higher by accounting for
health expenditure and around 3.2 per cent higher by accounting for education
expenditure. However there is no great change to the overall pattern of steady
decline over the 1980s and 1990s into the early years of this decade — or to the
appearance of a small degree of recovery more recently.

2.3 International comparisons

Trends in OECD countries

Over the past two decades, Australia’s gross national saving rate has been the
second highest among English speaking countries, following the national saving
rate of Canada (Figure 2.12). The global recession of 1991-92 caused gross national
saving to fall considerably in all English speaking countries. National saving in
Canada has grown strongly and now exceeds pre-recession levels at 23 per cent of
GDP. The UK’s national saving rate grew strongly after the recession, peaking in
1998 before falling, and is now around 16 per cent. Gross saving in the US and
New Zealand have also fallen significantly in this period.
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Figure 2.12

GROSS NATIONAL SAVING IN SELECTED ENGLISH SPEAKING COUNTRIES
26

24

22

Per cent of nominal GDP

1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

—@— Australia ===« Canada —— New Zealand == = United Kingdom United States

Source: OECD 2006a.

One explanation for the apparent differences in saving rates between English
speaking and other OECD countries is the pattern of government budget balances.
Gruen (2005) argues that the Australian, Canadian and New Zealand Governments
have all sought to strengthen their budget position in recent years and their overall
saving position has been strong as a result. In contrast, the UK and US have
maintained budget positions that are little changed or weaker than their longer term
average and have seen their saving position deteriorate. In other words, government
saving has been a major contributor to the national saving position in all English
speaking countries, and in Australia’s case, positively.

While strong against other English speaking countries, Australia’s gross national
saving rate is nevertheless below the average of OECD countries in general over the
same period, despite the fact that we have particularly strong levels of investment to
fund (Figure 2.13). Australia’s is ranked 17" out of 28 OECD countries, with the
highest gross national saving countries being Korea (35.7 per cent), Switzerland
(32.0 per cent) and Japan (29 per cent).

Korea’s saving has risen rapidly in recent years from a very low level in early
1960s. This increase is largely attributed to rapid economic growth and faster
growth in income (off a very low base) than in consumption, combined with
changing demographics, most notably, a decline in dependency ratio (Kang 1994 p.
100; Nam and Kim 2000 pp.112).

Overall, global saving has been trending downward since the early 1970s following
the first oil shock, but was then relatively stable until the late 1990s. More recently,
however, saving has declined hitting historic lows in 2002 before modestly
recovering in the past few years.
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Figure 2.13

AVERAGE GROSS NATIONAL SAVING RATE IN OECD COUNTRIES 1987-2005
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Household saving

While government saving in Australia, New Zealand and Canada has been strong
over the past few years, the same cannot be said for household saving. Figure 2.14
shows household saving rates between 1989 and 2007. Household saving has
declined significantly in all English speaking countries with Australia and the US
having the lowest household saving rates. The UK’s household saving rate has also
declined over their period, although not to the same extent as Australia’s.

Figure 2.14

NET HOUSEHOLD SAVING RATES IN SELECTED ENGLISH SPEAKING COUNTRIES
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Note: Household saving rates are not provided for New Zealand. UK data shows gross household
saving; net household saving is not available.
Source: OECD 2006a.
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Figure 2.15 shows the average net household saving rate over the period 1989-2007
in all OECD countries for which data is available. Italy has the highest household
saving rate (16 per cent) followed by Korea (13.8 per cent) and France (12 per cent)
(OECD 2007).

Figure 2.15

AVERAGE HOUSEHOLD SAVING RATE IN OECD COUNTRIES, 1989-2006
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The strength of gross national saving in countries with strong government fiscal
positions, coupled with declining household saving suggests that without
government saving in Australia, New Zealand and Canada, national saving rates
probably would have fallen in all English speaking countries over the past 15-20
years. This suggests that there were strong disincentives for private saving in all
countries over the period (Gruen 2005, p.9).

Two key related factors have contributed to the decline in household saving in
English speaking countries

* financial deregulation; and
* housing booms (RBA 2005).

Deregulation of the financial sector has resulted in easier access to credit to fund
additional consumption. Credit driven consumption has meant that households have
channelled less money into savings than otherwise would have occurred.

One factor that is common to all English speaking countries is the housing booms
over the past decade (Table 2.1). These have been driven by a number of common
factors including, credible low-inflation regimes and associated low nominal and
real interest rates; and a worldwide savings glut after the Asian financial crisis
which drove down real interest rates.
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Table 2.1

HOUSE PRICE GROWTH IN ENGLISH SPEAKING COUNTRIES 1997-2005

Country House price growth

Australia 120 per cent
United States 80 per cent
United Kingdom 160 per cent
Canada 60 per cent
New Zealand 80 per cent

Source: Gruen 2005

The table reinforces the point made earlier, that while soaring house prices have
brought a ‘wealth effect’ stimulating consumption, these prices now appear
distinctly inflated in all these countries, as do equity prices.

Trends in Asian countries

In contrast to the industrial countries, saving rates in Asian economies have caught
up with and largely overtaken those of industrial countries (when measured against
their own GDP; see Figure 2.16). Particularly remarkable has been the very sharp
increase in saving in China, especially since 2000. India’s saving rate has also
increased significantly over the past decade. Elsewhere in Asia, saving rates remain
high, although they have declined since the early 1990s. Thailand’s saving rate fell
substantially following the Asian financial crisis, but it moving closer to its pre-
1997 rate.

Figure 2.16
GROSS NATIONAL SAVING IN ASIA (PER CENT OF GDP)
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After averaging some 35 per cent of GDP during the 1990s, China’s gross saving
rate has increased sharply to close to 50 per cent of GDP over the past five years
(see figure above). This has been accompanied by a smaller — but still substantial —
rise in gross capital formation to about 45 per cent of GDP, along with a widening
external current account surplus (IMF 2005, p. 96)." A number of explanations may
explain this trend: corporate saving has risen sharply since 2000 accompanied by a
surge in investment in both state- and non-state owned firms; household saving has
remained broadly constant in recent years while government saving has increased
markedly, driven by higher revenues. With the exception of China and a handful of
other countries, however, Asian economies have experienced a slump in investment
in the aftermath of the regional financial crisis. It is estimated that investment rates
in East Asia have declined by more than 10 percentage points of GDP since their
peak in the mid-1990s and have not rebounded despite a sharp increase in public
investment (IMF 2005, p. 94).

In short, while Australia’s gross saving rate compares favourably with those of
other English speaking countries, but not so well with OECD countries in general —
or with the fast growing Asian economies. Australia’s major saving issue, as in
other English speaking countries (notably the US) is low household saving —
negative on a net-basis, but with some comfort to be taken from

* rising net worth, albeit valued at apparently inflated prices; and

* increased spending on some items defined as consumption but which have a
degree of investment character (e.g. education).

Analysis of both saving and investment in China is hampered by a variety of data limitations (IMF 2005, p.
96).
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Chapter 3
Patterns of household saving, assets and debt

This chapter discusses trends in household saving in the context of the household
balance sheet. It examines where we invest our savings and the distribution of
savings and wealth across households.

Key Points

* While household net worth has been increasing, this is largely due to our willingness
to take on debt. Throughout the 1980s, the average Australian household owed less
than $50 in debt for every $100 in income. Over the past 15 years, that figure has
more than tripled to almost $160 in debt for every $100 of income.

* Australians invest heavily in their homes. In 2006, residential real estate represented
57 per cent of households’ total assets. Financial assets accounted for 39 per cent,
with a majority of this invested in superannuation and life insurance predominantly, of
course, the former. The pre-eminence of superannuation as the preferred financial
vehicle for household savings is the product of a series of reforms by the Australian
Government.

* The strong growth in household debt, together with higher interest rates, has resulted
in the ratio of household interest payments to disposable income reaching historically
high levels. Overall, however, households continue to benefit from the strong
economy, and there at this stage are few signs that families are struggling to meet
their debt-servicing obligations. But there seem to be pockets of difficulty, and there
remains a risk of that the level of debt borne by households might not be sustainable
in less prosperous times and could, indeed, amplify a future economic downturn.

* Moreover, to the extent that debt is not paid off before retirement, it will eat up
accumulated superannuation, leaving less to fund retirement income.

* Wealth is distributed very unequally across households in Australia. In 2003-04, the
least wealthy 40 per cent of households had an average net worth of $82 000, and
collectively accounted for just 7 per cent of total household net worth. At the other end
of the distribution, the wealthiest 20 per cent had an average net worth of $1.38
million, and collectively accounted for 59 per cent of total net worth.

* Australians’ spending and saving behaviour is generally consistent with the ‘life cycle
hypothesis’ that individuals prefer to smooth consumption over their lifetime. In 2003-
04, baby boomer households (those headed by a person aged 45-64 years) had an
average net worth of around $630 000 — twice as much as the net worth of
Generation X households (those with a head aged 25-44 years). On average, baby
boomers have both higher assets and lower liabilities.

* Another important inequality in the distribution of net worth exists between women and
men. In 2002, 63 cents of every dollar of Australians’ savings was held by males. The
gap between the sexes grows with age — among baby boomers, men control almost
twice as much net worth as women. The current generation of baby boomer women
approaching retirement has less than half the level of savings in superannuation than
that of their male counterparts. As a result, many women will not have sufficient
savings to provide for an adequate income in retirement, and they will need to draw
more extensively upon the age pension.
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31 Borrowing and debt

Australia’s declining household saving ratio, discussed in Chapter 2, reflects a
significant change in our willingness to take on debt, particularly evident in the
current decade. Throughout the 1980s, the average Australian household owed less
than $50 in debt for every $100 in income. Over the past 15 years, that figure has
tripled to almost $160 in debt for every $100 of income (Figure 3.1). From having
one of the most conservative approaches to debt in the OECD, Australians are now
among the heaviest borrowers in the world (Senate ERC 2005, p. 61; RBA 2003,

pp- 3-4).

The strong growth in household debt, together with higher interest rates, has
resulted in the ratio of household interest payments to disposable income reaching
historically high levels of around 12 per cent in March 2007, compared to 6.5 per
cent in March 2002 (Figure 3.1). The RBA (2007e, p. 14) attributes the increase in
this ratio to a rise in the share of owner-occupier households with a mortgage, as
well as strong growth in investor housing loans.

Figure 3.1

HOUSEHOLD DEBT AND INTEREST PAYMENTS AS PROPORTION OF HOUSEHOLD
DISPOSABLE INCOME
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In line with the increase in household debt, the amount lent to persons by banks has
risen dramatically, from $100 billion in 1991 to $700 billion in 2007 (RBA 2007a).’
Table 3.1 shows that in 2007, the vast majority (85 per cent) of Australians’
borrowing from banks is made up of mortgages for housing. Growth in borrowin