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Financial and economic crises have often been preceded by excessive debt accumulation by
households. The more households accumulate debt during an economic upswing, the more they
are prone to cut consumption in a downturn. Large fluctuations in lending and spending are a risk
to the economy. This is why it would be necessary to curb debt accumulation relative to

borrowers’ repayment capacity. In Finland, a considerable amount of household debt is held by

mortgage borrowers with a high level of debt relative to income.
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Excessive household debt a risk to the economy

Excessive accumulation of debt by households is likely to amplify fluctuations in the economy and

its vulnerability to shocks.? Hence it also increases the risks to financial stability. Household debt
relative to income grew at a dangerously rapid pace in many advanced economies before the onset

of the global financial crisis in 2007.

The increase in debt levels prior to the financial crisis was due to the easy access to loans,
relaxation of loan terms and the decline in interest rates in the early years of the millennium. The
other underlying factors were the favourable developments in the real economy as well as
consumer and investor optimism, which were reflected as arise in house and other asset prices as
well as an overheating of the markets. The rise in collateral values became a self-reinforcing spiral

fuelling excessive lending and risk-taking.

In countries with high levels of average household debt prior to the crisis, economic growth was
weaker than elsewhere following the onset of the crisis. In the downturn, households began to cut
their spending to service their debts and save for an even rainier day. Private consumption

contracted or grew at a slower pace, particularly in countries with a higher household debt-to-

income ratio.? Countries with higher average household debt before the crisis also witnessed a
stronger decline in house prices and growth in unemployment, which further hampered the

servicing of debt.

The global economic downturn triggered by the financial crisis was reflected as a recession also in
the Nordic countries and there were serious problems particularly on the overheated Danish
housing market. Of the Nordic countries, the largest fall in consumption was witnessed in
Denmark, where house prices had risen rapidly prior to the crisis and the household debt ratio had

already for a protracted period been exceptionally high by international comparison (Chart 1).
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In Denmark, households started to reduce their debt levels following the crisis, whereas in the
other Nordic countries households continued to accumulate debt. Sweden and Norway recovered
fairly rapidly from the 2009 recession, and their housing markets heated up at an alarming rate in
the 2010s, whereas in Denmark and Finland economic growth remained sluggish for a longer
period of time. In Finland, this was due particularly to problems in the export sector, whereas

private consumption recovered rapidly.

In the worst case, households’ payment difficulties and the shrinking of spending may cause a
chain reaction that turns into a vicious circle in the economy (Chart 2). Household consumption
expenditure usually accounts for a significant share of GDP - in the case of Finland, for more than

half. The decline in consumption increases companies’ financial difficulties, particularly in the
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sectors that are sensitive to cyclical fluctuations and dependent on domestic demand. Corporate
payment difficulties and bankruptcies may result in large loan losses for banks. Loan losses erode
banks’ capital positions and thereby weaken their ability to provide new credit to facilitate

sustainable economic growth.

Chart 2.
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Household indebtedness thus poses a risk to not only the indebted and to the financial institutions
granting them loans. In a crisis situation, the indirect risks of lending and their knock-on effects
usually turn out to be larger than the direct credit risks. These knock-on effects can harm the real
economy and the financial system very extensively and for a long period of time, as experienced in

a number of countries during the global financial crisis.
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Differences in household debt levels reflected in
consumption

Micro data on households during the financial crisis provides evidence of the correlation between
indebtedness, house prices and spending in various countries. In the United States, consumption
declined during the financial crisis particularly in areas with higher household indebtedness

relative to the other parts of the country. High household debt and low net wealth intensified the

negative effect of the decline in house prices on consumption demand.®

In the United Kingdom, households with higher debt-to-income ratios cut back on spending during
the financial crisis more than less-indebted households. This has been explained mainly by the fact

that the more heavily indebted households tended to consume a higher proportion of their income

pre-crisis.4 Moreover, tighter credit conditions and increased concerns during the financial crisis

about ability to make future debt repayments may have resulted in cuts in spending by indebted

households.5

Also in Denmark, highly-indebted households cut back on spending during the crisis more than the
less-indebted. Highly-indebted households spent a considerably larger share of their income than

their less-indebted peers prior to the crisis, and financed part of their spending by borrowing.

Spending was unusually high prior to the crisis, but during the crisis it returned to normal levels.®

In many euro area countries, too, high household debt prior to the euro area sovereign debt crisis
in 2010 made households financially more vulnerable to shocks in the economy. Households with

higher indebtedness relative to their income and/or value of housing cut back on spending more in

2010-2014 than the less-indebted households.7

In Finland, debt and spending levels high relative to income

Finnish household debt has doubled relative to disposable income since the turn of the millennium
(Chart 3).In 2018, debt levels declined slightly and net savings grew, turning from negative to
positive, as growth in income was higher than growth in debt and consumption expenditure.

Historically however, the debt-to-income ratio is still high and the savings rate low.

Finnish household consumption surpassed disposable income in 2016-2017. In other words,
households financed part of their consumption expenditure either by taking out credit or selling
their assets, i.e. their net savings were negative. Net savings in financial assets, in particular, have

been negative in recent years and have decreased relative to income, whereas net savings in other
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assets, mainly housing, have been positive and have increased.®

During the recession that followed the global financial crisis, Finnish households cut consumption
in 2009 and 2013, but consumption demand continued to lend support to economic growth. On
the housing market, the recession was reflected as a protracted but relatively soft downturn.
Compared to developments in many other countries, changes in house prices were moderate both

before and during the financial crisis.

Prior to the economic and banking crisis in the early 1990s, household debt levels were
considerably lower than today. Indebtedness, however, grew rapidly and house prices rose sharply,
which has often been an early warning signal of a financial crisis. During the crisis, house prices
collapsed. Households cut back on spending for four consecutive years and reduced their large
debt burden through to 1997 (Chart 3).

Chart 3.
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In Finland, the correlation between indebtedness, net wealth and spending has not been examined
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based on household micro data. Debt and wealth are, however, very unevenly distributed between

households.” The bulk of household debt is housing debt, and mortgage borrowers usually also
have other debt in addition to housing debt. Assessments of borrowers’ ability to service their
debt should therefore take into account all of a household’s debts, irrespective of lender, purpose

of use or other features.

Indebtedness statistics by Statistics Finland show that at the end of 2017, households’ housing

loans totalled some EUR 87 billion and other debt amounted to approximately EUR 19 billion.1°
Other debt includes holiday residence loans, consumer credit, student loans and loans taken out
for business purposes, for example housing loans for the purchase of dwellings for investment
purposes. This statistic, however, does not include housing company loans, open-end credit and
some other types of consumer credit the volume of which has increased significantly in recent

years.

Approximately half of the total debt of mortgage-indebted households is held by those households
whose total debt is more than triple the amount of their annual disposable monetary income
(Chart 4). A considerable share of this debt is held by mortgage borrowers whose debt is more

than five times as high as their income. Highly-indebted mortgage borrowers have a considerable

amount of debt in addition to housing loans.! This may affect their ability to repay the debt and

their possibilities of taking on more debt.
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Chart 4.

Finnish household indebtedness historically high
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High indebtedness relative to income has become more common in the new millennium,
particularly as a result of larger housing loans and longer maturities. The biggest change was
witnessed in the first decade of the new millennium, when the typical maturities of new housing
loans almost doubled, from some 10-15 years to approximately 20-25 years. In the 2010s,
growth in housing debt has slowed, but large housing company loans have become increasingly

common.

A comparison of the total indebtedness of mortgage-indebted households to the situation in the
early 2000s shows that the total amount of debt has increased particularly in the case of
households with a high debt-to-income ratio. At the same time, the highly-indebted now account
for a significantly larger share of the total debt of all mortgage borrowers (Chart 5). This increases

the risks related to indebtedness.
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Chart 5.
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Excessive household debt accumulation could be curbed in future by limiting borrowing according

to the borrower's debt-servicing capacity. Following international examples, Finland should

consider, for example, imposing a maximum debt-to-income ratio for households. The

appropriateness and possible effects on household debt accumulation of this type of a debt-to-

income cap are examined in the Financial Stability Assessment and the article ‘Capping debt-to-

income ratios complementary to housing loan cap'.

Notes

1. History has shown that credit-driven expansions and asset price bubbles tend to be
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financial folly. Princeton University Press.
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These loans constitute some 88% of the total household debt included in the indebtedness
statistics.

Mortgage borrowers whose debt is more than five times as high as their net monetary
income account for some 14% of total housing debt, 24% of holiday residence loans,
consumption loans and student loans taken out by mortgage borrowers, and for 43% of
loans taken out by mortgage borrowers for business purposes.
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