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Rising Household Debt in Advanced and Emerging Markets
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Main Questions
1. What is the relationship between household debt and
macroeconomic outcomes over the business cycle in a large
country sample (advanced & emerging countries)?
2. What role do institutional & behavioral factors play?
Distributional aspects?
3. Is there also consistent micro-level evidence of debt effects?
4. What are the implications of household debt for financial
stability? What can policymakers do?

Main Takeaways
1. Higher growth in HH debt has positive near-term macroeconomic impact,
but negative impact 3-5 years later
2. Policies, country characteristics and institutions can mitigate the risks
associated with rising household debt. Behavior can amplify risks.
 Better financial regulation and supervision, less dependence on external financing,
more flexible exchange rates, and lower income inequality
 Role for behavioral factors. Mispricing, neglected risk of HH debt

3. Distributional aspects of debt overhang: most debt is owed by higher
income HHs, but most vulnerable are lower income HHs
4. Increases in HH debt are associated with greater probability of banking
crises and neglected downside risks
[5. Targeted (supply and demand-based) macroprudential policies can
prevent overborrowing and deal with externalities.]

Three key charts: Rising HH debt could challenge growth
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• Household credit can help smooth consumption, but can also cause
debt overhang and financial instability

• Ex ante, households do not internalize aggregate demand externalities
and may borrow too much. In recessions, deleveraging constrains the
economy to grow.
Highly-leveraged households have higher marginal propensities to
consume. Debt overhang reduces consumption.

Modeling & Estimation Approaches
Business cycle analysis:
Institutional factor
analysis:
Banking sector crisis
probability:
Bank crash risk:
Panel VAR analysis:

1. Household Debt: Positive or small negative effect in short-term
and strong negative effect on GDP growth in medium term
Impact of HH debt on Future Real GDP Growth – Full Sample

This table presents results from estimating Δ3𝑦𝑦𝑖𝑖,𝑡𝑡+𝑘𝑘=𝛼𝛼𝑖𝑖+𝛽𝛽1Δ3ℎℎ𝑑𝑑𝑖𝑖,𝑡𝑡−1+𝛽𝛽2Δ3𝑓𝑓𝑑𝑑𝑑𝑑𝑖𝑖,𝑡𝑡−1+𝛿𝛿𝑡𝑡+𝑢𝑢𝑖𝑖,𝑡𝑡+𝑘𝑘 for 𝑘𝑘=0,…,6. All regressions
control for country and time fixed effects, and lagged GDP growth for the preceding two years. Standard errors are dually
clustered on country and year. ***, **, *, indicate statistical significance at the 1 percent, 5 percent, and 10 percent levels.

1. Household Debt: Robustness checks. Similar effects across
advanced and emerging markets. Robust to model variations.
Impact of HH debt on Future Real GDP Growth – Full Sample

Effects on real consumption, unemployment;
nonlinearities; endogeneity; Panel VAR;
Quantile regression approach.

This table presents results from estimating Δ3𝑦𝑦𝑖𝑖,𝑡𝑡+𝑘𝑘=𝛼𝛼𝑖𝑖+𝛽𝛽1Δ3ℎℎ𝑑𝑑𝑖𝑖,𝑡𝑡−1+𝛽𝛽2Δ3𝑓𝑓𝑑𝑑𝑑𝑑𝑖𝑖,𝑡𝑡−1+𝛿𝛿𝑡𝑡+𝑢𝑢𝑖𝑖,𝑡𝑡+𝑘𝑘 for 𝑘𝑘=0,…,6. All regressions
control for country and time fixed effects, and lagged GDP growth for the preceding two years. Standard errors are dually
clustered on country and year. ***, **, *, indicate statistical significance at the 1 percent, 5 percent, and 10 percent levels.

2a. Role of Institutional Factors
Fixed FX, higher openness (reliance on external funding) reinforce negative effect
debt. More financially developed/efficient markets mitigate debt externalities
Stronger institutions mitigate risks associated with HHD on growth in medium term

This table presents results from
estimating
Δ3𝑦𝑦𝑖𝑖,𝑡𝑡+5=𝛼𝛼𝑖𝑖+𝛽𝛽1Δ3ℎℎ𝑑𝑑𝑖𝑖,𝑡𝑡−1+𝛽𝛽2⋅Δ3ℎℎ
𝑑𝑑𝑖𝑖,𝑡𝑡−1×𝐼𝐼𝐹𝐹𝑖𝑖+𝛽𝛽3𝑋𝑋𝑖𝑖,𝑡𝑡−1+𝛿𝛿𝑡𝑡+𝑢𝑢𝑖𝑖,𝑡𝑡+𝑘𝑘𝑘𝑘
where 𝐼𝐼𝐹𝐹𝑖𝑖 is the dummy variable for
institutional factors including fixed
exchange rate regime (FIXED), high
capital account openness
(KAOPEN), high financial
development (FINDEV),
transparency of consumer credit
(Transparency) and low financial
risk (FINRISK). In all regressions,
control variables include past growth
in non-financial corporate debt
(Δ3𝑓𝑓𝑑𝑑𝑖𝑖,𝑡𝑡−1), country and time fixed
effects, and lagged GDP growth for
the preceding two years. Standard
errors are dually clustered on
country and year. ***, **, *, +
indicate statistical significance at the
1 percent, 5 percent, 10 percent, and
15 percent levels.

2b. Role of Distributional Characteristics across Households
Inclusion: High participation by low-incomes reduces (-) effect HHD
Depth: When DTI is high for low incomes, (-) effect HHD worsens a bit.
HH-level income distributional factors reinforce
HHD effects on growth in medium term

This table presents results from estimating
Δ3𝑦𝑦𝑖𝑖,𝑡𝑡+5=𝛼𝛼𝑖𝑖+𝛽𝛽1Δ3ℎℎ𝑑𝑑𝑖𝑖,𝑡𝑡−1+𝛽𝛽2⋅Δ3ℎℎ𝑑𝑑𝑖𝑖,𝑡𝑡−1×𝐼𝐼𝐹𝐹𝑖𝑖+𝛽𝛽3𝑋𝑋𝑖𝑖,𝑡𝑡−1+𝛿𝛿𝑡𝑡+𝑢𝑢𝑖𝑖,𝑡𝑡+𝑘𝑘𝑘𝑘 where
𝐼𝐼𝐹𝐹𝑖𝑖 is the dummy variable for household-level debt characteristics including
high low-income households mortgage participation (LowIncPart), low debtto-income of low-income households (LowDTI), and emerging market
economies (EM).

2c. Role of Behavioral Factors
i) Predictability of HH debt for future stock returns. Hence mispricing.
ii) Neglected crash risk due to HH debt, for bank stocks, 2-3 years ahead.
Ad ii) Bank Equity Crashes
Equity crashes are defined as having an annual
return of below -30 percent, as in Baron and
Xiong (2017). Forecasting horizons vary from
one year to five years. Standard errors are
clustered at the country level. Marginal effects
are reported for the probability of future equity
crashes. ***, **, *, indicate statistical
significance at the 1 percent, 5 percent, and 10
percent levels.

Ad ii) Abnormal Returns for Bank Stocks:
Neglect of crash risk due to HH debt is particular concern for banking sector
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Note: Coefficients from regressions of future bank equity risk-adjusted
abnormal returns, one to five year ahead, using past 3-year changes in the
household debt-GDP ratio as independent variable.

3. Micro-level Evidence

Debt overhang of highly levered households reduces consumption
(European data)

4. Crash Risk related to Banking Crises
Change household debt is reliable early warning indicator for banking crises
When HH debt level is high, extra negative potential impact
Probability of Banking Crisis: Marginal Effects
(percentage points)

Note: Panel logit model for systemic banking crises with 32 countries, including country fixed effects, levels and changes in household (HHD)
and nonfinancial corporate (FirmD) debt-GDP ratios and interaction dummy with high level of household debt (HiHHD), set at about 65
percent of GDP.

5. Role of Macroprudential Policies

Targeted macroprudential tools successfully reduce household credit growth
Average Effect of Policies on Real Household Credit Growth, by Type
(Percentage points)
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“All MPPs”: 14 macroprudential measures. “Loan MPPs”: demand and supply-side loan restrictions. “Demand”: DTI and LTV restrictions.
“Supply: Loans” consists of limits on bank credit growth, loan loss provisions, loan restrictions, and limits on foreign currency loans. Shaded bars
depict significant effects at the 10 percent confidence levels. See analysis in Chapter 2 from GFSR October 2017.

Conclusions & Policy Lessons
1. Higher growth in HH debt has positive near-term macroeconomic impact,
but negative impact 3-5 years later
2. Country-level policies can mitigate the risks associated with rising
household debt. Behavior can amplify risks.
 Better financial regulation and supervision, less dependence on external financing,
more flexible exchange rates, and lower income inequality (+)
 Role for behavioral factors. Mispricing, neglected risk of HH debt (-)

3. Distributional aspects matter. Debt overhang is most concerning for
lower income HHs with higher debt levels.
4. Increases in HH debt are associated with greater probability of banking
crises and neglected downside risks
5. Macroprudential policies can prevent overborrowing and deal with
externalities

