CHAPTER 2

LITERATURE REVIEW \i

Chapter 2 looks at past studies that are relevant to the unde Iyin eories and recent

2.1 Introduction

studies on the determinants of household debt as well as the rol?ayed by household debt

in economic growth and banking crises. This review@ liter ture Iso identifies
scholarly discoveries that are relevant to the research, topic."Finally, this ctfa@*alms to

understand the debates and discussions in the as weI i ntl gaps and
remaining critical issues for further research. ! V(
"7 6‘

2.1.1 Definition of Household Deb

It is important to understand nlgp 0 lol@bt in order to identify the
reasons for its upsurge. There i %ed Nn Q;t constitutes household debt
even though most resea ers ave en#Jon thﬁ\mmologles provided in previous
studies. For example, uyuk ab aé@OlO) conceptualised household credit
as a reference to h Id | e lit re. The Organisation for Economic Co-
operation and Dec'}nen (OE J«:f' ce'(?(-riousehold debt as an obligation or liability to
pay interes %lpaj }useho@? arising from borrowing money on credit. Two
emlnen orles of househol@bt have thus been formed, namely secured debt and
unsec ebt (Girouard et al., 2006). Secured debt refers to debt backed by an underlying

ch as a mortgage debt. Mortgage debt is collateralised by houses, buildings, or

Unsecured debt, on the other hand, affirms the condition that a creditor holds no



prerogative over the assets of the defaulting borrower. Credit card, personal loan, and motor

vehicle loan are among the debts where the debtor’s assets are exempted fm?reditors’

claims. (')
There is scant data on household debt for all countries. AIthoqu each Eountry has its
own data, the definitions and measures used are different. Amon\th§ ources of reliable

data on household debt that cover several countries are BIS dWI Debt Database. This

study justifies the operational definition of househ bt by e'ferri to the BIS
definition. BIS defines household debt as credit to hauseholds and nof*p oﬁti).ﬁﬁitutions
S

serving households, defined as sectors under the Systém of Ng&io al ccour,zts 2008 (2008

\na Y
SNA). The 2008 SNA is the latest version{t} in ional statistical standard for

national accounts adopted by the Unit &Dﬂs Stat
study refers to household debt as cred(%house a?e p{)ﬁe BIS database.
o S
-

E q
2.1.2 Debt from the Islamic P}pecti Aj
The Arabic term fo%;‘day i

(Zakaria et al., 2012).4Debt 1s (T

reported on the au&{ fe \f:}
@

upon him) saib‘%ne sis 2

Muslim, B adith
Y-

I phasises that bos@}/{ars should be cautious with debt management. The

Prg@N taught Muslims to be very careful with debt. It was narrated by Abu Hurairah

r.a. that when the body of a dead person was brought to the Prophet SAW for prayers, he

would ask whether the person had any debt, and if the answer was no, he would pray. At
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another time, another body was brought before him and he asked, “Has he any debt?” If the
answer was yes, he would say, ““You observe the Prayer for your companiKerver,
the Prophet SAW later on observed the funeral prayer for all, but this d g@ mean that
debt can be left unpaid, as explained in another hadith that the soul E&Iiever is kept

hanging by his debt until it is paid. Therefore, it is pertinent for Muglim Borrowers to ensure

that their debts are settled immediately. Y‘
Islam teaches that debt should be settled accordin agree ntr t. Contractual
debt is termed as “gard” in the Quran. The word “gatd is derived fr ’he &EIC word

“girad”, which means to cut. It is called gard as |t cut ertanypa ofithe lel@er s property

by giving a loan to the borrower. Allah SAW, says sura qara 282)
“O ye who believe! When ye@ a deb 6erm record it in
writing. Let a scribe record it in wgiting T mso)equny No scribe
%ughtx let hj m rite, and let him who
(]
et him-observe fis q@y to Allah his Lord, and
the |s of low understanding, or

diminish nought thereof.
weak, or unable h|m ictate, then | th\e.gy dian of his interests dictate in

should refuse to write as Allah

incurreth the debt dictate,

(terms of) equity. nd call'to vm@ ﬁdong your men, two witnesses. And
if two men are nd lhen o women, of such as ye approve as
witnesses, so |f n o err@throughforgetfulness) the one of them
will remm |tn S m'usb(a refuse when they are summoned. Be not
averse n on@) whether it be small or great, with (record
of) t thereof at IS @ﬁ equitable in the sight of Allah and surer for

and the best Way“ot avoiding doubt between you; save only in the case
wzl'_:g is actual merchandise which ye transfer among yourselves from hand to
h

r—'-

d. In that case it is no sin for you if ye write it not. And have witnesses when
e sell one to another, and let no harm be done to scribe or witness. If ye do (harm
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to them) lo! it is a sin in you. Observe your duty to Allah. Allah is teaching you.
And Allah is knower of all things.” (Al-Quran, Al-Bagarah 2:28?*

The main concern of this divine revelation is to protect the righ oth parties —
the lender and the borrower — to avoid conflicts between them in cas&r'@ of them forgets
to repay the debt or that he has received payment. Besides, Allah highfighted the “gard al-
hasan” debt in the Quran, which is a benevolent loan to hel y'and poor. Hasan is
an Arabic word which originates from “ihsan” and it meansyindness. n‘ls %zn_ act that
benefits persons other than those from whom the@ginate wi u1’ am%bbligation.

Perhaps the word hasan, understood in the con ihsan, i ant_fovimply that the

transaction is possible only when a person t Wwarﬁha or satlﬁmaking aloanto
im,_{Q)nly in order to please

someone in need without expecting anytN ret%
£
Allah SWT. As Allah SWT says, “If you Ioan to AIIah a beautiful loan (gardh al-hassan),
A
He will double it to your (credlt) and He will grant you Forgiveness” (Qur’an, Al-
Tagabun:16-17).
In a hadith of the Proph Lﬂ:Eg{ynarrated that a man used to give loans
to the people and heM ay hIS vant Cﬁhe debtor is poor you should forgive him
so that perhaps or‘gl f S%‘)When he met Allah, Allah forgave him. The

teachings of % phe} r wdéﬁ solution to social problems such as poverty and

for better eéonomic developmentc}x
A A\g

sgeoretical Review on Economic Growth

One of the thrusts of sustainable development goals (SDGS) is to promote sustained,
inclusive, and sustainable economic growth. Understanding the SDGs, policymakers have
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introduced various strategies to sustain economic growth, such as contractionary monetary
policy, financial liberalisation, and lower interest rates, among others. FinanchKWtions
have adjusted quickly to the goals by actively serving as mediators be ouseholds
and firms. Hence, credit has increased substantially to fill the gap_between the money
demand and supply. Credit also enhances the purchasing power ofihouseholds and supports
consumption as a function that increases the aggregate ou utWountry, thus spurring
the economic growth. '

The influence of household borrowing on econormic growth as.hi‘ed’a%'cinating
- =

interest among researchers in recent years with gr num?er of cholags- attending to
Y/

the issue. The idea of economic growth goes%c Sogiy \}956) é&th model found

in the neoclassical growth theory. It func@a base ma@tnodels concentrating

on growth analyses. The model focus@ OE two m \grvbl }Q&nely capital and the size
N

of labour. % f 4 <§?

f 1( N (2.1)
where a single good (out%groduc i

N \; &
(L) and capital (K). |
: S

Later, the e chql gr qdel('igbnvated by Romer (1986), Lucas (1988), and
@
’

Barro and S@' rtin /(1997) empéasised that technological innovation and the
b4
C |

developm man ca Per ntly drive economic advancement. Romer (1986)
argued\ hnological progrésgi'/s endogenous. While Lucas (1988) based his theory
ma%lhe decisions made by households, Romer (1986) focused on the decisions made
@13. In his 1986 article, Romer presented a fully specified model of long-run growth

in which knowledge is assumed to be an input in production that has increasing marginal
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productivity. Romer’s model can be viewed as an equilibrium model of endogenous

technical change in which long-run growth is driven primarily by the ac@on of

knowledge by forward-looking profit-maximising agents. Both Romer and Lucas

(1988) contributed to the new or endogenous growth model, which asserts that the rate of
X

technological progress with the help of human capital determin\te, eed of per capita

growth in the long term. Y'

Since the model incorporates the idea of diminishi turns, I\/’ank' et al. (1992)

extended the model by adding human resource, pf%sset and te ”?'09&‘?‘ change,

which are defined as exogenous sources of long-run

= K¢ (At ‘W 3\ (22)

where t is at time, 0 < a < 1 is the eIaMof utput reii to capital K;, and Y

represents income growth. A, refers te,Jabour- 3‘ en te@)no ogy or “knowledge”, thus

A; L, represents effective Iabow\
The existing literat pr ides exinj the al and empirical research models
0

tudies on the link between household

/1,€

?F

that associate housheold debt with h we

debt and economlc&\\h

Cecchetti et al. ( nd fome =Pyig aﬁ}@Sosvnla Rivero (2017) considered household

debt in the @ody lloWwing @arro and Sala-I-Martin (1997), there is need for

Yv
lagged i e growth. Hence the};wbdel includes y,_; and all variables are in logarithm

forms. \

0 Yit =VYit-1t ﬁin,t + & (2.3)
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ca alb@ining importance. One such study by




where y;_; is the one-period lagged real GDP per capita growth for country i at time t with
y to capture the conditional convergence of the economy to its steady st&i are the

parameters to be estimated and X;; is a set of explanatory regressors ﬁt;{e hdependent

variables, at time t for country i, &;; represents the error term and i rv;gwts the country-

specific effect. \/

Several explanations have been suggested on how ho hoq debt could pave the way

for economic growth. Firstly, households borrow to fu con uh!kavhen there are
unexpected changes in income and expenditure (And Modigliani, 6?). h]gga\rticular,
household debt funds consumption and boosts_the gregaae emand, ﬂm‘s promoting
economic growth. In addition, as projected e@ e‘pe to gro ﬁthus positively
relates to debt accumulation. Temporary@hocks so ate this relationship

to finance consumption (Mian et al. , Secon%I se are motivated to acquire
0

debt for the purpose of asset accu (J pelli al ¥ The desire to own a home

or several properties leads to |n vationito lur \households to take on more loans.
|

As such, debt spurs techn%\ advancement Ayt links to economic growth.

N

Thirdly, debt a }N@ltlon |s al otiv y the desire of households to undertake

investment for thei |Idr n hr "las

another persp ebt ? u deﬁén

2001). dergrad tes, for\/ iiStance, finance their education with the expectation
%

er remuneratlons%dlrectly debt enhances human capital development and

&

et worth (Friedline & Song, 2013). From

i

—

o0 invest in human capital (Han & Mulligan,

*s

of gai
nomic growth. These reasons are therefore inbred in technological changes and

n capital improvements.
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2.2.1 Theoretical explanation for debt and economic recession

While the discussion above shows that household debt spurs growth, c%r?have
argued that excessive debt may distort economic growth. As mentioned % ousehold
borrowings are expected to smoothen household spending and incre.agkhe aggregate
output through consumption. Opportunistic individuals will try tc;ngs:their household

borrowings to invest in property assets, thus boosting e on?ﬁgrowth. Nonetheless,

household debt may cause economic severity. \d
The well-known idea of how debt can cause, prolonget ec o’mﬁ; c§‘E.Verity is

represented by the debt deflation theory by Irving (193‘3). c rdin@ this theory,
Y/

excessive debt accumulation forces the agents to agtive \everage their mortgage debt,

resulting in asset price slump. Consequeﬂ\%ncreas i rea@bt burden invigorates

the vicious cycle of debt deflationary effect. 1 @claimed that the Great

Depression echoed this theory. 77)%)% the@el by proposing that debt-

overhang distortions have adv. se\hpac %zmi@%}mh. Debt-overhang is defined
ol S

as the condition in whic ing firm as! nsbuerest to invest in lucrative future
F 4 Y &
investments due to itj@iebt bfjr\.such
the firms receives ﬁqqt tin
]
financial sect@is}hen%e n
&

lending.

NV
ile, Minsky’s (198%,? 1986) Financial Instability Hypothesis provides an

perspective, positing the economy’s interdependency with the financial sector

alt
@h thick and thin. During the complacent phase of the economy, the agents are prone

to actively participate in debt-financed investments and boost the economic boom. The
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subsequent high leverage in corporate debt as the main source of investment triggers

financial instability, followed by a severe economic recession, which is usu&ered as

the bust phase. There is enormous empirical evidence supporting thezn&a discussed

above, though the model is limited to firms’ financial stability and qnores he household

balance sheet. \/

As witnessed in the most recent financial crisis 20 S,Werleveraged financial

system can cause major crises (Beck & Demirgiic-Ku ) and r!)lon the economic
slowdown (Mian et al., 2013). Following the financial €isis in 2008, Koo ( Of@;&?ntended
that the inability to repay high household debts coul -

igger a;lu gis €ConQmIc recovery.
Y/

Several theoretical models have recently been ‘deve

Eggertsson & Krugman, 2012; Hall, ZO@igan
Krugman (2012) modelled a theoreti@Bamew \rhq%n @ﬁsed the works of Fisher
N

(1933), Minsky (1982, 1986), an%(ZOlf). T ai/rléﬂension of this model is the
assumption that households aQ\eiaogIr us ent@ impatient debtors and patient
e f to

orc d deb' and are deleveraged by the sudden
FouS¥

,Xfeby p@ﬁring the interest rate downwards. Even
&

IilOt s@ as lucrative to borrowers, which is referred

om ;[éis??,tandpoint (see
poré@ll). Eggertsson and

creditors whereby some

awareness that assets ﬁq‘ervaltle

a zero lower-boun erest rate
]

4 N -
e eéoomy may be stuck in a liquidity trap. Similarly,

to as the Mins@ ent. Henge,

Hall (201 d thafr hEZ)Id é:owing constraints, excess stocks in housing and
o)

consum& bles, and asset pr"ré?slump were sources to the sub-mortgage crisis in the

Uﬁ% models are supported by Midrigan and Philippon (2011), who focused on home

quity” borrowing and wage rigidity issues that reduced liquidity and caused serious

unemployment. Meanwhile, the influence of household debt and housing during the Great
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Recession further motivated substantial theory-based studies, such as those by Eggertsson

and Krugman (2012), Guerrieri and Lorenzoni (2017), and Midrigan and Phi'%% (5011).

2.2.2 Empirical Literature on the Economic Growth Model v

This section reviews the empirical literature on household ; growth based on

the latest modified version of the endogenous model whic rporates the role of
household debt and other variables including initial inco it I,l population growth,
human capital, trade openness, and inflation.
\
' g
&
2.2.2.1 Household Debt and Economic Growt X~

Consequent to the 2008 global fina@}(sis, aler studies ;ave examined the

effect of household debt on growth. Cecchettf et I\@? among the early studies that
A

revealed the implications of househo t iqr gro B‘e% n 2011 and 2020, several
papers have discussed the dlrect e of h debL‘Qn growth.

Cecchetti et al. (2 Wa p ;ﬁ rel@up between household debt and
growth up to certain le I o eque , Bahadir and Valev (2020) found that
the effect of house Id to arleﬁfoss countries. Nevertheless, almost all the
studies reveale ouse oId tds cé?nental to economic growth. This relationship
IS appllcabl pes.ﬁf lee gardless of whether they are advanced or emerging
econo ble 2.1 shows tha sehold debt is detrimental to the economic growth of

vanc? onomies such as the OECD countries (Cecchetti et al., 2011; Puente-Ajovin &

bN avarro, 2015), the US (Kim et al., 2016), and European Union (EU) countries

(Sassi & Gasmi, 2014; Gomez-Puig & Sosvilla-Rivero, 2018; Bahadir & Valev, 2017,
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2020). The empirical evidence has also been found in developing countries such Malaysia
(Koong & Lee, 2016; Khan et al., 2017) and India (Sikarwar et al., 2020){ in panel
analysis (Angeles, 2015; Mian et al., 2017; Lombardi et al., 2017; Park-K., 018; Alter
etal., 2018).

Household debt seems to have a negative relationship Wit\@]'in the long run.
Cecchetti et al. (2011) analysed 18 OECD countries fro 19?(7 2010 and found that
household debt contributed to positive growth but onl a‘certain level. Beyond the
threshold of 85% of GDP, the impact was deemedShighly ambigu .’Tﬁa}‘zﬁdy also
examined public and corporate debt and found consi&&sul}w ht pri/\xte-\us literature.

Lombardi et al. (2017) extended the researcr%s%u(jig\g%set of\54 economies over

1990 to 2015 and demonstrated that houx bt boo P @wth and consumption
but had a long-run negative impact or@umpti;ﬂ;\vhe%th I;@eehold debt to GDP ratio
]

S
exceeded 80%. “« Q-
On the other spectrum, Ki 01 )‘%jigat@ impact of household debt on

GDP in the US and th% sup‘glrt e“hfghve long-run relationship between

household debt and o Nnd shp \bhous@d debt has its own business cycle. Mian
et al. (2017) confiE@ N

t hou pelﬁ)@ its own cycle and partly caused the severe
@
’
slowdown in @ in a ;anj tas@ 30 countries from 1960 to 2012. In a wider
sample, P ; (2019’) esfigat e impact of household debt and corporate debt on
)
growthyin 38%*countries and proVé? that household debt accumulation is associated with
put growth in the very short run but lower output growth after three years.

hi
@Iy, Bahadir and Valev (2017) found evidence for the convergence in the levels of

credit to household and business across European countries and proved the convergence is
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associated mostly with household debt, limiting its benefit for economic growth. In a recent
study that extended on their previous work, Bahadir and Valev (2020) Iooke@ole of
institutions in 29 EU countries from 1995 to 2013 and found the effe (ﬁ;tronger in
countries with weak institutions where the fraction of consumer credit %tal household
credit was greater. The study shows that the effects of household d@wth vary across

countries, depending on each country’s institutional qualit Y*

Other studies done on an individual setting in de g cou r’es found a negative
relationship between household debt and growth in Iong run. Ko g'anq,:l):('ij’~ (2016)
investigated the existence of asymmetric comteg bety/e n usehvd credit and

economic growth in Malaysia over the sample p jod g\ to Zﬁ]d showed that
household debt significantly has its o c 0 retu S Ioéﬁxun equilibrium path

following a negative credit shock (i.e§ credit cm& S|t|ve credit shock (i.e.

credit boom). Correspondingly, aI (ﬂ)l?) omﬂr(;/m{iﬁjthe existence of a long-run

relationship between house t Iv |n ay5|a based on the Johansen

cointegration test. Moreo% study J}loy@(arwar et al. (2019) confirmed the
th.

&
negative effect of hou d debt|on\v 9

Puente-AJo nd nso- fo &@) investigated the effect of three types of
debt on grovvt v me t on- Kﬁanmal corporate debt, and household debt, for 16
OECD co S rom 9 &OO he findings support the results of Cecchetti et al.
(2011 Qand Gasmi (2014)\;%essed empirically the effects of the household credit
a%the economic growth of 27 EU countries and found a negative link. The study
sbisessed the role of enterprise credit market growth and found it to be positive.

Similarly, Angeles (2015) in a study on 34 countries proved that credit to firms has a
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positive effect on growth, while the higher occurrences of crises are mainly due to credit to
households. Also, Gomez-Puig and Sosvilla-Rivero (2018) analysed the effe@‘erent
sources of nonfinancial debt (household, corporate, and government) &Dulation on
economic growth in 10 euro-area countries during the 1980 to 2015 p i%e study found

that a reduction in household debt in those countries mayabe crucial to stimulate

consumption and growth. Y'
2.2.2.2 Capital \d’

| &
Capital input denotes investment, referri 0 asset accu ulati@_\for wealth
I

P 4
increment and the further creation of wealth (Ug%huk \&\Q nyerg52013). Domestic

saving is the most important source ofine\&?\{un oh/la et al, 1988). According to
ed

Keynes (1936), higher savings via increas \ ntSstimulate economic growth. The
Y 2a
r

proposed development models bolste isfapp N (se@mar, 1946; Harrod, 1939;
Solow, 1956). Domestic saving ce @@E in\@%ments with labour augmenting

technological changes, whic ac exoglous mldeﬂyng the equilibrium growth of per
4 F &
S

capita output (Solow, 1%8Wanl pog@ influence of gross saving on economic

=

n

growth was also obser (s etti 85%( 2011; GOomez-Puig & Sosvilla-Rivero,
¢
é‘}t

2017). Thus, i Wtisfn (‘)
S

ariable for economic growth.
&y
(R

2.2.2.3 @Iation growth \C}’

\ation growth as a proxy for labor, plays an important role as a control variable
rita et al., 2012; Woo & Kumar, 2015). An early study by Kuznets (1967)

concluded that aggregate population growth has no significant effect (or perhaps even some
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positive effect) on economic growth (Heady & Hodeg, 2009). However, the Malthusian

Theory of Population argues that the pressure of an increasing population q{&d supply

will destroy the wellbeing and cause life misery. Moreover, a growing pSG@n will lead

to a limited supply of land, thus lowering the standard of living (Dao, 2012)."Hence, recent

studies concluded that population growth negatively affects eco ic growth (Checherita

et al., 2012; Woo & Kumar, 2015). Y'

2.2.2.4 Human Capital \d- X

N
L

Labour input or human capital is viewed n impgrt t riabk%_ at denotes
NV

\['Nn re inngvative activities,
generating more ideas that will likely K esto
1991). Solow (1956) argued that the leyel of outp be.@ in

represented by the numbers of yea%gt sehool. xqro a@ee (2013) used the average
Nd

productivity because the expansion of human capital r

st b ssman & Helpman,

enced by years of education,

o'and Lee

’

years of secondary schooling amo%N yi ol{ét population in the initial year as

ﬁ dxa@%ed the sources of economic growth
co

’ &
%ﬁr_med that human capital, based on the

a proxy for human capital

£

—

0

for 116 countries fronﬂ%S |
d rreliéf is positively related to growth. Extensive

secondary schooli @hof
gy

research has beﬁ one followi e tquﬁs of Barro and Lee (1994, 2013). However, the

—3

N
results con% that’ Qelet I. (2001), which found a positive effect of human

capital wth. Nevertheless,(\‘me results are consistent with the empirical evidence

do@ﬂ by Barro (2003) and Cervellati and Sunde (2011), which proved that human

@ proxied by life expectancy decreases growth. They explained that the improvements

in life expectancy among an ageing population with a high prevalence of health problems
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consequently lead to low productivity and reduction in a country’s growth. In a recent
study, human capital proxied by life expectancy at birth was found to have a QWE effect
on growth (Gomez et al., 2018). Thus, the impact on economic growth S positive or

negative depends on the different measures used for human capital

2.2.2.5 Trade openness Y~

Trade openness is an important factor for economicig n\t?cts economic

growth, particularly for an open economy. Open econg ecede tr en{E@s arising

from international market activities, such as an in in ex orts and im 6'}&3 Seghezza

and Baldwin (2008) posited that trade openne boo
knowledge transfer. In addition, it allo s ICIp I
technologies from leading nations. \\ nﬁe oy

international trade among dlfferer@ atmg%es @atore, 2010). Moreover, in

& —
an open economy, there are expo n l atlo@f goods between countries. It is

therefore expected that trade ;ness f MSI e@)ﬁmc growth through the aggregate
stm

ur p olspctlwty through

ntries to acquire advanced

O

loyment are maximised by

'

consumption and outpu\che@

ger 61)358) asserted the positive influence of trade

(YYanikkaya, 2003) he tic
openness on 2In fa}t, Z Itlb ffect of trade openness on growth has been

ala\_{_ artin, 1997; Frankel & Romer, 1992). Meanwhile,

rowth is encouraged by trade openness

empiricall (see 8
Were @!&howed that trade es@s a positive and significant effect on economic growth

@ed and developing countries, but its effect is not significant for the least

@ped countries which largely include African countries. In contrast, Ulasan (2014)

showed that lower trade barriers are not associated with higher growth in a cross-country
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analysis. In recent studies, Alam and Sumon (2019) and Raghutla (2020) found a positive

influence of trade on growth in Asian countries and emerging countries, res%Rely.

2.2.2.6 Inflation ) 4

Inflation has also been debated as an essential macroeconomic chator of economic
growth. Rising inflation means an increased opportunity co oldlng cash, thereby

AI Ng maore resources

rﬁl@n raises

decreasing the demand for money (Sidrauski, 1967). Moreover¥allo

to finance inflating prices is a cost for firms (Gokal & Hanif; 20

%)
uncertainty about the future profitability of invest nd h% holds tend
to perform poorly due to conservative mvestmst stra arro @'3). Inefficient

resource allocation also squeezes profita I

(Fisher, 1993). Barro (2013) stated t ;\cr i e ve&cgg inflation results in a
reduction in the annual growth ra@m per ca |ta Q&_ rtheless Brito and Bystedt
(2010) found that a lower |nfla ra ms@%’cam influence on growth in

emerging markets. Mean% me studies oun n linearity in the inflation-growth
:

relationship (Baglan &#Yoldas, 2 ilar {@ 2017). Due to the mixed findings of

the previous studle in

ka 1presentsa summ@f the studies on the effect of household debt on growth

d |n rowth model of this study.

dg

for‘th% d of 2011 to 2020. A review of the extant literature revealed three gaps. First,
erature works discussed above examined the effect of household debt on growth by

Ne,
using individual countries and panel dataset. Mian et al. (2017) conducted a study on 30
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countries and argued that the BIS credit series, drawn from individual countries’ sectorial
financial accounts (flow of funds), are fairly comparable across countrieg\ ir study
covered 68 percent of countries listed in the scope of this study. Also, &3 al. (2018)
extended the study on the 38 countries based on the BIS database whi .c%ed 88 percent
of countries in this study. Hence, the study reconfirmed the Iin@household debt
and growth based on the dataset obtained from BIS and cov. reWader range compared
to the studies conducted by Mian et al. (2017) on 30 countries and P rL et ak (2018).
Secondly, previous research works agreed on the,negative ffbgaaéﬁld debt
on growth. Nonetheless, limited empirical research&e r‘al of i stitu\ﬁ?nal quality in

the household debt-growth nexus albeit a plethorayof

ions he?%en held on the

h. 6'@ few exceptions to

Q@which focused on the EU

previous studies include the work of Bahadir an \&20
- - - \ - -
countries which represents only 4 ent df countries n@ed in this study. Hence, the
advan

effect of institutional quality, particul oostin

&/

c% d emerging economies. The

study cover broader sample@ C
utional®qua y.ln’e&ouraging household debt to lead to

intuitions behind the role%
&

economic growth can Mratedpn justi&ﬁons. Low institutional quality, such as
h

&
government insta N

corruption, or @nuch loosening of the regulations, may not
@
able to cope with, financial a?et nsta,@j(y, which then influences the negative effect of

A,

househol growthiFHoWev e effect of household debt can be buffered with
; o)
strict regulations in nations witrN(;?gh institutional quality. In fact, when institutions and

po%most effective, the impact of a rising debt-to-GDP ratio on growth appears to be

ositive in the medium term but turns negative when institutions and policy are the least
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effective, regardless of household debt levels (IMF, 2017). Thus, the existing study attests

possible gaps in discussing this matter. Q

Thirdly, the bias-corrected LSDV was scarcely used in previous stuil . While GMM
e hig

is commonly used, there is a possibility of biased results due to instrumental

variables in small cross-sections. Hence, the bias-corrected LS is deemed suitable for

this study alongside the GMM for robustness test. Further isw on the advantage of

LSDVC is discussed in section 3.4.3. '\d
Thus, this study fills the gaps in the existinwre by éxam nF wusehold
. o~

debt-growth model and discussing the role of institutional jac rsthat may curtail the
N

\s-co@ LSDV for the

adverse effect of household debt on growth % on@‘g

investigated countries. \O)
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Table 2.1: Summary of studies on household debt and economic growth

R
Author Method Sample Household Institutions
debt
1. Cecchetti et al. (2011) LSDV 18 OECD negative nil
countries
2. Sassi & Gasmi (2014) OLS, IV, GMM 27EU negative ¥ nil
3. Angeles (2015) GMM 34 negative nil
countries
BIS ,
4, Puente-Ajovin & Granger 16 OECD ive nil
Sanso-Navarro (2015) | E )
5. Kim (2016) VECM us negative nil
6. Koong & Lee (2016)  Cointegration Malaysﬁ._ negative_ ¢ nil
7. Mian et al. (2017) OLS, GMM negative nil
countrles
BIS
8. Lombardi et al. (2017) CS-ARDL egggﬁ ‘Z‘ Legal
%tﬁes protectlon of
& creditors
0. Bahadir & Valev GMM 30 EU negatlve ICRG
(2017)
10. Khan, Abdullah, &  Toda- Yamamo Iays a 1: e ativé in nil
Samsudin (2017) non-ca I|t grun
test
11. Gomez-Puig & Threshold time 10 EMU negatlve nil
Sosvilla-Rivero (2018) series countries
12.  Parketal. (2018) NS, o 38 ~N " negative nil
[ g
¢ _ VTS
13. Sikarwar, Goyal & OLS India negative nil
Mathur (2020)
i negative ICRG
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2.2.5 The Role of Institutional Quality in the Relationship between Household
Debt and Economic Growth

Demirguc-Kunt and Detragiache (1999) argued that financial mn& ch as
financial liberalisation or deregulation increases the probability that a% g crisis will

erupt. Nevertheless, the effect of financial liberalisation on the fraw& of the banking

sector is weaker when the institutional quality is strong. Acco to Acemoglu et al.
(2003), many banking crises are caused by weak political no'nlc institutions and
lead to macro-economic turmoil (Demirgic-Kunt & agi ) ThIS event

explains the importance of institutional quality in s@ﬂhnmg 0 |dp_eﬁ7)rmance in

the existence of debt.

Y*
A famous theory highlights the |mpﬁw of n?%tlt ional q‘u&y, which can be

traced to the study of Levine (1998), em%sis the @ortance of the legal
environment for economic advanc t n% ubrgag '%onomlc growth. Various

studies have demonstrated the Iw\ een eceponiic gr &and institutional quality. For

example, North (1990) h IW the’mfl
mm;a

performance. Other pro

‘e &f&hstitutional change on economic

ﬂ@support the same institutional view

include the studies II nd 99) Acemoglu et al. (2001), who argued that
strong private pr@lg dre o.elate@-ywth higher growth of income per capita. Even
more, the “pgo- utlo'ps re ar her gue that the proximate factors (such as physical

and hum tal) are themsel\ﬁe)gmnctlons of institutional quality (Acemoglu et al.,
2014 (1995) confirmed that institutional factors tend to complement the neoclassical
odel. Moreover, Jappelli et al. (2013) asserted that the poor quality of institutional
works, such as weak execution of indentures and asymmetrical information, fostered

financial crises and caused higher credit defaults. Thus, it can be concluded that
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institutional quality plays an important role in influencing economic growth. Indeed, a
meta-analysis by Efendic et al. (2011) confirmed the positive effect of @’]S on
growth. _{’)

On a different dimension, the role of institutions in the relationship between financial
systems and growth has also received attention in the literature. Some studies found a strong
positive correlation between institutional quality and financial QWH Law and Habibullah
(2009) extended the Solow growth model and foun well-developed institutional
quality and financial market lead to improved GDP capita in Ea A'siaﬁ%nomies
based on estimations using Ordinary Least SﬁOL‘S) an coi@ration test.

\00 v
Demetriades and Law (2006) analysed a Wi% setb(\) untrigs.for the period of

1978 to 2000 using the mean group (W\Sﬂ?}oled ou;tsﬂle) and highlighted
that financial development has greater@scts on w p r@mance for countries with
N
n

advanced financial systems that a%d withi ncig%?itutional framework. Using

the GMM estimator, Law et a hﬁ) fo Nﬁ%l?r:g&between financial development

and growth in a panel datgé.cougj:es Sﬂirzbd the role of institutions in reducing

the finance curse phmn. In|a \m stutiggéﬁan et al. (2019) investigated the impact

of institutional q%&%o rc: ing t@nternational Country Risk Guide (ICRG)
v S

2.9
database, i.e. mem??bi ity, @ocratic accountability, bureaucratic quality,
ye

corruptio W and gr m é\ing 2SLS results. The study found that institutional
o)

quality.K n important role ihfi'ﬁfluencing the impact of credit development on growth

for‘%rging and growth-leading economies. In contrast, Gazdar (2015) found that the

nstitttions factor has no significant influence on the relationship between credit and
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growth on a sample of MENA countries. However, the study proved that institutional
quality plays an important role as an interaction term. \Y~
Several studies have extended the household debt-growth model %orporating
institutional quality albeit the number is still small. In a study on 42 heavily indebted poor
countries, Asiedu (2003) indicated that institutional factors shauld be integrated in the

. AWy by Lombardi et al.

itpro clion ing the cross-

growth model for debt-relief programmes to be successf

(2017) analysed the financial development index and le

®
ataset of fCO IES Over

-\

1990-2015. Financial development plays a minimal rele in r@d ing'the nqgative impact
Y/

sectional autoregressive distributing lag model on a panel

of higher household debt on growth, and a s rongz nega \eﬁect 0 ditor protection

tends to cause more drag on the Iong-run@t highe s of ehold indebtedness.

Jappelli et al. (2013) investigated on \@ﬁSerinst M?a g@@'.e.,effective legislation,

N
management on the sharing of i atiom andyregulation on personal bankruptcy)

&
triggered the accumulation of_househol ring (@subprime loan crisis based on

European panel data a Zrmed 1e ‘aﬁc ragility hypothesis in which all
s &

institutional factors mmly Ff the variable. Coletta et al. (2014) looked at the

&
household debt b Mu in relati Qa %iog@ of economic sluggishness and highlighted
% 4
that high-qualityy b \(aj

@
% ruptcy 7w has ‘a/positive impact on household lending and a
nder d for insolvency resolutions among 33 countries

negative § ation in {h
over thg& of 1995 to 2013.*§nadir and Valev (2020) assessed institutions as part of

4

th old debt model and found it to be negative based on data on 29 EU countries

hroughout 1995-2013. The study also discovered that the effect is stronger for countries
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with weak institutions where the proportion of consumer credit in the total household credit
is greater.

Several studies explained that weak institutions may impede gro gh the role
of financial institutions. Jha (2019) found a positive correlation %the financial
liberalisation index and corruption. Reasonably, Blackburn and,Forgues-Puccio (2010)
found that high levels of corruption cause financial liberalis tichome more attractive
but may or may not improve economic development, de gont !}oo r poor quality

of governance. Hence, financial liberalisation m&wahty insti ?nal ~s§~|ng can

cause downside risk to economic expansion. Al e main ‘causes ofxzt-he subprime

\mg de {}& ation (Agarwal
zméquhe intuition behind

mortgage crisis were lax financial screenlng nd anc a

et al., 2014; Gerardi et al., 2010; Keys \5’)10, Z|

these threads of empirical evidence i h highe Tf ihstitutional quality encourage
household debt to provide better |c g fowth , study aims to examine the
role of institutional quality in I| be @ebt and growth.
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2.3 Theoretical Review: Determinants of Household Debt

What, then, could be the other factors causing an upsurge in ho sewa' debt?
Recently, this question has yielded various clues to economists. Sev, dies have
attempted to understand the factors determining the household debt ac;%ation. Among
the prominent scholars in the field, Fisher (1930) provided evid@ great effect of
consumption on household debt. According to Fisher, i su?@ﬂt earning to finance
consumption causes households to borrow. A leading e tion of We households

may borrow to finance consumer expenditure com émthe life cycl 3ip6'th@'§ (LCH)

(Modigliani & Brumberg, 1954), which states tha hol‘ds a durn@@. heir earlier

years, have a desired or required level of consump nwh eds RT:urrent income.

y

This gap can be financed by consumer& ing to

grounded in Friedman’s (1957) pe nent 1n ot e Q\(PIH) PIH argues that

repaid 8§of future income as

individuals are driven to make c tlon Qlems ba n their projected earnings

&
prospect rather than their curr tea ing, ywhet& is minimal. Accordingly, Ando

and Modigliani’s (1963) hich |£PJ o'lu of the earlier LCH, contends that
individuals save at a@age,

retirement days. ag\h ds ac We@‘l, particularly owning assets for investment;
thus, debt bec %p tt n';e (_fo?budget constraint for wealth as well. LCH and

PIH consi % asan gp s fo@erson s stable life cycle consumption and highlight

NV
that h s make a loan whai?arnlngs are lower than expected. Here, household debt

can%lained through consumption and income.

te we durlng the middle age, and dis-save at

&

n this setting, the present study is grounded on LCH and PIH as a theoretical basis

(see Ando & Modigliani, 1963; Friedman, 1957). Nevertheless, limited studies have
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suggested the appropriate function of household debt. Some researchers have challenged
that it has limitations. The model has been extended with the role of lagged h usw debt,
house price, interest rate, inflation rate, and unemployment. The chang ck of debt
is regressed on its own lagged value (Hatropp, 1992). Ortalo-Ma e and Rady (1998)
extended the framework by including the variable of housing priee.in the life cycle theory.
Besides, lacoviello (2008) stated that household debt incr se use households want

l

to smoothen their consumption in uncertain conditions than d&toagmﬂcant gap

between income and expenditure. Still, the decision 0f households to p nd thair money
ela aqd ou (20@ highlighted

been €¥~ ociated with the

on tgﬂthe 1990s. From the

;@model of household debt
is a function of the interest rate s mploym rateQn ome, and housing price.
Accordingly, based on t w ai; olutlon above, household debt
(HD) is a function of Iag% sehol Ieb Ij(béo , income (YY), consumption (CON),
interest rate (LIR),K&QI.O rr@(UN()Q ation rate (INF), working population

may infer the intention to take up loans. Meanwhile

that the long-run increase in debt relative to ncog h

rise in homeownership and the reductio Q@evel 0 '

macro panel view, Rubaszek and Ser 014) p (?h

(WPOP), and housérice (HP O
é} : (aj)
H@f D4 Y EON, LIR/UN, INF, WPOP, HPIR ) 2.3)
& VS
Q S
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2.3.1 Literature on the Contemporary Causes of Household Debt

LCH and PIH have been used to explain the consumer debt behaviour in \¥a~rch on
household debt. Particularly, research on the cause of the rapid increase r‘n@ehold debt
IS due to its repercussion on economic stability, which unexpectedly Ied to the 2008 global
financial crisis. The sharp increase in household debt in the @:e the crisis has
attracted the attention of economists. Nonetheless, many stu?'!h the US focused on
micro-data rather than macroeconomic factors.

Among the early examples, studies in both he and the UK affe ed'a\§ﬁ71ulat|on

analysis of the heterogeneity in household behav in a§et ac muIaQ.on which is

explained through the life cycle model. A%mn \dal to fé@date the rise in
cumulative debt in the US was advance@es an (280, They calibrated the
life-cycle consumption behaviour wmatge ov %f&e n’s framework and used
the US household micro- data rstafdtl th us o consumption and asset-
accumulation behaviour. The tud rgu uéjcl)ld indebtedness is associated
with consumption smoot@epe SO e*peﬁns about income growth, house

prices, interest rates, a Nanograp \hangeséodela and Young (2005) argue that higher

‘c

interest rates, Iow pr| Iowe@ensmn incomes would cause a reduction in

household spepding d cvr?h equm_jlum of debt-income ratio in the UK. In a recent

the 1 and 2007 Survey of Consumer Finances data to

Ien@ndards and suggested that the deregulation practices by financial institutions

@aged households to desire more debt, particularly among credit-constrained

households.



Meanwhile, Debelle (2004) conducted a study on the US, Norway, and Netherlands
and showed that easing liquidity constraints, lower inflation, and low inter tWed to
an increase in household debt. Philbrick and Gustafsson (2010) found debt ratio
was positively dependent on house price but negatively dependent ést rates in the
long run. In the short run, it was positively dependent on the cons@ment index and

changes in house prices but negatively dependent on the error Wnd inflation. Chrystal

and Mizen (2005) employed the model of macro vec r cor clion d found that
interest rate spread, inflation, and net labour income @gkive consumer ina i-cﬁﬁe long-
AN

term UK economy. &

P 4
\ NV
Macroeconomic factors have attracted resear inéi ountri %ﬁch as Australia

and Korea since these countries experi &)h ratio use&‘d debt to GDP. The

possible causes of increasing debt an*@)Austra \hm%eh I@Were studied by Meng et
N
al. (2013) via the Cointegrated \%Utor@gres i (?f,@?) model. The study found

that the level of household }Mg ] signific @nfluenced by the interest rate.
cte

Further, domestic debt WH| ely ai.f ﬂh@pulaﬁon size in the economy, GDP,

and house prices. Hj@e rapiFI |X*ase in@éehold debt was related closely to high

&/
house prices as a a{o low I fates(Br the Korean context, data from the study of
QA ‘¢
Kim et al. (ZO@' Iedwyv rab@nding conditions by financial institutions along
with carel %ﬁviour{o dg’ Iem@ among banks and increases in house prices led to
; o)
an upsuK omestic indebtedniess. All of these factors are accounted for by the stock of

ho debt accumulation.

Q«Aeanwhile, in a study conducted in South Africa, Meniago et al. (2013) claimed that

GDP, house price, household consumption, expenditure and savings, and inflation
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negatively depended on household income and prime rate, though some variables were

found to be insignificant (i.e., house prices, real prime rate, saving) based &Rfindings

of their long term co-integration analysis. In contrast, changes in real df‘@ shown to
rt-te

negatively depend on GDP and changes in house price based on the sho analysis via
the error correction model (ECM). Nagano and Yeon (2014) inu{t;;‘:d the household
debt determinants in Japan and found similarity to the US, tkWee of regional banks’
market competition and the state of bank manage un@d’wﬂuenced the
aggressiveness of the residential mortgage loan busin ' 'C}T
Recently, a considerable amount of resear@foc‘us 0 maoa;:: panel data.
Rubaszek and Serwa (2014) analysed the det minYt?oL\ \ehold bfé{%(;ur by focusing
em@kal estimations. The

i %y i @nced by the interest rate

findings indicate that domestic borro@swas
N
Jor{(ﬂ%ﬂ]ouse price index and GDP

spread. Meanwhile, a positive ou%vas ser

per capita. In another study, R?ﬁ}l aI.L( nal@he rise in household debt in 55

countries. Among others i , inflation, ‘q'inbaﬁe inequality were found to have a
d Y

significant impact o W I—@the S

disregarded the ro house not e}examination of 13 OECD countries, Moore
N Y
and Stockha 18) emplayed th ECM to study the countries within the timeframe

of 1993- Whe fﬁldwg'of study show residential prices as one of the
h o)

macroa& ic factors which Pr;'c?the highest impact on household debt. In the latest

on EU and OECD countries using b wtaneou

focused on income inequality and

&,

=

"?A7/D

finali a cross-analysis of 33 advanced countries, Coletta et al. (2019) considered both

@ of supply and demand. Within 1995-2016, the rise in house price and household
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wealth had a positive relationship with household debt. It was further observed that the
supply-side variables were more stable in explaining household debt. Y.

In a study done on developing countries, Catherine et al. (2019) an |ght Asian
countries and found income, working age, interest rate, unemployment, inflation, and house
price significantly affected household debt. The sign of interest rate” varies across the
countries. Kusairi et al. (2019) examined macro panel data ro&e*Asia Pacific countries

from 1994 to 2016 by focusing on the labour J at household

consumption, housing price index, and labour force& long-run ,lve se&‘tlonshlp

with household debt. In contrast, the unemployment and (}ep ndency raQo had a long-

run negative relationship with household de on th VIOU YeTrature works, in
both individual and cross-country analy: C@ehold angéﬁ/ere driven by house
prices. ? &-\
o S
"
2.3.2 Empirical Studies on t rmin Hoﬁéhold Debt

Based on the review fth iric lh , thls study identifies the possible
contemporary factors that ca;;a I‘ISQ eH'o ebt, following LCH and PIH.
23.2.1 Income

Accord rle ﬁnanent income hypothesis (PIH) and Ando and

Mo 1ghia 11e CyCle m ousenolds make 1oans wnen earnlngs are
di 1' 3)1f | Y‘(LCM)h holds make | h

lower, expected Households WI|| save in cases of unexpected increase in income with

ntion of allocating to the best possible consumption throughout their lifetime. In
0

n, purchasing assets through borrowing is made attractive when there is growth in

income (Barnes & Young, 2003). Guerrieri and Lorenzoni (2017) argued that households
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borrow due to temporary income changes. Thus, GDP per capita as a proxy for income is
considered as an important variable in explaining the rapid increase in house om The
study by Meniago et al. (2013) in the context of Africa discovered t ehold debt
levels in the country were negatively and significantly affected by G %llarly, Kim et
al. (2017) studied the effect of income on household debt in th ty proposed that
increases in income would reduce household debt. A rise i hWId debt increases the
household bankruptcy rate because many households t able o' repay the bank. In
contrast, Meng et al. (2013) utilised the Cointegrated Vector Auto rfsgiegfz(CVAR)

model and Australia’s quarterly data to examine th pact ‘of DP on hqusehold debt.

\elle (@ discovered that

im@‘ng that the household

@srted by Dynan and Kohn

They found that GDP positively explains ho@ debt.

small changes in income have more imp useho

sector is more sensitive to changesml ome. Thi is

(2007) and Catherine et al. (201% ed t &atlo@expectatlon and found that

earnings expectations lead to }&eas 0 eho@bts. Meanwhile, Wildauer and
'n fi

Stockhammer (2018) stat nge ﬁﬂn e levels such as salary do not affect

the aggregate spendin ‘Pagor hOlJSE loanr

2.3.2.2 Cons Q
The f ntal e'x T&)usehold debt lies in the life cycle model (LCM).
The ba umptlon function sﬁ?éM emphasises that households will borrow to finance

J@md consumption needs, both in durables and non-durables. Besides, lacoviello
@ stated that household debt increases because households want to smoothen their

consumption under uncertain conditions rather than due to a significant gap between
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income and expenditure. Still, the decision of households to spend their money may infer
the intention to take up loans. Hence, Meniago et al. (2013) includ dWehold
consumption as part of the household debt model and found that ho SG@ debt was
significantly and positively affected by changes in household consum ;)%kewise, Khan
et al. (2016) and Kusairi et al. (2019) found a positive relationshipbetween household debt
and household consumption. The reason is that households a&ﬁilar decision choices,

implying that households take bank loans to obtain additienal fina iLg for consumption
a3

and housing expenses. o
O
P 4
. \ \z‘Z~
2.3.2.3 House price X~
The dynamic change witnessed in @em@seho@ borrowing may also
be attributed to changes in house prices. lation Yconcerning house price and
&u\T o
household debt has been generated. alth acc I\ lati xplains the behaviour of
household demand for the housi ec Aﬂéﬂg {S? the asset has a value which
increases over time and @nc the ;9& hoj@yag the asset. The LCM posits that
4 F &

households accumulateu@lt iﬁl@ y o&(jpg the asset for investment; thus, debt
becomes importan@nce Fet c@j&g(raint for wealth. Households’ decision to
accumulate as graults/in ?eﬁol@ debtedness (Miles, 1992). The increase in
projected f %ninj inq%_\uals to borrow for asset accumulation or asset
investmﬁ&hus, house price@ key element of wealth that explains the surge in
ho@ebt. The key determinant of household debt is the changes in house price since

@ges have been shown to be a contributor to the growth of household debt (Christelis

etal., 2017; Dynan & Kohn, 2007; Mian & Sufi, 2014). There is similar evidence showing
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that inflated house prices cause household debt to increase (see Ma’in et al., 2016; Meniago

The LCM posits that young households play an impotqt/cle in household

et al., 2013; Wildauer & Stockhammer, 2018; Kim et al.; 2017).

2.3.2.4 Working population

borrowing, assuming that income is negative at the beginningwmrk life. According to

Turinetti and Zhuang (2011), the increase in househo@ ex@?by the higher

percentage of the working age population. Furthermore, the empirical evidence inithe study
| &

of Krishnan et al. (2015) shows that young indivi%ve ‘r'n?gejaynci@tcessibility,
d th

SQJ\U/ng individuals

particularly in borrowing and lending activities. Ce,
agedas they anticipate that

are expected to have higher levels of de@e' O

their income will grow while accumulating ‘we uTg heir_middle age. Betti et al.

(2001) reached a similar conclusion being i ted@ unavoidable and normal
‘% ' &
occurrence for young individualNouI iIm and Devaney (2005) found the

likelihood of holding eac% f debt ﬁ dmo@%)f each type of debt compared to
gy
total assets decrease w&@e. Cil M t al. QB(/I'G) found a negative link between the

working populati é&hou ebt. ontrast, Khan et al. (2016) shows that
household deba %&ivel af d‘By@/e working population. Hence, there is a need to
r

consider th% g poﬁ i ?intgz_ ousehold debt model.

N
9
2.3.2. nding interest rate

Q_ nding interest rate refers to the cost of holding loans or borrowings from the bank.
ce

, lower lending rates cause the demand for household debt to increase. Otherwise, an

//
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increase in the interest rate on loans distracts agents from borrowing. Barnes and Young

(2003) argued that the household indebtedness in the US is associated wit?{aumption

smoothing and depends on expectations about income growth, house prisgﬂberest rates,
and demographic changes. As such, lending interest rate is an_impo
0 :(

rtant factor in
determining the household debt. Following the model, Tudela anw 2005) proposed
a framework for understanding the UK household inde teWSimilarly, the study

contended that changes in household borrowings depe the int szt rate. Most of the

studies argued that the lending interest e plays a ’esg role
in explaining the changes in household debt fron{tppl‘y de xte@e empirical
ich ESE\T‘JM a negative
go 6& 2013; Meng et al.,

findings are in line with the fundamentalu\nd; in

relationship between interest rate and h@ debt
2013; Nagano & Yeom, 2014; Rubas@% Serwa; gK e\t\al., 2014). Nevertheless,
N

some studies found a positive Iink%n thée tw ariag%%{Catherine etal., 2016; Park
o sﬁdj

no @ificant effect of interest rate on

& lee, 2019). Meanwhile, som%th_ studi %
household debt (Rashid e% ). Th M}Q{Jsﬁd debt model considers the lending

&

interest rate as one of ctors if hous d debt.
&
2.3.2.6 Inflatien r b

% N
The I% incr as&.b)gebt Qez_ ive to income has mainly been associated with the
rise in wnership and the «@’Jction in inflation levels during the 1990s (Tudela &

YO@@. Some studies suggest that low inflation could lead to rising household debt

because it may reduce the financial constraints on households (Debelle, 2004). When lower

inflation leads to lower interest rates, less income is needed to pay the reduced scheduled
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payment, which encourages lending. Hence, lower inflation erodes principal more slowly.
Empirically, Meng et al. (2013) found that a lower inflation rate increases@ehold
debt. In contrast, some studies found that inflation has a positive influ &@household
debt (Meniago et al., 2013; Kim et al. 2014; Catherine et al., 20 %ce, this study

includes inflation rate in the model. \/

2.3.2.7 Unemployment
Rubaszek and Serwa (2014) included unemployment rate in theigstudy. 'I‘Qesudden

| | &
shock of losing a job may influence households’ de n on debt. Ho eholc{?_ébt increases
following a low rate of unemployment, which is‘Signall \by\a good, Iabour market and

indicates a strong ability to pay off det@gns

generation. Hence, unemployment is ee of the % '{h@t determine the changes

in household debt. During the econom omfja lowe une@yment rate indicates a high
% &/

[}
number of households with a sthNob, es~pasitive incomes and cash flows.

at
Hence, households tend taico u:e morJand ecr o finance budget constraints. Mian
2yl ¢
etw

and Sufi (2010) found wh cor[ g}ﬁemployment and household leverage

in the US. Berisha mzar sho&)&!a link between increasing household debt

¢
and higher rate %)mplfy I\ﬂ'eawcr%le, Meng et al. (2013), Bethune et al. (2015),
% N
i€t al.

and Kusair 019)# yat UQZ. ployment rate negatively explains household debt.

In cont therine et al. (201ﬁdicated a mixed relationship between unemployment

N

anq@wold debt in various Asian countries.

D

stabie household income

w
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2.3.3 Literature Gap for RO3
This study identified two gaps based on the review of the existing Ii{?e.' First,

very few studies offer empirical evidence from the macro-panel data stang%nd second,

scarce empirical evidence is available to prove the role of financial elopment in

stimulating the growth of household debt accumulation, except the findings of Nagano and

u?'ﬂhancial deposits, and
u a@sign between

financial activities and household borrowings, implying,that banks’ ove ll'atﬁtcwg%'towards
I hi

Yeom (2014) on bank efficiency, Kim et al. (2014) whi

Rashid et al. (2017) which used credit supply. The studi

household loans during the period was highly posit le numerous stu@argued that

\w N
the rise in household debt is led by the su% e, very.fe havgf&ided empirical

evidence. Particularly, this study uses a @nsive or tginancial development

index proposed by Svirydzenka (2016c. \? /\-\

N,

Well-functioning financial . barfks, insufance panies, and other financial

&
intermediaries are important f k&ern iety. redité@ilability and debt play a crucial
role in this system and th@ver} ec gﬁ]y\bpoorly-developed financial system
&
causes problems as th'gI ly a d ofgﬁahce cannot or only poorly match. With
no possibility of paﬂ@ ng imfi PI me@eg’ts, many projects could not be realised and
@
| me) i Il o
it would be d%ulv 0 gener. ealt&_j\ review of previous empirical studies on the
factors de wg hodrsemzebt‘ﬁcates that empirical research in this area is still

N
Iackin\ this study consider(ﬂhe importance of financial development in explaining

houé borrowings.
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Table 2.2: Summary of studies on the determinants of household debt

Author Sample Estimati Other factors Macroeconomi Income  Demog IR UN INF CO HPI FD
on c factors raphic N
Method
1 Meniago et al. South CVAR household saving Yes - - + + +
(2013) Africa
2 Meng et al. Australia CVAR number of new +% + - - - +
(2013) dwelling approved, . \,
government incentives & v~
3 Nagano & Yeom Japan OoLS bank competition (+) Yes + - + -+
(2014) and soundness (-) ,
4 Rubaszek & OECD panel Individual income Yes W I +~¢, & - - +
Serwa (2014) ECM uncertainty i\ _? ] &
5 Kim, Lee, Son, & Korea OLS/2SL Supply side Yes + - + + Dep+
Son (2014) S
6 Khan, Abdullah,  Malaysia ARDL dependent variable; es = ~CD+MD CD+ CD+ CD + MD+
Samsudin (2016) mortgage debt (MD) \/ ‘1 {MD MD+  MD - MD -
and consumer debt 4 c') & (WP)
(CD) N, X O
7  Catherine, Yusof, 8 Asian OLS individual country Yes - - (WP) -[+ - + +
& Mainal (2016)  countries )
8 Rashid et al. 55 GMM Income inequa@' & 3 Q& - - Credi
(2017) countries \ " ,\_}je &‘V t+
9 Moore & 13 OECD panel Income inequality Yes -+ - +
Stockhammer ECM
(2018)
10 Coletta, De 33 EU POLS/G origin,of the ‘e v Wes + + +
Bonis, & countries MM S)%u ity of $
Piermattei (2019) edit reg ) C\
%N*LU oftbahkiuptey
4% s and timeito \U
solve insalvenci
‘Q‘J Iife'oe%ég;ncyg\
11 Park & Lee 28 OECD OLS/GM  Corporate income tax Yes - + - +
(2019) countries M

~—

S




Author Sample Estimatio Other factors Macroeconomic  Income  Demog IR UN INF CON HPI

n Method factors raphic
Y
12 Kusairi, Asia- MG, Labor market Yes + - - + +
Muhamad, Pacific PMG
Musdholifah &
Chang (2019) -
13  Durguner (2020) us lax lending regulation - + +

ce, FD = financial development, Dep = Financial deposits,
rr lion Model, 2SLS = two-stages least squares, ARDL =
= mean group, PMG = pooled MG, WP = working

population, EU = European Union, and OECD = The Organisation for Economic Co-opetatio ev m'er@-
NTPTS
P4
%)

Notes: IR = interest rate, UN = unemployment, INF = inflation, CON = consumption, HPI = h
Credit = Credit supply, CVAR = cointegrated VAR, OLS = Ordinary Least Square, ECM = Er
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2.3.4 Financial Development and Household Debt

Financial development has been recognised as one of the leading factor@omic

growth in the related economics literature (Beck & Demirgug-Kunt, 200 ,@@etriades &
Law, 2006; Law & Habibullah, 2009; Levine, 1997). Also, financial develoﬁn

ent has been

credited as the most probable cause of rising household debt. A Iex:nce signifies the

positive influence of economic development on financial a ement. Nevertheless,

ci@g in hastened
. 4

financial crises in spite of the presence of a dynamic fipancial system. ' .c}
. - =\

The postulation concerning the effect of finaneial devgo ment on heusehold debt

research focus has shifted towards the tremendous gro

>

Y/
can be explained in a simple way. AccordingKBe) anc‘i)\ \guc-lféo\moog), financial

institutions and financial markets’ effigi r%n in ce fina globalisation. This

&
that financial development prov}%supﬂbrtiv vir nt to attract lending and

\pr &
borrowing activities. In addition, ogI i ange& institutional quality such as

also shows the confidence that the hn@gol SO ople.and foreign investors have

financial deregulation ant% ernn} Dtﬁ}rblpb\lide a competitive environment for
N L

financial institutions. e, the 10 g finié&él institutions actively seek new market

penetrations, thus s&q&r ngt e i@t at the household level (Fatoki, 2015).
@
Notable Q raae works=fo na' Qgglationship between the huge accumulation of
household wnd tHT:—: ifagCial @em. The rapid increase in household debt is
NV

signifi@elated to bank’ efi cy as well as growth in financial institutions’ deposit
an(%supply (Nagano & Yeom; Kim et al., 2014; Rashid, et al., 2017). Sufi (2012)
@ed US household debt during the period of 2000 to 2007 and posited that the sharp

increase was primarily driven by an expansion in the credit supply. The author further
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argued that financial innovation led to a sharp increase in debt levels that were
unaccompanied by improvements in borrowers’ permanent income or prod tiw.

Several studies have emphasised the indirect role of financial:gevgopment in
debt

promoting credit growth. The association of increased househol ith financial
development in terms of differences in financial innovation, financial depth, and inclusion
is enlightened in several studies. Goodhart and Hofmann (2 OSW that credit and house

Th co{atia was stronger
@

in the sample period of 1985 to 2006 due to finafeial liberahisati T I trialised

prices were influenced by the development of broad m

countries. Stockhammer and Wildauer (2018) teste fina‘nci Id egulqion argument
based on a panel dataset of 11 OECD countries fokthe g\e\(}f 198 2011 and found

evidence that it boosted credit supply. S@ka (20 ontté%ed a high correlation

between debt level and the financial @%Iopme i n l@sean countries. Campbell

N
and Hercowitz (2005) suggested.%inan&al develop preceded the tremendous

&
increase in household debt at%\.&of l . Boz a@ndoza (2014) used households
dem‘g S

&
huge increase in hou@eb@price&
&
Another stu alidated Pnc(i%)ieregulation, relaxing financial constraints,

]
%' s
and financial@ ion?i ntI;@ased the household sector’s access to credit

in a small economy as a tr }ﬁa@ancial innovation explained for the

£

(Campbel 4@ Campb &o‘Her@tz, 2005; Debelle, 2004). For example, Debelle
ué

o)
(2004).\ ted that easing th&lc-'i.auidity constraint is the most significant factor for the
raQase in household debt. This is especially true since a lower liquidity constraint

ases the burden of borrowers to own houses, particularly among lower-income earners

(Jappelli & Pagano, 1989). Furthermore, Campbell and Hercowitz (2005) found that
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relaxing the restriction on financial lending to households caused debt growth and triggered
the volatility of outputs to fall significantly. In Canada, Turdaliev and @019)
revealed that household debt fluctuations are mainly driven by ho@mand and
banking sector shocks and highlighted that leveraged households a&ge vulnerable to
contractionary monetary policy shock.

To date, scarce research has focused on the sow\m’between financial
development and household debt changes. Following thesgiscuss n@erent aspects
of financial development such as financial innovatian,, financial libe IiiatT financial

institutions, and financial policy, this study is interested to exa ing the Wbination of
v

those financial development aspects, which c% plai he fi@n‘ﬁal development

index, and its influence on the increaseh\whold is ﬁy considers financial
development as an important factor tre%s a p@gqac g{\wusehold debt. Thus, the
in

N,
study extends on the literature w anale' g effe{z@?f financial development on
household debt. N , QA
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2.4 Review of Selected Literature Works on Systemic Banking Crises

Numerous studies have focused on early warning models with various Wes A
seminal study in this area was the effort of Kaminsky and Reinhart (1 used the
signalling approach to examine 76 currency crises and 26 banking ca%s among five
industrial and 15 developing countries from 1970 to 1995. Th% was extended to

banking, financial, and economic crises. Kaminsky et I.W introduced several

indicators and used the non-parametric signalling appr n nQ}yVOIUtion of a
number of economic variables”. According to this oach, a possib curreng crisis is
signalled when a related variable deviates from the nowgal Iev? yond a c@n threshold

Y/
value, usually within a specific time periad. Tz Wo essfg!@éstabllshed 105

N

indicators for the early warning system r,cqcy cri

Later, Kaminsky and Relnhart( 99 , usin \euqqarl tﬁtgnallmg approach, found
N
sm%,t

that currency crises deepened ba ses m@rlate logit model in a large

sample of developing and Q*hbd natiens, e rgug Kunt and Detragiache (1998)
attempted to |dent|fythe arlabl rl v@ing signal for banking crises for the

4
period of 1980-1994. tud@\he ba%ekplanatory variables, which consist of
|

macroeconomic v Yarla@}s and institutional factors. The leading

indicators of b rlse ar acr@onomlc variables (real GDP growth, change in
terms oft mlna Q\‘atlo eal interest rate, inflation, and fiscal surplus); II)
- - w - - -

financ bles (financial coht%,alon, private credit, and growth of real private credit);

an%titutional factors (e.g., deposit insurance and legal protection).

Gussiere and Fratzscher (2006) employed the multinomial logit regression-based

EWS by differentiating three states of the economy, namely, tranquil, crisis, and post-crisis
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periods. Using similar selected indicators from macroeconomic, financial, and institutional

variables of past EWS studies for a set of 20 open-emerging markets, the stu@d that

their multinomial logit model was comparable and robust for the periﬁ%red, which
e

was 1993 to 2001. Meanwhile, Davis and Karim (2008) compared EWS for banking
crises by referring to Demirgiic-Kunt and Detragiache (1998) and Caprio and Klingebiel

(2003) and the dataset of independent variables were deri edw{ macroeconomic and

financial variables. .\d

Numerous studies have suggested credit growt among the | Tg'aiﬁators of
. . . —
crises. For example, among the pioneer studies on S, Fran el and RQ@e (1996) and
v

Kaminsky et al. (1998) found that domestic,credi ro%\ﬂ \a§asso%sga with currency

Y,

crises along with misalignments in r %nge ra de&(ion of international

?e @increase in credit and the

N
monetary aggregates are associat anl@crises. Demirgli¢c-Kunt and

Detragiache (1998) included %\'@ of the financial variables that indicate
a

systemic banking crises a

In a recent stuc&q‘jbula an
of potential varia from the
P é h\: A

growth, prop rices, and

generated wst accﬁr siﬁnals@ banking crises. Joy et al. (2017) employed the
A -
0

metho\ ssification and regression tree combined with random forest extension to
pre%rency and banking crises among 36 developed nations for the period of 1970-

010."The study demonstrated that the banking sector’s inverted or shallow curve and low

ak (2@&#} established the EWM using a number
p?Os@il 2014. The authors confirmed that credit

4
h i@e contribution of the financial sector to GDP

interest rate spreads were the most significant short-run indicators of banking crises, while
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overvalued exchange rates and high domestic short-run rates were currency crises’

strongest predictors. Apart from that, a significant unconditioned signal for ¢fises was

observed when the model included the domestic credit gap. (')
b 3

Gersl and JaSova (2017) conducted an empirical study on credit-based variables and
their function as an EWS for banking crises in developing nation\Th?;ults highlighted
that the most influential elements of an early warning indi atmhanges in the credit-
to-GDP ratio and nominal credit growth. In another r study, |Vla§iéek et al. (2017)

used the Bayesian model averaged in 25 OECD countfigs to examine s ejal:/ bles that
ss.Lhe

have a potential predictive power for financial stress. y prev d that in at-least three of
Y/

g\ \decre@household debt
g eﬁfernment bond and

the countries, prominent indicators of finanq'Qt’ Si

and unemployment, falling home 'c&,)nd in

consumption. c \? &-\
N,
& 4 é'_)
. RN
2.4.1 Household Debt and Banking N
There are several natic studieg thatjexamined rising household debt as a leading

:

:
indicator for crises (seQRabecky| 12, éﬁi%’ Angeles, 2015; Banbuta & Pietrzak

2017). The previow by et @2012) found that the total household debt
helps predict b rise B‘ )T'et QI:‘(EOB) argued that rising household debt during
an economi sionfanti ates %’e_ﬁng crises, which consequently lead to currency
crises. Arly, based on 34@6ntries, Angela (2015) found that household debt
sig@/ predicts banking crises. Banbuta and Pietrzak (2017) asserted that the credit

bo rior to the financial crisis 2008 was mainly due to rising household debt, based on

their data on Sweden. Their study was focused on the EWS for non-crises countries.
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Angeles (2015) analysed the role of household credit in financial crises in 39 countries and
proved that most of the crises were mainly caused by credit to households.

While only a few findings have shown the link between househol d banklng
crises, many studies have proven empirically that household debt trigger financial
crises, causing economic slowdown and recession. Ample em |caI vidence has been
collected and the latest findings matched the facts presente inwﬁ'ﬂove section. A recent
study by Park et al. (2018), which examined in depth t SS onswaadvanced and

emerging economies and the impact in reducing c@mn and in tTenL\)Ednflrmed

that household debt predicts future crises. Hence, a er hoyse old‘debt t?-GDP ratio is

allyﬁer et al. (2019)

expected to increase the probability of banki g crises.
20640 2016 was preceded

demonstrated that the gravest recession s@s histo

by a substantial increase in househol tfro%gz f}iMeanWhile, Bezemer and
Zhang (2019) investigated 51 e%s afl demonstr c')that the rise in household
mortgage debt in the five yea %}Q th]:ﬂl?;ﬁobalé ncial crisis was associated with

a 2.1% average growth | five years ;l" ths}rlsns

&
In other strands raturq Gartner (Zog'énalysed a dataset of 48 US states from

the years 1929 to tpat @Sehold debt overhang, such as a higher debt
d do[/

to income rat e con@yc recovery. In addition, Schularick and Taylor
(2012) us hlstorl aﬁel of 14 developed countries from 1870 to 2008 and
found 3| r correlation, that &C?ncreased household leverage was a powerful predictor

I crises in post-war crises. Jorda et al. (2013) proved that debt accumulation

of
0 costlier financial crises than normal recessions since the calamities were not only

on output but also on investments, lending, interest rate, and inflation. Jorda et al. (2015)
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extended the dataset to 17 advanced economies and emphasised that the sharp increase in
housing lending before 2008 caused a deeper economic downturn and sluggis\erry.
The study extended by scrutinising the function of credit lending and i g!!)ate, and it
proved that both played significant roles in house price bubbles. Ce énd Kharroubi

%r.ns, especially in

(2015) demonstrated that resource allocation was distorted by c%

the construction sector, leading to a slowdown in productivity Wy

242 Literature Gap for RO4 .\d'

\
%)
Household debt has gained the attention of economic expe sand m @tudles have

.\HQ ever. ‘Q!\v/v studies have

ny

been done to examine its impact on economic CeSSI
provided empirical evidence on the predic t%\{er

Hence, this study seeks to reconfirm t roIe h oI

old debt on banking crises.

t imincreasing the probability

N

of banking crises and to contribute to xisting I| e ture IS area.
E ‘L
L&
This chapter has w d t ncepts, t@ﬂes expectation models, and relevant

literature on the |@of deb(em economic growth, the determinants of

|
household debt, & role of HoUgeh I%Qiebt in increasing the probability of banking

crises. The % egap wit jilscusébn of eminent underlying theories of growth model

Yv
and prey&studles on the m@’of household debt on economic growth. Then, the

2.5 Chapter Summar

%

//

u xtended to past studies on institutional quality in the growth model by linking

Q sehold debt. In the subsequent sections, the behaviour of household debt was
ss

ed along with the life cycle and permanent income hypotheses to confirm the
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macroeconomic determinants that explain the rapid surge in household debt.
Macroeconomic determinants such as GDP per capita, working population, u@ment,
interest rate, inflation, household consumption, and house price are am rﬁ@ important
explanatory variables identified. In addition, the literature works on .i%ct of financial
development on household debt were also discussed. Next, the terYexplained the role
of household debt as one of the indicators in the early war inWl (EWS) for banking

crises. This chapter has also highlighted some gaps in er turg@motiv&ted the
@

current study to explore this research area. \Y-
| O
F 4
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