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Abstract’

In Finland the private sector borrowing started to rise rapidly in conjunction with
the liberalization of capital movements and deregulation of the domestic financial
sector during the second half of the 1980s. The financial deregulation coincided
with and amplified an economic boom marked by favourable income expectations,
loose fiscal policy associated with improved terms of trade and anticipated
reduction in income tax rates. All these factors contributed to the overheating of
the Finnish economy that finally turned into a severe recession in the beginning
of 1990s.

The reaction of households to financial deregulation in Finland was similar to
that in the other Nordic countries. As in Norway and Sweden, household indebted-
ness started to rise in the mid-1980s, after the abolishment of lending rate regula-
tions and prior savings requirements for housing loans. Measured by the ratio of
household debt to annual disposable income, household indebtedness peaked in
1990 at more than 80 per cent of annual disposable income. Since then, it has
fallen slightly.

Debt financing in the corporate sector started to increase rapidly in conjunction
with the liberalization of capital movements, which enabled firms also in the
domestic sector to raise loans in foreign currencies. During the 1980s debt
financing grew most in the real estate business, construction and services. Despite
increased borrowing, the debt with respect to equity of Finnish firms did not rise
significantly until 1990—91, because a large part of the debt growth was matched
by increases in corporate earnings and equity values during the late 1980s.
Recession turned the situation for the worse as corporate earnings and the market
value of assets plummeted. High indebtedness and overcapacity especially in the
domestic sector will require several years of adjusting.

" We are very grateful to Vesa Vihriala for clarifying and corrective comments and to Glenn
Harma for checking and correcting the English.
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1 Introduction

As in the other Nordic countries, the private sector borrowing expanded rapidly in
Finland in the second half of the 1980s. The era of easy credit and economic
growth ended in 1990 in an exceptionally severe recession marked by sharply
falling real estate and stock prices, which has considerably weakened the financial
position of borrowers. As inflation has declined while nominal interest rates have
risen, the debt service burden has grown. With a higher real interest rate, business
failures and bankruptcies have increased dramatically. Consequently, banks’ credit
losses have escalated, eroding their capital position and forcing them into greater
dependency on government support to maintain their capital ratios and lending
capacity. The Government has clearly stated that it will guarantee all deposits
without limit and ensure the viability of the banking system in all circumstances.

Private sector overheating was due not only to loose fiscal policy but also to
deregulation of capital movements and bank lending. Even though deregulation
started in the early 1980s, the most important restrictions were lifted in 1986 and
1987. In 1986 the Bank of Finland removed interest rate ceilings on bank lending,
and in 1987 corporate long-term borrowing from abroad was completely freed.
Besides the liberalization of lending, regulation of deposit rates was eased in late
1980s." All the remaining restrictions were lifted by 1991, so there are no longer
any quantitative restrictions or interest rate limitations on lending.

Apart from the initial stock-adjustment to the new borrowing possibilities and
to increased income expectations, private sector borrowing was fuelled by asset
price developments. An upward spiral emerged as borrowing spilled over to higher
domestic demand, profits, earnings and employment, which led to an upward
revision of income expectations, skyrocketing stock prices, greater demand for
housing and soaring housing prices. Increased equity values and asset prices in
turn made it possible for banks to continue expanding credit. This paper reviews
the growth of indebtedness and the adjustments in indebtedness due to money
market deregulation.

The paper is organized as follows. We begin with a review of the recent boom
in bank lending and its role in the onset of the debt problem. Next we consider the
debt problem from the borrowers’ point of view: how households and firms
accumulated excessive debts. Finally we analyze the relationship between
investment and savings and the need to improve the current account. Special
attention is paid to the question to what extent debt financing has been used to
enlarge productive capacity or improve efficiency: if investment in production and
manufacturing proves to be profitable, indebtedness should be no problem. On the
other hand, if increased funds were channelled mainly into the real estate, changes
of residence or stock purchases, there is no increase in productive investment. Debt

' Limitations on deposit rates have been effected through tax regulations in the form of ceilings on
~ allowable taxfree nominal return. This induced the banks to refrain from competitive pricing of
such deposits. The maximum tax exempt return on deposits was tied to the central bank base rate.
Currently, two-year time deposits with a return that is two percentage points less than the base rate
are tax free. Three-year taxfree deposits with return one percentage point less than the base rate are
available until end-1993. From the beginning of 1991 taxable bank deposits were also allowed,
subject to a 10 per cent withholding tax. From 1992 the source tax rate was raised to 15 per cent,
and for 1993—94 to 20 per cent.




and interest expenses simply increase without any increase in Fhe ability o
generate income. It would seem risky for a small open economy to invest heaylly
only in domestic production. The export/GDP ratio should. be taken into
consideration and policy should react more sensitively to changes in terms of trade

in setting a proper limit to indebtedness.

2 Trends in banking and bank lending during
the 1980s

Finnish financial markets have been dominated by the banks. For some decades
this was supported by the tax-exempt low-yield deposits. The authorities kept
interest rates low probably to encourage vigorous growth in investment. Apart
from deposits, household saving could only go into government bonds and stocks.
On the borrowing side, this meant that accumulated savings and the bank-customer
relationship were the keys to credit access.

The deregulation of the Finnish financial markets in the middle of 1980s set
off a boom in bank lending and a shift from a highly oligopolistic banking
structure to a more competitive environment (Figure 1). One of the most important
changes was the liberalization of foreign borrowing, which had formerly been
tightly controlled by the Bank of Finland. Without this change, banks’ ability to
pump money into the economy and in particular into the service and home market
sectors would have been considerably less than it was.> However, it should be
emphasized that the regulation of capital movements was already loosening up
because of the special payment arrangements with the former Soviet Union, that
made the financing arbitrage possible. Another significant deregulation concerned
bank lending rates. The Bank of Finland started the step-by-step dismantling of
average lending-rate controls in 1983. This created the preconditions for diversified
and more efficient financial markets based on almost free formation of interest
rates. The interbank market actually started to operate after 1986, when the Bank
of Finland introduced a spread between borrowing and deposit rates in the call
money market.

Soon after deregulation banks started to increase their share of new net
financing by the public. Other financial institutions lost some of their share in
financial intermediation. Increased interest rate and exchange rate risks and the
need to manage them acted as a spur to product development in the derivative
markets (Malkaméki and Solttila, 1991). The overall structure of the capital market
changed dramatically during 1980s. The abolition of interest rate controls quickly
increased the volume of bank loans linked to money market rates. Currently, over
70 per cent of new bank loans are linked to money market rates or bear fixed rates
of interest. A slowly decreasing portion of loans — mainly old housing loans — is
still tied to the base rate.

Apart from the loosening of controls on interest rates and capital movements,

a couple of other important decisions were made that affected the growth of bank
lending. Deposit banks were allowed to issue certificates of deposits > (Figure 2).

Furthermore, the Banking Supervision Office allowed banks to raise their own

? The annual growth rate of bank lending in real terms peaked in 1988 when loans outstanding
increased nearly 20 per cent from the previous year. It should be noted, for example, that by the
time deregulation was largely a fact of life, the US financial crisis involving mainly the savings
banks was not visible. Roughly speaking, the same mistakes were made at about the same time in
all the Nordic countries.

> The Bank of Finland started open market operations with certificates of deposits in 1987, and
now most of the trading in the money market is in CDs. Bank Cds soon became the main
instrument in the money market. CDs are crucial in the determination of short-term money market
rates (Kontulainen, 1991).




capital by over FIM 4 billion through value adjustment.” This enabled the banks
to increase their lending by some FIM 50 billion. Unfortunately, this new bank
capital, largely in the form of stocks and real estate, was not as permanent as was
believed.

The lending boom was further facilitated by buoyant asset markets,
particularly by increasing real estate and housing prices, which reduced the
importance of credit rationing. Furthermore, optimistic expectations concerning
future economic development and low default rates diminished the importance of
distinguishing between good and bad credit risks. Lending for real estate and
housing purchases was considered almost riskless, since the purchased property

was used as collateral.’
Intense competition for market share led many local banks, which had

formerly focused on financing households and agriculture, to expand their activities
into the corporate sector. Unable to find and finance new customers among the
large and well-known export companies, the savings banks aggressively targeted
small and medium sized firms that focused on the domestic market. This drew the
big commercial banks into the competition for market share in the service,
construction and property sectors. As a result, all banking groups increased their
lending to home market industries. At the end of the 1980s commercial banks also
ensured their ownership position in important Finnish insurance and manufacturing
firms by taking part in the major restructuring.

The banks’ exposure to domestic sector borrowers and increased funding from
abroad made them vulnerable to movements in stock and real estate prices as well
as the exchange rate. Real estate and housing prices are important because the
property is normally used as collateral for lending.® Stock prices are also
important for the banks’ capital position because one of the principal components
of bank capital is based on equity holdings. In Finland banks have significant
holdings in large corporations, which sensitizes their own capital to variations in
stock prices. The exchange rate has also become increasingly important because
the share of foreign currency-denominated lending in banks’ loan portfolios has
increased dramatically since the mid-1980s. This does not, however, imply direct
exchange-rate risk, since banks are not allowed to have significant open positions.
Indirectly, through domestic sector borrowers’ ability to service debt, foreign
currency lending is a significant risk factor. Looking back, it may also be said that
banks could not expect a devaluation of the markka by over 30 per cent, which
underlines the fact that currency loans were intermediated too easily to borrowers
with no foreign currency income.

During the last two or three years the capital position of Finnish banks has
undergone a major change, and substantial credit losses have increased the

* The Banking Supervision Office in Finland is a separate body from the Bank of Finland, under
the Ministry of Finance. The role of the office is currently under reorganization.

> Consumption function studies have shown that liquidity constraints on households were shifted
away almost completely with respect to the broad consumer wealth concept (earnings plus wealth
in market value less debt). The marginal propensity to consume from real wealth increased
significantly during 1987—89.

® E.g. nominal housing prices have fallen about 50 per cent since the peak in spring 1989 to the
end of 1992. In case of defaults the reduced value of collateral will cause a substantial worsening

in the banks’ capital position.
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financial vulnerability of the entire banking sector. In 1992 alone credit losses
amounted to some 4 percent of loans outstanding. This change is largely due to the
collapse in Soviet trade, deteriorating terms of trade and sharply falling stock, real
estate and housing prices. The central bank, of course, tried to guide and
consolidate bank lending, e.g. by squeezing liquidity, by means of cash reserve
requirements, base rate hikes, special investment deposit requirements and, finally,
the revaluation of the markka in 1989. But the effect was only limited (Figures 3
and 4). The most aggressive lenders during the period of overheating were the
savings and commercial banks. Therefore, it is no wonder that the amount of non-
performing loans and credit losses incurred by these banking groups have been
greater than those of the cooperative banks (Figures 5 and 6). Among the local
savings banks, there was a group of open-handed lenders nicknamed the "dirty
dozen".

Another important factor increasing the losses suffered by banks in the current
recession has been the substantial rise in real interest rates. Average nominal rates
on new loans rose from about 11 per cent in late 1988 to 15 per cent in autumn
1992, while inflation declined from five to three per cent. The problem with high
loan rates is that they may lead to increasing credit losses through bankruptcies
etc. and to lower profitability for banks. According to recent theoretical and
empirical literature, there is a limit to the level to which a profit maximizing bank
can raise interest rates without reducing its revenue. The reason for this is that as
the interest rate is increased, the default rate increases. At some point the default
rate 1s so high that any further increase in the interest rate actually reduces
revenue. Furthermore, higher interest rates discourage borrowers with low risk low
return projects (adverse selection), and encourages borrowers to take risks once
they obtain loans (moral hazard). Consequently, the average credit quality of a
bank’s customers worsens and default rates rise as the interest rate rises.

Besides the problems associated with increased lending, deteriorating quality
of customers and high default rates, Finnish banks fell into the interest rate trap,
as one half of the volume of outstanding loans and only one third of deposit
volume is based on the base rate, which is regulated by the central bank. Two-
thirds of deposits is based on short-term money market rates. Even though the
average interest rates on new loans increased rapidly after mid-1988 up to autumn
1992, the interest rate margin charged by banks has been relatively constant. Credit
losses have forced banks to keep their interest margins wide’ (Figures 7 and 8).

Financial distress and increasing credit losses have argued for stricter capital
adequacy standards, more cautious borrower evaluation and measures to effectively
control the growth in bank lending. In particular, collateral requirements have been
tightened by the banks. More recently, a shortage of bank capital has become a
threat to the credit supply. In response, the central government has been forced to
provide substantial aid to banks so as to maintain their capital ratios. Support by
the authorities was first used to rescue a major commercial bank in September
1991. In June 1992, central government support was provided to 41 savings banks
under distress. In November 1992 a relatively small commercial bank (STS) was
merged into one of the biggest commercial banks (KOP). The merger was

7 : : S :

For some borrowers it may have come as a surprise that inflation has not deflated their loans
€ven after devaluations. Moreover, it seems reasonable to assume that through free capital
movements we have shifted permanently to positive real deposit rates.
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facilitated by the transfer of bad loans to the Government Guarantee Fund. A bill Figure 1.
was drafted for the establishment of a bad bank, but it failed at the last moment
in Parliament and the Government drafted a supplementary budget to handle bad
loans. The only banking group that has not yet applied for capital support from the

Government Guarantee Fund is the cooperative bank group. Total central
government support reached some 4 per cent of GDP in 1992. Finnish banks’
operating profit in 1992 was a negative FIM 21.5 billion, which accounts precisely
for the volume of credit and collateral losses. The banking crisis is expected to
continue in 1993.

The prolonged recession has rapidly reduced the demand for credit, reflecting
the decline in demand for new construction, investment goods and consumer
durable. However, lending during 1992 has been unusually weak because of the
unusually high indebtedness of both the household and corporate sectors. Due to : : ‘ l ] y :
increasing unemployment and declining income levels, households” debt burden FEE T e il s e
is still worsening, although on average household indebtedness has started to |
decrease slowly. The deterioration of corporate balance sheets and reduced
collateral values has made it very difficult to apply for new loans. Hence, it may
be that in the current recession the normal decline in credit demand has been
exacerbated by a greater-than-normal erosion in the creditworthiness of potential CERTIFICATES OF DEPOSIT BY HOLDER T s
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3 Household indebtedness

The reaction of households to financial deregulation in Finland was similar to that
in the other Nordic countries (Figure 9). As in Norway and Sweden, household
borrowing started to rise and the saving ratio to fall in the mid-1980s, after the
dismantlement of lending rate regulations. In October 1987 the Bank of Finland
quit issuing guidelines to the banks on prior savings required for housing and other
personal loans. Further deregulation succeeded when housing loans were allowed
to be linked to three- and five-year money market rates in the beginning of 1938.
A sharp peak in housing loan drawings is visible for 1988 (Figures 10 and 10
Looking back, it seems that the abolishment of prior saving requirements for
housing loans has been one of the major problems in the deregulation process with
respect to households. Of course, it could be said that banks and perhaps also
households should have foreseen the consequences and risks in this decision.

Although rising housing prices set off a rapid increase in housing investment,
the major part of housing market activity took place in connection with changes
in residence involving larger housing loans (Figures 12 and 13). It can be said that
almost nothing was achieved except greater household indebtedness and higher
debt service costs (Figures 14 and 15).

Most measures of indebtedness of households reveal a clear and steep rising
phase after 1987 up to spring 1989. After 1989 some measures indicate a further
worsening. The ratio of household debt to GDP has continued to rise up to the
present time, because of declining GDP. At the end of 1991 the ratio was 45 per
cent (incl. entrepreneurial debt), which is still rather low by international standards
(Figure 16).

Measured by the ratio of household debt to net disposable income, household
indebtedness peaked in 1990 at more than 80 per cent of annual disposable income
(Figure 17). Since then, it has fallen slightly. However, in 1992 this measure rose
temporarily, as the decline in real income was steeper than the decline In
outstanding loans.

Because the ability of households to overcome their debt problem is also
related to household wealth, developments in housing and asset prices are crucial.
The value of collateral and the willingness of banks to renegotiate debt contracts
depend on them. Household indebtedness has clearly increased in relation to
financial wealth, since the fall in asset prices (Figure 18). The ratio of household
total debt to household financial wealth (excluding stocks) was 90 per cent in the
second quarter of 1992. The deflation of household wealth can also be seen from
wealth/income ratios (Figures 19 and 20).

In spite of the rapid increase in household’s overall debt (incl. entrepreneurial
loans) between 1987 and 1989, the composition of the debt did not change much
(Figures 21 and 22). Housing loans and consumer loans both peaked in early 1988.
Compared to e.g. Sweden, the Finnish housing market has concentrated more on
owner-occupied housing. In 1988 about 72 per cent of Finnish households were
living in their own dwellings. Although most of the housing loans were granted

® Currency regulations were eliminated only gradually. Households were allowed to make direct

foreign investments in 1990 and to raise foreign currency-denominated loans in October 1991, just
before the devaluation of the markka.
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for changes of dwelling, a rather substantial number of new borrowers emerged on
the market. With a relatively fixed housing supply and regulated rental markets,
the increased demand and bank lending led to a bubble in housing prices.

Depressed domestic demand and increasing unemployment will continue to
dampen households’ borrowing in the future. Households are trying to adapt to a
lower level of indebtedness because of lower earnings expectations. From the point
of view of households, the most significant factor affecting the willingness to
borrow is the threat of unemployment. So far, unemployment has shifted from the
industrial sector to services, and because of the depreciation of the markka since
September 1992, this shift has accelerated.

So far, households’ share of bad debt has been around 21 per cent of non-
performing loans and 6-7 per cent of credit losses, but these ratios are expected to
increase. As an example of mistaken evaluation on the part of banks, a significant
part of new housing loans in 1988—90 were supplied without any prior savings or
prior client relationship and without sufficient collateral. At the moment, the
collapse of housing prices is increasing the ratio of housing loans to housing
wealth, thereby lowering the value of collateral (Figure 23). The composition of
household gross wealth 1s shown in Figures 24 and 25.
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Figure 15.
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Figure 21. Figure 24.
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4 Corporate indebtedness

The financial situation of the Finnish corporate sector is characterized by the same
kind of debt overhang and debt burden as the household sector. Historically, the
capital intensive export firms have had relatively high indebtedness, partly because
of the favoured tax status of debt financing. In times of economic downturn and
financial distress the traditional remedy has been the devaluation of the markka so

as to boost exports and corporate earnings.
Despite the considerable depreciation of the markka since November 1991 the

overall financial situation of the corporate sector has not improved markedly. On
the contrary, financial difficulties have become worse in many respects although
the leverage of export firms has started to level off. The origin for this unusually
difficult situation is found in the investment boom that took place in the second
half of the 1980s. The majority of this investment activity occurred in the domestic
sector, which has been hit hard by the recession, €.g., residential and nonresidential
construction, real estate and services. As domestic demand has fallen off since
1990, a large part of these investments turned out to be excessive and unprofitable.

Trends in the corporate sector’s total debt and currency-denominated debt are
shown in Figure 26 as ratios of the outstanding debt to GDP. During 1985—92 the
ratio of total corporate debt to GDP increased from 70 per cent to nearly 90 per
cent. Corporate debt relative to GDP also increased considerably during the 1980s
in Japan, the UK, Australia and Sweden (OECD 1992). Recessions in these
countries have also pushed debt repayment burdens above historic levels by the
1990s.

Despite increased leverage, the indebtedness of Finnish firms did not become
a major problem until 1990—91, because a large part of the debt growth was
matched by increases in corporate earnings and asset values during the late 1980s.
Since 1991 the deterioration of corporations financial condition has been rapid,
because of higher interest rates and the sharp decline in earnings and asset values.

For the first time since the second world war, high leverage during a deep
recession has become a major concern also for firms in the domestic markets. In
conjunction with the deregulation of bank lending and foreign borrowing, firms in
the service and home market sectors substantially increased their debt financing,
half of which was denominated in foreign currencies (Figures 27 and 28). Foreign
currency loans gained popularity especially in real estate, construction and trade
because of a relatively large differential between domestic and foreign interest
rates. During the late 1980s more than half of all corporate sector foreign currency
loans went into the domestic sector (Figure 29). As a consequence of high foreign
debts, the depreciation of the markka since 1991 has considerably worsened the
leverage of home market firms by increasing the markka value of foreign currency
loans.

As in the household sector, the problems of debt overhang in the corporate
sector have been exacerbated by the heavy burden of debt servicing resulting from
high real interest rates combined with low or even negative growth in corporate
earnings. Real interest rate<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>