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Summary:

Over-indebtedness is a complex phenomenon, described by several variables and definitions.
However data relative to the EU show that this issue regards a significant part of the
population, albeit not a majority, and its demographic distribution is not casual. In particular
an excessive debt burden is more frequent or severe for certain social groups and countries,
which paves the way for targeted policies.

EFIN

European Financial Inclusion Network

cite,

Ensemble, changeons la finance

Réseau



Definition of over-indebtedness and possible classifications

Debt is a common instrument used by households to maintain a stable level of consumption,
coherently with their resources and life-cycle's phase. Being indebted is a normal behavior and is
almost inevitable for the majority of the households (Betti et al, 2001). According to life-cycle
theory (LCT), households apply to credit markets because they want to have steady living
conditions over the years. Since generally the income curve is humped over a person's life, debt is
the mean that allows households to smooth their consumption (D'Alessio and Iezzi, 2013). This is
the most common among the theoretical explanations for indebtedness. However, it's not trivial to
remember that among the assumptions of LCT there are rational investors and competitive markets,
hence, this theory may not be the most appropriate to describe a pathologic situation.

More specifically the disposable income of a family could be split into two parts: the pre-committed
part should be used to meet basic needs and credit repayments, while the remaining one could
finance supplementary consumption or savings. Theoretically, in times of financial hardship,
efficiently managing the flexible part of one's income is the most straightforward way to handle the
problematic period, for example dropping certain consumptions or drawing on savings. Of course
this is not always possible and for some families debt could become unsustainable because of a
wide variety of reasons. Problems arise especially when “flexible income” is insignificant or very
small (Frade and Lopes, 2009).

Since cases in which debt burden is too heavy are not very numerous, but represent an important
social issue, there was a complex debate about this topic. The first and non-yet-completed step of
the ongoing international discussion was the definition of this phenomenon. This has been a great
challenge, especially in EU, for the last couple of decades. Problems and incompatibility of the
different proposed definitions at a national level rise from the lack of a clear measure. In fact,
starting from the premise that some households are apparently in a condition in which their debt
burden is unsustainable, it’s very difficult to state which variable could give a fair view about over-
indebtedness and which is the cut-off between a household whose debt position is ‘still manageable’
(to which prevention measures should be addressed) and a one who overcame this threshold. This
brought to the production of lots of definitions and even more indicators. The table 1.1 provides a
European overview of the current state of the art of definitions:

Table 1.1 - Operative definition of over-indebtedness in different European countries

Country | Author Definition
Belgium  Law 1998-07-05/57 Over-indebted household (OH) is unable to pay required/approaching
debts
France Banque de France, 2014 OH can't meet obligations coming from debt for non-professional reasons
(Central bank)

Article L330-1 of Consumer  Over-indebtedness of natural persons is characterized by the manifest
code, inserted by Law 2003- | impossibility of a well-intentioned debtor either meeting his personal debts

710 (now and in the future) or fulfilling an undertaking to guarantee and settle
the debt of an individual contractor/a company when he was not executive
thereof

Germany | Haas, 2006 OH doesn't meet payment obligations over a long period, despite a
reduction in living standards
Ireland Combat Poverty Agency, OH's income is not enough to meet reasonable living expenses and
2009* deferred payments

1 Used to be a governmental agency



Italy Law 3/2012 as modified by =~ OH is in a persistent imbalance between obligations and assets that can be
law 221/2012 promptly liquidated to meet them, thus, is unable to meet its obligations

UK Oxera, 2004 OH is in arrears or risks to get into arrears
Source: own elaboration

Although nowadays there’s still no agreement on a common framework to be used at a European
level to assess if the debt position of a household is critical, it’s still possible to describe the
situation and try to get some important indications. First of all, just reading the previous attempts of
definition, there’s some evidence that they share a certain number of features. In particular they all
consider some different dimensions: economic (amount to be repaid), temporal (medium-long term
is usually taken into account), social (some expenses need to be met ahead of debt payments),
psychological, i.e. stress is caused by difficulties in repaying debt (D'Alessio and Iezzi, 2013). EC
in 2008 dedicated a long study to the definition of over-indebtedness and identified some criteria to
be met to reach a common European one:

* The income considered should be the household's, since individual incomes are normally
pooled within it;

* Over-indebtedness is a structural status. In this respect it's worth noting that the lobby of
consumer credit providers in Europe criticized the inclusion by EC of this element between
those to be used in a common European framework. The reason is that notions like
'structural status' or 'persistent situation' are not measurable and, according to data, are not
always observable with commonly used indicators (Eurofinas, 2013);

* It's not possible to resolve the problem by borrowing more (illiquidity);

* To resolve the issue a household should reduce its expenses or increase its income;

* All contracted financial commitments are included (mortgage, consumer credit, but also
telephone bills and other recurrent expenses);

» It's impossible for the household to maintain a minimum standard of living (European
Commission, 2008).

According to these criteria a household is over-indebted when its existing and expected resources
are insufficient to meet its financial commitments without reducing its living standards, even below
what is regarded as a minimum acceptable threshold (D'Alessio and Iezzi, 2013).

Starting from definitions, a number of indicators is produced. As well as the assumptions mentioned
above coming from definitions, all indicators share a series of problems. For example data used to
assess over-indebtedness (and construct or classify/choose indicators) are generally collected at a
national level in different times, with different frequencies and different reference periods. Besides
this, the methodology of sampling, the ratios presented and the computation procedure in each local
survey could be very different, posing enormous difficulties in terms of comparability (Betti et al,
2001). Furthermore there’s no universal consideration of what is a minimum acceptable standard of
living. This quantity, in fact, depends on economic, social and cultural factors peculiar of each
society.

Table 1.2 - Common assumptions and drawbacks of over-indebtedness indicators

Assumptions Drawbacks
e Income considered is the household's Heterogeneity of surveys/data:
»  Over-indebtedness is a structural/persistent » Different times, frequencies, reference periods
condition e Various methodology of sampling
*  Household is illiquid ¢ Diversity of ratios on which indicators are based

*  All commitments are included and of their computation



Minimum standard of living

Used as a benchmark to assess household's position Difficult to measure and highly dependent from the context

Source: own elaboration

Actually, before choosing an indicator (or a set of indicators) and evaluating over-indebtedness, the
collection of data about debt is needed. This information falls into three categories: macro, micro
and legal. Macro is drawn from the banking system, rises from credit reporting by the institutions
involved and gives data about period and characteristics of the loan and of the lending subject. This
source is timely and reliable and has been improved at an international level since the creation of
common rules for banking system in European Union, but determines an extremely aggregate
output. Micro information is produced by more localized surveys (e.g. organized at a national level
within Europe), which contain both qualitative and quantitative variables. However, because of their
local scope, these surveys are very difficult to compare; moreover they need long timeframes to be
prepared and elaborated. Legal data regard the status of loans in default and consist in the different
existing dossiers and their eventual outcome. In some countries they're collected systematically,
while in others this information is very fragmented, therefore it's very arduous to get a European
view (Betti et al, 2001).

After the collection of data, a measure needs to be chosen. Measures of over-indebtedness are based
as well on various underlying models: in particular administrative, objective and subjective.
Administrative model depends on the legal procedure that deals with debt default, the measures that
start from this framework suffer from a lack of comparability and don't give any indication about
situations at risk, hence, they're at least partial. Objective model assumes that over-indebtedness can
be measured by a certain analytical parameter (usually a ratio in which the numerator, the
denominator or both are indicators of the stock or the flows of debt) and defines some thresholds
beyond which a household is considered over-indebted. The main shortcoming of this method is the
possibility of mis-evaluations. A very important example is given by the use of debt income ratios:
young people have a high propensity to debt, given by their relatively low income, that, although, is
likely to increase significantly over time. Thus it's possible to incorrectly consider them over-
indebted, even if they aren't (Betti et al, 2001). Of course this problem could be solved using a
different threshold for young people, but the issue is how to determine it. The subjective model is
based on families' feelings: it's maybe the indicator that catches more the risk to become over-
indebted, but it's subject to false declarations, sentiments and feelings of the participants in a survey
and may fail to give a correct view of the phenomenon (D'Alessio and Iezzi, 2013).

Table 1.3 - Sources of data and models of measurement of over-indebtedness

Source of data Model of measurement
Macro Objective
Micro Objective Subjective
Legal Administrative

Source: own elaboration

It's evident that the choice of the actual indicator is a very difficult task. However, some of the
mostly used indicators are:
* Cost of servicing debt (e.g. debt to income ratio), in which both secured and unsecured debts
could be considered (secured debt have a warranty, thus are deemed less dangerous). A



particular case among these indicators is given by measures based on payments that put a
household below the poverty line (D'Alessio and Iezzi, 2013);

* Debt to assets ratio, which considers the capability of the household to face debt payments
by selling its assets;

» Legal-based variables like rate of default, rate of credit delinquencies or average liabilities
per bankruptcy (Betti et al, 2001);

» Proportion of households perceiving themselves to be in difficulty;

* Measures based on arrears (e.g. number of months);

* Number of loans: the assumption is that, above a certain number, loans should be a heavy
burden (D'Alessio and Iezzi, 2013);
» People that contact debt advice agencies (very different methodology and measurement
across countries, it doesn't exist everywhere).

We can examine the main of these indicators more specifically. Debt to income ratios are very
intuitive. The problem with this approach is that high income families can easily bear a debt income
that would be devastating for a low income one. This is an issue typical of non-flexible measures,
known as “one-size-fits-all” (CGAP, 2011). Another drawback is the lack of consideration of
financial and real assets that the household holds, since in this case it would be possible to sell these
assets and repay the debt (D'Alessio and Iezzi, 2013). Thus, the increase in debt of a family
contemporary to a growth in the value of the asset that is the counterpart of the debt may be
problematic only if the asset is the home in which the family lives. An increase in debt-income
ratios at an aggregate level (detectable for example from national accounts) could be caused also by
an increase in the number of families indebted, instead of being an index of more over-indebtedness
(Coin et al, 2013). It's even arguable that in some cases the reduction of debt is a good sign for debt
management. A cutback in credit, accompanied by a downturn in economic activity and a rising
unemployment, will lead to increasing difficulties for over-indebted households (or risking to reach
this condition) in maintaining current levels of expenditures (Fondeville et al, 2010). The indicators
that deal with poverty line, in particular, are very intuitive and refer to a commonly accepted
threshold.
Default measures are not perfect as well: default doesn't directly measure over-indebtedness and it's
also difficult to distinguish “accidental” defaults, produced by external unexpected shocks from
people who deliberately choose not to pay their debts (Frade and Lopes, 2009). Nonetheless default
is a sign of financial hardship and may indicate both a risk of over-indebtedness and a particularly
critical situation.
One of the mostly used measures of over-indebtedness is the formal declaration made by a
household, and generally collected via a survey, to be in difficulty with debt repayments. This is an
example of indicator based on a wide definition of over-indebtedness, since it doesn't take into
account just borrowings, but the overall condition of a household. This kind of measure has several
benefits: it indicates that a family is in trouble, even when no other data have been collected, and
communicates also some risk situations (e.g. a family is still paying for all its debts, but it's not sure
it will happen in the future; the level of indebtedness is not so heavy, but it's enough to make the
family feel uncomfortable). On the other hand, since it is not an objective measure and it depends
largely on people's willingness to give a fair view on their own conditions and on the right
interpretation of what being in difficulty means, it could be flawed or, at least, can't be considered
alone and must be compared with other objective quantities (Betti et al, 2001). Another problem is
given by the fact that families, in giving their opinion, could compare their situation with an abstract
standard of well-being or with people which are considered close (like neighbors or colleagues),
causing further distortions in the measure (Frade and Lopes, 2009).
The use of data about arrears is very difficult to be interpreted, since arrears should be evaluated on
an individual basis to assess if they correspond to a situation of difficulty. Furthermore this indicator



doesn't show households who are still paying in time but are vulnerable to external shocks like a
temporary drop in income and, hence, should be considered over-indebted as well. At last being in
arrears of very small amounts shouldn't be a too heavy burden (D'Alessio and Iezzi, 2013). Of
course level of income is a fundamental discriminant (one-size-fits-all approach could be
significantly inefficient) and it's possible that the household can't even pay for very small sums

because it's really in trouble.

Similarly indicators based on number of credit commitments are not always reliable, especially in
case of a large number of small outstanding debts (D'Alessio and Iezzi, 2013). Anyway an
analogous clarification to the case of number of commitments should be made, linked with the level

of income.

Actually it’s possible that various indicators give different answers because they are likely to
capture debt problems in different households, countries, stages of the life-cycle (D'Alessio and
lezzi, 2013). Benefits and drawbacks of considered indicators could be summarized as follows:

Table 1.4 - Benefits and drawbacks of most common over-indebtedness indicators

Indicator Cost of servicing Default-based Households that Arrears-based Number of loans
measures perceive themselves | measures
in difficulty
Benefits Very intuitive Easy data * Basedona Very intuitive Easy
Easy to collect collection wide definition Easy collection of
data May reveal ¢ Communicates collection of data
If poverty line both a risk of also risk data
is considered, a over- situations, even
commonly indebtedness if other data
accepted and a very lack
benchmark is critical
used situation
Drawbacks One-size-fits- Don’t *  Subjective Difficult Potentially
all issue measure over- measure (it interpretation non-reliable
Lack of indebtedness depends on Don’t in case of
consideration directly truth of indicate risk several loan
of financial Difficult to declarations situations commitments
and real assets distinguish and correct Possible of small
A cutback in “accidental interpretation distortions in amounts (that
credit would be defaults” of what being case of many however can
interpreted as a from people in difficulty arrears of indicate also a
good sign who decide means) small great degree
not to pay * Distortions in amounts of difficulty)
Suffer from a case of (need a
lack of comparison careful
international with an consideration
comparability abstract model of income
of well-being level)

Source: own elaboration

The variety of strengths and weaknesses mentioned above (table 1.4) would suggest considering as
much indicators as possible at the same time. However, the most frequent measures available in the
European Union are cost of servicing debt (most of all debt-income ratios derived from surveys or
from national accounting), household's perception (declarations collected at a micro level) and
legal-based indicators (difficult to evaluate at an international level because of differences in local
cultures, definitions of default, judicial/financial system). All these data should be considered in a
relative way, comparing results from different indicators/sources with each other and always taking



into account the context (e.g. the difference between poor and high-income families, cultural and
social peculiarities of a certain region/country). The use of adequate thresholds for different cases is
also fundamental. If there are these preconditions, multiple indicators that give the same (or a very
similar) outcome can be useful to have a better knowledge of the phenomenon and decide
appropriate policies. In fact no unique accurate indicator of over-indebtedness as well as no
common definition is expected for the next years, neither in EU, despite the endeavor of the
European Commission toward this result (CPEC and DG SANCO, 2013).



Possible causes of over-indebtedness in literature

As showed before, households have good reasons to ask for loans. However, it shouldn't be
reasonable for them to over-borrow, unless this borrowing is necessary to maintain a minimum level
of subsistence consumption and also this situation would bring them to more severe difficulties. The
same considerations apply to lenders: they shouldn't over-lend, unless losses linked with late/missed
payments are below costs of an improved risk management/creditworthiness assessment or below
earnings due to higher interest rates, fees and other revenues specific to “bad borrowers” (Shicks,
2010). Nonetheless a significant part of debtors, albeit small, becomes over-indebted. Therefore it's
worth speculating on the reasons of this seeming non-sense.

Literature distinguished various possible causes for over-indebtedness. For the purpose of this work
it's important to analyze them and then try to find some evidence from data available. A first cluster
of likely over-indebtedness drivers is given by borrower's features:

* Income: since it is the main financing channel of debts, it is paramount for over-
indebtedness. Intuitively, as income increases; debt problems decrease, but many
authoritative sources claim otherwise (Betti et al, 2001). Actually people with high income
could bear also more indebtedness, therefore if a debt income ratio is used, it should indicate
curiously a higher debt burden for medium-high income families. This confirms the
importance of different thresholds for different situations.

A particular attention is required by households with a very low income (poor, structurally
unemployed persons). These subjects require credit or don't pay debts (even to energy
providers) because they are not able to cope with their expenses, even of small amounts. The
worst case is given by subjects already over-indebted that need a loan to repay the previous
existing debts. This could cause severe problems to intermediaries and families involved
(D'Alessio and Iezzi, 2013);

* Employment status: of course being unemployed or having a very unstable labor income
makes the financial condition of a household very weak (Shicks, 2010);

* Household's composition: very numerous families, ceteris paribus, may have a higher
probability to become over-indebted. Another apparent situation of difficulty is represented
by families in which there's only one breadwinner (e.g. single parent households), in
particular if it is accompanied by a child or, a fortiori, some children (Betti et al, 2001).
Children cause also a certain amount of expenses which cannot be reduced and, just after
their birth, are accompanied by at least one parent reducing its working hours or ceasing
paid work altogether (EC, 2008). More generally the concentration of dependents in a
household is a very important issue;

* Housing tenure: house is one of the most important and frequent spending voices for
households. These expenses could vary very much: in fact the family could be the outright
owner, the owner still paying a mortgage or the tenant within a rental contract of the
apartment in which it lives (ECB, 2013). Renters should have the highest expenses to face,
but, in countries involved in housing bubbles, also owners with mortgages could be at risk
of over-indebtedness;

* Personal characteristics: each individual has its own peculiarities in terms of attitude to debt.
The propensities to saving or, conversely, to spending are fundamental variables to
determine the behavior of a family (EC, 2008);

* Psychological/cognitive biases: as was showed by behavioral finance, individuals tend to
make suboptimal decisions just because they're not rational and they are guided by feelings,
heuristics or mental shortcuts. In particular overconfidence brings to underestimations of the
probability of adverse events, confirmation bias pushes people to seek confirmation of their



aprioristic belief (Tekge, 2013). Some persons never change their habits (habit persistence),
some others are focused exclusively on short term (in particular who constantly lives in a
precarious situation). At last, according to prospect theory, an individual's utility is much
more conditioned by moving reference point rather than by wealth changes (Shicks, 2010);
Age: since the income pattern over the life-cycle is not linear and, in particular, young
people usually have low wages, they should have a higher propensity to debt than retired
people or in the second half of their working life. (Betti et al, 2001). It would be interesting
to verify the relationship between over-indebtedness and other demographic variables (e.g.
sex, ethnicity), but this kind of data usually lacks;

Health: problems in this field usually lead to high expenses, in some cases even to
unemployment (EC, 2008). Moreover these costs are usually unexpected, thus; they could
make liquidity management difficult. A particularly bad case is the one of addicted people;
Financial literacy: it's critical for the comprehension and the assessment of proposed lending
contract and more generally for a correct financial management (Lusardi and Tufano, 2009);
Education level: besides financial literacy, general education broadens the probability to
have a good job and a good income, which may mean more indebtedness but also greater
capabilities to manage it (ECB, 2013).

Another large group of over-indebtedness drivers is linked with credit market features:

Market structure: it determines level of competition and availability-cost of information,
hence, indirectly, the cost of credit to households;

Informal credit alternatives: informal finance refers to financial transactions that occur
outside official financial institutions, thus, non-regulated by financial authorities. It doesn't
deal with legality issues: borrowing from relatives is an informal credit operation as well as
some illegal activities like loan sharking (Altunbas et al, 2010). It's evident that in the first
case mentioned the probability to become over-indebted for a household decreases (usually
there's no payment of interests), in the second increases. Therefore the concentration of
over-indebted families in a certain system depends also from the quantity and the quality of
these alternatives;

Ease of borrowing money: in some countries obtaining credit is very easy, fast and it doesn't
require collaterals neither accurate checks about borrower's creditworthiness. Obviously this
could be an important determinant of over-indebtedness (Frade and Lopes, 2009);
Unsecured credit: markets in which collaterals are little used should increase the likelihood
of over-indebtedness. In particular consumer credit tends to be provided to subjects which
are devoid of assets, need money also for common consumptions and can account only on
their income;

Financial exclusion: it's complicated to determine the direction of the causal relation with
over-indebtedness (EC, 2008). The possibility that the first causes the latter could appear a
paradox, but, if we focus on the subjective indicator of over-indebtedness, which, despite its
limits, gives significant indications in social and political terms, it's not necessary to have
multiple or very high debts. In particular, the necessity of a sudden and unexpected expense,
even of a medium amount, for a low-income household with no access to the credit market
could be catastrophic, e.g. the car used to go to work must be replaced (Gloukoviezoff,
2008). The same applies to utility bills: they are almost necessary and they're charged only
after consumption, thus, for a financial-excluded household could become a heavy burden;
Discrimination: any of its forms (statistical, of the employer, of the lender), creates
disadvantageous conditions for the discriminated. It could also be linked with financial
exclusion (EC, 2008).



Since debt relationships derive from synallagmatic contracts, over-indebtedness is caused also by
errors and wrong evaluations by moneylenders. In particular the most relevant factors linked with
institutions in the supply side that affect the likelihood of an excessive debt burden are:

Aggressive marketing techniques and volume-based incentives for employees: they facilitate
inappropriate allocation of credit and a focus on quantities that can create financial
imbalances for borrowers and for lenders as well;

Creditworthiness assessment practices: institutions that don't have a sound process of
creditworthiness evaluation (for negligence or convenience) increase the possibility of
creating a heavy burden for households, in particular when accompanied by financial
imprudence by potential borrowers (Shicks, 2010);

Lack of suitability of products provided with clients' needs: intermediaries may propose and
provide to households forms of credit that don't fit with them. Typical examples are
contracts characterized by short maturities and inflexible installment schedules offered to
families with volatile income. Lenders are often reluctant to reschedule loans, too, which is
ruinous for people with temporary honest liquidity difficulties (Frade and Lopes, 2009);
Adverse selection for “worst” forms of credit: vulnerable population groups are sometimes
directed towards the most costly options, such as 'cash credit' (EESC, 2014) In particular
credit instruments like payday or SMS loans are characterized by very little due diligence,
no collaterals, little information required to the borrowers and very high interest rates
(Muttilainen and Valkama, 2008);

Lack of transparency of terms and conditions: as in the case of products suitability, this is a
topic on which EC is very interested and involved, as it was showed by MiFID (Directive
2004/39/CE), that, although, is focused on investment products. The lack of communication
of this information is, first of all, unfair and produces also wrong financing decisions (EC,
2008);

Debt collection practices: while a certain level of firmness is necessary to provide sufficient
repayment incentives, if substantial penalties are charged for late payments, a household in
momentary difficulty could be brought to over-indebtedness. This is particularly pernicious
when lenders make high profits in case of late/failure to pay (CGAP, 2011).

Another cluster of very frequent determinants of over-indebtedness is given by unexpected events,
since they modify the situation known when the credit relationship started. The main of these events

dare:

Income reduction, for example a member of the family loses its job;

Unforeseen expenses, e.g. medical care;

Increase in debt cost, usually produced by interest rates shifts (Coin et al, 2013);
Relationship breakdown, in particular when a household required credit relying on the
income of a person that afterwards divorces (Bridges et al, 2008).

The last group of over-indebtedness possible causes deals with political, economic, cultural and
social environment of each country, inter alia:

Natural disasters: they can inhibit the production of income by a family for a very long time
(CGAP, 2011);

Changes in government policies: the liberalization of certain markets, some welfare state
reforms or a “light touch” policy by financial operators' supervisors can have a deep impact
on borrowers' income and on lenders' profits, increasing over-indebtedness likelihood
(Shicks, 2010);

Macroeconomic situation: shocks related to relative prices of certain goods like food and
fuel could have a major impact on a household's financial situation (CGAP, 2011). Also a



financial-economic crisis can considerably reduce families' purchasing power, increasing the
risk to become over-indebted. In this case over-indebtedness (and more generally financial
difficulties for households) could become a mass phenomenon, with severe consequences
within the area hit and difficulties in defining the most adequate policy to adopt, as showed
by the recent sovereign debt crisis in the Euro area. Other important problems are rises in
the general cost of living and variations in wages (including eventual minimum wage
levels), which effects are heavier for low-income people;

Income inequality: the dissatisfaction of people at the bottom of social pyramid could bring
them to try to have the same opportunities of high-income households by borrowing, hence,
it can produce poor financing decisions (Frade and Lopes, 2009);

Institutions: efficiency of the judicial system affects the rapidity and the cost of bankruptcy
(Shicks, 2010). Broadly speaking, legal enforcement of the contracts in a certain
environment determines the ease of debt recovering and, indirectly, the availability of credit
provided by lenders in quantitative and qualitative terms (Duygan-Bump and Grant, 2008) ;
Cultural aspects: in some cultural contexts debt is considered absolutely normal, while in
others is felt like a fault. The same considerations apply to bankruptcy, with significant
differences across the EU. Some studies (Fiirth and Georgarakos, 2010) highlighted also the
importance of beliefs about corruption (heavily corrupted institutions should push to illicit
actions), religion, justice system for borrower's behavior. Similarly also social capital helps
to explain different choices in different geographical areas. Social capital is the productive
value (in terms of 'well-being outcomes") of the set of personal relationships, social network
support, civic engagement and trust-cooperative norms that characterize a certain society
(Scrivens and Smith, 2013).

Table 2.1 — Taxonomy of main possible causes of over-indebtedness

Borrowers Market Lenders Unexpected events Environment
¢ Income e Structure ¢ Marketing e  Income e Natural disasters
e  Employment ¢ Informal credit techniques reduction e Changes in
status alternatives *  Volume-based *  Unforeseen government
*  Household's e Easeof incentives expenses policy
composition borrowing *  Creditworthiness *  Increase in e Macroeconomic
*  Housing money assessment debt cost situation
tenure e Unsecured e Products' *  Relationship ¢ Income
e Personal credit suitability with breakdown inequality
characteristics e Financial client's needs e Efficiency of the
*  Psychological exclusion *  Adverse judicial system
- cognitive *  Discrimination selection for *  Cultural aspects
biases some credit
«  Age forms
e Health *  Debt collection
*  Financial practices
literacy
*  Education
level

Source: own elaboration

A successful distinction in literature was made between the so-called active over-indebtedness,
caused by mismanagement of resources (e.g. excessive expenditures or wrong expectations) and
passive over-indebtedness, due to unforeseen events (Anderloni and Vandone, 2010). Another
possible classification includes also the category of potential over-indebtedness (e.g. low future
income) that regards households at risk (Betti et al, 2001).



Some empirical evidences

The aim of this section is trying to get some insights about over-indebtedness in Europe, starting
from data available about debt and indebtedness within the European Union. In particular we'd like
to have an overview of which credit forms, social groups and countries are affected by a higher
frequency or severity of cases of over-indebtedness (or debt burden), in order to identify some
critical factors which could be linked with this phenomenon. Likewise the same working method
will be applied to individuate credit forms, social groups and countries for which over-indebtedness
is a less serious and more manageable problem, in quantitative and qualitative terms, with the
purpose of detecting which may be the best practices in this field.

Data used in this work come mainly from two huge European studies: Eurosystem households
finance and consumption survey (HFCS) and European Survey on Income and Living Conditions
(EU SILCQ). The first is a study conducted by the European Central Bank with the participation of
various national central banks. It is mainly focused on the Euro area and it isn't specifically directed
to over-indebtedness, but it has a section dedicated to debt and publishes some indicators of debt
burden and financial fragility (ECB, 2013). The latter is a great survey about the general living
conditions of European households and shows some data referred to all EU countries about arrears
and other situations of financial difficulties (Eurostat, 2014). It is organized yearly by Eurostat, but
in 2008 a specific module of the study was fully dedicated to over-indebtedness and financial
exclusion (Eurostat, 2008). Also some further specifications of information given by these two
reports, coming from other authoritative European sources, will be analyzed. A third source will be
Eurobarometer, which is a survey about perception by European citizens of some relevant issues for
the EU (TNS Opinion & Social, 2010). In particular it deals with feelings of Europeans about risk
of becoming over-indebted, that can be interpreted as a subjective indicator of over-indebtedness
(table 3.1)

Table 3.1 - Main sources of data used and their characteristics

Source Responsible of the Reference period Contents
survey
HFCS ECB 2010 Not specifically directed to indebtedness, but shows
data about debt and debt burden
EU SILC Eurostat 2012 for regular modules Information about households arrears
2008 for ad hoc module Households with overdrafts on bank accounts,
about over-indebtedness uncleared balances on credit cards and arrears
Eurobarometer European Commission 2010 People who feel at risk of over-indebtedness

Source: own elaboration

Debt and participation to credit markets

Before analyzing in details specific data about over-indebtedness, it's worth considering more
generally information about debt and credit markets. This is important to understand the dimensions
of the universe of this study, i.e. how many households had access to lending in the reference period
and what kind of debts they hold. As can be expected, only a part of the population holds a debt. In
particular in the Euro area, according to HFCS, 43.7% of the households was indebted toward the
financial system in the reference period (ECB, 2013): more than a half of them had a mortgage and
slightly more than two-thirds had a non-mortgage debt (table 3.1). Among mortgages the most
recurrent were those directed to the household's main residence (HMR), while in non-mortgage



group the most frequent debts were other forms of loans (ECB, 2013).

Table 3.2 - Participation of population to credit markets and incidence of different debt components in the Euro
area (EA)*

Total
deb Mortgage debt Non-mortgage debt
HMR Other Credit Credit Non-
Total Total . mortgage
mortgage | mortgage lines/overdraft card loans
% of indebted
households per debt 43.7 23.1 19 5.6 29.3 10.2 4.3 22.4
component/population
% of indebted
households per debt 100 | 529 | 444 12.8 67 23.3 9.8 51.2
component/total
indebted households

*The percentage of total debt is not equal to the sum of the percentages of each debt component since a household could
hold contemporarily different kind of debts. This applies also to total mortgage debt and total non-mortgage debt

Source: own elaboration on data from ECB, 2013

It's possible to get more detailed information, in particular what kind of households is more likely to
be indebted, function of size, housing status, income and wealth of the whole family and, moreover,
age, work status and education of the reference person. We can see that the relationship between
income/education/household size and indebtedness is monotonic or very close to monotonic
(increasing), while age is linked with indebtedness by a humped curve (with the maximum in the
35-44 cluster). Wealth apparently is not linked with indebtedness (only the second quintile has
values significantly different than other quintiles), while employed (and self-employed) are more
likely to be indebted than non-working people and this becomes much more likely in comparison
with retired. Obviously owners of their residence with a mortgage are more frequently indebted
than renters (table 3.3). To better represent these trends the ratio between the percentage of indebted
households conditional to each demographic category (IHDA) and the Euro Area average (43.7%)
is provided in the following table, next to IHDA

Table 3.3 — Participation of population to credit market by demographic characteristics in the EA

. . % of indebted households conditional
Demographic attribute to demographic attribute (THDA) IHDA/EA average
Household | , 29.2 0.67
size
2 39.7 0.91
3 55.6 1.27
4 63.6 1.45
5 and more 64 1.46
Housing Owner-outright 24.6 0.56
status
Owner-mortgage 100 2.29
Renter/other 35.9 0.82
Quintile of
EA income 1 22.9 0.52
2 35 0.80
3 43.7 1
4 55.8 1.28
5 61.3 1.40




Quintile of

EA wealth 1 441 1.01
2 38 0.87
3 46.1 1.05
4 45.1 1.03
5 45.3 1.04

Age of

reference 16-34 55.3 1.26

person
35-44 61.8 1.41
45-54 55.8 1.28
55-64 43.1 0.99
64-74 23.7 0.54
75+ 7.7 0.18

Work

stasof | e 57.9 1.32

reference

person
Self-employed 56.8 1.3
Retired 19.5 0.45
Other not 39.5 0.9
working

Education Primary/no

of reference : 30.3 0.69
education

person
Secondary 48.7 1.11
Tertiary 54.1 1.24

Source: own elaboration on data from ECB, 2013

More insights could be obtained focusing on countries. HFCS provides not only the percentage of
indebted households per country, but also the percentage of indebted households per country
conditional on debt component (e.g. credit card debt). We will adopt the same method used before
for demographic characteristics and, thus, compare these data with the EA average through a ratio.
The EA average considered are those shown in the first row of table 3.2. Specifically we will
compare the percentage of indebted households in each country (e.g. Belgium) with the percentage
of indebted households in the Euro area to understand where there's more probability for a family to
have a debt toward the financial system (and where there's less). Likewise we will compare also the
percentage of indebted households conditional to a certain debt component in each country (e.g.
HMR mortgage debt in Belgium) and the percentage of indebted households conditional to the same
debt component referred to EA (e.g. HMR mortgage debt in EA).

If we analyze data obtained by adopting this procedure, it's possible to say that there are strong
differences across countries. Netherlands, Luxembourg and Cyprus are countries in which there's
the highest proportion of households indebted, while Italy and Slovakia have few of them. Talking
about mortgages, we can distinguish three groups: countries in which there are many owners of
houses and few mortgages (e.g. Italy), those in the opposite situation (e.g. Netherlands) and areas in
which mortgages and owners are strongly positive correlated (ECB, 2013). In non-mortgage side
Italy, Portugal and Slovakia are the countries with fewer households indebted and Cyprus and
Slovenia, instead, are well-above average. The heterogeneity is particularly intense for credit cards:
Italy and Austria have a percentage of indebted households around one third of the average and
Greece, Malta and Cyprus are three times above the average itself (table 3.4).

Table 3.4 — Ratio between percentage of indebted households conditional on country and debt component and
average percentage of indebted households conditional on debt component in EA



Country Total Mortgage debt Non-mortgage debt
debt
HMR Other Credit Credit
Total mortgage | mortgage Total lines/overdraft | card Non-mortgage loans

Belgium 1.02 1.32 1.47 0.57 0.83 0.61 1.46 0.8
Germany 1.08 0.93 0.93 1.07 1.18 1.94 0.79 0.97
Greece 0.84 0.76 0.72 0.7 0.89 0.56 3.19 0.56
Spain 1.14 141 1.38 1.3 1.05 0.06 1.7 1.21
France 1.07 1.06 0.87 1.8 1.12 0.69 / 1.28
Italy 0.58 0.47 0.49 0.29 0.61 0.35 0.33 0.68
Cyprus 1.5 1.94 1.8 2.75 1.63 2.38 4.37 1.31
Luxembourg | 1.33 1.68 1.69 1.5 1.26 0.72 1.46 1.37
Malta 0.78 0.67 0.62 0.80 0.86 0.59 3.05 0.61
Netherlands 1.5 1.93 2.26 0.45 1.27 2.04 1.07 1.1
Austria 0.81 0.8 0.86 0.43 0.73 1.33 0.35 0.49
Portugal 0.86 1.16 1.26 0.59 0.62 0.29 1.35 0.59
Slovenia 1.02 0.61 0.64 0.29 1.33 2.35 0.7 1.21
Slovakia 0.61 0.42 0.47 0.11 0.67 0.78 1.19 0.56

data about credit card debt in France are not available

Source: own elaboration on data from ECB, 2013

Indicators of over-indebtedness/debt burden

As seen before, there are several indicators that could be used to try to measure over-indebtedness
or, at least, debt burden and each of them has its own drawbacks. However, despite their limits, it's
important to use them to have a view as broad as possible about over-indebtedness issue. The most
recent data available come from EU SILC and regard arrears. It should be reminded that arrears are
not synonymous with over-indebtedness, but they are a “major symptom” of it or a sign of high
vulnerability. Moreover it's fundamental to underline that EU SILC is a great EU-wide survey and
suffers from problems typical of these studies. Specifically, interviewed people may not understand
the question or have some interest to provide false declarations, the questionnaire may be mis-
interpreted or use unclear words and ambiguous expressions, despite the best efforts to the contrary
by the authors of the research. Thus, data presented should have some meaning but need to be
correctly interpreted and compared with other databases, if possible.

In 2012, according to EU SILC, the percentage of EU27 households in arrears with payments
(linked with no matter what expenses) was 11.5% (Eurostat, 2014). In this case it's possible to
analyze country distribution only. The geographical heterogeneity is rather high: the variable just
mentioned rises of more than three times in Greece and of more than two times in various other
countries, while in Germany, Luxembourg and Netherlands it is below half of the EU27 average
(table 4.1). The working method shown before keeps being used: the ratio between EU average
(0.115) and data referred to each country is represented to better highlight countries with far less
and far more households in arrears than the average.

Table 4.1 — Ratio between percentage of population in arrears by country and EU27 average

Belgium 0.75
Bulgaria 2.74
Czech Republic 0.52

Denmark 0.66




Germany 0.42

Estonia 1.14
Ireland 2.05
Greece 3.39
Spain 0.95
France 0.89
Italy 1.17
Cyprus 2.74
Latvia 2.12
Lithuania 1.15
Luxembourg 0.36
Hungary 2.3
Malta 0.96
Netherlands 0.43
Austria 0.56
Poland 1.32
Portugal 0.84
Romania 2.7
Slovenia 1.83
Slovakia 0.72
Finland 0.94
Sweden 0.58

data about UK are not shown, since 2012 represents a structural break in the time series

Source: own elaboration on data from Eurostat, 2014

HFCS, instead, provides data about a series of indicators of debt burden referred to 2010, with
specifications for country and demographic characteristics. The first of these variables considered is
debt to asset ratio. This ratio considers the capability of households to sell their assets to face debt
payments: in case of high values the families have limited possibility to do this. It is not an indicator
of over-indebtedness in a strict sense, but it could be a sign of risk: e.g. a major drop in income
could make impossible to meet debt obligations if it's not possible to account on assets. Its value in
the Euro area is 0.218 (ECB 2013), taking into account indebted households only (i.e. indebted
households of the EA have an average debt to asset ratio of 0.218; of course for other households
the ratio is equal to 0)°. Higher percentages can be observed for one-person households or very
numerous families, renters or owners with mortgage (regarding housing status), households in
which the reference person is particularly young, with a low income, low wealth and no occupation.
More generally the ratio decreases with an increasing age, income or wealth. The lowest values are
those referred to owners-outright, oldest and wealthiest people (tab 4.2). Once again the variable

2 Assets here considered are both real and financial. The first category includes values of HMR, other real estate
property, vehicles (cars, boats, planes, motorbikes), valuables and the self-employment business of household
members. Financial assets include: deposits, investments in mutual funds, bonds, investments in non-self
employment private business, publicly traded shares, managed investment accounts, money owed to households as
private loans, other financial products (options, futures, precious metals, future proceeds from a lawsuit/estate that
is being settled, royalties), private pension plans and whole life insurance policies



shown in the following table is the ratio between percentages observed for each demographic
category and the EA average mentioned above.

Table 4.2 - Ratio between debt/asset by demographic characteristics and EA average

Household size 1 1.55
2 0.83
3 0.99
4 0.86
5 and more 1.16
Housing status Owner-outright 0.17
Owner-mortage 1.37
Renter/other 1.9
Quintile of EA income 1 1.66
2 1.2
3 1.02
4 0.97
5 0.81
Quintile of EA wealth 1 4.96
2 1.24
3 1.39
4 0.57
5 0.33
Age of reference person 16-34 2.13
35-44 1.35
45-54 0.81
55-64 0.5
64-74 0.38
75+ 0.29
Work status of reference person Employee 1.22
Self-employed 0.62
Retired 0.36
Other not working 1.96
Education of reference person Primary/no education 0.86
Secondary 1.06
Tertiary 1.03

the ratio is conditional on households holding debt. See footnote 2 for the definition of assets

Source: own elaboration on data from ECB, 2013

If we focus on countries, Netherlands and Finland have high debt/asset ratio (compared with EA
average), Slovenia, Slovakia and Malta are in the opposite situation. The following table shows the
usual ratio between data referred to each country and the EA average:

Table 4.3 - Ratio between debt/asset by country and EA average

Belgium 0.83
Germany 1.3
Greece 0.68
Spain 0.82
France 0.87
Italy 0.54
Cyprus 0.78
Luxembourg 0.83
Malta 0.28
Netherlands 1.89




Austria 0.77
Portugal 1.18
Slovenia 0.18
Slovakia 0.3
Finland 1.59

the ratio is conditional on households holding debt. See footnote 2 for the definition of assets

Source: own elaboration on data from ECB, 2013

Another variable provided by HCFS is debt to income ratio. It has a similar meaning to the previous
ratio: in fact it represents the capability of a household to face debt payments accounting on income
of its members (total debt and annual income are considered). Therefore the same considerations
could be applied: it's an indicator of risk and critical values should be the highest ones. The EA
average is 0.62 (ECB, 2013), also in this case it is referred to indebted households only. Despite the
similarities just underlined, we can see that this ratio has a very low correlation with the previous
(ECB, 2013): it increases with household size, it’s particularly high for owners with mortgage and
low for other housing status. It’s humped with the highest values in the middle-high part of the
distribution for wealth and in the middle-low part for age, it’s very low for households in the middle
quintiles of income and higher for households in the tails. At last it’s very low for retired, low for
non-working people or with education until the secondary while it’s almost high for self-employed
and people with tertiary education (table 4.4). This means there's a seeming contradiction: in fact
some of the categories supposedly more at risk of over-indebtedness show a low debt/income. The
possible explanation is that people with low income, low education and non-working have more
difficulty to get access to credit by the financial system and they have by definition less income and
often less assets to make more debt feasible. Of course establishing which of these factors (low
income, low education, bad working status, few assets, financial difficulties) is cause of the others
could be a very complex task and is out-of-scope of this work. The following table shows the usual
ratio between the variable taken into account by demographic attribute and the EA average:

Table 4.4 - Ratio between debt/income by demographic characteristics and EA average

Household size 1 0.69
2 0.79
3 1.16
4 1.43
5 and more 1.26
Housing status Owner-outright 0.44
Owner-mortage 2.82
Renter/other 0.26
Quintile of EA income 1 1.09
2 0.64
3 0.83
4 1.11
5 1.22
Quintile of EA wealth 1 0.4
2 0.49
3 2,11
4 1.31
5 1.22
Age of reference person 16-34 1.04
35-44 1.55
45-54 1.07
55-64 0.64
64-74 0.6




75+ 0.25
Work status of reference person Employee 1.11
Self-employed 1.47
Retired 0.49
Other not working 0.7
Education of reference person Primary/no education 0.8
Secondary 0.76
Tertiary 1.68

the ratio is conditional on households holding debt. Income considered is annual

Source: own elaboration on data from ECB, 2013

About countries Slovenia and Slovakia show the lowest value for this ratio, while in Netherlands,
Portugal and Cyprus debt/income reaches its maximums. In the following table the ratio between
the data for each country and the EA average is computed:

Table 4.5 - Ratio between debt/income by country and EA average

Belgium 1.29
Germany 0.6
Greece 0.76
Spain 1.83
France 0.81
Italy 0.81
Cyprus 2.53
Luxembourg 1.4
Malta 0.84
Netherlands 3.13
Austria 0.57
Portugal 2.16
Slovenia 0.43
Slovakia 0.37
Finland 1.04

the ratio is conditional on households holding debt. Income considered is annual

Source: own elaboration on data from ECB, 2013

HFCS provides also debt service to income ratio, which, as seen before, is one of the mostly used
indicators of over-indebtedness. It's not the case to repeat here its characteristics. Both debt service
and income considered in the survey are monthly. The Euro area average is 0.139 (ECB, 2013), in
particular it is not highly influenced by household size neither by education, it’s higher for owners
with mortgage and lower for other housing status, it has a trade-off with income and age. It’s low
for retired and above average for self-employed, while the relationship with wealth is increasing at
the beginning and then decreasing. In comparison with debt to income ratio, it is lower in countries
in which mortgages have a longer duration and is lower also for non-working, young, poor (in terms
of assets) people, probably because these categories have less assets than the average, but also less
debt (ECB, 2013). Obviously this doesn't mean that being poor and having no work but also lower
debt payments is desirable. The next table represents the ratio between debt service/income and the
EA average:

Table 4.6 - Ratio between debt service/income by demographic characteristics and EA average

| Household size | 1 | 1.02




2 0.91
3 1.01
4 1.05
5 and more 1.14
Housing status Owner-outright 0.81
Owner-mortage 1.32
Renter/other 0.57
Quintile of EA income 1 1.91
2 1.19
3 1.08
4 1.01
5 0.81
Quintile of EA wealth 1 0.75
2 0.96
3 1.29
4 1.04
5 0.91
Age of reference person 16-34 1.11
35-44 1.16
45-54 0.93
55-64 0.84
64-74 0.88
75+ 0.6
Work status of reference person Employee 1
Self-employed 1.20
Retired 0.81
Other not working 1.09
Education of reference person Primary/no education 0.92
Secondary 1.09
Tertiary 1.68

the ratio is conditional on households holding debt. Income and debt service considered are monthly

Source: own elaboration on data from ECB, 2013

Talking about countries, debt service/income has less variability than the previous two variables.
Cyprus is again the country with the highest index and also Spain is well above average, at the
opposite side there is Austria. Next table represent the ratio between debt service/income
conditional on country and EA average:

Table 4.7 - Ratio between debt service/income by country and EA average

Belgium 1.09
Germany 0.78
Greece 1.06
Spain 143
France 1.06
Italy 0.95
Cyprus 1.8

Luxembourg 1.19
Malta 0.83
Netherlands 1.04
Austria 0.4

Portugal 1.24
Slovenia 1.14
Slovakia 0.9




the ratio is conditional on households holding debt. Data about Finland are not available. Income and debt service
considered are montly

Source: own elaboration on data from ECB, 2013

It’s possible to go even more in details about this variable. In particular in 2010 in the Euro area the
percentage of households for which debt service to income ratio was equal or higher than 0.4 was
3.4% (Bank of Italy, 2014). The ratio is calculated considering the population as a total and not the
indebted households only. The threshold of 0.4 is one of the most usually used to distinguish
whether a household is over-indebted or not. Therefore we could say that, according to this ratio,
3.4% of Euro area households were likely over-indebted in 2010. In particular in Netherlands and
Spain this situation regarded more than 5% of the population and in Cyprus more than 15%, while
in Malta it regarded only 0.6% of households (Bank of Italy 2014).

Contemporary being likely over-indebted and having a huge debt compared with the income, of
course, represents a very critical situation. It regarded 2.5% of Euro area families in the reference
period (Bank of Italy, 2014). More precisely the share of the families in the category previously
mentioned (debt service=>0.4) which debt was also higher than 3 times monthly income was very
low in Italy, Austria and Malta and very high again in Cyprus, Netherlands and Spain. The situation
of households likely over-indebted which liquid activities® are few compared with the monthly
income maybe is even worse. This means that these families have a heavy debt burden and neither
can account on a minimum amount of liquid assets to face any kind of expected or unexpected
expense. The share of households conditional of a debt service to income =>0.4 which liquid
activities were also less than 2 times the monthly income were very few in Malta again, Austria and
Germany, in the opposite situation there were Cyprus and Spain (table 4.8). The EA average,
instead, is 1.7% (Bank of Italy, 2014).

Table 4.8 — Percentage of vulnerable indebted households/total population by country

Country Debt service/income=>40%
Total Of which debt/income=>3 Of which liquid activities < 2 monthly income

Euro area 3.4 2.5 1.7
Belgium 3.5 2.6 1.3
Germany 2.3 1.7 0.9
Greece 3.1 2 2.2
Spain 84 6.4 5.5

France 2.5 1.5 1

Italy 1.8 0.9 1
Austria 1.5 0.7 0.4
Cyprus 16 12.8 9.9
Luxembourg 4.1 3.5 1.8
Malta 0.6 0.4 0.1
Netherlands 7.2 6.6 2.5
Portugal 5 3.8 2.7

income and debt service considered are monthly. For a definition of liquid activities see footnote 3. Euro area doesn't
include Latvia, Estonia, Ireland, Slovenia and Finland

3 Liquid activities here considered include deposits, bonds, shares and mutual funds



Source: own elaboration on data from Bank of Italy, 2014

Another ratio that can be analyzed through HFCS is mortgage service to income ratio, which is
analogous to debt service ratio, but is only referred to mortgage. The Euro area value is 0.159
(ECB, 2013) if only households with a mortgage are considered and mortgage service/income taken
into account are monthly. The distribution for demographic attributes is also very similar to that of
debt service ratio: most evident differences are the above average values related to some categories
supposedly at risk of over-indebtedness: the two first quintiles of wealth, non-working people and
households composed by only one person. The following table shows the values of mortgage
service ratio referred to each group mentioned in the first two columns divided by the EA average:

Table 4.9 - Ratio between mortgage service/income by demographic characteristics and EA average

Household size 1 1.18
2 0.94
3 1.02
4 0.97
5 and more 1.03
Housing status Owner-outright 0.79
Owner-mortage 1.02
Renter/other 0.91
Quintile of EA income 1 2.52
2 1.46
3 1.23
4 0.99
5 0.72
Quintile of EA wealth 1 1.4
2 1.21
3 1.08
4 0.91
5 0.81
Age of reference person 16-34 1.29
35-44 1.07
45-54 0.86
55-64 0.8
64-74 0.95
75+ 0.69
Work status of reference person Employee 0.99
Self-employed 1.06
Retired 0.84
Other not working 1.26
Education of reference person Primary/no education 1.11
Secondary 0.97
Tertiary 0.97

the ratio is conditional on households holding mortgage debt. Income and mortgage service considered are monthly

Source: own elaboration on data from ECB, 2013

Mortgage debt service/income reaches the farther values from the average in Cyprus, Spain and
Slovakia (above average) and in Slovenia (below). Next table shows the usual comparison between
the values of the ratio conditional on country and the EA average:

Table 4.10 - Ratio between mortgage service/income by country and EA average

| Belgium | 0.93




Germany 0.8
Greece 1.03
Spain 1.29
France 1.09
Italy 0.97
Cyprus 1.59
Luxembourg 1.02
Malta 0.80
Netherlands 0.89
Portugal 1.05
Slovenia 0.74
Slovakia 1.28

the ratio is conditional on households holding mortgage debt. Data about Finland are not available. Data about Austria
are not shown because, according to standard error, are not significant. Income and mortgage service considered are
montly

Source: own elaboration on data from ECB, 2013

The last variable from HFCS we will deal with is loan to value ratio, which expresses the portion of
the value of the household main residence (HMR) covered by the mortgage thanks to which it was
acquired. Obviously this ratio is computed only for households with a mortgage. It may be an
indicator of risk of over-indebtedness when it is very high, because this means that probably the
household had few financial resources when purchased the house. Its value in the Euro area is 0.373
(ECB 2013). The highest ratios are registered for the first two quintiles of wealth and for the first
group of age (less than 35 years old). The following table shows the ratio between loan/value and
EA average:

Table 4.11 - Ratio between loan/value of HMR by demographic characteristics and EA average

Household size 1 1.14
2 0.95
3 1.02
4 0.89
5 and more 1.07
Quintile of EA income 1 0.88
2 0.91
3 0.92
4 1.02
5 1.06
Quintile of EA wealth 1 3.01
2 2
3 1.2
4 0.64
5 0.47
Age of reference person 16-34 1.51
35-44 1.08
45-54 0.78
55-64 0.67
64-74 0.54
75+ 0.51
Work status of reference person Employee 1.07
Self-employed 0.9
Retired 0.53
Other not working 0.92
Education of reference person Primary/no education 0.85
Secondary 1




| | Tertiary 1.07

the ratio is conditional on households holding mortgage debt

Source: own elaboration on data from ECB, 2013

About countries, the ones which have a value of loan/value significantly higher than the average are
Netherlands and Finland, for which the ratio is respectively equal to 0.525 and 0.486 (ECB, 2013).
Therefore these may be areas in which there could be some additional risk of over-indebtedness
linked with this particular issue. It's interesting to notice that Spain's ratio (these data are referred to
2008) is below the average, in spite of the speculative bubble on real estate market (Dreger and
Kholodilin, 2011). A possible explanation is the fact that, during a bubble, the evaluation of assets is
far from the fundamentals, thus a great value of the denominator keeps this ratio low. This shows
again that the use of an indicator (or even multiple indicators) could be misleading, if the context is
ignored. The table below shows the usual ratio between the values registered in each country and
the EA average:

Table 4.12 - Ratio between loan/value of HMR by country and EA average

Belgium 0.77
Germany 1.12
Greece 0.85
Spain 0.83
France 0.87
Italy 0.8
Cyprus 0.85
Luxembourg 0.74
Malta 0.53
Netherlands 1.41
Portugal 1.11
Slovakia 1
Finland 1.3

the ratio is conditional on households holding mortgage debt. Data about Austria and Slovenia are not shown because,
according to standard error, are not significant

Source: own elaboration on data from ECB, 2013

EU SILC 2008 ad hoc module

The greatest and most recent survey specifically directed to over-indebtedness is an occasional
module dedicated to it by Eurostat in 2008, within the framework of EU SILC. Questions asked in
this research, actually, don’t give indications about the current situation, since they were collected
before the crisis. Despite this, they have a higher degree of precision than any other, since they were
thought just to define and measure the issues of over-indebtedness and financial exclusion in the
European Union. The variables on which the attention is focused on in this database and are of great
interest for the purpose of this work are arrears, imbalances on credit/store cards and overdrafts on
bank accounts. Usually also a specification of the severity of arrears is given, comparing their
amount with households' monthly income.

However, an attempt to use information coming from this survey risks providing distorted and weak
results. As highlighted by the methodological paper that followed the research (Eurostat, 2010),
there were several problems with the variables which are fundamental from the perspective of this



study:

* Some weaknesses in the definition of critical notions, in particular since these notions
should have been very clear for the interviewed, which don't usually have a high financial
education, e.g. 'bank account does not need to be a current account', in bank overdrafts
'repayments are not mandatory though necessary' (Eurostat, 2010);

* Many households refused to give accurate data about amounts of their arrears, probably
because of the sensitive nature of this information;

* In some countries only a part of the questions included in the survey were asked;

* The sum of “missing” and “not applicable” answers is very high compared with the total
(sometimes near to 100%) and in some cases answers collected are few tens for a whole
country;

* The standard deviation of almost all data about arrears is very high compared with the
average, making data themselves rather questionable in terms of significance;

* Some countries (e.g. Poland) appear devoid (or almost devoid) of certain kind of arrears and
Eurostat itself declared these cases should be further investigated (Eurostat, 2010);

* Questions asked were not the same in all countries, making data difficult to compare, e.g.
for bank overdrafts there were three different questions, according to country: 'do you...
have an overdraft in a bank account?', 'Does your household have an overdraft due to
economic/financial difficulties?', ‘Is anyone in the household currently paying interests on
an overdraft?' (Eurostat, 2010)

* Broadly speaking, it's difficult to separate the case of people in arrears caused by momentary
liquidity difficulties and that of over-indebted or in severe financial trouble households;

» There are also some divergences in the reference period definition between countries (e.g.
arrears in the last 3 or 12 months);

* In some countries banking and financial services are little used, because of the prevalence of
cash;

* Some inconsistency have been observed between information provided in the ad hoc module
and in the ordinary EU SILC survey referred to the same year;

» At last some confusion has been noticed for self-employed people between overdrafts due to
professional and familiar reasons. An analogous problem (in particular in some countries)
regarded the difference between personal and familiar debts/arrears.

For these reasons, although it would have been interesting to check differences between countries
using this particular source, it's not possible to get useful indications, according to our purpose. This
doesn't mean that a survey about over-indebtedness in the EU is not feasible. First of all, even if
questions on which we focused suffered from these drawbacks, the survey contained much more
useful information, e.g. about the reasons why a household doesn’t have a bank account or a credit
card, which are very difficult to collect else how. Proposing it again, trying to overcome limits
which were well identified by Eurostat itself and by the various national institutes of statistics
involved, would be paramount to improve knowledge about over-indebtedness and create a
historical series. In particular, currently, it would have been useful to analyze some data collected
after crisis and make a comparison to try to identify which categories of households and in which
countries suffered most for financial difficulties linked with global economic turmoil. In this
regard, other studies (Manzoli et al, 2013) provided some evidence that the concentration of non-
performing loans has increased in geographical areas characterized by a weak economy since the
crisis broke out. A way to improve significance and reliability of data could be changing the manner
in which data are collected. For example it would be possible to ask the same information to banks
and other financial intermediaries, at an aggregate level. This should allow many of the drawbacks
highlighted before to be overcome, if variables will also be defined unambiguously.



Subjective indicators of over-indebtedness

At last it's possible to analyze some subjective and risk indicators of over-indebtedness related to
2010, according to results of Eurobarometer survey. The limits and benefits of the use of a
subjective indicator were described before, such as the caution with which it's necessary to evaluate
data coming from a huge international survey. However, we can see that a significant part of
European felt at risk of becoming over-indebted, as shown in the following table:

Table 6.1 — Percentage of European who feel at risk of over-indebtedness

Very at risk Fairly at risk Not very at risk Not at all at risk

6 19 31 41

Source: TNS Opinion & Social, 2010

People who felt at risk of over-indebtedness were mostly in the 25-54 year-old group, with a
secondary education and among manual workers, house persons and unemployed, while people still
studying, elder, with a good work and retired were the less worried about this problem (table 6.2).
In the following table a ratio is used between the percentage of interviewed who declared to feel at
risk of over-indebtedness and the European average taken from table 6.1 (sum of “very at risk” and
“fairly at risk”). As said before, this technique is used to highlight categories far from the average
both above and below.

Table 6.2 — Ratio between percentage of European who feel at risk of over-indebtedness by demographic
characteristics and European average

Sex Male 1
Female 1
Age 15-24 0.96
25-39 1.32
40-54 1.2
55+ 0.68
Education (end of) 15- 0.96
16-19 1.32
20+ 1.2
Still studying 0.68
Occupation Self-employed 0.96
Managers 0.8
Other white collars 0.96
Manual workers 1.24
House persons 1.2
Unemployed 1.84
Retired 0.68

Students 0.84



the category of people feeling at risk of over-indebtedness is the sum of people feeling very at risk and fairly at risk

Source: own elaboration on data from TNS Opinion & Social, 2010

The distribution of this variable by country is quite heterogeneous, with the maximum values is
Latvia, Hungary and Romania and the minimums in Germany, Finland, Denmark and Sweden. It's
possible to notice that in Netherlands few more households than half the European average feel at
risk of over-indebtedness, while, as reported above, this is one of the countries in which the
percentage of households with a high debt service/income is higher. Actually, the percentage of
families who declared being at risk of over-indebtedness is slightly higher than the percentage who
had a debt service/income => 0.4 in Netherlands. Therefore the real issue is why elsewhere
objective and subjective indicators are apparently in contradiction, also because some countries in
which the difference is very broad (much more households feeling at risk than what the objective
ratio shows, e.g. Austria) aren't among the hardest hit by the crisis. In this regard it's possible to add
that recently there have been some attempts to make the various indicators of over-indebtedness
more consistent with each other (D'Alessio and Iezzi, 2013). The most important outcome of these
studies was that the cut-off points usually used to distinguish sustainable and non-sustainable
indebtedness for households probably need to be differently adjusted. In the case of debt to income
ratios, particularly, it would seem useful to correct these indexes on the basis of the real and
financial assets owned by the household (D'Alessio and Iezzi, 2013). The ratio between the
percentage of European feeling at risk of over-indebtedness and the European average, as usual, is
provided in the table below:

Table 6.3 — Ratio between percentage of European who feel at risk of over-indebtedness by country and
European average

Belgium 1.16
Bulgaria 1.04
Czech Republic 1.04
Denmark 0.40
Germany 0.48
Estonia 1.28
Ireland 1.2
Greece 1.24
Spain 1.08
France 1.08
Italy 1
Cyprus 1
Latvia 2.08
Lithuania 1.16
Luxembourg 0.88
Hungary 1.96
Malta 0.88
Netherlands 0.52
Austria 1.12

Poland 0.92




Portugal 1

Romania 1.88
Slovenia 0.6
Slovakia 0.84
Finland 0.44
Sweden 0.28

UK 1.40

the category of people feeling at risk of over-indebtedness is the sum of people feeling very at risk and fairly at risk

Source: own elaboration on data from TNS Opinion & Social, 2010

The same survey stated that a large share of Europeans felt they run the risk to fall into arrears
(table 6.4). It's not easy to determine what kind of relationship links subjective risk of getting into
arrears and an objective state of over-indebtedness. However, it's possible to say that a great group
of households feels at risk to have financial difficulties linked with debt, that is, anyway, important
information from our adopted perspective.

Table 6.4 — Percentage of Europeans who feel at risk of getting into arrears

Feel at risk not to paying on time

Utility bills Consumer loans Rent Food or other daily consumer items Mortgage

20 19 14 14 13

Source: TNS Opinion & Social, 2010

About geographical distribution, countries in which people are more confident to be able to face
expenses on time are Netherlands, Denmark, Finland and Sweden while risk to get into arrears
seems particularly high in Slovakia, Czech Republic, Hungary, Lithuania and Romania. In some
countries like Ireland, Cyprus, Malta and Bulgaria the feeling to be at risk depends strongly from
the event hypothesized: e.g. in Bulgaria utility bills and food appear very critical, while rents and
mortgages wouldn't seem to represent a problem, in Cyprus issues are concentrated on consumer
loans and in Malta on utility bills. It's not trivial to repeat that this information may not be as
accurate as desirable for lots of different reasons, linked to typical drawbacks of subjective
indicators. As usual the ratio between the percentage of Europeans feeling at risk of getting into
arrears by country and the European average shown in table 6.4 is used in the following scheme:

Table 6.5 — Ratio between percentage of European who feel at risk of getting into arrears by country and
European average

Country Feel at risk not to paying on time
Utility bills Consumer loans | Rent = Food or other daily consumer items Mortgage
Belgium 0.9 0.74 0.93 0.93 0.69
Bulgaria 2 1 0.29 2 0.23
Czech Republic 1.45 1.63 1.64 1.43 2.08
Denmark 0.2 0.32 0.29 0.29 0.23
Germany 0.35 0.47 0.36 0.43 0.46

Estonia 1.4 1.05 1.64 1.5 1.15



Ireland 1.25 1.47 1 0.93 0.85
Greece 1.85 1.42 1.14 1.29 0.92
Spain 1.05 1.63 1.29 0.93 1.54
France 0.8 0.58 0.93 0.86 0.38
Italy 1.2 1.21 1.43 1.14 1.69
Cyprus 0.95 221 0.43 0.43 1.15
Latvia 1.35 1 1.57 1.36 1.15
Lithuania 1.75 0.89 1.5 2 1.23
Luxembourg 0.5 0.47 0.57 0.43 0.69
Hungary 2.45 2.05 1.43 2.14 2.23
Malta 1.75 0.84 0.43 0.71 0.62
Netherlands 0.2 0.21 0.21 0.29 0.23
Austria 0.8 0.89 0.93 0.79 1.15
Poland 1.3 1.32 1.71 1.29 1.46
Portugal 1.25 1.16 1.64 1.5 1.46
Romania 2 1.68 1.5 2.14 1.69
Slovenia 0.75 0.63 0.50 0.79 0.54
Slovakia 1.3 1.68 1.64 1.57 2.23
Finland 0.3 0.42 0.36 0.43 0.54
Sweden 0.1 0.16 0.14 0.07 0.15
UK 0.90 0.74 0.71 0.93 0.69

Source: own elaboration on data from TNS Opinion & Social, 2010



Stakeholders

With the aim of understanding what is behind the data analyzed before and of involving EFIN
network in this research, we asked some national stakeholders to make comments about evidences
shown in the previous part of the work. In particular the goal was verifying whether these data were
consistent with their impressions and knowledge about local situation or not and which could be
some possible causes of far-from-average observations. The answers provided about each country
are summarized below:

Bulgaria:

o

o

Stakeholder’s opinion: the fast development of the country in the last two decades
translated in some changes in consumer habits, in particular in an impressive growth
in indebtedness. The regulatory approach was “light touch” and this brought a
significant part of low-income households and unemployed persons to an excessive
debt burden. The greatest part of unpaid debt is linked to utilities and expenses due
to subjects who don’t belong to the financial system. There are also some non-
regulated financial entities, which provide very easily fast credit at very high interest
rates. Currently policy-makers have become more aware of this problem and have
started to take some countermeasures against over-indebtedness;

Comparison with data available: the situation described by the stakeholder seems
consistent with the great share of families with arrears;

Czech Republic:

o

France:
(0]

Stakeholder’s opinion: foreclosures and consumer bankruptcies have increased for
last years and financial assets of Czech families are still low, compared with EU15
countries (those that joined EU before 2004). Financial education is rather low, too;
market supervision has been quite weak and some non-regulated non-banking
subjects provide loans after a poor creditworthiness assessment, also because of
aggressive marketing techniques;

Comparison with data available: risks of getting into arrears registered in 2010
maybe have become current difficulties. The difficult macro situation, common to
several countries involved, has probably been a major issue for the last years

Stakeholders’ opinion: credit market works almost well. Loans linked with housing
are granted based on income much more than on the market price of the house, also
because credit is associated to some insurance and not to the value of the house itself
(it’s impossible to define it mortgage in a proper sense). Outstanding loans are
almost always fixed-rate, defaults are very rare and there should be very few
households over-indebted. The high percentage of households indebted with
mortgages different from HMR can be explained by a cultural preference of French
population for second houses;

Comparison with data available: it would be interesting to check what are the
characteristics of this market that make it less (or at least equally) risky than the
average;

Greece:

o

o

Stakeholders’ opinion: the percentage of people with arrears is still now one of the
highest in Europe and there’s a high and growing number of judicial applications for
debt restructuring;

Comparison with data available: the data about non-mortgage loans (in this country
there was one of the lowest percentages of households indebted with this particular



credit form) weren’t confirmed by stakeholders. A part from this, the local situation
seems determined by the consequences of the crisis, that hit Greece with a particular
severity;

Hungary:

o

Stakeholder’s opinion: the national GDP is quite low, even if compared with similar
EU countries and unemployment is very high. Many households applied for loans
denominated in foreign currencies before 2008 and the subsequent changes in
exchange rate and in their relative financial and social position brought them into
difficulties. Also savings are quite low for a high proportion of households.
Pessimistic feelings are led also by a certain progressive political lack of interest for
lower-middle classes;

Comparison with data available: it seems there are some problems, which are not
linked with the global crisis in this country. However, data collected are consistent
with stakeholder declarations;

Netherlands:

o

Stakeholder’s opinion: mortgages are very high for several reasons. Interests paid are
deductible up to more than half their value, tax system is very unfriendly towards
who’d like to pay off mortgage debt before maturity; it’s also quite common to
borrow more than the house’s value. Banks are more interested in income of people
requiring credit, which has been rather stable over the years, than in asset’s value.
Dutch economy has been one of the strongest in Europe and borrowers tend to pay
their debts because of cultural factors. Some statistics may be blurred by the
existence of some overdraft facilities with the house as collateral, which could be
considered mortgages de facto;

Comparison with data available: Netherlands case seems very strange since common
indicators of over-indebtedness should lead us to consider this country’s equilibrium
quite risky. However, the particular cultural and economic characteristics of Dutch
context appear to make it possible a very high indebtedness and very few households
really in trouble. A deeper analysis may be interesting

Portugal:

o

Spain:

Stakeholder’s declaration: the situation worsened quickly after the crisis, in
particular after the agreement between the government and the so-called Troika.
Unemployment had an impressive growth, credit defaults and bankruptcy files broke
every record. Several households lost their dwelling in the last three years, because
they weren’t able to pay relative instalments;

Comparison with data available: according to the stakeholder, data previously shown
about Portugal aren’t up-to-date enough. Also in this case the consequences of
sovereign debt crisis in Europe had negative effects on households and their debt
management;

Stakeholder’s opinion: Spaniards are more culturally oriented towards possession of
houses rather than renting and this explains their low non-mortgage indebtedness.
After the crisis, the number of families with a mortgage decreased drastically. Banks
are more reluctant and demanding and the economic downturn pushed households
not to apply for credit. A significant part of the population is facing hard difficulties,
mostly due to the rising unemployment and to drops in income;

Comparison with data available: as in Portugal’s and Greece’s cases, issues related to
the recent crisis (in particular for Spain the real estate bubble) made debt
management more difficult for several households. It seems that crisis should be



overcome, before over-indebtedness will become a more limited phenomenon;
* Sweden:

0 Stakeholder’s opinion: the main issue is represented by housing loans. Interest rates
are at a very low level, both in absolute and relative terms, and credit is really easy to
get. Loans are characterized by long periods without amortization, house prices are
getting higher, most of all in big urban areas, and the Swedish central bank is
worried about a possible housing-bubble. Households with highest debt/income
ratios are those with a middle-low income; moreover four out of ten borrowers are
not reducing their debt and the other 60% is doing it very slowly;

0 Comparison with data available: starting from Eurobarometer information, it should
be said that households are really confident they won’t get into arrears or become
over-indebted. Confidence seems in contrast with stakeholder’s declarations;
therefore this situation deserves further investigation.

Although it’s very difficult to infer significant indications from stakeholders’ opinions, it’s possible
to individuate some common points. In particular, according to their opinion:
* Households which suffer from a weak national macroeconomic situation (generated by the
crisis or more local factors) would be generally more affected by a high debt burden;
» Lack of regulation seems another very important driver of debt difficulties;
* In areas in which over-indebtedness appears limited, creditworthiness assessment by lenders
would be more focused on income rather than on assets (in particular for housing credit)
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