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Introduction

Yasen Georgiev
Executive Director, Economic Policy Institute, Sofia

In comparison to the low public debt figures Bulgaria has been reg-
istering in the last years, the private indebtedness, which is comprised
of both households’ and non-financial corporations’ debt levels, enjoys
a considerable public interest, proved by the attention always paid by
media and society to any newly released data. Despite the certain grade
of uncertainty when it comes to statistical data on households’ and com-
panies’ indebtedness, the trends that could be outlined in the countries
from Central and South East Europe show not only some similarities
but also different paths countries embarked on after the collapse of their
planned economies. Whereas news on indebtedness on non-financial
corporations’ level (towards other companies; towards banks, state au-
thorities or employees) seems not to affect people directly, the individual
indebtedness is a much more sensitive issue. What is a general feature of
all economies in the above-mentioned region is the fast financial deepen-
ing which led to a rapid retail credit boom that occurred in a situation
where insufficient financial literacy has been still a common drawback
for societies alongside with a growing demand for new products and
services exceeding personal financial capabilities of majority of people.
In this regard, a main difference among economies in Central and South
East Europe is the housing credit which was facilitated in many of them
by state-subsidised financing schemes, denominated in some cases in for-
eign currencies.

This is only an excerpt of all the topics revealed and analysed in the
current publication, which is prepared after a conference on “The Private
Debt in Bulgaria - Trends and Comparisons with the EU Member
Countries” held on April 29, 2014 in Sofia. The event was organised by
the Economic Policy Institute (EPI) with the support of the Hanns Seidel
Foundation, Bulgaria. The follow-up publication consists of detailed
analyses on private indebtedness in Bulgaria, as well as papers summa-
rising the current state of private debt in Croatia, Hungary and Poland.

The present volume of papers includes also results from a survey on
the private indebtedness in Bulgaria conducted by the Economic Policy
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Institute in March-April 2014. It sought to present a snapshot of the
households’ indebtedness towards banks and other credit institutions. Its
value added is ensured by the comparability of its outcomes with these of
a previous survey carried out by EPI in October 2010.

Last but not least, by holding the above-mentioned conference and
preparing this publication the Economic Policy Institute continues its
long-term efforts to draw the public attention to topics of considerable
importance for Bulgaria’s economy. Thus, EPI provides a platform for
constructive discussions and free exchange of views among experts and
stakeholders on up-to-date topics as well as on the long-term perspec-
tives in front of country’s economy.

CHAPTERI
PRIVATE INDEBTEDNESS IN BULGARIA




Survey Results: Indebtedness of Bulgarian
Households towards Banking and Other
Financial Institutions

Dragomir Belchev
Economic Policy Institute
JEL Codes: H31, D14

Until 2009 the banking services in Bulgaria experienced an ex-
tremely rapid development. The expansion period was followed by
a significant consolidation of the banking sector and its adjustment
to the new economic realities. The process was accompanied by sev-
eral key changes: banks reduced their operational costs (for example
the branch network was optimized); granting loan conditions were
reviewed and the risk was optimized; credit financing switched from
funds provided by the mother companies' to own resources (due to
the increasing deposits of the population).

As a result of the dynamic economic development there are few
tendencies between November 2010 and March 2014 which are worth
stressing?:

* Decrease in households and non-profit institutions serving
households (NPISHs) loans as percent of GDP from 28.2% to
23.3%. But this is not a one-sided process. As the banks re-
thought their credit policy the households also returned to their
more typical conservative thinking. Now the loans are an instru-
ment for financing and achieving long-term goals, but only in
absence of other type of funding

* According to the monthly statistics of Bulgarian National Bank
there is an increase of the share of bad and restructured loans in
banks’ portfolio (from 10.3% in 2009 to 18.1%) due to the dete-
riorating labour market and rising unemployment.

1 The market share of Bulgarian owned banks in May 2014 is about 30% but before the
crisis the percentage was much lower.

2 'This period is chosen as a reference due to time framework for conducting two surveys by
the Economic Policy Institute on private indebtedness, to be mentioned later in the text.
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The dynamic change in the above mentioned indicators was the
reason behind the Economic Policy Institute’s decision to conduct its
second survey on the topic of household indebtedness in Bulgaria. The
goal is to create a profile of the borrowers based on several key features
and in the same time to make a comparison with the EPI’s previous
findings back in 2010. The key features are as follows:

— Extent of the household indebtedness (how households’ budgets
are affected, patterns of behavior if there are payment difficul-
ties, etc.);

— Future attitudes and expectations;
- Financial literacy and savings.

Every online survey faces certain restrictions based on the quality
of answers by respondents. In order to overcome the limitations and
improve the representativeness, especially within the categories “age”
and “education’, the questionnaire was distributed through multiple
channels. A total of 515 people took part in the online survey. The age
breakdown shows that the group of 20-29 aged is the largest, followed
by those at the age between 30-39 years and decreasing number of
participants in other age groups (Figure 1). On the other hand Figure
2 presents the distribution of answers concerning the type of educa-
tion — 75% of all respondents indicated that they have obtained at least
a bachelor’s degree. The higher educational background allows two
important assumptions to be made: first, the people who took part in
the survey have higher than the average country income or a at least a
lower risk to be unemployed and second, they are better informed and
with higher level of financial literacy, although the latter is not always
true. Regarding comparison made by the location of residence it can
be said that the vast majority of the study group is concentrated in the
capital and the cities, which are county centers.
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Figure 1. Age structure of respondents, %
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Figure 3. Residence (location type), %
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Having in mind the differences between the current survey and the
previous one conducted in 2010 (especially the difference between the
two study groups) we can make a comparison and say what is the de-
velopment over the time of some key elements. On the first place we
can spot the difference in the number of households, which do not
have debts to credit institutions. Their share in the end of 2010 was
approximately 20%, while in the end of March 2014 the data shows a
significant increase to 43%.

Figure 4. What is the total amount of loans of your household?

7 82.7%

13.2% 13.0%
10.7%
ﬁ ] ls.sio ' '
0 <2000 2001-5000 5001- 10001 - 20001 - 50001 >
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For a detailed examination of the obtained data it could be created a
profile of the indebted persons by type, size and purpose of the loan.
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1. Almost half of all indebted respondents (46%) have loans over
BGN 20 000

2. The three most frequently used bank loan products are: consumer
credit (32%), credit card (24%) and mortgage loan (16%);

3. The most common use of loans are as follows: furniture or repair of
dwellings (24%), buying a home (19%) and purchase of an equip-
ment (16%).

Considering these three focal points there is a curious observation.
Despite the fact that 10% of all respondents have used a loan for edu-
cational purposes, only 2% have used a bank student loan. Clearly the
product is still not popular or it is offered at less attractive terms. This
should be a sign for all banks for a niche which can be exploited in a
more efficient way.

Figure 5. Loans by type and use, %

Furnishing/Repairing
of a dwelling
Purchase of a home

Purchase of
household
Purchase of a car

24%

Education
Financing own
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Other
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One of the main points of the data analysis is to determine how
the household expenses are allocated. As a result, the expenses will
be separated in two groups: expenses for household’s loan servicing
and expenses for life-minimum provision. Table 1 in the bottom right
corner (in dark gray outlines) presents those households whose bud-
get for both categories exceeds 100%. As a result they maintain a per-
manent budget deficit, which places them in a precarious position. In
light-gray color are outlined all the other households whose expenses

3 1EUR=1.95583 BGN
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are very close to the threshold of 100%. The total percentage of the
respondents in the “grey zone” is 44%, which is almost 10% less than
2010 survey results. Most probably this is another indicator for the
ongoing stabilization processes of the Bulgarian economy since 2010.
The data is additionally confirmed by the direct question: “Do you
have debt servicing difficulties?”, where 41% have a positive answer.

Table 1. Structure of households’ expenses

Expenses for household’s loan servicing (% of the income)

N/A R 109-20% 20%-35% 35%-50% Over 50%
LesIhan 17w 29%  s9%  33%  13% 3%
Arfg“d 0.8%  42%  59%  71%  59%

Half 2.5% 3.3% 6.7% 8.8%

Around
2/3

Over2/3 2.1% 1.7% 4.6% 3.8%

2.9% 1.3% 7.9% 4.6% 3.3%

Subsistence minimum of
the household (% of the
income)

Having already examined the structure of the expenses it is impor-
tant to see the development of the household budgets and especially in
the last year (Table 2). On the right darker side of the table are shown
the percentage of the households whose living standard has deterio-
rated (for example their incomes are as much as a year ago but with
an increase on the expenditure side). The accumulated percentage is
46.6%, but on the other side to this group can be added also those who
received and spent as much as a year ago (15.9%) as their income has
not been indexed with the inflation. From all of the mentioned above
it is evident that in the last year the majority of the respondents are
forced to cope with already reduced family budgets.
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Table 2. Respondents’ income and expenditures dynamic in the last
year

43% 5.0% 1.2%

04% 3.1% 13.8% 13.2% 4.5% 2.1%
12%  0.6% 4.5% 15.9% 1.9% 1.7%

0.0%  0.0% 0.8% 2.7% 4.7% 1.6%

0.0% 0.2% 0.4% 0.8% 1.6% 6.4%

14% 0.2% 0.0% 0.2% 0.0% 0.2%

The budget deterioration is the main reason which stays behind
the households’ irregular repayment of their debt. 43% of all affected
identified as a main reason the decrease of income from a permanent
employment, which remained virtually unchanged compared to 2010
results (Figure 6). On the other hand, the increased cost of living is the
second major reason with 40% (with approximately 10% more com-
pared to 2010). However, a large part of the existing difficulties have
been unforeseen for the borrowers (22% of the cases) which means the
bank risk management system has been relatively well functioning.
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Figure 6. Nature of debt servicing difficulties
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The arising question is how households manage to fill families’
budget gap and to overcome the hindrances. Firstly, it can be observed
that majority of the households have combined several measures. The
first steps are to manage the expenditures: to cut (35%) or delay them
(23%). An important source for overcoming the difficulties is the sup-
port from the family (10%). However, in the majority of the cases this
step is not taken individually but rather in combination with other
actions like the already mentioned. Another significant remaining
option is the renegotiation of the loans. One third of all respondents
facing loan repayment difficulties stated that such measures have not
been required yet, but another 28% have initiated a process of reach-
ing new agreement with the bank, but unsuccessfully. One obstacle
is the rescheduling period. When the debt is rescheduled for a pe-
riod more than 2 years the charged provision will lead to a bank loss.
Therefore the banks tend to approach every customer individually. It
is indicative that the remaining 39% have already renegotiated their
loans. Moreover, a third of them have done it even more than once.

An important part of the respondents’ profile is their future expec-
tations about the family budget. For this purpose they had to evaluate
using a scale from 1 to 5 what is the possibility of future debt serving
difficulties. The respondents were sorted into two groups according
to their current debt serving difficulties: those who already have and
those who have not. Logically the first group has much more nega-
tive expectations for the future but the overall picture is rather neutral
(Figure 7). These sentiments are significantly more positive than the
2010 results, where more than two-thirds expressed a negative attitude
towards their future.
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Figure 7. How do you evaluate the possibility of future debt serving
difficulties (new or additional)?

B With debt servicing difficulties Without debt servicing difficulties

21.0%

1- Unlikely 2 3 4 5- Most likely

In addition, the borrowers who took part in the survey were asked
how they asses the chances for compensation of expected occurrence
of difficulties on the scale of 1 ot 5 in one of the following ways:

* Additional employment;

* Expenditure cuts;

* Sales of property;

* Renegotiation of credit conditions.

Apparently, the respondents assess two options with higher poten-
tial: ensuring additional employment (30% of the answers were 5) and
expenditure cuts (32% of all gave the highest probability). The most
difficult to assess was the option for renegotiation of the credit condi-
tions. The results are too divergent, which is rather a consequence of
customers’ unfamiliarity with the loan contract and the lack of finan-
cial literacy. As an evidence, an additional question shows that 31%
of the borrowers said they did not know whether there are conditions
in their contract which can vary over time. The most extreme and un-
popular measure to address possible future difficulties is the property
sale (62% all rated it with 1).

The future attitudes also include customers’ sentiments towards the
credit financing in the next year. The majority of the respondents are

17



pessimistic as just 14% of all responses are positive and 46% respond-
ed with a firm no. It can be concluded that the Bulgarian credit market
has returned to its typical conservative thinking. The external financ-
ing is tend to be used as a last resort measure and major purchases are
tend to be made or co-financed mainly with pre-savings.

One of the objectives of the current survey was to find some di-
rect and indirect indicators for respondents’ financial literacy. One of
them is what are the usual steps taken by people who are plan to take
a loan within a year (54% of the respondents). The highest percentage
(55.4%) believes that they are sufficiently prepared to do the necessary
research and find the most favorable loan conditions. Other 29,1%
will apply to the bank, which they are already clients and only 7,9%
will trust credit advisor. The reason is mainly the distrust in credit
consultants and attempt to cut costs in the process of searching for the
best loan conditions. The answer distribution almost fully coincides
with the 2010 survey results, thus it can be said that this is one of the
persistent characteristics of the Bulgarian households.

Figure 8. What are the usual steps taken by the people who are tend
to take a loan within a vear?

| will do my own research and find
55.4%
the most favorable offer

I will apply in the bank, which | am %Pg 1%
already a client o

1 will use the services of a credit
7.9%

consultant

I will wait until | come across a
R 7.6%
suitable offer

As a second indicator for financial literacy used is the way in which
households control their budgets. On the Figure 9 below it can be seen
that the largest group of people is well informed how much they spend
(food, overheads and free time) but they do not follow strictly their
expenditures (45%). The second largest group (27.8%) is of those who
have a budget and follow every expenditure. For the purpose of the
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research there will be made a further breakdown by the person who
have debt servicing difficulties. There are two main conclusions:

* First and not very surprising is the fact that the combination
between borrowing and lack of financial discipline (there is no
monitoring of overheads, nor of the total monthly expenses)
leads far more often to debt servicing difficulties.

* Second, examining the group of respondents with a strict fam-
ily budget reveals that the percentage of these who have debt
servicing difficulties is larger than those who have not. There is
a simple explanation. The households start keeping their budget
under control when they face financial problems. The same ten-
dency applies to households with a cosntrained available budget.
In reverse, the higher disposable income, the less control of the
expenditures is reported. Very often both mentioned character-
istics have been overlapped. Therefore, there should be set a goal
of increasing the overall level of financial literacy as a guarantee
for a more wisely use of loans. This objective could be achieved
by additional clarification of the terms of the credit contracts
from the financial institutions and by introducing of financial
education even at the elementary school level (the survey results
do not show a difference in how households control their bud-
gets by educational level).

The savings are another challenge in front of the families’ budgets.
47% of all respondents do not have any savings at all (Figure 10). Only
35.8% of all who have savings said that they add sums to the amount
regularly (every month), while in the rest of the cases it happens rather
occasionally. Certainly, it is a negative trend but it is not entirely a re-
sult of a behavior model (lack of financial literacy and long-term plan-
ning), but also the overall low level of incomes in the country. The lack
of savings leads to lack of buffers, which are suppose to compensate an
unexpected loss of income or extra costs of living. The data confirms
that the absence of savings is a reason for arising of debt servicing dif-
ficulties. Apart from the said above there is another observation: 76%
of people who do not have loans have been able to set some money
aside. Again, here can be noticed the more conservative approach of
Bulgarians towards the credit market and their inclination of financ-
ing longer-term assets with own funds.

19



Figure 9. Which of these statements best describes how households ing tendency of households for taking loans the number of house-
control their expenditures? holds experiencing debt servicing difficulties also decreased.

* Both, the households and the credit institutions are more cau-
tious and assess the risk in a more detailed manner.

| have a budget and follow strictly my expenses on _ 27.8% el - . .. .
fo0d, Overheads and leisure * Withina per1.0d pf a year thf: majority of the respondents regis-
tered worsening in their available budgets.
I have a good idea how much | spend on food, _ 15.0% * In terms of budget planning, there is a lack of financial literacy
overheads and leisure, but I do not follow my in controlling the expenditure side of the budget. In most of the

expenses stictly

cases people who are strict in managing their budget are already

| have a good idea how much | spend on food, experiencing debt servicing difficulties.
_ 21.0% . : : L .
overheads and leisure, but | follow my expenses to * In spite of the increasing amount of deposits in the Bulgarian
not exceed the fimits which | set myself banking system, the households are characterized with low level
| do not follow how much 1 spend on food, . of savings. Even more, they are formed only occasionally and spo-
overheads and leisure and often do not follow my -5 radically and are not in result of a long-term strategy. As a con-
total expenses for the month sequence, there are no buffers which can absorb external shocks
’ and this results in an overall uncertainty about the future.

Figure 10. Do you have savings and are you able to save money every
month?

H Yes, every month

B Only if at the end of the
mont | have money left

46.8%

H Only if I receive a
larege amount of
money at once

| do not have savings

Conclusions

* In last few years a consolidation on the Bulgarian credit market
is observed, which resulted in reducing the number of indebted
households as well as the number of creditors on one household.
Due to the slightly improved economic conditions and the reduc-
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What Happened in the Household
Crediting Sector in Bulgaria?
Past Dynamics and Current Tendencies

Boris Gurov Ph.D.

Assistant Professor at the Economic Research Institute at the
Bulgarian Academy of Sciences

The problem of household indebtedness' was brought to the fore
and acquired transnational actuality mainly because of its role in
triggering the world financial and economic crisis (Krugman 2010;
Lemieux 2010). The massive mortgage “excessive lending” to in reality
not financially sound households in the USA, Spain, Ireland and a
number of other developed countries was one of the main factors behind
the eruption of the crisis and the following painful recession. One
additional factor draws the attention of analysts of the world financial
and economic crisis to indebtedness: in conditions of generalized
recession and restrained levels of overall demand and consumption
the unprecedented level of indebtedness and over-indebtedness could
pose a serious obstacle to economic recovery and growth due to the
heavily shrunk consumption resources of households and their durable
orientation toward deleveraging (Kriesler 2008; Chmelar 2013).

Household debt is a relatively new phenomenon for Bulgarians
brought about by the combination of high economic growth and
emergence of mass-consumption society and the fast liberalization of
market related activities. The main actors in the phenomenon under
investigation are credit institutions (mainly commercial banks),
on the one hand, and Bulgarian citizens trying to finance more and
more actively different aspects of their life strategies and consumer
needs on the other. It is imperative to emphasize that Bulgarians
have no experience in dealing with and using financial products in a
liberalized market and that access to credit modified their economic

1 The present analysis is strictly restricted to credit indebtedness of Bulgarians towards
banks and other credit institutions. Debt generated towards the state (tax-payer debt)
or other providers of public utilities and community services falls beyond the scope of
this work.
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practices and aspirations. Mass penetration of crediting during the
last decade represents their first encounter with this aspect of financial
practices and economic life within the household. The relative growth
of debt among the population is clearly illustrated in Fig.1. Despite
the shortcomings of GDP as an indicator, the constant increase of
crediting of Bulgarian households in the period 2005-2009 is apparent
(especially in light of the continuous approximate 4-5% annual GDP
growth for the considered period). Furthermore, in the light of the
fact that the peak of lending activities to households and the sustained
growth of Bulgarian GDP coincided in time, it is plausible to consider
that mass lending and the increased consumption played favorable
role for economic growth?

Fig.1. also gives the possibility to clearly establish the two main
time periods in the dynamics of lending to households in the country
which deserve special sattention: 1) the moment of accelerated credit
expansion in the period 2006-2008; 2) the period of slowing down
and freezing of lending after 2009. It is important to emphasize that
the events in the Bulgarian crediting system are not unprecedented
and such deceleration and slowing-down of lending coupled with a
decrease of the levels of household debt to GDP ratio after a period of
abrupt expansion, took place in number of European countries. Such
tendencies are particularly distinct in the “peripheral™ countries of the
EU and in countries of the “New Europe” who joined the EU in 2004
and 2007. Similar events took place in Estonia, Hungary, Lithuania,
Latvia, Romania and Slovenia. It is fact that the Bulgarian household
debt/GDP ratio does not strike as really problematic but is there a
Bulgarian specificity beyond those macro-indicators and what is it?

2 According to the National Statistical Institute GDP growth for the period 2000-2008 is
57,2%. The effect of acceleration of loaning activities to households is often analyzed as
a factor favoring GDP growth, (especially in the short term) but it must be emphasized
that the relation is much less straightforward and problematic to establish compared to
increased loans to firms. Nevertheless there is a consensus concerning the positive ef-
fects of increased lending to households on GDP growth in countries with low income
which undeniably is the case of Bulgaria (Cf. Beck et al.;, 2012).

3 In his analysis of the post-crisis effects on household lending in the EU Ales Chmelar
(2013) uses the terms “core” (countries in which the growth of household lending
did not slowed down substantially or even accelerated after the crisis but where there
wasn't a clear cut credit expansion before it) and “periphery” of the EU to designate the
two very distinctive trends observable among EU countries.
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Fig. 1. Dynamics of household debt as a relative part of GDP 2005-
2012
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Source: Bulgarian National Bank (BNB)

The processes of credit expansion in Bulgaria took place in the wider
contextoffastpenetration ofhousehold creditin the countries of Central
and Eastern Europe (CEECs) after 2000. Lending and indebtedness
are an inextricable part of contemporary developed economies and
the commercial banks play, or at least are supposed to play the role
of an efficient coordination mechanism between bank depositors and
the investment necessities of firms and the consumption needs of
households. Even before the problems in the banking systems of those
countries became apparent, a number of researches raised concerns
(Arcalean et al., 2007, Enoch 2007, Zdzienicka 2009) whether credit
expansion in the region was not to explosive and whether there wasn’t
a clear credit “overshooting” (over-crediting)*, both to businesses and
households, which may prove ill adapted to the degree of development
both of their real and financial sectors.” The main argument of those
authors is that in normal conditions of integration with the developed

4 The term over-crediting does not really exist in the specialized literature and since
we introduce a term we will make the effort to define it. Overshooting refers to the
mechanical releasing of more credit that can be provoked by a bad-judgment or inertia
during the build-up phase of an economic boom. Over-crediting in contrast refers to
“conscious overshooting” from lenders being sure to be able to recollect their debts.

5 Enoch (2007) is the more explicit in his qualifications and he labels the excessive grow-
th of lending to households in the CEECs as “one of the most pervasive developments”
in lending over the last couple of decades (p.3). It is an established fact that during
the period 2000-2007 bank credit growth to the private sector in the CEECs was very
intensive and constitutes a rather exceptional credit boom even on a world scale. Bank
credit growth to the private sector as a percent growth in real terms (credit deflated by
the CPI based inflation) over the 2000-2007 period is approximately 20% per year for
the CEECs on average and Bulgaria is among the leading countries with 30,3% growth
per year (closely behind Latvia, Lithuania and Romania) (Cf. Zdzienicka 2009)

24

countries of Western Europe such abrupt credit expansion could fit
in a long-term equilibrium of the process of catching-up with them
and that even it is somewhat desirable in such an endeavor. However,
in the case of a crisis and exogenous shocks, such an explosive credit
expansion favors the deepening of the existing macroeconomic imbal-
ances and becomes a generator of financial instability. In the economic
research on the topic there isn't a real consensus or what is the “good”
or optimal pace of credit expansion. For the time being it is consid-
ered impossible to define a concrete universally applicable threshold
beyond which credit growth could be labeled excessive.® The approach
of most authors working on the topic is to advise against very explo-
sive credit growth which can lead to the pervasive fast booms and fast
unwindings (the inescapable post-crisis excessive credit contraction
within the following recession) which are well studied by the theory
of the financial acceleration and some behavioral models. Both this
methods explain those phenomena by the procyclical nature of credit-
ing activities. Roughly stated, explanations based on the theory of the
financial acceleration account for the credit expansion as a result of
an unjustified optimism about future income and gains (both on the
creditor and debtor side) which tend to increase the collateral value
both of secured debts and the credit limits available to borrowers. As
for the behavioral models, the excessive crediting is also explained
with the procyclical nature of yet another element: the widespread un-
derestimation of risk during the build-up and booming cycle and the
reverse overestimation of risk and general apprehension during the
subsequent recession. Events in the Bulgarian crediting system are not
an exception to those general trends.

Jump-starting, dynamics and expansion of the Bulgarian crediting
market (2000-2009)

This is the period which determines the development and the ac-
tual manifestation of the phenomenon in Bulgaria and which hides
the causes for the indebtedness of the households in the country. It is
also during this period, when the mines for the subsequent problems
in the Bulgarian crediting system were laid. During the first decade
of 21 century Bulgarians became more and more active in terms
of consumption and use of credit products, a process that affected
both the economic relations and interactions in the country as well

6 This is true both for theoretical and empiric research.
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as consumption habits and aspirations of the population.” In less
than four years, the debt of Bulgarian households towards financial
institutions rose almost 3 times from less than 7 billion BGN (Dec
2005 - 6,927,834,000 BGN) to more than 18 billion (June 2009 -
18,399,415,000BGN),? (1 Euro = 1,95 BGN/ Iv.). The peak of crediting
is clearly noticeable between December 2006 and December 2008
when Bulgarian households generated almost 8.5 billion BGN of debt
(from commercial banks alone).

Fig. 2. Evolution (by trimesters) of the cumulated debt of Bulgarian
households towards commercial banks for the period June 2006 - June
2009 (billion BGN)
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Despite explicit warnings by the Bulgarian National Bank (March
2008) for signs of “cracking in crediting standards” and “commercial
banks’ overrating of household solvability and the true capacity of in-
dividuals for servicing debt,” the combination of strenuous compe-
tition for market shares (remuneration of bank’s management being
often linked to the amount of allocated credits) and frantic demand
for crediting on behalf of the households, brought about the allowance
of another 3,200,000,000 BGN just in the following 9 months (more
than 20% of additional indebtedness). This fact should not be viewed

7 The evolution of the accrued negative trade balance coincides almost perfectly with
an increase in the volume of the borrowing of households - a clear indication of the
increased consumption of imported foreign goods.

8 These figures refer to financial obligations of households exclusively towards ban-
king institutions. Debt towards non-banking crediting companies or leasing compa-
nies is not accounted for.
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as inertia or lack of rational assessment of the situation, but rather as
a consequence of rational short-term decisions of creditors (searching
for higher profits at a time when the Bulgarian credit market gener-
ated much higher profits from crediting activity than the European
average)’ and debtors (jumping at the last opportunity for receiving
relatively cheap and easily obtainable credits). The conditions of the
Bulgarian credit system during 2008 clearly point to the presence of
endogenous risk (Gurov 2010), generated primarily by the aggrega-
tion of individual rational actions. While credit institutions were fac-
ing a collective action problem (dilemma)' as no one could afford
to stop crediting activities without facing serious relative short-term
losses, credit consumers were increasingly relying on loans to finance
not only their consumption and life projects but basic needs of their
everyday life."

The mechanism of accumulation of endogenous risks in the con-
ditions of crediting overshooting is marvelously explained by Borio
(2001, cTp. 8) in his analysis of fast credit expansion from the com-
mercial banks’ decision-makers point of view. Their incentive struc-
ture is such that it is rational to continue over-crediting during a lend-
ing boom (bubble) because a commercial bank cannot afford to stop
unilaterally its crediting activities - where the dilemma comes from:

».-. Tisk measurement is only part of the story. Another important
aspect has to do with incentives. The key problem here is the wedge
between individual rationality and aggregate desirable outcomes ...
Notions as “prisoners dilemma”, “coordination failures” and “herding”
spring to mind. Just a few specific examples: would it be reasonable to

expect a bank manager to trade off a sure loss of market share in a boom

9 According to Garabed Minassian (2009), “The net profits of commercial banks in
Bulgaria (after tax deduction) for 2002-2008 increased from 267 million lv. to 1,387
million lv. or, in other words, by nearly a third annually for six consecutive years” In
such a conjuncture creditors would hardly be motivated to reassess their activities.

10 The term “collective dilemma” is generally reserved for paradoxes of collective ac-
tion, a problematic most commonly associated with Mancur Olson (1971). The first
and probably most relevant for our analysis formulation, however, is given by Pareto,
“..if all individuals refrained from doing A, every individual as a member of the com-
munity would derive a certain advantage. But now if all individuals less one refrain
from doing A, the loss to the community would be very slight, whereas the one indi-
vidual not refraining from A would make a personal gain far greater than the loss he
would incur as a member of the community” Cf. (1935)

11 This is one of the main empirical findings which would be discussed further.
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against the distant hope of regaining it in a future potential slump? Or
to adopt less procyclical measures of risk on the grounds that if others
adopted them as well a crisis might be less likely? Or to fail to tighten
credit standards or liquidate positions only because, if everyone else did
the same, the depth of a recession could be mitigated?

The aggregation of stereotyped individual choices of credit institu-
tions contributed to the acceleration of the process of indebtedness
and the increase of the credit bubble. Credit institutions, generating
profit on the Bulgarian market almost exclusively from crediting activ-
ities, continued to release large amounts of credit disregarding warn-
ings by the central bank of the limited capabilities of households to
service addition debt. Their lax crediting practices were not hampered
by restrictive measures taken by BNB which increased the minimum
required reserves ratio from 8 to 12 % (enforced from 01.09.2007 to
01.12.2008, when the ratio was reduced to 10 %). On the contrary, fol-
lowing the introduction of the restrictive measures, credit institutions
further intensified crediting to households. Only for the period Dec
2007 — Dec 2008, creditors allocated almost another 5 billion BGN to
Bulgarian households (almost 40% of all funds allocated to household
crediting at the time and an increase of over 30% in a year).

Another strong incentive for persisting in the easy distribution of
new loans was the strong asymmetry of credit agreements in Bulgaria,
allowing credit institutions to unilaterally renegotiate the terms of
servicing the credit and thus transferring the enormous part of the fi-
nancial risks to the debtors (Yankov 2009). The combination of power
asymmetry between creditors and debtors and the overall relatively
high level of creditor protection (6/10)" in the Bulgarian credit sys-
tem discouraged additionally credit institutions (subject to the already
mentioned collective dilemma) from restricting their crediting prac-
tices."

12 Inaranking of 129 countries, Bulgaria is assigned 6/10 on the index of protection of
creditor’s rights. For an explanation of the indexing system, Cf. Safavian and Sharma,
2007.

13 It should be mentioned that contracts between creditors and debtors in Bulgaria
are heavily oriented towards protection of the creditor’s rights. Credit institutions in
Bulgaria during that period were imposing unilateral changes on virtually any finan-
cial parameter of the agreement, and this is a clear difference with other European
countries where there are legal obstacles to such self-serving behavior, without even
holding a formal meeting with the debtor.
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A bunch of other factors also weighted heavily in shaping the in-
centive structures of both creditors and debtors towards further in-
crease in the credit expansion:

Banking sector:

1. emergence and jump-start of a credit market after severe financial
crisis and a period of hyperinflation and bank bankruptcies;

2. almost entirely private capital with a strongly prevailing foreign
participation;

3. lack of any experience in a wide-scale crediting of households;

4. lack of official system for accumulation and sharing of information
on the loan seekers (in place only since 2009);

5. lack of capacity for risk management and assessment in the house-
hold area and impossibility for specific individualized credit-scor-
ing of potential customers;

6. impossibility for real intervention of the Bulgarian National Bank
due to its functioning under a currency board;

7. a chronological overlapping of the emergence of Bulgarian credit
market with the massive credit expansion of a number of large Eu-
ropean banks (especially since the introduction of the Euro) in all
of the new and potential members of the EU with all the credit risks
inherent in such a process;

Household Sector:

1. first historical experience with a liberalized market of goods and
services in the conditions of mass consumption society;

2. lack of basic skills in managing financial assets, products and serv-
ices;

3. empirically established extremely high consumption aspirations
and desires;

4. empirically established extremely low level of financial literacy and
culture of Bulgarian citizens;

5. empirically established high level of unjustified optimism about fu-
ture earnings and income;

6. life experience of the population with the devaluation of liabilities
of debtors during the programs for access to property during the
1980’ and the 1990’s and the financial mismanagement of banks
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during the 1996-97 bank run and financial crisis which permitted
the unpunished enrichment of more than 3000 “credit millionaires”
which repaid only a fraction of their debts via the hyper-inflation.

Additional specificities:

1. lack of specific jurisprudence managing the creditor-debtor
interaction and its regulation only in the area of civil law (debts are
lifelong and inheritable - the only way to avoid inheriting debt is to
give up rights to inheritance altogether);

2. highly privileged status of commercial banks in front of
public authorities due to their undeniably positive role for the
reconstruction of the Bulgarian economy after the crisis of 96-97.

For long years the capacity of households to optimize the use of
their income in their life cycle was a canonical model for the analysis
of their decisions on the credit market (Ando & Modigliani 1963). The
events of the last decade however, coupled with the highly heteroge-
neous landscape in the different countries (Chmelar 2013), revealed
the need of a more detailed study of their financial practices and de-
cisions through the implementation of sociological surveys."* Within
the current paper we will include simultaneously the main findings
of the two consecutive national representative sociological surveys on
the problem of credit debt of Bulgarian households conducted as a
first wave in 2009 and as a second wave in 2013." The collected data
gives a valuable comparative perspective on the two principal periods
we already mentioned: the credit expansion till 2009 and the credit
stagnation since that year.

14 Such type of research is gaining popularity and these surveys often have longitudinal
character and are carried out every 3-5 years. Such are ,,Survey of Consumer Finances®,
»Household debt and Credit Report® in the US and ,The Eurosystem Household
Finance and Consumption Survey*, which was carried out simultaneously in 2013 in
15 countries members of the Eurozone. The main attraction of such an approach is
that it gives the possibility the better comprehension of monetary and regulation poli-
cies and the economic shocks on specific subgroups among the households. In such a
manner one is capable of monitoring the different strata in the highly heterogeneous
household sector and also observe the processes taking place in the different income
groups, among the over- indebted households etc.

15 The 2009 survey was headed by Professor D. Dimitrov at the Institute of Sociology
at the Bulgarian Academy of sciences and the 2013 survey by Assistant Professor Boris
Gurov at the Economic Research Institute at the Bulgarian Academy of Sciences.

30

Main findings and conclusions 2009

As we already demonstrated, the Bulgarian crediting system was
characterized by strong endogenous risk which was additionally am-
plified by the following factors:

— Lack of real means of control and intervention by the central
bank due to its strongly limited role under a regime of currency
board;

- Over-crediting of financially insolvent parts of the population;

- Transferring the consequences of generated financial risk from
creditors to debtors (not only on the insolvent but on good debt-
ors as well once troubles became apparent);

— Extremely low financial culture of the Bulgarian population and
distinct information deficit regarding the use of financial prod-
ucts;

- A combination of strong consumer-oriented attitudes in the
backdrop of low income and forced indebtedness;

— Lack of individualized approach by creditors in their selection
of borrowers and inertial relying on their strong power posi-
tion both in the legal framework as for the collection of their
debts and on the possibility of post-transactional opportunism
(Williamson 1975, 1983; Miller 1997) by altering the terms of
already concluded agreements for the purpose of transferring
risk on borrowers;

The end of the period of the credit expansion in the country per-
fectly coincides with the start of the accelerated increase of the share
of bad loans in banks portfolios. At the beginning of 2009 they ac-
count for about 3% and in less than 6 months they doubled in volume
to 6%. Till the beginning of 2010 they reached 10% and in the next 12
months the alarming 20% of all the contracted loans. Since then their
level oscillates around this figure.
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Fig. 3. Cumulative credit obligations of Bulgarian households towards
commercial banks and the share of bad credits for the period 2005-2013.
(million BGN)

LELE AR
ALK

200
e e e e B B B O

SOHNS SN Pl i HLHEH SRR J01n L1 L0012 201 %

Source: BNB

First problems in the crediting system: increase of bad loans and
stagnation of credit activities (2009-2014)

Besides the dynamic changes illustrated by the macro-data, this
period is characterized by the fact that the interaction between lend-
ers and credit consumers grew from hot to cold and both the offer
and the demand of credit shrank considerably. The 2013 survey clearly
revealed the very negative attitude of Bulgarians towards the use of
credit under the current conditions offered in the country: 75.9% of
respondents considered that the terms of borrowing in the country
are too harsh; almost 4 out of 5 “totally agree” that the interest rates
and especially the annual percentage rate of charge are too high to
venture into contracting a loan, 3 out of 4 declared themselves in favor
of state intervention in the household lending market and in the bank
polices for crediting, 2/3 declared the procedures for obtaining and
servicing credit as lacking any transparency and the same proportion
declared that creditors are not upright in communicating information
about the loans they offer. Almost half of the interviewees consider
that creditors and debtors are not equal in rights and that banks dic-
tate unilaterally the terms of the interaction.

In comparison with 2009 it is possible to affirm some degree of
financial maturation and improvement in the financial literacy of
Bulgarians: if the unreasonable demands are significantly shrinking
(for example the demands for high deposit interest rates and low loans
interest rates), the criticism towards the imbalance in the creditor-
debtor interaction and the lack of transparency and responsible cred-
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iting are intensifying. Moreover, the overall attitude toward loan con-
sumption is very negative: 58.5% of respondents declare that they will
resort to credit under no circumstances, except for extreme urgent
necessity. Compared to 2009, the level of suspicion and disapproval of
the crediting system has significantly increased - another indicator is
the reversal of the preference of consumers as to their possible source
of financing: if in 2009 respondents were more prone to apply for a
loan from crediting institutions than search for loans from friends and
family, in 2013 it is the other way around. The evolution of the attitudes
towards loan consumption enables us to consider that we are witness-
ing the development of a real phobia of the consequences of being
caught in a debt dependency. Bulgarian households are experiencing
real creditophobia which seems logical after years of post-transactional
opportunism and unilateral contract modification practiced by credit-
ing institutions. Correspondingly, there is also a notable change in the
course of action of crediting institutions, which undeniably managed
to tighten their procedures of investigation and selection of their po-
tential clients: 7% of respondents were denied a loan and in additional
4,1% of the cases another household member was not approved for
credit. In 2009 the corresponding values were 1.4% and 0.9%. In this
regard it is not a surprise that the share of households repaying cred-
its decreased in comparison to 2009, while the demand for informal
credits from relatives and friends increased which is shown on Fig. 4
below.

Fig 4. Distribution of households according to their debt status 2009
and 2013
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Main findings and conclusions 2013

The established share of households servicing credit in the two
surveys has decreased from 33.8% of all households in 2009 to
22.8% in 2013. In 2013 a smaller number of indebted house-
holds are servicing quasi-identical total volume of debt of a little
over of 18 bln BGN and are having much more problems and
trouble in doing so. In the meantime, the level of “bad credits”
increased more than 3 times rising from 5-6 to 19-20%. Those
tendencies are clearly exemplified by Fig. 4, which also gives
insight that during this period almost 9% of households exited
from the crediting system.

The large part of the users of loans are households who don’t de-
clare high disposable income (about 1/3 of households dispose
with 600 - 1000 BGN and another 1/3 are in the range 1000
- 1500 BGN total monthly income for the household after pay-
ment of their loan installment, tax payment, communal services
etc. and the large part of them are 3 or 4 members households
including children or adolescents) and this is the pool that gen-
erates the major part of bad loans.

At this stage, (especially since the stabilization of the level of
“bad loans” at around 20% in 2011 and the lack of true dynam-
ics ever since) it seems that the boom of household insolven-
cies stopped its progression and goes in a steady flow but that
there is a smaller group of households which are considerably
more indebted than those in 2009 (the mean amount of debt per
household increased with more than 1/3 over the period).

There is a clear trend of increase in the number of months (ar-
rears) that households in difficulty are late toward their credi-
tors.

Around 30% of irregularly serviced loans are originating from
Sofia and 42% of them originate from the regional centers. The
data shows that as a whole, compared to 2009 crediting is stag-
nating and even retreating in the capital and is increasing in the
regional centers and small towns.

The reasons for late payments and not servicing debt that re-
spondents pointed out in 2013 are almost exclusively financial
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and could be divided in two main categories — 2/3 of them em-
phasize low income and chronicle lack of financial means to
service debt and respond to their household financial needs
(half of them were subject to a unilateral change by the creditor
of the terms of their debt service) and 1/3 have reported a nega-
tive accidental decrease in the formation of their budgets — loss
of job, late salary payments, unexpected medical charges, death
of the principal breadwinner in the household etc..

Fig. 5 Indicators of over-indebtedness's

Category Indicator

. - Households allocating more than 30% of
Price of servicing hei hlv i L hei
debt their monthly income to servicing their debt
(19.8% of the households with debt in 2013)

Households with more than 2 months of
Arrears arrears on their loan (8.5% of credit indebted

households)

Only 46.7% of households declare managing
to integrate their loan installments in their

Subjective monthly budget; 39.6% report experiencing
perception of problems, and 13.7% declare that their
indebtedness monthly income is not adapted to their loan

payments and they experience great trouble
servicing it

* One of the main findings of the survey was the strongly nega-
tive attitudes of loan consumers toward bank loans in their cur-
rent form. The fact that 58.5% of respondents declare that under
no circumstances, except for extreme urgent necessity, they will
resort to credit is a clear indication of the suspicious attitude
of Bulgarians toward crediting institutions, which clearly have a
serious reputation problem among consumers.

* Despite the fact that lenders improved considerably the indi-

16 The above 3 indicators are among those which can be considered wi-
dely accepted and are often used in the research on the topic of over-in-
debtedness (Cf. BIS 2010, Keese 2009). Studying over-indebtedness
is gaining popularity because on top of being a pressing and acute social problem the
level of over-indebtedness could be considered a precious indicator even in regard to
the stability of the financial system.
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vidualization and estimation of risk and decreased significantly
the unilateral changes of the terms of credit agreements in com-
parison with 2013, such acts still occur and are still a factor for
generating higher risk of insolvencies for households. In 2013,
18.6% of respondents reported that they endured a unilateral
change in the terms of their loan agreement. In 2009, while this
was an extremely widespread course of action for alarmed lend-
ers, the corresponding value was 45.9%.

* In the last 18 months there is an obvious lack of dynamics in the
Bulgarian crediting system. The tendencies in the banking sec-
tor are towards increased savings of households (between 2009
and 2013 the credit to deposit ratio fell from 82% to 48% with
increasing deposits and constant amount of credit) due to wide-
spread postponement of consumption. In the loan sector the
trend is of repayment off old liabilities and decreasing volume of
the newly contracted loans.

* We are witnessing signs of a slowing down of the pace of cred-
iting of households and a market contraction. Coupled with
the negative attitudes, the cautiousness of consumers and the
declining demand are the hardened criteria for loan allocation
from the part of crediting institutions. All this elements point
to the fact that the loan sector to households is in a standstill
and considering the serious steady increase in the savings of the
population we can assert that crediting is less and less a factor
for economic growth and a source for jump-starting the econo-
my. From the point of view of rationality, the situation is identi-
cal to that of the credit boom of 2009 - both sides have rational
strategies, but their mutual outcome is suboptimal.

Credit contraction in Bulgaria could be analyzed as a classic case
of a credit crunch after a long period of inertial and easy release of
loose credit which terminated with everybody worse-oft for all par-
ties in the system. In general, after such a phenomenon there is a re-
duction in the availability of loans and tightening of the conditions
for obtaining loans and the events in the Bulgarian crediting system
are not an exception. According to Rumelt (2011) in the last 50 years
there were 28 house price boom bust cycles in 21 OECD countries
which could trigger such events in the crediting system (the data of
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the Bulgarian Statistical Institute shows that housing prices increased
3,5 times within only six years in the period 2003-2008). But the cur-
rent research clearly demonstrates that after regaining some control
on the acute effects from the careless credit expansion to households,
banks have great trouble finding new clients to lend to. There is also a
clear decrease in the demand for credit. The phobia of Bulgarians to
find themselves in debt dependency is a certain factor for the small
number of newloan agreements and in that point in time it is more the
decreased demand which is causing stagnation. The worsened reputa-
tion of credit institutions could prove a hard obstacle for restoring the
loaning business in the country. The devastating effect of post-trans-
actional opportunism and post-contract breach on the development
of markets and the risk of market failure that it generates is a well-es-
tablished fact (Williamson 1975, 1983; Miller 1997). Therefore, there
is a real risk that the recovery of the household lending industry might
prove much more problematic than expected for macroeconomic
standpoint. The lack of credible commitments (Williamson 1983) and
the uncertainty in loan contracts, giving options for unilateral chang-
es of terms, played a detrimental role for the withdrawal of potential
credit-seekers from possible contracting with lenders. According to
all game theoretical models this break of reciprocity (Axelrod 1984)
will have long-lasting effects before co-operation and mutually benefi-
cial exchange between creditors and borrowers could be reestablished.
Such a process will demand great efforts both from commercial banks
and the public authorities but it is the sole path if crediting in Bulgaria
is to become source of meaningful life strategies for Bulgarian citizens
and a generator of economic growth.
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There is no unanimity in the economic literature as to whether fi-
nancial indebtedness of companies is something harmful or useful.
However, authors are unanimous about how indebtedness should be
calculated: always by comparing its size with indicators like the GDP,
the aggregate income of companies, their long-term material assets
and capital base. The values for these parameters indicate the current
state of the company in an aggregate way. What is often overlooked
when analyzing indebtedness is to consider corporate receivables, an
oversight that misses the true causes and factors of indebtedness. The
main aim of this article is to reveal the current state of the balance
of payables and receivables in non-financial enterprises in Bulgaria.
To achieve this aim, the following tasks are set here. First, to review
the structure and aggregate amounts of companies’ payables. Second,
to determine the structure and amounts of aggregate receivables of
non-financial enterprises. Third, to analyze the basic component of
this dynamically changing balance between receivables and payables
of non-financial enterprises.

X % b

Itis a generally accepted practice to assess indebtedness of the econ-
omy by calculating it as the sum of the indebtedness of the state, of the
citizens and of the companies, in proportion to the gross domestic
product. In this respect, the Bulgarian state has low levels of indebted-
ness, amounting to approximately 17-18% of the GDP (Figure 1).

1 The author is the advisor to the Deputy Prime Minister for Economic Development
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Fig. 1.Indebtedness by components of the economy in Bulgaria
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The indebtedness of citizens is also comparatively low, being 24.65%
of the GDP. This includes primarily debts to banks and other financial
institutions®.

The most important part of the aggregate indebtedness of the econo-
my is that of non-financial enterprises. The gross payables of Bulgarian
companies amounted to 216% of the GDP in 2012. Conceptually con-
sidered, this is a very high level of indebtedness, if we trace the aggre-
gate corporate debt in proportion to the GDP. In the methodological
aspect, however, it would be more appropriate to trace the size of the
net corporate debt in proportion to the GDP - specifically, the differ-
ence between the aggregate receivables and the aggregate payables
forming the net corporate indebtedness, which, calculated in this way,
amounted to 96.53% of the GDP in 2012. This is a considerably more
accurate value, which corresponds to the level of the country’s eco-
nomic growth. In the economic literature (Cecchetti et al., 2011) it
has been pointed out that, at levels of corporate debt above 90% of the
GDP, the indebtedness can become an obstacle to economic growth.
In the Bulgarian case, the low levels of indebtedness of citizens are
compensated by high values of corporate debt, as a result of which the
economy can only grow at weak, unsatisfactory rates.

The above-mentioned findings lead to an evaluation of the ag-
gregate indebtedness of the Bulgarian economy amounting to 138.87%

2 The results of the representative sociological survey conducted by the Economic Research
Institute of BAS in 2013 have made it clear that the tendency to provide credit for citizens
is moving toward a decreasing number of credit users and an increasing size of credit obli-
gations (Gurov 20014).
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of the GDP? in 2012. These levels suggest a good performance of the
economy in a comparative perspective, as well as good prospects for
development and growth in the coming years, when a new wave of
global investment demand and dynamic economic activity is expected
to set in. The growth of aggregate corporate indebtedness is basically
linked to these dynamics.

Other frequently observed indicators related to companies’ in-
debtedness are the size of this indebtedness in proportion to income
from sales, capital base and long-term material assets.

Payables in proportion to income from sales. The total income for
2012 for non-financial enterprises in Bulgaria amounted to 240,5* bil-
lion BGN (NSI). This is more by 4.7% than in 2011. In 2012, for every
1 lev of income there was 0.71 lev of payables, which means a nominal
increase by 0,017 BGN. Compared with 2008, the increase was sus-
tained, and reached a total of 0,085 BGN during the years until 2012.
This trend is characteristic for the indebted economies, for which a
large part of the sales are with deferred payments.

The capital base of enterprises amounts to 61% of the payables of
companies (BCC 2012). This indicator is not a very precise and sta-
ble analysis tool in this case, due to the large shares of grey economy
and the existence of doubtful accountancy practices in enterprises.
According to some studies, the size of the grey economy attains levels
ranging from 32%’ to 45%, which presents the indicator in a differ-
ent light. Great challenges to the registering of this indicator are the
practice of “black’, or double, accounting, the discrepancy between
real stock-in-trade and what is registered, etc.

Long-term material assets of firms amount to 76.1% of the aggregate
company indebtedness. In 2012 the capacity of enterprises to insure

3 Chek Republik 118,4%, Romania 112.40%, Hungary 211,1%, Poland 129,4% for
2012 - Eurostat.

4 The largest income growth is registered in the sector Trade, Repair of Motorcycles
and Automobiles (2,4%) and in sector Processing Industry (0,8%). These two sectors
together have a share of 62,8% of the income of non-financial enterprises. There is a
minimal decrease of income only in three sectors: Construction -0,1%), Real Estate
Transactions (-0,01%) and Water Supply (-0,01%). These data indicate stabilized income
of companies, which is a condition for revival of the market for credit resources.

5 A study by Friedrich Schneider, a lecturer in Johannes Kepler University in Linz,
Austria and the consultancy firm AT Kearney; a study of the Bulgarian Industrial
Capital Association.
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their payables with assets decreased. Compared with 2011, the long-
term material assets, in proportion to payables, amounted to 73.12%,
while in 2008 this proportion was 66.35%. This trend indicates dwin-
dling capacity of companies to attract external funding for increas-
ing their stock and raw material resources and stimulating demand
through deferred payment sales.

Volume and structure of corporate payables

The volume of the aggregate indebtedness of the non-financial
enterprises in 2012 reached 167.697 million BGN, compared with
163.120 million BGN in 2011 (NSI). A smaller growth of this measure
was registered in 2012 - 4.580 million (an increase by 0.027%) com-
pared with 5.23 million (an increase by 0.032%) for 2011 (Figure 2).

Fig. 2. Dynamics of the size of aggregate indebtedness and the dead-
lines of payables
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Source: NSI, Information on payables and receivables of non-financial enterprises.

The amount of indebtedness per se does not present a problem when
it is accompanied by a growing GDP and growing amounts of aggregate
corporate income®. There is a continuing tendency of shrinking dis-
tance between aggregate long-term and short-term payables’, of which
the amounts of the short-term ones predominated before 2008. This ra-
tio is a clear indicator of slow recovery of the companies’ capacity to
service their debts in short terms and to restore the monetary resources
turnover rate they had before the advent of the financial crisis.

6 For instance, according to data from Deutsche Bank, the indebtedness of non-finan-
cial enterprises in Germany attained 1 400 billion Euros for 2012.

7 In the German economy, which we already gave as an example, this ratio has re-
mained constant, the same as it was before the crisis in 2007. The reason for this is the

timely decision of the authorities in Germany to construct special funds for corporate
financing, which have met the demand for cheap financial resource.
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The total amount of payables to suppliers increased by 2.016 bil-
lion BGN (0.04%). In 2012 the amount reached 52.186 billion BGN,
whereas it was 50.170 billion in 2011. As for the structure of indebt-
edness, the aggregate indebtedness between companies remained at a
level of 52.21% in 2012, having been 53.59% in 2011. It may be said
that the demand for funds from this source has passed its peak. This is
partially due to the action of the state, which began to restore debts to
business at an intense rate.

Payables under commercial loans display a minimum growth by
285 million BGN. In the structure of aggregate payables they had a
share of 11,85% in 2012, when they declined from 14,32% in 2011.
Inasmuch as drawing commercial loans is usually a practice of large
companies, this implies large-size deals, which are often concluded
between connected associations. The dynamics of the volume and size
of these deals within the general structure of indebtedness can be con-
sidered an indirect indicator of the dynamics of money circulation
between large businesses.

Tax obligations to the state grew by an additional 280 million BGN
(0.08%) and reached 3.628 billion BGN in 2012, from 3.348 billion
BGN in 2011. This trend is the result of an increased volume of com-
mercial deals in the economy. In structural terms, they attained 2.16%
in 2012, compared with 2.05% in 2011. In a longer perspective, the
general trend has been toward decline of their share in the overall
structure of indebtedness. In 2008 the share of tax obligations to the
state was 2.46%. The explanation of this is the desire of companies to
take part in the EU structural funds, where one of the requirements is
that tax obligations are discharged on time. Similar is the situation of
obligations to municipalities, the share of which is only 0.12%. Falling
under the same category are obligations for social insurance, for which
there has been a minimum decrease by 70 million BGN (0.64% of the
total structure of indebtedness).

Payables to the staff have grown at a negligible rate of 43 million
BGN (0.02%) and reached a volume of 1.981 billion BGN in 2012. In
structural terms, they have remained at stable levels of about 1.15 -
1.19% in the last 4 years.

Financial leasing displayed a minimal growth by 11 million BGN,
due primarily to the end of contract relationships between the givers
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and users of leasing and the appearance of new bank products at more
attractive interest rates.

Non-resident entities - foreign citizens and companies show the largest
change in amount within the general structure of corporate indebted-
ness. In 2012 payables to foreign companies and citizens amounted to
a share of 11.15% in the structure of aggregate indebtedness, while they
were 8.17% in 2011 and only 4.31% in 2008. In terms of volume, how-
ever, their values remained relatively low, at about 18 billion BGN.

Payables to financial institutions decreased by 1.125 billion BGN
in 2012. Under this category, banks decreased their total volume of
credits to non-financial enterprises by 1.181 billion BGN. (-0.03%),
going down to a total of 40.174 billion BGN, whereas the amount had
been 41.335 billion BGN in the previous year. The participation of
investment companies and insurance companies under this rubric is
almost negligible.

The distribution of indebtedness by sectors shows that the sectors
with the largest share of the income of non-financial enterprises are
also the ones to generate the largest share of debt both in proportion
to the GDP and as a share of the aggregate payables. The Bulgarian
Industrial Association (BIA) provides the information that the largest
increase in the percentage of payables in 2012 compared with 2011
occurred in the sectors of energy industry, pharmaceutical industry
and agriculture. A decrease of payables compared with 2011 occurred
in the sectors of metallurgy, mining, machine building, communica-
tions and chemical industry. The large enterprises are the ones that
are mainly in debt. 38% of all payables of non-financial enterprises are
those of small and medium companies (BIA 2012).

Volume and structures of corporate receivables

The company’s indebtedness is an element of its financial structure;
the assessment of indebtedness involves a comparative characteriza-
tion with respect to the condition of aggregate corporate receivables.

The data on the changing growth rates of companies’ receivables
suggest a positive tendency. In 2012 receivables attained 71.181 bil-
lion BGN (+0.07%), and in that year, for the first time, the growth rate
of receivables was higher (5.229 billion BGN) than that of payables
(4.580 billion BGN).
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It can be said that, given a synchronous growth of the volumes of re-
ceivables and payables, the aggregated indebtedness is for the most part
a function of the economy’s growth and of the financial flows in compa-
nies. As a result of this, in 2012, for the first time, there was an evident
decrease of net indebtedness of Bulgarian non-financial enterprises by 1
billion BGN. This fact indicates the attainment of equilibrium between
payables and receivables of companies. In 2012, for every 1 BGN of pay-
ables, 0,48 BGN of receivables were obtained. In 2011 the receivables
were 0,447, and in 2008 they reached the bottom at 0,375 BGN. In other
words, in 2012 the payables of companies exceeded the receivables 2.36
times, but the peak of this ratio was in 2008, when they were 2.67 times
more (Figure 3). We can say that after 2008 there has been a stable ten-
dency of recovery of corporate finances.

Fig. 3. Dynamics of the receivables/payables ratio
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Author’s calculations.

As could be expected, the largest share of receivables is that of re-
ceivables from clients and suppliers without financial leasing — 54.6%,
or 38,83 billion BGN. 90% of the receivables in this category are from
non-financial enterprises, 3% are from non-resident entities, and 1.1%
are from the population. Compared with 2011, there is a very small
structural change, amounting to 0.03%, only in the group of non-res-
ident entities, which represents an increase by 60 million BGN in the
total volume.

Receivables from provided commercial loans decreased by 3.48 bil-
lion BGN in 2012 compared with 2011. The structural change was also
a decrease from 19.45% to 18.7% in the aggregate structure of receiv-
ables (in 2008 it was 18.53%).
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Tax refund decreased by 20,303 million BGN in 2012, as a result of
the increased refunding of the state’s debts to business. In the structure
of receivables, tax receivables amounted to duties to 2.66% in 2011
and 2.44% in 2012. The cause of this decrease was the gradual refund-
ing of state debts to business. By December 2013 the total backlog of
outstanding payments amounted to 277 million BGN, including pay-
ments to the central government, which were 107,686 million BGN,
and to local government, 169,355 million BGN. Despite the more dili-
gent payment of state debts compared with 2009, there is a sustained
tendency for delayed payment by the state of tax credits and of obliga-
tions under public procurement contracts. The timely payment of state
debts to companies is an important factor of impaired solvency. These
delays can easily be identified as a result of “tax crises” in the sense in
which O’Connor uses this term (O’Connor 1973)8. Under conditions
of financial turbulence caused by the state, companies easily tend to
enhance the demand for credit and fail to make payments between
each other on time. The most important economic effect, however, is
the broken movement between goods and money.

»Other” corporate receivables

22.9% of all receivables of non-financial enterprises are defined un-
der the category “others of this kind”. This group comprises 16,273 bil-
lion BGN, concentrated mainly under non-financial enterprises; this
amounts to 82.19% of the total volume of this category. Also included
here are receivables from the population (1.4%) and non-resident en-
tities, which amounted to 1.2% in 2012 and 1.63% in 2011. Basically,
these are the same categories taken separately, but with some specific-
ity in the definition of the commercial transaction.

A comparison between the structures of receivables and payables,
shown in Table 1, is informative about the balance of corporate fi-
nances.

8 The American economist James O’Connor uses the term “tax crisis” to designate
the inability of the government to collect tax obligations (O’Connor 1973).
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Table 1. Comparison of structures of corporate receivables and pay-
ables in %

2012 Receivables | Payables

L. Chen“ts and suppliers (without finan- 546 5221
cial leasing)

incl. Non-financial enterprises 49.2 26.2
2. Provided commercial loans 18.7 17.4

Non-financial enterprises 17.5 11.8

Financial enterprises 0.03 25.7

incl. Commercial banks 24
3. Taxes from national budget (incl. ex- 24 29
cise taxes) ) '
4. Taxes to be restored by municipalities 0.1 0.1
5. Staff 0.02 1.2
7. Financial leasing 0.9 14
8. Others 22.9 19

The comparison between receivables and payables of companies
indicates that the balance of company finances has its main support in
bank crediting. This fact highlights the capacity of the banking sector
to exert pressure on business. The equilibrium of corporate finances
and the ratio between receivables and payables is supported by other
factors as well.  These are the market prices and the stock on hand,
the raw material security, ready cash of the associations, bank depos-
its, the kinds of property, etc. Achieving balance also depends on the
predominant feelings, attitudes and expectations of decision makers
in the companies.

Conclusion

The overview of the current balance between corporate payables
and receivables enables us to draw the following conclusions regard-
ing the indebtedness of the non-financial enterprises in Bulgaria. First,
corporate indebtedness continues to grow in pace with the GDP, the
receivables and the aggregate income of companies. This indicates the
positive aspects of debt, which are mostly related to investment ac-
tivity or the companies’ market strategies for expanding their market
shares by deferred payment. Second, the structure of indebtedness is
not undergoing any significant changes, which indicates sustainability
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and predictability. Third, the tendency, revealed through analysis, to
declining capacity of enterprises to attract external resources insured
with long-term material assets limits the possibilities of the banking
sector to realize the attracted financial resources by giving loans to
the companies; this is an important challenge to crediting and, subse-
quently, to economic growth. Basically, this tendency is accompanied
by a process of deleveraging, and the latter is also a process of finan-
cial exclusion of those companies that do not have at their disposal
sufficient assets to guarantee their credits. This situation is a factor
of increasing market inequalities and concentration of a considerable
market power within a small number of companies. Fourth, the un-
balanced relationships between companies and banks continue to get
even more unbalanced and spill over into the relationships between
suppliers, which stimulates the feeling of moral hazard. Fifth, the lack
of adequate laws that might direct, guide and solve issues related to
corporate indebtedness is an important obstacle to the reduction of
these problems. This, in turn, is a hurdle to the improvement of the
investment climate, to the growth of the companies and to the state of
the macro economic imbalances.

Indebtedness, as an indicator of negative tendencies, always raises
justified concern. Although the levels of indebtedness of non-financial
enterprises remain high, there is reason to believe that the basic trends
move towards mastering and guiding this indebtedness.
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Introduction

Public debt or gross government debt is considered an indis-
putable indicator measuring performance of countries’ economies,
which gained a considerable importance in the recent years as a
consequence to the implications of the financial and economic crisis
worldwide. No matter which position is defended - running up a
debt for the sake of fostering growth or maintaining a strict financial
discipline as a precondition for a sustainable growth in the future,
indebtedness in general defines the maneuvering room for countries
in a long-term perspective. Similarly, private indebtedness impacts
considerably on households’ and companies’ behavior. Whereas
the financial deepening in the majority of old member states of the
European Union (EU) is based on a long experience on behalf of
financial institutions and consumers of their services as well, in the
new EU members this process exceeds the average financial literacy
in most of the countries where consumers’” demand for new prod-
ucts and services often outpaces the financial resources available
and disregards the expected incomes. This calls for a closer look at
the indebtedness as a phenomenon at households and non-finan-
cial corporations’ level in Central and South-East European (CSEE)
countries which increases very intensively since the collapse of their
planned economies in late 80s and early 90s.

In an attempt to summarize at least a part of the processes of running-
up of debts in Central and South-Eastern Europe, the current paper aims
at providing a comparison on private debt data in Bulgaria, Croatia,
Czech Republic, Hungary, Poland, Romania, Slovakia and Slovenia. The
comparability of the comparisons below is ensured though applying
EUROSTAT data for all the eight countries where possible.
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Indebtedness in Central and South-East European countries

A brief look at the public debt figures as a percentage of the gross
domestic product (GDP) in the CSEE countries in the period 2000-
2013 allows the following observations: 1) expecting Hungary, all oth-
er countries in the reference group maintain sustainable levels of pub-
lic debt or even reduce it in the years preceding the crisis (2007-2008);
2) as a crisis implication gross government debt in all eight countries
is on the increase, though at different pace, exceptions are Hungary
(where the public debt declines in the last years) and Bulgaria (its debt
remains under 19% of country’s GDP till the end of 2013); 3) if the end
of the period is considered, public indebtedness in all the countries
scores below the EU average — 87.1% in 2013 (Fig. 1) .

Fig. 1 Gross government debt as % of the GDP in Central and South-
East European countries
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In contrast to the public debt performance, the debt ratios of house-
holds and non-financial corporations in CSEE countries reveal a con-
siderably more homogeneous picture in terms of the trends despite
the different dynamics in the crisis years. A significant distinction can
be seen if the countries are separated in two groups - the first one
consisting of Romania, Poland, Slovakia and the Czech Republic and a
second one formed by Bulgaria, Croatia, Hungary and Slovenia. While
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the private debt curve of the first group countries is relatively flat in
2000-2012, it is obviously steeper in the second group. A tipping point
for all eight countries is the period right after the beginning of the crisis
(Fig. 2). The picture in old member states looks even more dispersed -
private indebtedness in Luxembourg reaches 320% of country’s GDP,
while in Lithuania it accounts to app. 60%. However, this data can be
justified with differences when it comes to debt composition as well as
to specificities in the behavior of credit-takers (households and com-
panies), consumption patterns, etc. Some of these particularities are
quite specific (of ethno-cultural or historic background, or future ex-
pectations, etc.), while others are related to the economic situation in
a given country (average wages, purchasing power, inflation, existing
banking and other regulations in the field of lending) and last but not
least, the monetary and economic policy the country follows.

Fig. 2 Private debt as % of the GDP in Central and South-East
European countries (consolidated annual data)
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Households’ indebtedness

The private indebtedness figures provided by EUROSTAT include
debts of non-financial corporations on the one hand side and of house-
holds and of non-profit institutions serving households on the other.
From fig. 3 it becomes clear that all the countries reveal low levels of
household debt in the beginning of the 21st century - between 2.7
and 12.8% which can be explained by the financial deepening proc-
ess that started comparatively later in this part of Europe. The overall
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household indebtedness in the 90s was similar to the levels evident in
Western Europe in the post-World War II years. The stable household
debt increase in the following years occurred as a result of the har-
monization of national legislation systems within the EU accession
process, the single market development and the parallel market entry
of foreign companies in the financial sector in CSEE. Understandably
enough, this upstream process was also due to the low base effect, rap-
idly growing consumer demands and at the same time a purchasing
power still lagging behind, as well as the availability of more expensive
credits in comparison to the old member states (Fig.4). The difterence,
as seen in the interest rates of consumer and housing credits, can be
attributed partially to the higher risk levels in New Europe (Chmelar
2013), but also to the introducing of the euro as a new single currency
(which reduced interest rates in eurozone members), the rise in real
estate prices, the expectations for future growth and low unemploy-
ment rates, etc. (European Parliament, 2010).

Fig. 3 Households’ indebtedness in Central and South-East European
countries as % of the GDP (consolidated annual data)
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Fig. 4 New and old member states real interest rates of consumer and
housing credits
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The favourable economic conditions in the years before the crisis,
combined with wide-spread expectations for rising incomes and op-
timistic considerations about meeting future debts impacted directly
on the behavior and propensity of households to count on borrowed
resources in all countries observed. Fig. 3 shows that along with the
financial crisis in the years after 2009, the debt curve in the major-
ity of the countries began to turn down or the rates of increase start-
ed to slow down at least, excepting the Czech republic and Slovakia.
Households became more conservative when it comes to borrowed
money and focused on paying their debts back and/or negotiating the
conditions of the credits they are servicing in case of arrears.

A snapshot from 2011 with data on indebtedness and financial dif-
ficulties among EU households in general allows grouping households
in CSEE in two sections according to the level of household arrears
(very high, high, moderate and low). Croatia is not included since it
was not an EU member then. The first section consists of Romania,
Hungary and Bulgaria followed by Slovenia and Poland in the sec-
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ond section and the Czech Republic and Slovakia in the third one.
It is the first section where the share of households with difficulties
to meet their financial demands is the highest (Table 1). If data from
the European Central Bank (ECB) on the loans to disposable income
ratio is considered, the Czech Republic, Hungary and Poland ranked
first in 2012, followed by Slovenia, Slovakia and Bulgaria (Table 2).
What is worth mentioning here is that while in the case of Bulgaria
and Hungary the household debt declines compared to the disposable
income in the recent years, in all other countries the trend is rather
the opposite.

Table 1. Overview of indicators for indebtedness and financial dif-
ficulty of households in 2011

Table 2: Loans to disposable income ratio

Bul- Czech Hun- Po- Ro- Slov- | Slo-
garia | Republic | gary land | mania | enia | vakia
31.12.2012 | 40.29 57.22 53.98 | 53.76 - 47.13 | 45.06

31.12.2011 | 42.07 55.83 63.40 | 57.82 | 36.87 | 46.83 | 42.50

31.12.2010 | 45.68 53.17 67.25 | 52.23 | 37.33 | 47.31 | 39.31

31.12.2009 | 46.78 51.98 62.92 | 48.04 | 36.88 | 44.71 | 37.08

31.12.2008 | 43.57 49.84 62.24 | 48.03 | 33.42 | 42.38 | 35.37

31.12.2007 | 40.14 45.29 50.33 | 35.10 | 31.12 | 40.37 | 30.58

Source: European Central Bank

Table 3. Composition of household debt (2013)

Country Consumption Housing Other
Credit Credit Credits
Bulgaria 46% 48% 6%
Croatia 17% 72% 11%
Czech Republic 12% 48% 40%
Hungary 48% 48% 3%
Poland 22% 60% 18%
Romania 55% 36% 9%
Slovakia 19% 73% 8%
Slovenia 27% 57% 16%

Level of household ar-
rears Household’s inability to
very high: above 21% make ends meet
high: over EU average - very high: above 36 % Countr
11% high: over EU average - 26% ¥
moderate: below EU moderate: below EU average
average low: ox; 16%
low: oz 6%
very high very high Romania
very high very high Hungary
very high very high Bulgaria
high high Slovenia
high high Poland
moderate high Czech Republic
moderate high Slovakia

Source: Civic Consulting of the Consumer Policy Evaluation Consortium

(CPEC), Directorate General Health and Consumers 17.01.2013
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Source: European Central Bank

The breakdown of household debt data according to the purpose of
the credit, places Bulgaria and Hungary in a common group together
since households in both countries reveal similar features that are also
comparable to these in Romania (Table 3). In these three countries
the share of consumption credits either outpaces the share of housing
ones or they are comparatively equal. What is more, ff the dynamics of
household debt between 2007 and 2012 is considered, countries can
be grouped in the following four groups (Table 4):

First group: decrease in consumption and other credits, increase
in housing credits;

Second group: no change;
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Third group: increase in consumption and housing credits;

Fourth group: increase in consumption credits and decrease in
housing and other credits.

Table 4. Grouping Central and South-East European countries ac-
cording to the retail credit dynamics (2007 - 2012)

Country

Consumption
Credit

Housing Credit

Other
Credits

housing credits

First group: decrease in consumption and other credits, increase in

Bulgaria from 52% from 38% from 10%
to 46% to 48% to 6%
. from 20% from 69%
Czech Republic t0 17% to 72% 11%
Poland from 32% from 42% from 26%
to 22% to 60% to 18%
Romania from 79% from 20% from 2%
to 55% to 36% to 9%
Slovenia from 42% from 37% from 21%
to 27% to 57% to 16%
Second group: no change
) from 13% from 39%
Croatia t0 12% 48% t0 40%
Third group: increase in consumption and housing credits
Slovakia from 15% from 66% from 19%
to 19% to 73% to 9%

housing and other credits

Fourth group: increase in consumption credits and decrease in

Hungary

from 37%
to 48%

from 56%
to 48%

from 7%
to 3%

Source: European Central Bank

Finally, it can be concluded that despite the different factors deter-
mining indebtedness at household level and households’ behavior in
the countries observed, it is obvious that the household debt is on the
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decrease or maintains relatively stable levels in last few years. In ad-
dition, it is in the CSEE countries with the most indebted households
where the share of housing credits is the highest.

Indebtedness at non-financial corporations’ level

Statistical data on the level of indebtedness in the sector of non-
financial corporations in the countries from Central and South-East
Europe reveals similar tendencies to these in the sector of households
— an overall increase. For example, in 2001 companies’ debt in all the
examined CSEE countries accounted to 133% of GDP on average,
while in 2012 it was 185%. Though, there is a different dynamics and
spread behind these figures. In 2001 non-financial corporations’ debt
reached from 87% in Bulgaria to 214% in Hungary, while in 2012 it
was between 114% in Poland and 326% in Hungary. Interestingly, it
is in 2004-2005 when the group of reference countries witnessed a
significant change due to the increase in the debt figures of Bulgarian
companies. What is an overall feature for all the countries is the debt
peak in 2006-2007 followed by stabilization processes or even a grad-
ual debt decline in some of the countries (Fig. 5).

Fig. 5 Indebtedness on non-financial corporations’ level in Central
and South-East European countries
A00,0
350.,0 —a— Sylgaria
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250,0 == _roatia
200,0

= Hungary

—— Poland

1300
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20002012002 2003 2004 200520062007 20032004 201020112012
Source: EUROSTAT
(Data on Croatia and Slovenia are not available for 2000)

Understandably, the dynamics of the processes mentioned above
and the crisis effects differ from country to country. Nevertheless, a
more careful look at the period preceding the crisis and in the follow-
ing years (2007-2012) allows grouping countries like this: 1) Croatia,
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Hungary and Romania where the debt increased; 2) Slovakia and
the Czech Republic where no change was witnessed and 3) Bulgaria,
Slovenia, Poland where companies deleveraged. Although, the cur-
rent paper does not seek to examine the sources of companies’ in-
debtedness, it is worth mentioning that in some of the countries the
accumulated debt is not towards other corporations but towards their
parent companies. The process of deleveraging towards headquarters
in these countries started when local subsidiaries in CSEE had already
settled and expanded their operations. This coincided with the first
crisis years and the increased overall demand for liquidity.

When comparing debt statistics between companies in EU mem-
bers from CSEE with EU old member countries one could conclude
that the latter reveal higher indebtedness levels, smaller fluctuations
and even a growth in the crisis years. For sure, it is the membership
in the eurozone and the role of the European Central Bank that main-
tains lower interest rates. From all eight countries examined, Slovakia
and Slovenia are the only eurozone countries, thus they are directly
affected by the ECB policy although companies’ indebtedness in both
countries did not grow as it is the case in other eurozone countries.

Conclusion

In an attempt to summarize the data above, Fig. 6 puts together in-
formation on household debt and non-financial corporations indebt-
edness expressed as a percentage of GDP of each of the countries of
the group observed. In most countries the increase in household debt
since 2000 goes together with an increase in companies’ debt, howev-
er, with the exception of the Czech Republic where debt figures show
a decrease at companies’ level and an increase in the household sector.
What contributed considerably to the above-mentioned processes in
New Europe are the years of economic upturn and the related positive
future expectations as well as the EU accession/integration path the
CSEE countries were following. An important incentive for facilitat-
ing the access to credit products was provided by the development
of the Single market in the field of financial services. Additionally,
the increased competitiveness among financial institutions triggered
lending activities in the EU and facilitated conditions for consumers
of borrowed resources as a whole (Chmelar 2013). As a consequence,
within a relative short period of time and starting from a low basis,
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households and companies in Central and South-East Europe started
considerably leveraging and thus accumulated considerable debt levels
whose sustainability and implications cannot yet be exactly examined
and therefore will be evaluated in a long-term perspective.

Fig. 6 Indebtedness of households and non-financial corporations in
Central and South-East European countries (Source: EUROSTAT, Data
for Croatia and Slovenia are not available for 2000)
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Financial deepening in periods of stable economic growth and in-
creasing real incomes is generally a natural phenomenon and it is nor-
mally indicative of strengthening confidence in improving economic
prospects.” Loans are essential instruments in financing investment
or consumption and their balanced and non-overheated growth is an
important factor behind economic growth. Beside positive expecta-
tions for the future, the price of lending may also influence the growth
of private indebtedness at an even greater extent. Cheap loans are a
very important driving force behind increasing private demand for
loan financing.

Interest rates had already been very low before the economic crisis
in a number of EU countries; real interest rates in the Eurozone coun-
tries were sometimes even negative given the low ECB key rate and
the relatively high inflation rate in some countries. In the “new” mem-
ber states interest rates varied considerably, but in Hungary it was one
of the highest in comparison in the whole Central European region.
This cost factor is the key reason behind the specific structure of the
private indebtedness that unfolded in a number of Central European
countries. The high cost of domestic loans explains the shift towards
inexpensive foreign currency denominated (FX) loans in Hungary.
High domestic (forint) interest rates pushed private demand to turn
towards foreign currency denominated loans. These FX loans start-
ed to become the major drivers behind the rapid credit expansion of
households and the corporate sector alike from around 2004 and they
soon became the most important instruments in financing investment

1 This research was prepared partly in the framework of OTKA K 84293
2 Varhegyi (2003)
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and household consumption. The subsequent risks associated with the
exchange rate movements became apparent as early as the outbreak of
the financial crisis and the Hungarian forint — given its vulnerability
due to the external financing needs that affected public and private debt
too — started to devaluate rapidly. The now much weakened exchange
rate became permanent making financing private debt increasingly
difficult. Foreign currency denominated loans started to play a pivotal
role in shaping Hungarian household and corporate indebtedness as
a unique feature in comparison with several countries in the region.
As a result of the changing domestic and external economic environ-
ment, FX lending became one of the core reasons behind Hungary’s
macro-financial vulnerability, which manifested itself in the rising vol-
ume of nonperforming loans once the crisis unfolded and prolonged
its negative impact on economic growth and the income position of
households and the corporate sector.

From a macroeconomic perspective, the loans drawn directly from
abroad by the private sector (in most cases by large firms which more
likely hedged their exchange rate risks) are also important as they may
also be affected by exchange rate changes. While the external indebt-
edness of the corporate sector obviously bears certain risks from a
macroeconomic perspective, this is not the most problematic factor
when it comes to indebtedness in Hungary, particularly since large
firms had more or less managed to ward oft the negative effects of
the falling exchange rate. The greatest problems are associated with
the indebtedness of households and small and medium sized firms
that typically took HUF or FX denominated loans from the domestic
banking sector. Due to both supply and demand side factors, these
loans moved into focus after the unfavourable economic implications

of the economic crisis caused increasingly worsening loan portfolios
for the banks.

Loans to households and the nonfinancial corporate sectors and
the trends of their indebtedness and repayment ability are very im-
portant in assessing the financial stability of a country and have sig-
nificant consequences on economic growth and development. During
the nineties, the conditions for household and corporate lending were
unfavourable in Hungary and in most of the countries of the region.
There was very little difference in this respect between the countries
concerned. Unemployment was on the rise, inflation and interest rates
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were high and the banking system faced difficulties because of the
large volume of non-performing loans - a result of the collapse of the
domestic economy and the spiralling trend of bankruptcies in the cor-
porate sector. After the consolidation of the banking system and the
privatisation of the major banks, rapid changes begin to take place.
When measured by bank lending as a share of GDP, the financial deep-
ening witnessed significant changes at the end of the nineties. Before
this period, the ratio of household and corporate debt to GDP was
very small. The macroeconomic stabilisation which was coupled with
decreasing inflation, together with the recapitalisation of the banking
system and the changes in government regulations had contributed to
the increasing loan activity especially in the household sector.?

After the millennium indebtedness on all sides became typical in
Hungary. The state, commercial banks, households and local govern-
ments were all severely indebted.* Due to the simultaneous emer-
gence of several types of indebtedness, risks did not simply add up but
multiplied. According to several analyses, the “balance sheet recession
could be even more severe in an emerging economy that is greatly de-
pendent on external financing because if foreign capital is withdrawn
as a result of risk appetite, this increases deleveraging in the private
sector and also narrows the opportunities for state borrowing.” > In
Hungary, the indebtedness of all sectors was the most important char-
acteristic making the country’s prospects widely different from other
countries in the region prior to the economic crisis of 2008.

Macroeconomic changes and challenges

Since 1997-98 the strengthening institutional and legal conditions
had set the scene for the normal operation of a credit and mortgage
market. In addition to this, the supply side also experienced favourable
stabilisation after privatisation of most of the financial institutions and
the emergence of well-capitalised foreign owned affiliates. Increasing
credit demand was also associated with improving economic environ-
ment and better income position of the population, which significant-
ly contributed to the increasing need to satisfy their pent up demands.

3 The most important issues to be regulated after international financial turmoil are
analysed here: Banfi-Kiirthy-Banfi (2011).

4 Giday (2013): p. 288. From a wider perspective see Landesmann-Gligorov (2010)
and from another aspect Celasun-Harms (2011)

5 Giday (2013): p. 287.
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This was also an important factor in increasing demand for household
loans.

All these factors however were insufficient to boost mortgage backed
financing. A real breakthrough in the household sector came in 2001
with the introduction of a very generous state-subsidised housing
loan scheme. In fact, these state-subsidised loans had almost entirely
crowded out market based housing loans by 2003. In that year — due
to the unsustainability of the system® - the terms and conditions of
lending had been tightened and because of the high domestic interest
rates (the key interest rate of the Central Bank of Hungary (MNB) was
raised to 12.5% at the end of 2003), forint loans became very expen-
sive again. This was the moment that gave rise to FX based loans. The
surge of demand was not only driven by housing loans but it started
to spread over all loan products in the household and corporate sec-
tor alike. Because of the extremely large price difference between FX
and domestic currency denominated loans the demand dramatically
shifted in favour of FX based loans.

Asaresult, a creditboom started, which also intensified the inherent
risks in the system soon after the millennium, but the process speeded
up dramatically after 2003-2004 when FX loans started to become in-
creasingly popular. Cyclical credit booms are often followed by busts
which negatively influence the developments in the real economy too.
Credit booms are also oftentimes coupled with increased lending to a
more risky set of clientele because of the fierce competition between
the financial institutions. The precautionary measures displayed not
only by the government and the players of the private sector but also
by the central bank proved to be insufficient and ineffective. In addi-
tion to the factors that motivated the expansion of lending, the very
low savings rate of the private sector must also be mentioned togeth-
er with deposits, which had failed to expand at the rate of loans. By
September 2008, total FX loans to households soared from HUF 380
billion in late 2004 to an incredible HUF 5500 billion, amounting to a
surge in ratio from 10 to 60 percent.

The boom in FX loans can also be explained by the problems in
economic and monetary policy. The rapid rise in the budget deficit in-

6 The central budget subsidised the interest rate of these loans. Because the subsidised
interest rates were much lower than the market rates, demand for these loans increased
exponentially.
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creased the forint’s risk premium, creating a growing gap between the
interest rates of the forint and those of the euro and the Swiss franc.’
Secondly, the policy of the central bank combining inflation with ex-
change-rate targeting also exacerbated the exceptionally high forint
interest rate. The ratio of FX loans only surged in countries where the
risk premium - raised by equilibrium problems - had significantly
separated the interest rate of the national currency from the interest
rates of currencies in the developed world.® Falling far behind the
growth rate of loans, the low level of willingness to save affected the
asset-liability structure of the banking sector and contributed further
to the vulnerability of the Hungarian economy. As early as 2008 the
banking sector had one and a half forints in loans for every single for-
int in deposits, which left Hungarian banks needing more and more
resources from foreign money markets. As the crisis of confidence in-
tensified, the renewal of loans necessary to fund state debts became
uncertain and likewise, financing the banking sector became difficult.

It must be pointed out, however, that the Hungarian credit expan-
sion was far slower than in several other countries of the region, and
the problem was primarily put down to the low savings rate, which
triggered the increasing reliance of the banking sector on foreign
funds, and secondarily to the high interest rates, which prompted fi-
nancial institutions, households and the corporate sector to turn to-
wards FX denominated loans.” In 2006, due to the unsustainability of
the budget position, austerity measures were introduced which in turn
slowed immediately down the credit growth. The macroeconomic im-
plications, which were felt almost immediately and included slower
GDP growth and smaller real wage increase in the presence of higher
inflation, impacted on the quality of the loan portfolio too albeit to a
small extent. The slowing down of the loan expansion however was not
in line with the worsening economic and income perspectives. The re-
tail and the corporate sector considered the problems temporary thus
they continued to finance their consumptions from loans.

The overspending of prior years/decades led to high public or pri-
vate debt and fears concerning their repayment mounted gradually
after 2008. The level of household indebtedness had played an im-
7 On the context of budget deficit and the bank lending see more details in: Moinescu

2013
8 (Brow)n—Kirschenmann—Ongena (2010b)

9 Varhegyi (2009)
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portant role in the investment activity in the years prior to the crisis.
Mortgage loans which were available at low interest rates resulted in
a rapid growth in housing investment. The tightening of credit con-
ditions, the deterioration in the income position resulted in a sub-
stantial drop in the output of the construction industry and invest-
ment shrank to a fraction of its former levels. Although no real estate
market bubble developed in Hungary, a rapid increase in mortgage-
backed household indebtedness mostly denominated in foreign cur-
rency was typically evident. Faster adjustment needs were observed
in the countries where the debt-to-GDP ratio was higher (such as in
Hungary) and thus the decline in investment was more significant.
The magnitude of indebtedness presented a less significant problem
in the corporate sector: compared to the household sector, the bal-
ance sheet adjustment requirement was lower in connection with the
reduction of debts. The lending capacity of banks and other credit
institutions weakened as the losses suffered on their loan portfolios
and the negative revaluation of the remaining portfolio significantly
worsened the balance sheets of banks. The contraction of funding
sources and banks’ falling risk tolerance still represented severe con-
straints to private sector entities, which had, in turn, cut back on
their investment.

In principle, two major instruments are available for managing or
preventing over indebtedness of the private sector. First, the ex-ante
instruments aimed at preventing the building up of unbearable risks
into the system must be mentioned while the second set of instru-
ments are the ex-post ones, which are aimed at easing the burdens of
the indebted households and SMEs in order to maintain their ability
to repay earlier loans. The best system tries to strike a balance between
the two groups of instruments in order to prevent much deeper prob-
lems. In addition, the proper control and supervision of the financial
institutions may function as an additional safety measure within the
system.

Only one year before the crisis, the indebtedness indicators of
the private sector started to deteriorate, debt service in relation
to disposable income increased while the GDP virtually stagnated
causing profit prospects for firms to worsen. The flagging income
position was coupled with a high demand for loans because of the
high competition on the supply side and the adamant belief that
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the implications of the austerity measures will only be temporary.*
This had led to rapidly falling savings and increasing debts to fi-
nance consumption. Adding to this, banks had eased credit con-
ditions to tap the segment of the population that had previously
proved uncreditworthy. These changes and the altered conditions
triggered an increased demand for borrowing by the less wealthy
exposing the banking system to increased dependence on hopes of
positive changes in economic processes. In the meantime in 2007-
2008, about 75-80% of the new loans were denominated in FX,
mainly in Swiss franc.

When the crisis in the fall of 2008 broke out, the loan portfolio sud-
denly started to deteriorate because of higher instalments that needed
to be made due to a devaluating domestic currency, which exacerbated
the already vulnerable credit portfolio. The population became more
cautious in the second half of 2008 but it was then too late; the perfect
combination of much deeper problems with the debt in the coming
years with weaker domestic currency, falling or stagnating GDP and
increasing unemployment was already in place.

Since 2008 two very important trends have been observed regard-
ing the behaviour of the private sector in the loans market. The first
one was related to demand, which kept declining throughout the entire
period from the onset of the economic crisis and led to the develop-
ment of a unique situation in Hungary in Central European compari-
son. The negative implications of the economic processes in Hungary
and the second wave of the recession in 2011 resulted in very weak
lending activities to the corporate sector.! This was quite different
from other countries in the region, where corporate lending started to
pick up in 2010-2011 despite the unfavourable growth implications of
the renewed recession. This negative trend, similarly to the household
sector, was caused by events and changes on the demand and supply
sides alike. In addition, in 2011-2012 the still quite high interest rates
also curbed the demand for loans.

10 Budget consolidation was thought to be the most important precondition for rapid
recovery of economic activity during the first years of the crisis. Based on evidence, in
recent years this approach is increasingly viewed as a factor that contributed significantly
to the postponement of the crisis in several countries. See for example Gros (2012)

11 Problems of the Hungarian economy that are peculiar in the new member states are
dealt with in several recent papers, see for example: Magas (2012)
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On the supply side, the banking sector was hard hit by different
corporate taxes the government introduced in order to implement its
structural change objective in taxation with the aim of decreasing the
share of labour related burdens and increasing the share of consump-
tion and corporate taxation.'> Banks reacted to the crisis by weakening
financial activity which is not unprecedented in Central Europe given
the deteriorating business environment, but in Hungary this was fur-
ther burdened by the taxes."”

In 2013 the Central Bank launched its cheap loan program for the
corporate sector, which was mostly used for swapping FX loans in or-
der to eliminate the exchange rate risk but later it started to finance
investment too. Low interest rates and the Central Banks program is
expected to support the domestic corporate credit demand although
the improving growth figures may play a more important role. On the
other hand it must be noted that because of the less favourable business
environment, corporate investments can only produce slow growth
figures. Probably the most important long-term problem is related to
the discouraging performance of business investments (household
investments also weak in Central European comparison).'* The issue
of business investments is increasingly important, which was pointed
out, for example, by Tibor Erdos already a decade ago."” Unfavourable
trends in business investments imply long-term growth problems,
which are underlined by negative FDI trends. (Although after 2010
there were periods when favourable FDI inflow was evidenced - at
least on the level of statistics - still a large share of that was related
to the recapitalization of subsidiaries of foreign financial institutions
instead of the creation of additional jobs or new production facilities.)
As a result, the volume of gross fixed capital formation barely amount-
ed to 81% of the 2005 level in 2013 - a very poor performance relative
to any of the other Visegrad countries.

12 The government introduced quite heavy sectoral taxes on different services sectors
including the financial institutions. Later the so called transaction tax was levied on
banks. The financial institutions could only partially transfer these burdens on the
consumers thus their profitability worsened, which required large additional capital
transfers from the foreign parent banks.

13 More on that: De Haas, R. —~Van Lelyveld, I. (2011)

14 Martonosi (2013)

15 Erdés (2004)
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Graph 1. Annual growth rate of lending to the corporate and SME
sectors (% - non-financial institutions)
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Source: Based on data of the Central Bank of Hungary

What is particularly interesting and clearly different in Hungary com-
pared to other countries is that the corporate lending in Hungary has
been declining (net lending remained negative since the third quarter
of 2009) while in the vast majority of other countries in the region, cor-
porate loans have started to pick up in recent years.'® This implies that
economic growth in Hungary was either very sluggish or the growth
of 2013 was not based on credit growth (discussed later) that fuelled
investments but on several different factors.'” In Central European com-
parison the data confirms that in Hungary the new corporate loan place-
ments are still sluggish with only Romania delivering poorer results.

In 2013 the Central Bank introduced a new instrument to improve
lending to the corporate sector in addition to steadily cutting the key
interest rate. As a result the key interest rate fell to a record low in
Hungarian economic history. A significantly lower interest rate was
supposed to be the most important tool for improving the financing
environment for both the corporate and the household sectors. The new
instrument — aimed at improving the conditions for financing the cor-
porate sector — was the launch of the “funding for growth” scheme with
the clear aim of supporting small and medium-sized enterprises in ac-
cessing forint-denominated loans and to strengthen financial stability.
The accessibility of credit to companies operating in Hungary has sig-

16 Fabian-Hudecz-Szigel (2010)

17 GDP growth in Hungary has recently been fuelled by state related investments
financed mostly from EU transfers while private demand including household con-
sumption and corporate investments played a negligible role.
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nificantly tightened since the onset of the financial and economic crisis;
particularly hard-hit were small and medium-sized enterprises which
also face greater difficulties in finding alternative sources of financing.
Following the announcement of the scheme (which in principle was
based on a similar British model) enterprises showed considerable in-
terest in loans provided within the new framework. The volume of the
program reached HUF 750 billion (EUR 2.5 billion). The Central Bank
provided refinancing loans with 0 per cent interest to the participating
credit institutions, which were to offer these loans to SMEs with an inter-
est margin capped at 2.5 per cent; these loans were designed to be used
exclusively for investment, working capital financing, pre-financing EU
funds, or for the redemptions of existing forint loans. SME customers
could also use loans received under the scheme for the redemption of
foreign currency loans. On the one hand, even this program proved un-
able to stop the further contraction of the corporate credit stock, but it
was instrumental in easing the exchange rate exposure of SME:s as sig-
nificant part of the very cheap resources was used for replacing FX loans
with domestic currency denominated loans. On the other hand, how-
ever, the unceasingly declining stock is very much associated with the
still difficult situation of commercial project credits which are mostly
responsible for the large non-performing loans in the corporate sector.
A further problem is caused by the inactivity of large banks due to the
lack of profitability and the still sluggish domestic market demand.'®

With the stabilization of the external economic environment and the
decreasing international financial risk, which has recently been coupled
with steps by the Central Bank, interest rates on forint loans for the
corporate sector have decreased significantly. By today the interest rate
difference between EUR and HUF loans is insignificant. As far as in-
terest rates are concerned, the conditions of taking out corporate loans
have improved significantly and the low deposit and loan interest rates
should - in theory - result in increasing demand for corporate loans.

18 Details of the program can be found at MNB 2013/May, p. 13., on the first result at
MNB 2013/November p. 39, and about the prospects and dilemmas in MNB 2014/
May, p. 34
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Graph 2. Annual transaction-based growth rate of corporate loans in
international comparison

B December 2012 B December 2013 March 2014

Source: Based on data of the Central Bank of Hungary

Graph 3. Interest rates on new corporate loans
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These instruments create a favourable environment for financing,
but less favourable conditions for saving money in financial institu-
tions. Given the current conditions and income position of the society
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however, it is doubtful that they can contribute to a dynamically rising
overall demand. What is more, it cannot be ruled out that a kind of
liquidity trap develops: despite the very low interest rates, cheap loans
would not have significant impact on investments (because of the un-
favourable business environment), but would rather motivate domes-
tic savings to be put into investment funds. These investment funds
most probably invest in foreign securities and instruments because of
the weakness and low yield of the domestic capital market. The same
crowding out effect may be associated with the debt financing strategy
of the state. It aims to replace foreign financing with domestic sav-
ings in order to reduce the external vulnerability caused by exposure
to exchange rate volatility. As a result, government securities offer fa-
vourable alternatives and higher yields compared to investment. In
addition, the need for new loan placements may increase the volume
of bad quality loans especially if state owned or influential financial
institutions gain more importance in the banking system - an objec-
tive which was declared earlier by government officials.

As regards household loans, several trends can be identified that
are similar to those of corporate loans. On the whole the household
sector has been repaying more debts than drawing new loans since
the fourth quarter of 2010. Not surprisingly, as the FX loans became
unavailable™ they have been on the decrease since the second quarter
of 2009. HUF loans have also been shrinking almost continuously and
some minor increases in net terms were only experienced in a few
random quarters. These hikes were partly explained by credit swaps
related to the changing regulations of FX loans or the temporarily im-
proving economic environment.

The volume of new household loans is still only a fraction of the
volumes prior to or around the economic crisis. The overall low level
has been coupled with unclear trends in recent years as temporary
improvement is followed by worsening periods. All these demonstrate
the instability of future prospects even tough interest rates have fallen
considerable. On the other hand it is increasingly probable that — un-
less an economic depression occurs - the very low interest rates will
sooner or later trigger increasing household demand for loans as yields

19 The government banned the placement of new FX loans in 2010. Later the complete
ban was replaced by a regulation that made excessively difficult for customers to apply
for these products.
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on bank deposits are bottoming out. In addition, the government is
very decided on resolving the problems associated with household
FX loans and this will happen during the second half of 2014. This
would create better conditions for household demand. Although its
impact on the demand side would probably be feeble, even this small
improvement is expected to stabilise the demand side when coupled

with many other minor improvements in the near future.

Graph 4. Net quarterly change in outstanding household loans in the
credit institution sector as a whole
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The problems with loan demand of the household sector are even
more obvious than in the case of the corporate sector. In Central
European comparison household loan demand has been the most
sluggish in Hungary. While the other countries in the region have
been experiencing significant loan increases, Hungary is still deliver-
ing a declining trend. It is certainly related to the large share of the
non-performing loans that excludes several people from the demand
side and, at the same time, impairs the supply side as banks are appar-
ently still reluctant to offer loans. The much poorer Hungarian data
in regional comparison are the result of the several negative factors
referred to earlier (new taxes, FX loans, generally unfavourable busi-

ness environment).
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Graph 5. New household loans in the overall credit institution sector
(HUF billion)
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Graph 6. Annual transaction-based growth rate of household loans
in international comparison
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As a result of the continuous decline of net placements, by today
the shrinking of the amount of credit has become really significant. In
2013 corporate credits fell to the 2004 level when expressed in the ratio
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of the GDP, while in the household sector the rate did not surpass the
level of 2006. We may say that in the short-term the decline of lending
is expected to continue even if the financing conditions improve fur-
ther and the demand for credit both in the household and corporate
sector increases due to the large stock of non-performing loans. If that
happens and the business environment improves considerably, then
the better loan conditions may lead to increased lending activities but
it will be a very slow process.

Structural changes in lending

In the same period, two significant trends could be observed. The
first change relates to the decreasing share of FX denominated house-
hold loans in total loans. The reasons behind this are manifold. First
of all, continuous repayment - in theory - decreases the volume of FX
loans, but its positive impact has been largely eliminated by the weak-
ening domestic currency. The government enforced programs of pre-
payment with favourable conditions made possible for several debtors
to pay oft their FX debt completely.®® Large parts of these prepayments
were financed from forint denominated housing loans. The significant
rise of this type of loan within total household debt is partly explained
by this phenomenon and partly by banning of new FX loans from the
system. At the same time, FX personal loans almost disappeared largely
because they had much shorter maturity than housing loans and the
loan volume was much smaller. Similar shrinking, although at a slower
pace, was observed in the case of FX car loans but the problem here
manifests in the very high level of non-performing loans, which makes
it very difficult to clean out the portfolio. The slow decrease of FX loan
shares was coupled with slowly increasing forint denominated loans
particularly in 2012-2013 when in spite of the very weak credit demand,
the significant cuts in the key interest rate made domestic loans more
attractive and this started to support household credit growth - albeit at
a very low pace.

20 Itbecame clear that the FX loans were becoming increasingly difficult to be financed
and they became one of the crucial brakes on economic growth and catalysts to fi-
nancial vulnerability. The government started to introduce instruments in order to
decrease these risks by either making the repayment of these loans easier or provided
exchange rate protection for groups of debtors. The government regulated that for a
limited period household FX loans could be paid back at a 180Ft/CHF rate (exchange
rate at that time was about 250 HUF/CHF) and the losses were to be borne by the
banking sector. A lot of debtors tried to get forint loans in order to refinance their FX
loans or tried to get resources from their relatives and friends in order to utilise this
short-term opportunity to get rid of the exchange rate risk.
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Table 1. Structure of household loans after the onset of the economic
crisis (% of total stock of loans)

Table 2. Stock of different loan types compared to the end 2008 data (%)

2009.12. | 2010.12. | 2011.12. | 2012.12. | 2013.12.

Total house-
hold loans
FX housing

loans
FX mortgage

loans with-
out specific

purpose
State sup-

ported hous- | 97.31 89.35 80.26 72.08 66.70
ing loans

Overdraft 109.78 122.68 106.18 110.48 | 109.70

91.79 100.87 99.65 83.75 79.48

89.87 102.92 96.28 69.20 63.95

88.48 100.24 99.17 76.51 69.78

FX car loans 78.13 75.29 81.10 57.38 56.74

FX personal
loans

Forint per-
sonal loans
Market based
forint loans
Consumer

loans
Forint (non-

housing)
mortgage
loans
Forint car

69.59 57.68 43.62 25.90 13.82

109.44 112.43 119.18 108.47 | 105.57

109.09 | 215.24 384.85 | 509.96 | 540.54

129.33 104.48 70.59 55.13 49.71

159.81 828.51 | 1515.06 | 2235.35 | 2339.57

135.18 208.92 322.35 | 391.04 | 563.21

loans

2009.12. | 2010.12. | 2011.12. | 2012.12. | 2013.12.
Total house- 100 100 100 100 100
hold loans
FX housing 3323 | 3463 | 3279 | 28.04 | 27.30
loans
FX mortgage
loans with- 27.65 | 2851 | 2855 | 2620 | 25.18
out specific
purpose
State support-
ed housing 16.84 14.07 12.80 13.67 13.33
loans
Overdraft 5.38 547 | 480 | 594 | 621
FX car loans 3.56 3.12 3.40 2.87 2.99
EX personal 2.97 2.4 1.72 1.21 0.68
loans
Forint per- 350 3.29 3.53 3.82 3.92
sonal loans
Ma.rket based 171 3.06 5.54 8.74 9.76
forint loans
Consumer 1.13 0.83 0.57 0.53 0.50
loans
Forint (non-
housing) 0.39 1.82 3.36 5.90 6.51
mortgage
loans
Forint car 0.31 0.44 0.69 0.99 1.50
loans

Source: Based on data of the Central Bank of Hungary
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Source: Based on data of the Central Bank of Hungary

Similar patterns can be observed as regards the loan structure and
individual loan types. Altogether lending activity remained sluggish
and the volume of household loans was around 80% of the end 2008
levels, which clearly indicates the difficulties households are facing.
The volume of FX loans declined significantly while forint loans gen-
erally increased with the exception of consumer loans. The volume of
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consumer loans declined because new placements were rare due to
the worsening income position of the retail sector. When evaluating
the size of FX loans, the impacts of exchange rate changes have to be
taken into account too. The significant jump of FX loans in 2012 was
strongly linked to the drastically weakening forint at the time.

Asaresult, loan to GDP ratio fell significantly, but larger movement
and changes have been experienced in the case of the household sec-
tor which - for obvious reasons - faced much greater volatility than

the corporate sector.

Graph 7. Household and corporate loans as a share of the GDP
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Because of the strong need to overcome the burden and risks as-
sociated with FX loans, there has been a continuous restructuring in
the ratio of FX and HUF loans. This has certainly eased somehow the
risks inherent in the FX loans exposure to exchange rate volatility but
the overall problem remained unchanged, especially because of the
substantial depreciation of the domestic currency that continues to
maintain indebtedness level despite the repayment of a large share of
FXloans in recent years. Although the share of FX loans declined, the
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affected participants — households and corporations - are still facing
big difficulties.

Graph 8. Structure of corporate lending
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Graph 9. Structure of retail lending
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In the meantime, the quality of household loans worsened sig-
nificantly and the share of non-performing loans - in arrears over
90 days - has been increasing in spite of the different programs
introduced in recent years to help household FX loan repayments.
It clearly indicates that an increasing share of households in ar-
rears is unable (or unwilling)* to meet their obligations. It also
demonstrates that the problems associated with household loans
increasingly slow down household consumption and thus make
the conditions for economic growth even worse. It has to be noted
however that apparently not only FX loans show big arrears but so
do HUF loan debtors, who are also facing great difficulties, which
is indicative of a deeper and more general problem undermining
the economy.

Graph 10. Household loans in arrears (as % of total household loans,
volume)
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In the new environment unfolding in recent years, banks have been
paying greater attention to rebalancing their loan-to-deposits ratio
and putting more focus on domestic funding sources. The unbalanced
funding position of several CEE countries coupled with the general-
ized tightening of liquidity conditions contributed to the rising fears

21 'The unwillingness is partly related to the continuous expectation of the FX loan
debtors for comprehensive government programs aimed at eliminating all FX-loans.
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that capital needs and funding pressures, faced by Western European
banks, may heighten pressure to deleverage in the CEE region.”* As a
result of increasing demand for domestic funding and the weak do-
mestic credit demand, the loan to deposit ratio has improved signifi-
cantly in the Hungarian bank sector.

Given the negative trends regarding loan placement in Hungary
compared to most of the Central European economies, the question of
financing growth is becoming increasingly important. As confirmed
by literature, creditless recoveries are not that rare at all. According to
the findings of a recent ECB paper, based on a sample of low and mid-
dle income countries, economic recovery may take place and growth
may accelerate even without significant expansion of credit activity.
Evidence also suggests that creditless recoveries are typically preceded
by large declines in economic activity and financial stress, in particu-
lar when private sector indebtedness is high and the country is reli-
ant on foreign capital inflows.” In the Hungarian economy creditless
growth is also supported by the very dynamic inflow of EU funds,
which finance large segments of investments in the economy and have
been able to substitute, at least partially, the weak loan demand of the
private sector.*

If we compare the data with eurozone information, we can also
arrive at an interesting conclusion. Due to the government’s actions
and the falling demand, household loans per GDP today amount to
only half of the Eurozone average while at the same time the debt re-
payment obligation per income ratio fell to 10 percent, which is again
not very significant. On the other hand, there are significant differ-
ences between the households. Within the group of households with
credits in the lowest income groups, the problems are continuing to

22 See more on that in detail: Vienna Initiative (2014)

23 Bijsterbosch-Dahlhaus (2011).

24 Itis important to note that in 2013-2014 the inflow of EU transfers has been excep-
tionally strong (5-6% of the GDP) partly owing to the fact that this money was badly
needed and partly because the 2007-2013 financial perspective is now winding down.
At the beginning of the new financial perspective of the European Union (2014-2020),
the inflow is reasonably expected to fall since the new programs need some time to
take shape. We can be certain however that in order to maintain the growth impetus
related to EU resources, strong efforts will be made to immediately channel as much
money into the Hungarian economy as possible. This will be very important in coun-
terbalancing the continued poor activity of private investments (these investments in
net terms - after deducting amortization - are close to 0% of the GDP).
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be significant. In this group the average debt obligation is about 30%
of the income, while for about 14 percent this burden is over 50% of
the household’s income, which is definitely over the critical level. For
many in this group the situation is dramatic. *

Conclusions

Prior to the financial and economic crisis, Hungary was a country
where each sector was highly indebted, which was not true for any of
the other Central European countries. In addition, the role of foreign
financing was significant, which made the country excessively vulner-
able to the liquidity of the international financial markets and the ex-
change rate movements. In comparison with the Eurozone countries,
none of the debts of the sectors (government, household, corporate)
was high as a percentage of the GDP, but the problem was with the
structure of the debt. In addition to relatively high public debts, the
structure of private indebtedness, in particular, the very large share
of FX denominated loans created serious risks for the macroeconom-
ic balance. These risks created a trap for the macroeconomic policy:
strict budgetary policy was required because of the high public debt,
which curbed domestic demand and worsened the profit prospects
for the enterprise sector. At the same time, the weakening domestic
currency led to increasing arrears in the repayment of household FX
loans. FX loans, which offered much more favourable conditions com-
pared to the high interest rate forint loans, became dominant both in
the retail and the corporate sectors. Because of the large financial vul-
nerability and the subsequent devaluation of the domestic currency,
the implications went far further than simple financial stability issues,
but the domestic demand and the growth perspectives were also hit
hard along with the banks’ ability and willingness to place new loans.*
Besides cyclical developments and the economic policy measures, FX
indebtedness of the private sector limited the possibility of new loan
placements.

In recent years one of the main objectives of the economic policy
has been to manage and keep the FX loan problems under control. This
need triggered several waves of programs but they all proved unable to
solve the problems. Parallel to this, lending to the private sector (both
households and non-financial corporations) decreased continuously

25 Balas (2013)
26 Gém (2011)
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reflecting problems on both the demand and the supply sides. This
is a characteristic that is completely different from the experiences of
other central European countries at least in terms of the length and
perseverance of this trend. The recent significant monetary easing of
the Hungarian Central Bank; i.e. the cuts in the key interest rate along
with the favourable loan programs have improved the conditions of
getting loans for the enterprise sector. The continuously decreasing
interest rate and the subsidised credit programmes all contributed to
the replacement of former riskier and more expensive loans.

To sum up, the structure of the increasing private debt and the
growing importance of FX loans deepened the problems of private
indebtedness, but not affected the absolute level of debt. As a result of
all the above and the other problems with the economic environment
in Hungary, I expect to see creditless growth and the very slow and
balanced increase of private indebtedness in the future.”” In the longer
run this would lead to a more secure and solid financial system and a
more cautious and balanced financial deepening.
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Household Indebtedness in Poland
in post-crisis perspective*

Emil Slazak, PhD

Warsaw School of Economics

1. Overview of household credit market

The objective of the research is to analyze bank loans supply related
prerequisites for the indebtedness trends of Polish consumer finance
market in order to show he impact the world financial crisis 2007-2009.

Despite dynamic economic growth since the Polish accession to the
European Union in 2004, at the end 2013 the indebtedness level of
Polish households remains relatively low from the EU27 perspective
as it accounted for approximately 37% of GDP whereas the average
ratio for the EU27 was as high as 57% o f GDP. Nevertheless, merely
ten years ago Polish household credit market entered into the period
of significant changes with progressing development. As consequence,
both consumer and mortgage loans have been growing steadily at fast
rates in the period of 2004-2008 (i.e. approx. 45% and 26% AAGR for
mortgage and consumer loans respectively). Towards the end of 2008
there was a strong halt to the fast growing household indebtedness in
Poland as the worldwide financial crisis resulted in a sharp increase
of risk aversion among banks. However, contrary to the post-crisis
deleveraging process in most EU countries, the total amount of out-
standing household debt in real terms at end-2013 grew in Poland by
3.7% annually (82% higher than in 2007) as compared to -1.1% in the
EU27 (Bouyon, Boeri 2014).

In 2003-2014 Polish mortgage debt market increased almost six
times i.e. from 4% to 23% of GDP. This growth was due to a very large
demand potential among Polish households matched with growing
credit risk appetite of banks in Poland (EbINezak 2008). It is not a co-
incidence that before 2009 flourishing mortgages loan market was de-
nominated by foreign currencies with the Swiss franc at the top. Lower

* This paper is revised by Prof. Rossitsa Rangelova, Professor at the Economic Research
Institute, Bulgarian Academy of Sciences, Department “International Economics”
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credit costs and constant appreciation of the zloty enabled a number
of average affluent households in 2004-2008 to take a loan in a bank
with appropriate creditworthiness. Towards the end of 2008 the an-
nual average growth rate in new mortgage loans dropped from 45%
to 10% because of the world financial crisis and thus resulted in very
stringent approach of Polish Financial Supervisory Authority in terms
of currency loan (i.e. foreign currency ban) and revised creditworthi-
ness methodology guidelines for all banks (i.e. maximum LtV ratio as
high as 90%).

As far as Polish consumer debt market is concerned, it doubled i.e.
from 8% to 16% of GDP in the period 2003-2014 as a result of fierce
competition among banks especially in terms of short-term loans and
skyrocketing credit cards market. The worldwide financial crisis has
very negative influence on consumer loans risk in banks which was ag-
gravated by worsening Polish labour market and jobless total growth.

The impact on the debt possession in Polish households came
both on the demand and supply sides of the personal finance market.
Under demand prerequisites Polish households are increasingly will-
ing to acquire debt to finance their needs, which is due to large con-
sumption growth potential (especially in real estates) together with
rising income level and new social patterns. In 2003, an average Polish
household was using debts to finance on average 1,8 objectives but in
following years, the number of objectives has been constantly declin-
ing to less than 1,5 in 2013. This data give evidence that using debt to
finance current needs is getting less popular as a sign of rising afflu-
ence of Polish society with decreasing importance of credit to attain
important personal goals. The share of households covering current
consumption expenditures and fixed costs with debt decreased sig-
nificantly (from 22.7% and 15.3% in 2003 to 16.3 and 7.2% in 2013
respectively) with the shift to long-term priorities (such as purchase of
durables and restorations works — 39% and 33% respectively in 2013).
Between 2003 and 2013 bank loans became increasingly popular in
order to finance households’ needs in real estate market (i.e. purchase
of house or flat from 13.7% to 18.8%). Furthermore, increased house-
holds affluence has brought about a decline in the share of households
that are financing the repayment of their previous debts with a new
loan (from 10.2% in 2003 to 7.5% in 2013) (Biaiowolski 2014).

90

Large demand for debt is matched with constant development of
consumer finance services as rapidly growing number of banks was
extending their offer from companies to households after 2004. As a
matter of the fact, the total credit portfolio of Polish banks is distin-
guished in European Union with one of the largest exposure towards
households with the 55% share. Polish debt market is strongly bank-
oriented. Since 2003 the share of households with bank loan has been
constantly in the upturn trends and the importance of other financial
institutions and private credit companies has been dropping. More
precisely, in 2003 loans’ share from non-bank resources played rela-
tively important role in the debt-market (i.e. 29.75%). Due to very in-
tensive bank credit competition, the accessibility of bank loans grew
rapidly assuring steady growth from 80.8% to 90.6% in the share of
households indebted towards banks in the short period between 2005
and 2009. At the same time, a number of households indebted to-
wards other financial institutions declined below 10% after 2010 and
the share of households paying off debt to private credit companies
dropped from almost 12% in 2005 to less than 4.5% in 2013. The grow-
ing dominance of banks in the households” debt in Poland brought a
reduction of debt resources diversification. In 2003 the average house-
hold in debt signed a debt contract with 1.2 sources compared to 1
source in 2013, which shows tightened relationships with the main
bank (Biaiowolski 2014).

In terms of debt growth potential, the individual indebtedness
ratio of Polish households (i.e. debt to income) reflects the growing
debt popularity. In 2003, the share of households with debt exceed-
ing their average annual income accounted for 10.7% of all indebted
households, whereas in 2013 this figure grew to 24.3%. On the other
hand, the share of moderately indebted households (as high as their
semi-annual income) dropped from 53% in 2003 to 41% in 2013. As a
matter of fact, the excessive debt reliance of Polish households in not
widespread and there are no crucial social problems in this field as
there are annually approximately only 40 cases of filing for personal
bankruptcy. This situation is partly due to very limited period of bank
loan expansion (i.e. 2003-2008) with a sharp abrupt in 2009 under
the influence of world financial crisis followed by slow recovery until
nowadays.
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2. Research objective and metodology

This research includes the comparative analysis of both consumer
and mortgage bank loans supply and demand trends in ten-year period
0f2004-2014. The impact of world financial crisis has given the evidence
of considerable shift in credit policy of Polish banks with strong expan-
sion in 2004-mid 2008 and distinct symptoms of deleveraging process
in 2008-2010. This research has been conducted on the basis of Polish
National Bank data with cyclical senior loan officer opinion surveys on
bank lending practices and credit conditions from 26 banks that covers
84% in clams on enterprises and households credit portfolio of banks
in Poland. Due to their nature, the consumer and mortgage loans have
been analyzed separately with cross observations.

The results of surveys are presented in the form of structures, i.e. the
percentages of banks, which have chosen a given option in response to
particular questions. Banks’ responses are weighted with the share of
the given bank in the market segment to which a given question relates.
The so-called net percentage was calculated for each response that is
the difference between the percentages of responses showing opposing
directions of changes. This magnitude indicates a general tendency in
the specific market segment within the range of -100% and +100%. A
negative index indicates a tendency of tightening the credit standards
or drop in demand for bank loan, whereas a positive index indicates a
tendency of easing the credit standards or an increase in demand.

For the needs of the first part of research, triggers for bank credit
policy have been divided into two separated groups i.e. internal ones
such as the outcome of own credit policy standards and procedures
in a given bank and external ones such as the result of fluctuation of
credit policy triggers in micro- and macroeconomics perspective.

The internal determinants of credit policy are as follows:
* current or expected capital position of the bank,

* changes in the share of impaired loans in the housing loan port-
folio,

e risk on the collateral demanded.

The external determinants of credit policy are as follows:
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* Polish National Bank monetary policy,

* risk related to the expected general economic situation,
* changes in the competitive pressure,

* changes in the bank loan demand,

* housing market prospects (in terms of mortgage loans).

For the purposes of an in-depth analysis the determinants of credit
policy have been classified into two groups with average median value
as a trigger for easing (above 0) and tightening of banks’ lending poli-
cy towards households.

The second part of the research is the analysis of lending policy i.e.
credit standards and terms. The standards of granting loans are under-
stood as the minimum standards of creditworthiness, set by banks, that
the borrower is required to meet in order to obtain a loan. The terms of
granting loans are the features of the loan agreement agreed between the
bank and the borrower, including spread, non-interest loan costs, maxi-
mum loan size, collateral requirements and maximum loan maturity.

The price-related terms of granting loans are as follows:

* spread on average loans,

* spread on riskier loans,

* non-interest loan costs.

The non-price-related terms of granting loans are as follows:
* security / collateral requirements,

e maximum loan-to-value (LTV) ratio,

* maximum loan maturity,

* maximum size of the loan.

Correspondingly to the in-depth analysis the determinants of
credit policy, also the terms of granting loans have been classified
into two groups with average median value as a trigger for easing
(above 0) and tightening of banks’ lending policy towards house-
holds (below 0).
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3. Credit policy of banks in Poland towards households - rese-
arch results

Over the past ten years it should be noticed that the first wave of the
world financial crisis had particularly adverse impact on credit accessibil-
ity for Polish households at the beginning of 2008. The sign of unprece-
dented shift in banks’ lending policies manifested in a significant increase
in the risk aversion in terms of credit exposures towards consumer loans
after a relatively stable increase in credit supply over 2004-2008.

Credit availability cuts, both mortgage and consumer bank loa-
ns, caused disequilibrium in Polish market with permanent nature,
thus the process of credit rationing occurred this time with varying
intensity depending on the form of bank financing. As a whole, a large
majority of banks started to withdraw from consumer finance market
reducing their credit risk exposure.

In terms of mortgage loans, the high growth in restrictive lending
policy of banks took place towards the end of 2008, thus slightly later
than in the case of consumer loans. Then over 90 net percent of banks
reduced the market supply of mortgages. It is specific for this type of
loan agreements that bank maintained high risk aversion in consecu-
tive quarters and the scope of the restrictive lending policy was highly
durable with its end no later than 2011. Such a halt in mortgage loans
development had not been observable before 2008. On the contrary,
before 2008 banks in Poland had been demonstrating very aggressive
credit policy and credit supply grew.

As a consequence of the world financial crisis, the housing loans
market in Poland permanently demonstrates low credit availability.
Beside the crisis, the decrease in the supply volume has been brou-
ght about by restrictive external prudential standards adopted by the
Polish Financial Supervision Authority to limit banks’ exposure to
credit risk in the portfolio of mortgage loans. It was particularly true
in terms of mortgage loans in foreign currency which eventually en-
ded in the mass withdrawal of such bank loan offers in Poland.

In the case of consumer loans, most banks have maintained highly
restrictive credit policies since 2008. Over 2008-2011 there has been
a realignment of risk exposure evidenced by high impairment losses
on the loan portfolio (i.e. in mortgage loans 16.7 billion in 2011 com-
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Figure 1. Households credit availability shifts change in 2004-2014.
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Figure 2. Supply gap of household’s credit in 2004-2014
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pared to to 3.2 billion PLN in 2008). Against such a background, it is
notable that before 2008 in almost all quarters banks tended to ease
lending standards in terms of consumer loans to a greater extent than
in the case of housing loans.

After 2012, whereas the restrictive approach to the availability of
consumer loans has been changed in most banks, the housing loans
market remains in permanent and high pressure limit supply. The ava-
ilability cut in the housing loan market has been developed in spite of
the relatively low level of Polish household indebtedness as compared
to European Union member states and far lower ratio of outstanding
loans against consumer loans portfolio.

The analysis of the credit supply gap in both the mortgage market
and consumer loans (calculated as the difference in credit supply and
credit demand shifts) gives grounds for the conclusions that after 2008
credit rationing with credit availability collapse has become perma-
nent in all segments of households bank loans.

In the case of housing loans, the negative supply gap was main-
tained over the whole period covered by analysis, despite the gradual
increase in supply starting from 2012, with high overall median -20
net percent as result of a much larger volume of household demand for
credit than credit availability in Polish banks. After 2008 the negative
output gap increased only by 10 percentage points. However, it was
primarily due to a significant decrease in customer demand for mort-
gage loans observed by most banks. The decrease in demand stemmed
not from vanishing high consumer needs in the real estate market, but
it was the result of the effect of postponing credit-taking decisions by
large group of potential borrowers as a result of more restrictive credit
standards adopted by the banks that time.

Analysis of the credit supply gap in the consumer loans brings less
definite conclusions than in the case of housing loans. The negative
output gap occurred in most quarters and it is characterized by a high
value fluctuations. As a consequence, the supply gap is more than
three times less elevated (median value -9.97 net percent) against the
mortgage loans market (median value -31.83 net percent). Similarly to
mortgage loans the output gap in the period 2009-2014 was influen-
ced primarily by a decrease in the demand. However, in contrast to the
mortgage loans, tightening of bank credit policies shows a downward
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trend. Thus, starting from 2013 reduced credit availability has a grea-
ter impact on the mortgage market than the consumer loans.

4. Prerequisites for tightened credit accessibility - research re-
sults

Among the bank credit policy prerequisites with greatest impact
on the reduced availability of households mortgage loans, the specific
importance should be attributed to exogenous factors. In times of the
world financial crisis, anticipated macroeconomic situation had an
overall limited negative impact on the availability of mortgage loans
in all banks. Macroeconomic determinants are also characterized by
a very high volatility impact on banks’ credit policies (standard devia-
tion 0.34). After 2009 over half of the banks reduced two times the
availability of mortgage loans due to the risk associated with the ex-
pected macroeconomic situation.

In contrast to the factors connected with the macroeconomic situa-
tion, endogenous factors like current and future situation of the capital
bank standing contributed to a reduced credit availability to a lesser
extent. Additionally, a permanent negative impact of impaired loans
in banks credit portfolio of banks for the availability of mortgage loans
can be evidenced by the fact that during the whole period of analysis
only in three quarters a change in the share of impaired loans in the
credit portfolio favored easing access to mortgage loans.

Among the factors that mostly influenced the tightening process of
bank credit policy in terms of consumer lending, the specific attention
should be attached to the risk associated with expected macroeco-
nomic situation. As an important trigger for restrictive credit policy,
this factor was under consideration in more than 80 net percent of
banks with two peaks occurrence during the world financial crisis (i.e.
first quarter and the fourth quarter of 2009). In the same period nearly
half of the banks also pointed at the risk associated with the internal
capital standing as an important factor of limited credit accessibility,
even though before 2008 this factor had had a generally positive on
the availability of consumer loans in banks.

Moreover, it is noteworthy that the impact of the risk of declining
in the macroeconomic outlook with negative impact on the availabil-
ity of consumer loans has become apparent during the international
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financial crisis. Until 2008 most banks recognized this factor as favor-
ing easing lending standards (nearly 50 percent in the second quarter
of 2005 and the fourth quarter of 2007). Reduced accessibility of con-
sumer loans is closely related to the materialization of credit risk in
terms of higher collateral requirements.

5. Impact of lending standards on credit accessibility - research
results

Among the terms of credit agreements with greatest influence on
reduced availability of mortgage loans, there can be distinguished
four credit standards, two of which are the price-related (i.e. spread
on average loans and spread on riskier loans) and two other non-price
-related (i.e. maximum loan-to-value (LTV) ratio and collateral requi-
rements).

It should be emphasized that towards the end of 2008 bank deci-
sions to increase spreads and non-price lending standards elements
was very common in Polish banking system, as such actions declared
approximately 90 net percent of banks. It was a considerable shift in
the bank credit policy since in previous years lending standards had
in general positively influenced the availability of mortgage loans
with much more attractive for customers maximum loan-to-value
(LTV) ratio in most banks. However, soon (i.e. end of 2009) the in-
fluence of lending standards on mortgage loans availability of home
loans returned to the pre-crisis state. At that time strong tightening of
bank prudential regulations lending standards became unfavorable to
mortgage loans availability. The noteworthy example is the decrease
maximum loan-to-value (LTV) ratio at the beginning of 2014 in case
of 60 net percent of banks.

On the basis of the above-mentioned observations, it can be con-
cluded that the banks in Poland firstly tightened price-related lend-
ing standards, and then facing an increasing macroeconomic risk and
continuing decline in real estate prices, banks decided to increase col-
lateral requirements on mortgage loans to avoid rising share of im-
paired loans.

The closer analysis of the extent of the shifts lending standards in
consumer loans over last years shows apparently different nature of
these loans as compared to mortgage loans. In the period before the
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world financial crisis, the spread on average loans had been raised
much earlier (i.e. late 2007) and it was a permanent element of a re-
strictive credit policy in case of most of banks. However, when world
banking markets collapsed under the financial crisis, unlike other
types of credit, lending standards in consumer loans did not entailed
the significant increase in spreads as part of tightened credit policy.

The trends above can be explained by the different nature of the
risk profile of consumer and mortgage loans. In the case latter, mar-
ket was rapidly growing before the crisis time with a fast increase in
banks’ exposure to credit risk (it was especially true for banks special-
ized in consumer finance markets). It is worth stressing that before
2007 banks in Poland had significantly eased the access to consumer
loans by lowering the lending spreads and collateral requirements.

The relatively early signals for risk of deterioration in the quality
of the consumer loan portfolio are further evidenced by the rapid in-
crease in banks spread on riskier loans. Such steps the banks in Poland
had taken much earlier than in the case of mortgage loans (i.e. the
end of 2007). It serves as evidence showing that the problem of ris-
ing credit risk exposure was recognized by banks earlier than credit
crunch symptoms developed to the full extent.

It is worth stressing that the availability of consumer loans after
2009 was heavily tightened by non-interest loan agreements with par-
ticular focus on riskier loans. On the other hand, over the overall pe-
riod of analysis there has been no significant reduction of access bar-
riers to consumer loans. Thus, unlike other forms of credit, in the case
of consumer loans, credit availability has been maintained by highly
tightened lending standards and currently there is no strong signals
easing lending standards.

6. Conclusions

The analysis of the credit availability in Polish household market
through the prism of the basic attributes of the credit policy indicates
predominate role of credit risk in impeding rising household indebt-
edness.

The rapid growth in risk-aversion credit policy in the world finan-
cial crisis period has become the most apparent in case of mortgage
loans, the market of which had been increasing the most in pre-crisis
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period, It is worth empathizing that before the crisis, the credit policy
of Polish banks was much more lenient in case of mortgage than con-
sumer loans. As the consequence, the world crisis has brought about
the dramatic shift in the mortgage loan market with the large credit

supply gap.

However, large and rapid growth in importance of tightening cred-
it policies of banks in Poland towards the end of 2008 has not brought
about any significant decline in the indebtedness ratio of households
in post-crisis period (i.e. the Polish household bank loan value has
not decreased in any single quarter after 2009). Credit momentum
has slowed very significantly under the impact of a large depreciation
of the zloty, but generally bank have carried on lending on a much
smaller scale and the large adjustments to credit policy under regula-
tory measures (e.g. the mass withdrawal from foreign currency loans,
new stringent guidelines for calculating creditworthiness).

Among the most important triggers for tightening bank loan
standards, the utmost importance should be attributed to exogenous
prerequisites, particularly related to macroeconomic risk. The banks’
fears of expected recession in Polish economy affected especially the
availability of mortgage loans, and to a lesser extent consumer loans.

The significant triggers, which caused a rapid tightening lending
policy from the late 2008 to 2011, were connected with internal de-
terminants of banks’ regulatory capital. Higher risk of inadequate
capital position of banks as compared to the projected development
of the macroeconomic aggregates was of a unprecedented nature in
the banking sector in Poland. In this context, unfavorable macroeco-
nomic conditions and internal factors stampeded the credit availabil-
ity growth ratio at the unprecedented scale. The vast majority of the
triggers for the rapid tightening of credit policies were decreasing after
2011. With some delay the consumer bank loans have been reoriented
due to the risk of rapid deterioration of the bank loan portfolio.

It is worth stressing that monetary policy of National Bank of
Poland had very limited impact on the determinants of the credit mar-
ket in Poland. The triggers for decreasing household credit availability
in Poland are to be seen primarily in the rapid growth of the macr-
oeconomic risk and not into credit market itself. Such a situation dif-
fers positively the credit market in Poland to phenomena in the United
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States, where an oversupply of credits (among others stimulated by
low market interest rates and refinancing activities of Fannie Mae and
Freddie Mac) created a huge demand for credit to a disproportional
level.

The intense but short-time nature of the credit crunch in Poland
can be illustrated by the fact that the main triggers for tightening credit
supply were primarily of price-related nature and thus relatively easily
and quickly modified (i.e. lending spreads and fees and commissions).
Non-price-related factors were used to reduce lending afterwards and
to the lesser extent.

The research results show the supply of household credit has been
considerably reduced in Poland after 2008 but both mortgage and
consumer loans have been growing contrary to majority of the EU27
countries with further but moderate rise in the indebtedness ratio
contrary to initial projections of long lasting deleveraging process. On
the whole, the credit crunch in Poland had fairly a short-term nature
but since the world financial crisis the apparent slowdown in credit
market demonstrates the long-lasting nature.
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Over-Indebtedness in Croatia: Situation,
Problems and Possible Solutions!

Predrag Bejakovi¢, PhD

Institute of Public Finance, Croatia

Introduction

In a relatively short time span of less than 25 years, Croatia has un-
dergone a ‘triple transition’ from a single party system to a pluralist de-
mocracy, from a planned to a free market economy and from war to
peace. Thus, the Government of Croatia faces a wider range of social
challenges than those of most other post-socialist states. Like most of
Eastern Europe, it has to cope with the consequences of the so-called
transition recession, with economic restructuring and privatisation. Due
to the mentioned factors, including the insufficient financial literacy and
consumers’ hunger for various goods and services that is inadequate to
the national economic development and personal income capacity, a sig-
nificant number of Croatian citizens is in an unfavourable social position
because they have significant over-indebtedness problems.

Over-indebtedness has serious consequences on the health of peo-
ple affected because it endangers their psychological stability and caus-
es the feeling of crisis, anxiousness, fear, frustration and stress. Over-
indebted persons often have worse health conditions; they suffer from
continuous feelings of exhaustion, and endure more physical pain in
comparison to the total population. Because of the aggravated health
condition of individuals affected, significant social costs arise which
can be classified in direct terms (the medical treatment, recuperating
in hospital, medicines etc.) and indirect costs (reduction of productiv-
ity, absence because of the sick leave, the costs of long-lasting medical
treatment, rehabilitation and the early retirement of affected individu-
als). There are also other social costs, such as increased probabilities
of criminal behaviours, or children dropping-out of education. Thus,
because of over-indebtedness and low levels of education poverty can

1 This work has been supported by the Croatian Science Foundation under the
project 6558 Business and Personal Insolvency - the Ways to Overcome Excessive
Indebtedness.
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be transferred to new generations. Finally, there are also important
social costs linked with the legal proceedings related to compulsory
collections, losses of tax yields, the provisions of consultation services
for the affected population and increased social welfare expenditures.

Because of the economic recession, increased unemployment and
budget problems, there has been a further deterioration of over-in-
debtedness, which causes further problems with social exclusion and
marginalisation. The mentioned factors have an adverse impact on the
social welfare and wellbeing of Croatian citizens. Following this short
introduction, a section dedicated to the situation of over-indebtedness
is included. The third part comprises of a discussion surrounding the
problems with over-indebtedness, their causes and the realised activi-
ties for improvement. The final section comprises of conclusions and
recommendations.

Situation with over-indebtedness

There is a based assumption that over-indebtedness of the popula-
tion is one of the most important determinants of social exclusion.
In this part of the text the trends of over-indebtedness and its conse-
quences in approximately the last 10 years are explained. According
to the Croatian Central Bank estimation, the credit indebtedness of
the population in Croatia increased from 32.1% of GDP at the end
of 2004 to 35.9% at the end of 2005 and around 40.6% at the end of
2006. In doing so around 96% percent of citizens used commercial
bank loans. The ratio of household debt to the estimated annual net
wage bill went up from 105.2% at end-2005 to 117.3% at end-2006.
In the first 11 months of 2007, the amount of credit by commercial
banks to the citizens increased by HRK 24.0 billion, from HRK 187.8
at the end of 2006 to HRK 211.8 billion at the end of November 2007.
Almost one third of the mentioned increase is caused by mortgages
whose amount increased from HRK 7.6 billion to HRK 44.2 billion.
In Croatia it may be assumed that young, educated persons are the
most indebted, because they represent the most creditworthy segment
of the population but also the one with the least assets. In 2007, the
average total debt service burden of Croatian households totalled 6%
of their disposable income.

Debt to banks remained the most dominant debt category, ac-
counting for about 95% of total household debt for several years. In
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2006 and 2007, this was supported by the continued surge in supply
of increasingly cheaper bank loans, particularly those denominated in
Swiss francs. At the same time, as household savings held with banks
grew slower, the ratio of debt to time deposits with banks rose to about
129% at end-2006 and 154% at the end of 2007. Still, one should bear
in mind that household investments in investment funds and directly
on the financial market recorded a strong upturn in 2006 and 2007 so
that the household debt-to-financial assets ratio is lower.

However, in the case of currency crises — as happened in 2008 - the
majority of borrowers with below-average income have debt payment
problems. As expected, debt-service burdens continued to plague low-
er-income families disproportionately. The evidence suggests that the
income of the poor does not allow them to save (only 4% of the poor
report positive savings during the recall period). Only 13% of the poor
have had access to borrowing (from either the banking system or in-
termediaries other than relatives) during the last 12 months. The poor
do not save much and barely borrow in formal credit markets — which
exposes them more to loan-sharking and high income rates. The com-
bination of low capacity to save with limited access to borrowing sug-
gests that the poor are also vulnerable to shocks and hence to income
fluctuations. Particularly from the point of social exclusion and rev-
enue security of citizens it is useful to analyse indicators according to
deciles of available revenues. The biggest loan burden is present from
the sixth to the eight decile of gross available income.

The slowdown in household debt growth put a stop to the increase
in the household debt level in late 2008 and during the whole 2009. At
the same time, the currency and interest rate exposure of households
increased further. Also, unfavourable labour market trends seriously
eroded households’ capacity to service their credit obligations regular-
ly. The annual growth rate of household debt, which stayed relatively
high in 2008 due to the base effect of its mid-year increase, dropped
to 7.3% in March 2009, a quarter less than at end-2008. The interrup-
tion of household loan growth was due to several supply side factors
- primarily the banks’ desire (at the time when liquidity conditions are
tight and foreign assets are used to finance domestic lending) to main-
tain established relationships with the business sector and particularly
to provide funds to the government, as a more reliable borrower in
the period of the economic downturn. Household loan demand itself
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dropped due to increased insecurity regarding the future dynamics of
employment and wages, which recorded negative trends early in 2009,
pessimism regarding future developments in the residential property
market, which induced some households to postpone a decision to
purchase a dwelling, and the recently emerging risks resulting from
the upward tendency of interest rates.

In such circumstances, banks and housing savings banks, which
account for the bulk of household debt, significantly slowed down
lending to households. The growth of all types of bank loans slack-
ened; credit card and car loans, which grew slower even in the preced-
ing period, decreased in the first quarter of 2009, while housing loans
continued to grow at a slower pace even in the preceding period. In
the last quarter of 2008, banks relied more heavily on external for-
eign currency funding and redirected household savings in the do-
mestic currency (kuna) to foreign currency deposits, which reversed
the upward trend in the share of the domestic currency loans in total
loans. However, slower lending to households early in the year also
slowed down the substitution of kuna loans for loans denominated in
or indexed to foreign currencies. According to data by the Croatian
National Bank, in March 2009, 68.3% of total household loans were
denominated in foreign currencies, which is still less than in previous
years. Nearly 97% of total household loans were issued at interest rates
variable within a year, which shows that the interest rate risk expo-
sure of the household sector is significant. In terms of maturity, most
household loans are long-term. However, since most of these loans are
also indexed to foreign currencies and contracted at variable inter-
est rates, the currency and interest rate risk exposure of households
stayed rather high in 2008 and with a tendency to increase.

The slower growth in total household debt in 2008 largely stopped
the deterioration of household debt and debt burden indicators, which
was particularly evident in the first quarter of 2009. The ratio of house-
hold debt to estimated disposable income, which slightly worsened
in 2008, improved early in 2009 despite lower growth in household
disposable income. The household debt-to-deposit ratio, which was
relatively lower than in some Central and Eastern European countries
in 2008, also improved slightly at the beginning of 2009. However, the
stagnation of this ratio from early 2008 was somewhat affected by the
transfer of household assets from the capital market to bank deposits,
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which resulted in a continued deterioration of the ratio of household
debt to total liquid financial assets. The mild recovery of the domestic
capital market in early 2009 and the stagnant household debt slowed
down this indicator’s deterioration in the first quarter of 2009. The
interest burden considerably increased due to the upward trend in in-
terest rates that prevailed in 2008 and the first quarter of 2009.

Weaker household demand for loans was largely due to negative
trends in the domestic labour market in the year 2008 and particularly
2009. In the first three quarters of 2009, employment decreased by
2.4% from the same period of 2008 under the impact of the private sec-
tor’s adjustment to recession, while the average real wage held steady.
These adverse trends in the labour market and increased tax burden
in the second half of 2009 led to stagnation in real disposable income
on a whole-year basis. The rise in the lending rates of banks and the
tightening of non-interest credit terms contributed to a reduction in
household borrowing in 2009. A revival of lending to households,
which slowed down the fall in total household debt in late 2009, is
indicated by the rise in the amount of newly-granted long-term loans
to households. Households had increasingly relied on short-term bor-
rowing from banks ever since the crisis escalation, which banks en-
couraged due to uncertainty as regards the stability of sources. Home
loans, which were the main generator of household debt growth over
the previous years, remained almost unchanged in 2009. However, in
late 2009 and early 2010, this trend reversed: while short-term loans
held steady, newly-granted long-term loans recorded growth for the
first time since mid-2008.

Broken down by purpose, the amount of newly-extended home,
car and credit card loans stayed almost the same, while the revival
was particularly evident in other long-term loans at end-2009 and in
early 2010. As other long-term loans dropped the most when the cri-
sis escalated, their decline has still not been completely offset by the
current recovery. Total housing loans continued to grow slowly, while
the total of other loans granted steadily declined at the annual rate
of 5-6%, notwithstanding the increase in newly-granted loans. In late
2009 and early 2010, banks increasingly continued to index loans to
the exchange rate, thereby magnitying household exposure to the risk
of exchange rate depreciation. At the end of the first quarter of 2010,
household loans indexed to foreign currencies accounted for 71.2% of

111



total household loans. The rising share of relatively cheaper long-term
loans in the total amount of newly-extended loans could reduce the
loan repayment burden of households, which is contributed to by ex-
tensions of loan maturities. Still, exposure of households to the risk of
increased debt burden due to interest rate movements remained high.
In spring 2010, nearly 96% of all household loans were made with in-
terest rates variable within a year, the same as a year earlier.

The improvement in most household debt indicators that occurred
in 2009 due to the fall in total household debt was of a short duration.
The impact of unfavourable labour market developments strength-
ened in 2010 (reduction in employment possibilities and increased
number of unemployed) and the drop in the total net wage bill caused
that the ratio of household debt to disposable income deteriorated and
returned to the historical high of end-2008. The ratio of interest pay-
ments to household disposable income also deteriorated despite stag-
nation in lending rates in late 2009 and during 2010. Still, the ratios of
household debt to total liquid financial assets and deposits improved
in the same period. This was due to the continued growth in house-
hold bank savings, but at a lower rate than in previous years, while the
recovery of the capital market increased the value of household assets
invested in securities and investment funds and prompted some inves-
tors to return to the market, particularly to its most-liquid and least
risky segments. The reduction in the tax burden for most households
was only a cushion to the expected steady fall in household disposable
income in the second half of 2010, due to the cancelation of crisis tax.
As interest rates have remained relatively high, debt burden and the
burden of servicing existing loans continued to increase. This implies
the continued increase in the share of non-performing loans; particu-
larly those granted to households, the growth of whose debt in previ-
ous years was not in line with their creditworthiness. This led to an
annual decline in all loan categories, with the exception of home loans,
which grew at a much slower pace than in the previous year.

Following an improvement of household indebtedness indicators
in 2009, the situation grew worse in 2010 as a result of a higher ex-
change rate of the Swiss Franc and a drop in family income. A slight
growth of income might influence the improvement of household
indebtedness indicators in 2011, although the number of vulnerable
households continued to grow due to the expected continuance of a
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reduced employment trend. Households reacted to the financial crisis
by a negative revision of expectations concerning future salaries and
other incomes, resulting in lower personal consumption and lower
needs for indebtedness. Since mid-2009, households have constantly
been trying to lower their indebtedness, although their debt in 2010
increased nominally due to higher exchange rate of the Swiss Franc,
because one third of all bank loans to households were granted in this
currency. So, following a decrease of indebtedness of HRK 3.8 billion
(-2.7%) in 2009, the total debt of households at the end of September
2010 reached the level that existed in mid-2009, by annual increase
for HRK 1.4 billion (1.0%). But, if the influence of the exchange rate
to indexed household loans in HRK is removed, in 2010 households
continued to lower their debt, although at a rate slower than in 2009.
The described dynamic of the debt was realized mostly due to the drop
in demand for household loans under the influence of unfavourable
trends on the labour market, which continued in 2010, and due to
keeping interest rate at an increased level, with difficult access to new
loans due to decreased proneness of the banks to risks. Tax changes
implemented at the beginning of the third quarter in 2010, increased
net salaries as a single incident, and, in combination with the expected
abolishing of the higher rate of special crisis tax at the end of the year,
somewhat mitigated the negative influence of growing uncertainty
to demand for household loans. According to the data provided by
the Croatian National Bank (2010), the slowing down of the dynam-
ics of total household debt reduction can be noticed in an increase of
amounts of the newly-approved loans in this sector. During the crisis,
the amounts of long-term household loans decreased significantly, but
started to increase again at the end of 2009. The higher rate of loan
granting was mostly the result of higher amounts of other long-term
loans granted (such as money general purpose loans) and credit card
loans, which resulted in the growth of their total amount at the end of
September 2010, for the first time since the end of 2008. Unfavourable
macroeconomic trends in 2010 continued to reduce the ability of
households to regularly return their debts, which was reflected in an
increase of the share of bad loans granted to this sector.

This is in line with the results of the analysis of household sector
immunity (Zagreb: Economic Institute Zagreb and Croatian National
Bank 2009). In order to quantify the impact of various unfavourable
scenarios of the decreased number of the employed, weakening of the
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exchange rate of HRK and growth of active interest rates of banks, as
well as their combinations to the dynamics of the banks’ exposure to
potentially vulnerable households in 2011, a survey of the immunity of
households to the said shocks was carried out. The used vulnerability
indicator is based on the concept of financial limit, i.e. income left after
the payment of loan rate and settling minimum life costs. The simula-
tion of available household vulnerability indicator trends, performed
on the basis of data from HBS and evaluated trends of macroeconomic
and financial variables for 2010, shows a significant increase in the
number of vulnerable households and their debts, following the trend
of bad loans to households in this year. The share of vulnerable house-
holds among those indebted grew to 22.5%, while bank exposure to
such households increased to 18.5% of total loans, 4 percentage points
more than in 2009. The employment drop mostly contributed to the
increased share of debts of vulnerable households (approximately 2
percentage points), while the impact of a weakened exchange rate of
HRK to the Swiss Franc was much smaller (0.4 percentage points). All
other factors exercised a much weaker influence.

According to the data from the Croatian National Bank (2011) the
debt of the household sector during 2011 stagnated. Mild nominal
growth of household debt is mainly a consequence of the deprecia-
tion of the HRK exchange rate against CHF and EUR. The amount
of household debt was adjusted with regard to the influence of ex-
change rate changes so it stagnated at the previous year level. At the
same time, a mild intensification of new debt was noted, primarily in
the segment of newly granted long-term loans, while the amount of
newly granted short-term loans continued to decline. This increase
in the share of long-term loans in the total amount of newly granted
loans was encouraged by the decrease in interest rates on these loans
during 2011, as well as the slowing down of negative trends in the la-
bour market. The expected new deterioration of economic prospects
in 2012 could have a negative effect on the household debt. The re-
maining long-term loans (i.e. cash loans) were still the primary form
of new household indebtedness during the first half of 2011, because
of which the annual growth of the total amount of these loans acceler-
ated. In the third quarter of 2011, a growth in new household hous-
ing loans was noted. Thereby, the nominal amount of housing loans
had the annual rate of 6% at the end of September. This increase was
primarily a consequence of the appreciation of CHF and, to a lesser
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extent, EUR in mid-2011. The stagnation of household indebtedness
during the first three quarters of 2011 is also indicated by a relatively
stable ratio of debt and available household income, while other indi-
cators of household indebtedness show mild improvement. Under the
influence of further stable increases in household savings in banks,
the tendency of a decrease in the ratio of debt and deposits continued,
which lasts from the end of 2008. The growth of bank deposits was
higher than the reduction of household assets invested in investment
funds, and during the first three quarters of 2011, the ratio of debt and
liquid household financial assets also continued to improve. Due to a
decrease in interest rates in combination with stagnation of debt in the
household sector, the long lasting tendency of deteriorating ratio of
interest paid and available household income was turned around. The
exposure of households to exchange rate and interest rate risks during
the first three quarters of 2011 was kept on a high level with a mild
tendency of growth. The movement in exchange rate risk is prima-
rily reflected by the extension of maturity periods for newly granted
loans, as long-term loans are mainly granted with currency clauses.
This way, the share of loans linked to a foreign currency exchange rate
reached almost 76% of the total loans at the end of September, that is,
it returned to the level from the beginning of 2007. At the same time,
an exposure of households to the risk of an increase in loan repay-
ment increased due to movements in interest rates, so at the end of
September 2011, almost 93% of all loans were granted with a possibil-
ity of interest rate change within a period of one year.

The process of decreasing indebtedness intensified during 2012, so
the household debt until the end of September dropped below the lev-
el of 40% GDP (Croatian National Bank, 2013). Reduced indebtedness
was primarily reflected in lower exposure towards banks (-0.8% GDP)
while the household debt towards other financial operators, which
accounts for 4% of the overall debt, was relatively stable. The annual
rate of growth of the total household debt in late September 2012 was
-2.0%, that is, -1.5% if we exclude the impact of mild appreciation of
HRK during the third trimester. The absence of more pronounced
new loans supported the trend of declining household debt in 2012.
In view of the stagnation of the granting of new loans during the past
two years, with an exception of mild seasonal oscillations, while the
repayment of the existing loans is still relatively stable, the total house-
hold debt is on an effective decline as of mid-2009 at the average an-
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nual rate of -0.84%. In the structure of newly approved loans, there is

Table 1: Household Debt in Croatia, 2003-2013
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and the available household income and supported the tendency of
deteriorating ratio of interest paid and available household income,
despite the retention of bank interest rates at an elevated level.

In 2013 households continued to decrease their financial liabilities
to all creditors in conditions of years-long absence of economic growth,
high unemployment and overall uncertainty. During a one-year pe-
riod households decreased most of their debt to credit institutions,
which in 2013 accounted for almost 99% of the total financing of this
sector. The annual rate of change of total household debt at the end of
the third quarter of 2013 was relatively low and amounted to -0.43%,
which is a consequence of the usual seasonal weakening of the kuna
exchange rate, and so the rate of decline in debt adjusted by the change
in exchange rate was almost three times greater, —1.41%. Households
decreased their debt in terms of all types of bank loan. The somewhat
lower amounts of newly granted loans contributed to this significantly,
especially in the third quarter of 2013, when households were granted
the lowest amount of new loans in the four years period 2010-2013.
The decrease in new household borrowing was more pronounced in
long-term than in short-term bank loans, so a slight rise of those loans
recorded in the first half of 2013 was offset.

In the structure of new long-term borrowings, the amounts of new-
ly-granted housing loans decreased the most (by -37.5% at the end
of September), which, alongside the increasing deterioration of their
quality, was reflected in the increasing decline in the total amount of
housing loans granted to households (at the annual level by -2.5% in
effective terms). At the same time the amounts of all other types of
long-term loans decreased (especially car loans, the already newly-
granted amounts of which have been more than halved in the last year
and a half). By the end of September 2013 only amounts of newly-
granted other long-term loans continued to increase (e.g. cash any-
purpose loans, overdrafts etc.) despite a strong tightening of condi-
tions for their approval, which affected the rise of the total amount of
other loans at annual level by 1.3%. Extremely weak lending activity
in the household financing segment is a consequence of a combined
impact of low consumer optimism and tightened lending conditions
(price conditions, but also collateral requirements), which discour-
aged household demand, low already because of the high unemploy-
ment and the still declining real income.
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Household interest in new loans is not likely to increase consider-
ably in the following period; household demand will be able to trig-
ger a new wave of lending only after a considerable slowdown in the
negative trends in the labour market that might bolster consumer
confidence and thus also personal consumption and investments, es-
pecially if residential property continues to be increasingly financially
available. Besides macroeconomic risks in the form of loss of jobs, in
2013 households were especially exposed to the possibility of loan
repayments increasing, due to exchange rate changes and/or interest
rate changes. At the end of September 2013 the household exposure to
currency risk slightly declined (share of loans indexed to a foreign cur-
rency accounted for 75% in the total loan structure), while the expo-
sure to interest rate risk continued to increase (almost 99% of all loans
were granted with the possibility of interest rate change within one
year), partially under the influence of the structure of newly-granted
long-term loans.

The amendments to the Consumer Credit Act, which regulate the
method of interest rate calculation in household loans so that a fixed
margin is added to the selected variable parameter, could have cer-
tain positive effects on household financing conditions and their in-
terest cost burden. (The fixed margin is the national reference rate of
the average banking sector financing cost, EURIBOR, LIBOR, yield
on T-bills of the Ministry of Finance or the average interest rate on
household deposits in the underlying currency). Besides implement-
ing a completely clear definition of interest rates and the conditions
under which they can be modified, the most significant amendment
brought forward by this regulation is the limitation of interest rates in
currency-indexed housing loans, in conditions of considerable appre-
ciation of the relevant exchange rate (more than 20%). Those amend-
ments aim at alleviating the possible combined negative impacts of
exchange rate and interest rate exposures of households, which in the
case of loans indexed to the Swiss franc proved to have a very nega-
tive effect on household creditworthiness. The temporary limitation
of those interest rates, which makes them actually fixed, will reduce
the interest burden to households burdened by those loans, the re-
payment of which will be facilitated. Alongside desired, positive, ef-
fects the amended regulation also leads, especially in the long-term,
to certain risks that should not be neglected. These risks are primarily
the consequence of the possibility of relating the interest rate changes
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to the dynamics of the still extremely low EURIBOR/LIBOR, which
fails to reflect the bank financing costs adequately: in conditions of
monetary expansion in the Eurozone and the consequent historically
low interest rates, it is much more likely that the related variable inter-
est rates of banks will rise than that they will decline. The continuing
household deleveraging in the second and the third quarter of 2013
enabled an improvement in the majority of indicators of this sector’s
debt and debt burden, and a further improvement of those indicators
is expected due to the amendments to the Consumer Credit Act.

In 2012 and 2013 households continued to increase their savings
in banks and housing savings banks (by average 4.1%), which con-
siderably contributed to the rise in their overall liquid financial as-
sets, so the ratio of debt to these household savings categories, which
had been declining for years, additionally improved by the end of
September 2013. The gradual slowdown in the growth in nominal
household disposable income, which started at the end of 2011, pri-
marily under the impact of rising unemployment, reversed to a drop
in the third quarter of 2013, and thus the ratio of debt to household
disposable income slightly increased at the end of September. At the
same time the coverage of the currently declining amount of interest
paid by disposable income slightly improved, and further decrease
in the interest paid burden may be seen in first three months of
2014 as well, in view of the interest rate limitations embodied in the
Consumer Credit Act.

The halting of the contraction of economic activity at the begin-
ning of 2014 is probably not a sufficiently strong incentive for the re-
covery of undermined household optimism. Together with the further
decline in real income and the obvious change in consumers’ habits,
caused by the years-long recession that decreased their real assets, this
will be a major hurdle in strengthening this sector’s demand for new,
especially long-term, loans. The deleveraging process is likely to con-
tinue, even slight deceleration is possible. Despite that, the potential
future bank losses which could arise from lending to this sector have
increased, primarily due to a greater exposure of households to inter-
est rate risk. This could considerably hamper the repayment of the
majority of both existing and new loans extended to households if the
global interest rate level rises.
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Since 2003, household debt in Croatia has been rapidly increasing,
but it started to decrease in the last few years. As seen in Table 1, by
year-end 2006 household debt had risen to represent 35 percent of GDP
and 96 percent of gross disposable income. By the end of 2008, loans to
households had grown to 53 percent of all bank lending. The mentioned
share constantly decreased reaching 44.4% in 2013, while the strong an-
nual growth changed direction and in the last few years stagnation in
annual growth of household debt in Croatia was evident.

Problems with over-indebtedness, their causes and realised ac-
tivities for improvement

Problems: Over-indebtedness as a factor of social exclusion

The robust growth in household debt in the 2002-2007 period coin-
cided with real growth in household disposable income, large econom-
ic expansion and a considerable fall in banks’ interest rates. However,
household debt indicators deteriorated markedly as total household
debt grew faster than income. This raised concerns about potential
implications of an additional increase in the debt burden on financial
stability. An analysis of household debt based exclusively on data ag-
gregated at the sector level is not a best financial vulnerability indica-
tor as it fails to provide insight into the distribution of debt and credit
risk by individual household groups. Hence, the macro approach must
be complemented by using individual data on indebted households
to determine the debt structure and sustainability (micro approach).
As expected, analysis of the Household Budged Survey (HBS) data
showed that the share of indebted households in the total number of
households by decile increases together with the rise in disposable in-
come. Hence, nearly half of total debt in all reference years was gener-
ated by 30% of households with the highest disposable income.

Households with the lowest disposable income per household
member are usually the most vulnerable among indebted households.
The analysis of HBS data shows that the percentage of indebted house-
holds in the lowest (and thus most risky) income brackets was rela-
tively small and steadily decreased in the period between 2005 and
2008. The share of total household debt held by households in the
three lowest income brackets also decreased. The financial margin,
i.e. income available after subtracting the amount of annual loan pay-
ments and the at-risk-of-poverty threshold, is another useful instru-

121



ment to identify potentially vulnerable households. In terms of this
concept, 15.9% of all indebted households were vulnerable at the end
of 2008. At the same time, the debt held by vulnerable households
accounted for 14.3% of this sector’s total debt. This was less than in
previous years, with the proviso, however, that the tendency for this
proportion to reduce visibly slowed down. A decline in banks’ expo-
sure to risky households corresponded relatively well with the dynam-
ics of bad household loans in the observed period.

Although the percentage of indebted households in the lowest in-
come groups is relatively small, relative indicators show that their debt
and loan repayment burdens are significant. Nevertheless, this does not
represent a significant risk for banks as the share of these households
in total sector debt is relatively small. Relative indicators of household
debt decrease as disposable income increases. The ultimate goal was
to identify potential vulnerability sources that could turn into banking
sector losses in case of shocks. Potentially vulnerable households were
defined by using the concept of financial margin. The financial margin
(FMi) is the income reserve available to a household after subtracting
from annual household disposable income (HDI) the at-risk-of-pov-
erty threshold (RPT) for a household a positive income reserve have
no financial difficulties and regularly service their loans. The analysis
showed that all indebted households in the lowest income bracket had
a negative financial margin in the observed period. However, as these
households, on average, account for less than 3% of total sector debt,
banks’ credit risk exposure arising from these loans gives no reason
for concern. The share of vulnerable households in the total number
of households decreases as disposable income per household member
increases and is less than 1% in the highest income brackets.

The total percentage of vulnerable households at the sector level
held steady at a relatively high level of around 18% in the reference pe-
riod since 2006. Total debt held by potentially vulnerable households,
which could not be regularly serviced in case of certain macroeconomic
shocks, presents a potential loss for the banking sector (exposure at de-
fault, EAD). The greatest exposure at default arises from loans granted to
households in the lowest income brackets while, as expected, it decreas-
es with the rise in disposable income. In the three-year period under
observation 2005-2007, on average, 15.3% of total household loans were
risky according to this criterion. Notwithstanding a slight downward
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trend in the share of risky loans in total loans, banks’ exposure to credit
risk stayed relatively high. A combination of criteria of the financial
margin and the ratio of loan payment to household disposable income
shows that on average 6.9% of indebted households were vulnerable in
the same mentioned period. At the same time, their debt accounted, on
average, for a significant 9.7% of total household debt.

The analysis showed that during the period of a rapid credit growth
banks pursued prudent credit policies and granted most loans to
young educated individuals whose disposable income had good
growth prospects. The 2005-2007 growth in total household debt led
to a slight increase in the share of vulnerable households in the total
number of indebted households. However, the banks’ exposure at de-
fault associated with loans granted to vulnerable households slightly
decreased during the reference period though its level stayed relatively
high. According to the data by HBS more in debt are higher quintile
groups (Picture 1).

Picture 1: Household debt according to quintile groups
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Source: Bejakovi¢, Mastela Buzan, Urban (2008) using the Household Budget Survey.

Croatian research on household debt is scant and one rare piece is
by Bejakovi¢, Mastela Buzan and Urban (2008). According to data by
the Household Budget Survey, the authors conclude that one third of
households (about 470,000) have debt, and this proportion did not
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change between the 2003 and 2006. However, the share of households
with mortgage loans increased from 9 to 14% and the share of house-
holds with other loans decreased from 27 to 23%. Approximately 3%
of households have housing and other loans. The average number of
loans per household is 1.4 which has not changed in the observed pe-
riod. Approximately 3% of households have three or more credits. The
average amount of other loans (for households that had such loans)
increased by 9%, from HRK 16.7 thousand (€ 2,227) per household
in 2003 to HRK 19.5 thousand (€ 2,600) per household in 2006. The
average amount of mortgage loans (for households that have had such
a loan) is about HRK 30 thousand (€ 4,000) per household. The men-
tioned share varies from 11% for households with only members older
than 64 years to 20% for the first quintile group and the group with the
head of household aged 35-44 years. For about 15% of household sthe
share of the disposable income is between 25 and 50% and for 3% of
households that share exceeds 50% of the disposable income.

Using the Household Budget Survey, Sugawara and Zalduendo
(2011) find that very few households in Croatia are at risk as a result
of the shocks experienced over the past few years. They state that new
vulnerable households represent about 2 percent of all households,
6 percent of households are with debt and 2-3 percent of aggregate
banking system assets. The low levels of vulnerable households, as
well as the low levels of debt incidence, suggest that household debt is
unlikely to become a drag on aggregate economic activity and that fi-
nancial stability risks remain manageable. The authors state that three
findings are worth noting. First, only 1 out of 3 households have debt;
i.e., 34 percent of all households have some type of debt, so debt is not
as widespread as in advanced economies. Second, debt is more com-
mon among upper income quintiles; i.e., 14 percent of households in
the lowest quintile have debt compared to 47 percent of households in
the highest quintile. Finally, only 4.6 to 7.6 percent of all households
are at risk before a shock. One serious problem should be underlined.
Some 27-31 percent of households with debt, representing 8-9 of
banking system assets, are vulnerable even before being subjected to
an economic shock. Since non-performing loans were low before the
global financial crisis, it can be argued that banks knew something
about some of these households that is not captured by the household
budget surveys. The calculations in their survey are primarily focused
on the increased vulnerability of households as a result of shocks and
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are likely to represent an upper bound to the financial stability risks
faced by Croatia on account of households.

According to research carried out by GfK Hrvatska (2013), one in
five citizens had financial losses and problems with debt repayment.
The pains of debt, of those who felt them, are mostly connected with
excessive personal consumption; one in three citizens says that his/her
household is over-indebted, that is, has visible problems with debt re-
payment and timely payments, and that the living standard deteriorated.
Around 10% of citizens hold that there is no solution for their over-in-
debtedness. As mentioned, household deleveraging continued in 2013,
and in view of the expected, weak economic recovery, high structural
unemployment and low optimism level, this trend is likely to continue
in 2014. Although the regulation reduced interest burden in the short-
term to make it easier for some households to repay their loans, due to
the increased exposure to interest rate changes in the middle term, the
vulnerability of this sector has increased additionally.

Regardless of the fact that there is not a clear and unambiguous
definition of the concept, it is generally accepted that social exclusion
is a multi-dimensional phenomenon which weakens the relationship
between the individual and the community. This relationship can have
an economic, political, socio-cultural and even spatial dimension. The
more the number of dimensions an individual is exposed to, the more
vulnerable they become. Exclusion is most commonly spotted in ac-
cess to the labour market, the most essential social services, the re-
alisation of human rights and the social net. Social exclusion is often
linked to unemployment and poverty, but these are not its only causes.
The modern concept of social exclusion clearly accepts that over-in-
debtedness is one of the most important reasons for social exclusion.
Thus, it is necessary to analyse possible causes of over-indebtedness.

Causes of over-indebtedness

Several issues might be presented as causes for over-indebtedness,
ranging from predatory lending and insufficient and/or weak con-
sumer protection to irresponsible personal finance practices caused
by widespread consumerism and/or a lack of financial literacy. Overall
the largely privately-owned banking sector has remained generally
sound, amid a rapid credit expansion there are still cases of preda-
tory lending. Around 95% of banks are privately owned and the share
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of foreign ownership has remained high at 91%. However, the people
that are not eligible for credit in the official financial institutions are
forced to use predatory lending.

Till relatively recently, Croatian citizens did not have a full supply
of goods and services on the market because the former economy was
relatively closed and with high tariffs that protected the domestic of-
ten obsolete and low quality production. Market economy brought a
completely new array of products and services that most citizens have
seen directly only for the first time and one should not be surprised
that they want to have all benefits of the new age regardless of their
available income. Having in mind the relatively easy access to bank
loans under relatively favourable repayment period and low interest
rate in the circumstances of strong GDP growth in the period 1999-
2008 (with average rate of above 4%), it should be understandable that
many citizens were taking credits that very soon they were not able to
repay because GDP began to fall and unemployment increased.

One should not neglect the importance of financial literacy. It com-
prises understanding of fundamental elements of the financial world,
including key financial concepts as well as the purpose and basic fea-
tures of financial products. Financial literacy is viewed as an expand-
ing set of knowledge, skills and strategies, which individuals build on
throughout their life. It involves more than the reproduction of accumu-
lated knowledge, although measuring prior financial knowledge is an
important element in the assessment. This also includes risks that may
threaten financial well-being as well as insurance policies and pensions.
It can be assumed that Croatian citizens are beginning to acquire this
knowledge and gain experience of the financial environment that they
and their families inhabit and the main risks they face. It also involves a
mobilisation of cognitive and practical skills, and other resources such
as attitudes, motivation and values. Financial literacy is a combination
of awareness, knowledge, skills, attitude and behaviour needed for mak-
ing appropriate financial decisions needed for achieving final individual
well-being. Financial literacy implicates individual responsibility for the
successful management of revenues and expenditure.

It can be assumed that in the past financial literacy was not so im-
portant because there was relative economic independence of national
states, most of the people had full-time employment usually with a
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single employer; there was limited international mobility, there was
a stable family unit nucleus with the traditional relationship between
a man who earned and a woman who cared within the family obliga-
tions. Also, one should not neglect the importance of relatively sim-
ple financial products and high confidence in financial institutions.
Although there were relatively only a few surveys of financial literacy
in Croatia (World Bank, 2010a, 2010b; Vehovec, 2012) one can as-
sess with high probability that it is unsatisfactory. /bkreblin Kirbim,
Tomixx and Vehovec (2011) analysed pension literacy as a proxy for
financial literacy and conclude that 21 percent of interviewed persons
were completely pension illiterate while 32% were fully pension liter-
ate. Education on financial literacy must include as many residents,
especially those younger, through a broad range of information chan-
nels. The expected result of financial literacy is to raise awareness and
knowledge of the population about the need for individual planning
and accountability for the standard of living throughout their lives.
Financial literacy develops the consumer self-protection in case of un-
expected events, unnecessary risks and financial fraud.

A common explanation focuses on the lack of adequate practices
and tools for financial suppliers to obtain information from consum-
ers and to assess their repayment capacity. The need for consumer
protection arises from an imbalance of power, information and re-
sources between consumers and their financial service providers,
placing consumers at a disadvantage. Financial institutions know their
products very well but individual retail consumers may find it difficult
or costly to obtain sufficient information on their financial purchases.
Information may also be too technical or complex for the average con-
sumer to understand and assess.

Furthermore, there is the issue of the inadequate legal framework,
suboptimal organisational structure and inappropriate implementation
of regulation. The most common complaints regarding financial servic-
es in Croatia relate to both insufficient transparency regarding financial
services and weak understanding of financial services by consumers.
For the Ministry of Finance, common complaints relate to the ability
of banks to unilaterally raise interest rates on consumer loans without
the consumer being aware of how the banks set the rates. Among non-
bank credit institutions, concerns have been raised over the excessively
high interest rates charged by non-bank credit institutions on house-
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holds with patchy credit histories. Consumers often complained that,
“we didn’t know what we signed.” Consumers also expressed discomfort
that officers of credit institutions had not explained the risk to the con-
sumer of signing a financial contract, particularly if the consumer was a
co-signer, or “co-debtor” of another person’s credit.

One should not blame only the citizens for their financial reckless-
ness because there is also a significant impact of economic trends and
changes in the labour market. After a significant growth of economic
activities in the period 1999 - 2007 with the average annual growth of
gross domestic product (GDP) over 4 percent, in 2008 economic activ-
ity started decelerating as a consequence of the global economic crisis.
Real GDP growth slowed to 2.1 percent while GDP growth was even
negative in 2009 (-6 percent) and in 2010 (-1.2 percent). 2011 brought
with it a zero growth rate of GDP, which points to the economic stag-
nation trends. Negative trends even accentuated in 2012 (GDP fall for
1.9 percent) with slight improvement in 2013 (GDP fall for 1.0 per-
cent). Non-existence of the GDP growth rate had an adverse effect on
the salaries of workers and on the situation in the labour market. In
2010 real net salaries decreased by 0.5 percent when compared to the
ones in 2009, and in 2011 they decreased by 0.4 percent when com-
pared to the ones in 2010. The situation did not improve in the follow-
ing years, so in 2013, the index of change in average monthly paid oft
real net earnings was 98.5. During the crisis period since 2008 Croatia
has lost almost 200 thousand jobs which is a significant number for
a small country of 4.3 million inhabitants and 1.1 million persons in
paid employment. Due to adverse labour market trends, the number
of unemployed increased from 236 thousand in 2008 to 345 thousand
in 2013, while according to the Labour Force Survey, the unemploy-
ment rate simultaneously increased from 8.3 to 17.1 percent.

Realised activities for improvement

The Review by the World Bank (2010) has found that the quality of
consumer protectionin financial services in Croatia hasimproved in re-
centyears. In particular, the approval of the 2007 Consumer Protection
Act incorporated many of the EU Directives related to financial con-
sumer protection. In addition, the National Council on Consumer
Protection was established in 2008 to advise the Government on its
national strategy for consumer protection in the coming years.
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One of the important factors that has a direct influence on the level
of indebtedness is the existence or lack of the credit registry. In an
economy in which the value of the credit information index is null,
because a country does not have an adequate and efficient credit bu-
reau, the potential for over-indebtedness is large. Users have the pos-
sibility to ask for credit lines from a larger number of creditors who,
in the absence of a credit bureau are not able to assess the lending
risk. This can lead to an over-indebted population and increase loan
defaults. Simovic et al (2011) believe that Croatia is embedded in the
mentioned situation because the bureau started effective operations
in 2007 by which time the level of indebtedness of the population had
reached a high level.

It was in autumn 2003 and in 2004 that twenty Croatian banks
signed a contract for the founding of the Croatian Registry of Credit
Obligations (HROK). After obtaining approval of the Croatian
National Bank in January 2005, HROK was registered as an enterprise
for business services. Banks with greater assets own shares of 15 and
11%, while those with lower assets own 6 and 1%. In the summer of
2006 banks signed an agreement on the use of HROK and began send-
ing data to the register. Since May 2007 they began to use the credit
reports for approval of new loans. HROK is an economic entity with
the purpose of performing activities as a credit bureau. It has a credit
bureau’s system for collecting, processing and exchange of information
on all credit obligations of clients and timeliness of their settlement.
The registry data are processed on all borrowing customers of banks
and building societies, whether the data are on normal repayment of
the loan or disorderly. HROK is a legal term applied to an agency for
collection of personal information and thereby identified as a personal
data filing system with all the rights and obligations arising from the
legal stipulation. Of regulations that define this area three laws are
particularly important - the Law on Banks, the Law on Personal Data
Protection and the Law on Consumer Protection.

The procedure of use includes strict rules. The basic rule is that the
user data from the Register can only be used once they have the writ-
ten consent of the client. If the client refuses to sign the agreement, no
one has the right to make a request to register and get their data. It is
important to emphasize that everything related to borrowing money
can be included in a credit report. If the client duly meets their con-
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tractual obligations, it will be clearly visible. Clearly visible will also
be situations where a client, for example, continuously exceeded by its
impermissible current account or annuity does not return the loan.
Thus, HROK provides an objective review of financial responsibility,
and users interpret the data within their business policies.

The Register, along with financial data on cash debits, holds personal
information required for client identification and communication (e.g.
name, identification number, PIN, address, telephone number). These
data can indeed form in the credit report only after the client has given
written consent. There are unique rules that are valid for all users of
the Registry. The basic rule is that the HROK database can only be en-
tered with information about borrowing money and not about savings
accounts. Registry users include banks, housing savings companies,
leasing companies in the group of companies, credit card companies
and consumer-lending operations, subject to shareholders’ relationship
with the founders of a HROK. The credit report contains information
requested and received on financial commitments, the regularity of re-
payment, collateral and other credit related to the relationship.

Croatia does not have a separate consumer protection agency,
but has the Consumer Protection Department of the Ministry of
Economy, Labour and Entrepreneurship (later Ministry of Economy)
that prepares the national plan and strategy on consumer protection
for all fields, including financial services. The Ministry established the
Central Consumer Protection Information System (CISZP), as a cen-
tral register of complaints related to consumer services and programs.
The Ministry also funds four regional Consumer Counselling Centres
run by non-government organizations. (Activities on the line bodies
for consumer protection are available in Croatian on http://potrosac|
Imingorp.hr/hr/potrosac/lista.php?id=1021).

With the aim of improving the situation, the magazine World of
Insurance (Svijet Osiguranja) and the association Living in the Plus
(Zivot u plusu), under the auspices of the Croatian Insurance Office and
the Association of Insurers with the Croatian Chamber of Economy,
held a round table entitled Financial Literacy in Croatia on 7 March 2012
concerning the topic: “How to maintain financial stability of Croatian
families” Croatian experts representing the academic community, the
Croatian Insurance Office, insurance companies, trade unions, various
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civil associations, associations for consumer protection, expressed their
views and measures for improving the culture of saving and not spend-
ing, and the awareness of the importance of personal finances manage-
ment. The meeting had a high profile in the public media.

The Croatian Banking Association (HUB) and its member banks
have long warned of the current account overdraft as one of the most
expensive types of loans. It should only be used for bridging monthly
household budget gaps until the salary or another income is paid into
the client’s account. The financial literacy of citizens seems to be rather
poor, as citizens are inadequately informed about the rights and obli-
gations in dealing with banks and other financial institutions. Within
its Personal Finance Management project entitled “How to Harmonize
Income and Costs?” (free of charge workshops for citizens launched in
2006 and still available on its website www.hub.hr), the HUB and its
member banks have informed the participants that it is generally more
favourable to take on some other type of credit and to repay a “persist-
ent” overdraft. In other words, the swap of current account overdrafts
for credit already exists, but, for the above mentioned reasons, citizens
are not inclined to this option.

With a view to improve the indebtedness of citizens, during 2009-
2010 within the project Social Inclusion Partnership of the Progress
Project of the European Commission, the Analysis of Personal Over-
Indebtedness and Manners of its Prevention was prepared. Multiple
workshops for citizens were held on the topic. The activities in the

Project related to social exclusion and indebtedness of population are
linked with:

* Preparation of analysis of local and international positive expe-
riences particularly on prevention of over-indebtedness accord-
ing Open Method of Coordination;

* Proposing simple, user-friendly and understandable guides on
how to manage personal finances and avoid over-indebtedness;

* Increasing knowledge on financial inclusion by all effective meth-
ods - surveys, studies, analysis, data collection, etc.; the aim is to
increase and format available data and develop the use of indi-
cators to monitor financial exclusion, provide regular assessment
of financial inclusion based on available indicators, identify and
evaluate policy measures with a positive impact on financial in-
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clusion due to the over-indebtedness and highlight the impact of
financial inclusion policies on wider social inclusion;

* Serving as a forum and promoting mutual learning; the aim is to
increase mutual learning on financial inclusion policies, strength-
en the participation of all key actors in that process and stimulate
debate on specific issues which improve the general understand-
ing of the context and the constraints of stakeholders;

* Ensuring knowledge dissemination and financial inclusion pro-
motion; the aim is to increase policymakers” awareness and infor-
mation on policy measures to promote financial inclusion and to
develop and promote national, regional and local strategies;

* Organisation of various workshops, round tables and seminars
on indebtedness of households, as well as counselling services
on financial planning and financial management.

As an important step The Guide for Palliating and prevention of
over-indebtedness of the population was prepared and is available on
the Project’s and Institute of Public Finance web pages. The project
partners have had many interviews for daily and weekly newspapers
as well as for various TV channels regarding the mentioned issue.

An easily understandable book Indebtedness: Situation and Problems
(in Croatian “Prezaduzenost: stanje i problemi”) has been prepared. It
was published in 300 copies, given to interested persons from the gen-
eral audience and put on the Project web page available for download.
The book contains explanations that in spite of the increased impor-
tance and widespread existence of over-indebtedness, there is still no
satisfactory definition of the phenomenon. According to the most ac-
cepted definition, an over-indebted person is the one who is late with
his or her payments on the structural base or has increased his or her
vulnerability and therefore possibility of becoming indebted. Due to
the lack of a generally accepted definition of over-indebtedness, it is
almost impossible to make any reliably estimates of the real number of
indebted persons. Ten years ago, it was estimated that in the EU there
were around 25-30 million over-indebted persons, while an additional
70 million were on the brink of over-indebtedness. Section 2 provides
a theoretical framework of the determinants of over-indebtedness.
The meaning and measures of over-indebtedness are also explained.
From the point of economic policy, there are three different levels of
concern: the macro level - macroeconomic risks linked with the fall
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in consumer demand; the level of the financial sector - the risk of
financial instability connected with the impossibility of households
to service their debts; and the individual level - the risk of the over-
indebted household. From the point of social exclusion the major con-
cern is with the last category. Most usually used in measuring over-
indebtedness is the rate of over-indebtedness, defined as a percentage
of debt against available income. However, there are problems with
the definition of income and also with the time period that should be
included in the measurement. Additional indices that could be used
are, first, the data on the part of household that pay their domestic
bills with delay, second, the burden of debt, and third, the number of
credits that are repaid. None of the indices are perfect and cannot em-
brace all aspects and forms of over-indebtedness, but using more in-
dices could lead to a sounder conclusion that an observed household
is particularly burdened with and vulnerable to over-indebtedness. In
Section 3 the attention is oriented towards the consequences of over-
indebtedness on the health of people affected and the costs to the so-
ciety. The fourth part of the text explains the situation and trends of
over-indebtedness. Many countries try to prevent in various ways the
incidence of over-indebtedness as well as to aid over-indebted peo-
ple. A common characteristic of EU member states is the increase of
household over-indebtedness. To avoid the situation where everybody
loses (creditors their resources, and debtors often their adequate social
position followed by social exclusion), Western societies have devel-
oped counselling services for solving over-indebtedness and a system
of debt redemption which enables heavily indebted persons to gain a
new start in the society and in the economic life. Section 5 presents
mechanisms for the over-indebtedness prevention in the following
countries: France (as an example of a corporate country), Ireland (as
a neoliberal country) and Sweden (as a Nordic welfare country). The
section also explains the situation in the Netherlands. One of the post-
transitional countries with positive outcomes is Poland, which has
been quite active in improving its situation. Section 6 is dedicated to
Croatia. Section 7 includes the activities of social partners; legal chang-
es; the introduction of a Credit Registry in Croatia and programmes
of financial counselling, guidance and information. Section 8 is The
Citizen’s Guide on How to Avoid and Lessen Over-indebtedness.

The guide and the book finish with conclusions, where it is under-
lined that an over-indebted person very soon arrives at a condition
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without any material assets and/or psychosocial resources. To pre-
clude adverse consequences in the form of poverty and social exclu-
sion as a key strategy for the prevention of over-indebtedness the need
to improve accessibility of financial services and enhance financial
education of population is proposed.

During various workshops, round tables and seminars adequate at-
tention is given to the issue of indebtedness of households. For exam-
ple, over-indebtedness was a part of the agenda on the lecturing Friday
on 5 as well as during discussions with students at two round tables at
the Faculty of Economics in Zagreb. Particular attention is given to
the topic of over-indebtedness in mass media, daily and weekly jour-
nals as well as on Public Television, where various experts and Project
partners participated in different discussions and daily shows. One
could conclude that due to the mentioned Guide, book and activi-
ties of Project stakeholders there should be a significant improvement
of knowledge about the personal possibilities and obligation to avoid
over-indebtedness.

Despite the mentioned movements of accelerated deleveraging, the
Minister of Finance announced the Government’s intention to impose
a limit on citizens’ borrowing in the form of excessive current account
overdrafts. He emphasized that these measures would be to the citi-
zens benefit, as they would have to transform excessive overdrafts to
ordinary lower-interest-rate consumer loans within one year. From a
prudent point of view, such a proposal makes sense, because an over-
draft in the amount of three monthly wages can hardly be considered
as overdraft, but rather as a consumer credit at the highest interest
rate. A client is gradually lured into a trap of taking overdrafts with an
end-of period debt that he/she may not be able to repay. However, this
facility is very popular with both banks, which consider it as a prof-
itable product, and consumers, who are accustomed to such simple,
although expensive loans, except in cases when their unauthorised
overdrafts become so high that they end up on the blacklist.

The current account overdraft is a banking facility offering flexibility
in the use of one’s own financial resources without unnecessary paper-
work. Overdraft users do not have to strictly adjust their current account
inflows and outflows in the short run and are spared from lengthy loan
obtaining procedures. The problems with loans are not only the compli-
cated, expensive and lengthy granting procedures, but also the fact that
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they must be repaid in regular instalments within a determined period.
Current account overdrafts represent a relatively simple and the most
accessible way of citizen “financing’, enabling them to “automatically”
borrow a certain amount, which they would probably not do so easily if
they had to file a loan application. Moreover, in an environment of eco-
nomic and labour market recession, the use of payment cards and bank
overdraft facilities enables citizens to balance their monthly household
budgets, with more or less difficulty and at more or less self-sacrifice. In
contrast to overdrafts that can be repaid as early as the next month or
at the client’s convenience, an early loan repayment involves the filing
of an appropriate application and payment of loan prepayment charges,
while in a month or two everything may start anew.

Furthermore, lower-interest-rate loans might lead to further delev-
eraging and reduction of disposable income within the maturity of
such loans after a year or two, and to an increase in disposable in-
come at the end of that period. Everything depends on products to be
offered by banks, because they would obviously replace the current
account overdraft facility by a similar product. The possible manda-
tory conversion of current account overdrafts into loans will almost
certainly cause no material changes, as general-purpose cash loans
are also expensive and mean considerably more paper work and costs
(notary public and other fees) for clients.

Now, if citizens are obliged to reduce their overdrafts by two month-
ly salaries within a one-year period, they must somehow provide the
necessary funds (which they actually do not have). They probably have
three options to do so:

They can take on a general-purpose loan (but only if they are cred-
itworthy) in order to pay back the overdraft, and thus again incur debt.
So, there is little benefit for them, except in the form of slightly lower
interest rates (by 1-3 percentage points in nominal terms), but more
paperwork, as aforementioned;

They will have to repay the overdrafts from regular income, which
again means more belt-tightening. This will, of course, result in spend-
ing cuts and/or less VAT revenues in the state treasury. Due to reduced
bank profits, government revenues from corporate income tax will
also shrink.

There are also citizens who are neither capable of repaying their
overdrafts nor creditworthy. Banks can reschedule their debt, extend
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the debt repayment periods, reduce their monthly instalments or an-
nuities, etc. Another possibility is to attempt to collect debt or seize
property. Both models imply higher costs for banks in the form of
provisions and value adjustments. These costs affect the banks” income
statements by reducing profit and, consequently, influencing budget
revenue. Minor banks, balancing on the edge of capital adequacy
might get into difficulties, which could trigger a need for recapitalisa-
tion, merger or even bankruptcy of such banks (the latter being less
likely). Finally, credit-unworthy citizens who are bound to reduce
their current account overdrafts would be forced to seek illegal loans
on the black financial markets and thus contribute to negative experi-
ences and sad stories of victims of loansharking.

The Ministry of Justice considered several models of the personal
bankruptcy, but agreed on the fact that the borrower will not have
to pay the costs of bankruptcy. Who would bear the cost, is not yet
known. A long-awaited Law on Personal Bankruptcy could be finished
by summer 2014. When a citizen would be allowed to declare personal
bankruptcy, or to enter into bankruptcy, he or she would have time to
pay off the debt and continue to live in a somewhat normal way. The
basic idea behind the Law is to assign to a person in a personal bank-
ruptcy a bankruptcy trustee who would have complete control over
all of his or her expenses, income and assets. Made to debt repayment
plan that would last four to six years (the working group has not yet
agreed on a precise term), would be negotiated on a possible amnesty
portion of the debt, and when the person passes these years of living
with a tightened belt, debts would just have to be forgotten so that the
person could continue to live normally.

Conclusions and recommendations

Household indebtedness is a serious private and social problem,
especially from the perspective of social exclusion. Should over-in-
debted households not be able to meet their liabilities due to altered
macroeconomic conditions (e.g. an interest rate hike, unemployment
growth or diminishing income), this might lead to a financial crisis.

According to the regulations and achieved risk management stand-
ards, banks are expected to be able to assess their credit risks. Clients
should have the freedom and ability to assess the level of their needs
and the ways of financing them. So far, clients have been in the posi-
tion to determine the amounts of their authorised overdrafts, by re-

136

questing the bank to reduce these amounts to a desired level. There
are a number of reasons why this banking facility should be regulated.
However, reducing the authorised overdraft directly impinges on the
freedom of citizens to take economic decisions in a market economy.
This only contributes to the already strong paternalism in the Croatian
society, where the government “knows what’s better for its citizens
than the citizens themselves”.

If the purpose of the proposed changes is the citizens” welfare, there
are no obvious reasons why they should be legally prescribed, as this
threatens the clients’ freedom to contract and choose banking prod-
ucts, and affects diversity of supply and, consequently, the business
policies of banks. In an extreme case, the next move in this direction
might be that those who are “in the unauthorised red” for several con-
secutive months could be deprived of legal capacity on grounds that
they are unable to manage their own funds and would be assigned tu-
tors by the state to manage their salaries on their behalf.

Despite the undoubtedly good intentions of the proposer, the said
decision is unlikely to bring any substantial benefit, at least in the short
run. Indeed, it is more likely to cause harm. In the long run, of course,
over-indebtedness should be reduced. To this effect, by improving fi-
nancial literacy of citizens, stepping up regulation and encouraging
market competition among banks, the quality and diversity of credit
facilities can be increased and interest rates successfully reduced. This
would facilitate the access to and lower the prices of financial services,
especially loans, for citizens, enabling them to freely choose a combi-
nation of banking services that would be the most favourable, cost-
effective and sustainable in the long run.

There is a need to develop and/or improve consumer protection
measures. Of particular importance are disclosure guidelines for prod-
uct terms and pricing. Furthermore, there is a need to promote further
financial literacy training so that individuals can make better informed
decisions about the products and services they use. Any financial educa-
tion and literacy program will need to cover three areas: (1) consumer
awareness of the risks and rewards of various financial products, includ-
ing possible financial scams; (2) consumer education in preparing per-
sonal and household budgets and making long-term financial decisions;
and (3) surveys of financial literacy to understand which parts of the
population may be particularly vulnerable to predatory lending, finan-
cial scams and weaknesses in budgeting and planning.
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A well-designed programme to strengthen consumer protection and
financial literacy can help reduce the imbalances of power and informa-
tion between consumers and financial institutions. There is an obvious
need to ensure an efficient flow of information provided by financial
suppliers to consumers. In that way clients are empowered to make
informed financial decisions that would meet their needs and benefit
them in the long run. In Croatia, consumers are not fully aware of all
applicable administrative charges and/or were not warned about their
responsibilities as co-debtors and ended up having to pay the debt of
friends or relatives. Furthermore, there are no consumer bankruptcy
procedures which provide for an exemption from residual debt.

Dispute resolution is an area of weakness in Croatia. Consumers
can apply to any of nine different institutions and yet none is respon-
sible for finding a solution to the consumers’ difficulties. The Croatian
Association of Banks plans to use the mediation centre run by the
Croatian Employers’ Association but it is not clear if this will be an
effective solution. Consideration should be given to a comprehensive
approach. Financial institutions should be obliged to establish a desig-
nated complaints department (or unit) within each institution. Codes
of conduct could also provide guidance to financial institutions in
dealing with customer complaints.

The Government and its bodies can:

* Help in organising education professionals to provide free of
charge, independent and reliable services on financial planning
and providing advices to help citizens who have fallen into fi-
nancial problems and who do not possess enough knowledge to
cope with the complex range of financial products;

* Organise and conduct programmes of financial literacy for citi-
zens and a public campaign to raise awareness about the dangers
of reckless borrowing;

* Work systematically and/or help with consumer education and
enforcement actions to improve public awareness - many debt-
ors manage their financial assets with insufficient attention and
easily find themselves again into financial difficulties;

* To organise and/or assist in organising the provision of inde-
pendent, free and confidential counselling services to target
groups that have immediate difficulty repaying a debt;
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* Consider the possibility of introducing the subject of personal
finances management in the curriculum of primary and second-
ary schools;

* Assist target groups in developing the knowledge and skills
necessary to exit and avoid re-entry into insolvency, as well as
knowledge of effective ways of solving debt problems;

* Work in partnership with other stakeholders in organising the
provision of integrated support system that will be available to
customers in accordance with their needs;

* Encourage the involvement of target groups in the planning and
implementation of activities of advisory bodies to ensure effec-
tive fulfilment of their needs;

* Ensure that the target groups have equal access to and availabil-
ity of advisory bodies, regardless of geographic location;

Nobody is pleased to be in an adverse financial situation, but delay-
ing actions will not alleviate the problems. There is no general recipe
for solving problems, but there are rules that might improve the situa-
tion. The first rule is to live in accordance with one’s material resources
and possibilities. A careful management of own public finances - like
diet for weight loss - works usually only for a limited time. However,
financial health - just like physical fitness - requires constant attention,
and as with excessive food intake, it is necessary to know and correct
personal nutritive and financial habits.

Instead of superfluous contemplation of finding the causes of ex-
cessive consumption, power and attention should be directed to ex-
iting from the difficult situation. Indebted people often feel isolated,
which can easily lead to depression and disruption of mental health. It
is quite obvious that many people do not know what or whom to ask
for advice and help because they are not informed. Education and in-
formation, and an active attitude in solving this problem are the most
important factors that should be taken as early as possible in order to
master the knowledge and skills in management of personal finances
and avoidance of over-indebtedness.
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