ECOMNZTOR

Make Your Publications Visible.

Kosters, Wim; Paul, Stephan; Stein, Stefan

Article — Published Version

A Service of

ﬂ I I I Leibniz-Informationszentrum
° Wirtschaft
o B Leibniz Information Centre
h for Economics

An economic analysis of the EU Commission's proposal for a new
consumer credit directive: Offering consumers more protection or

restricting their options?

Intereconomics

Suggested Citation: Kosters, Wim; Paul, Stephan; Stein, Stefan (2004) : An economic analysis of the EU
Commission's proposal for a new consumer credit directive: Offering consumers more protection or
restricting their options?, Intereconomics, ISSN 0020-5346, Springer, Heidelberg, Vol. 39, Iss. 2, pp.

84-96

This Version is available at:
https://hdl.handle.net/10419/41812

Standard-Nutzungsbedingungen:

Die Dokumente auf EconStor durfen zu eigenen wissenschaftlichen
Zwecken und zum Privatgebrauch gespeichert und kopiert werden.

Sie dirfen die Dokumente nicht fiir 6ffentliche oder kommerzielle
Zwecke vervielféltigen, 6ffentlich ausstellen, 6ffentlich zugénglich
machen, vertreiben oder anderweitig nutzen.

Sofern die Verfasser die Dokumente unter Open-Content-Lizenzen
(insbesondere CC-Lizenzen) zur Verfiigung gestellt haben sollten,

gelten abweichend von diesen Nutzungsbedingungen die in der dort

genannten Lizenz gewahrten Nutzungsrechte.

WWW.ECONSTOR.EU

Terms of use:

Documents in EconStor may be saved and copied for your personal
and scholarly purposes.

You are not to copy documents for public or commercial purposes, to
exhibit the documents publicly, to make them publicly available on the
internet, or to distribute or otherwise use the documents in public.

If the documents have been made available under an Open Content
Licence (especially Creative Commons Licences), you may exercise
further usage rights as specified in the indicated licence.

Mitglied der

Leibniz-Gemeinschaft ;


https://www.econstor.eu/
https://www.zbw.eu/
http://www.zbw.eu/
https://hdl.handle.net/10419/41812
https://www.econstor.eu/
https://www.leibniz-gemeinschaft.de/

CONSUMER PROTECTION

Wim Kosters*, Stephan Paul** and Stefan Stein

*kk

An Economic Analysis of the EU
Commission’s Proposal for a New
Consumer Credit Directive

Offering Consumers More Protection or Restricting their
Options?

The debate on ratification or revision of the proposed new Consumer Credit Directive
continues. The European Parliament neither rejected nor approved the Commission’s
proposal at the plenary session on November 5, 2003. While the Commission insists on
defending the merits of the proposal, the LAC Rapporteur Wiirmeling calls for a complete
modification. This article is intended to serve as a navigation guide past the holes and
obstacles on the winding ratification path.

he existing Consumer Credit Directive (87/102/

EEC), which was amended in 1990 and 1998, sets
out a legal framework for consumer credit throughout
the EU. It aims to further the creation of a common
market for credit, and to create an environment where
consumers are sufficiently protected. In 1995, the Eu-
ropean Commission presented a report on the practi-
cal application of the directive, and consulted those
affected by it. In 1996, it published a report on the
impact of the 1990 amendment (90/88/EEC), which
looked at annual percentage rates. Then in 1997, the
Commission issued a summary of responses to the
1995 report. All of this highlighted that the laws and
regulations affecting consumer credit vary greatly be-
tween member states.

The Commission felt that it needed to revise the
existing directive to reflect the significant changes to
the consumer credit market that have occurred since
it was passed in 1987. It initiated a series of studies
into the regulatory situation within individual member
states and produced a comprehensive comparative
analysis. The Commission believes that while credit
promotes economic growth and consumer prosper-
ity, it also presents a risk to lenders and the threat
of deception or insolvency to a growing number of
consumers. For these reasons, individual member

* Jean Monnet Professor of European Economics and Management,
Ruhr-University, Bochum, Germany.

** Professor of Banking and Finance, Ruhr-University, Bochum, Ger-
many.

*** Managing Director of the institut fir kredit- und finanzwirtschaft
(ikf), Bochum, Germany.

84

states had seen that the level of protection provided
by the existing EU regulations was no longer sufficient,
and had produced their own for new types of credit
that are outside the scope of the original directive.
However, the Commission believes this development
has caused a competitive imbalance throughout the
EU, which restricts the provision of consumer credit
across national borders. This situation has affected
the volume and structure of the demand for credit, and
in turn the demand for goods and services.

The Commission concluded that owing to the dif-
fering legal provisions and procedures in banking and
financing, consumers do not enjoy the same protec-
tion throughout the EU. It saw that the existing legal
framework had to be revised in order to offer consum-
ers and companies the opportunity to benefit from a
common market.

On 11 September 2002, the Commission adopted a
proposal for a new Consumer Credit Directive (CCD),
which aims to create the prerequisites for establishing
a more transparent and effective market. It intends to
create a level of consumer protection that encour-
ages the provision of consumer credit across national
borders, offered at the best possible terms for lenders
and borrowers.

Consumer Protection -
Some Fundamental Principles

We can assume that consumers are protected most
effectively when the credit market is functioning com-
petitively within member states and throughout the EU
as a whole (single market for financial services). This
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would allow them to choose freely between different
suppliers. Consequently, this would limit the market
powers of suppliers and force them to offer products
according to consumer preferences at competitive
prices, and have convenient services, product and
process innovation and so on. Therefore, the regula-
tions should include rules that prevent excessive com-
petition (which might encourage unfair trading, harmful
rivalry and so on) and too little competition (which
might encourage monopolies or cartels and so on). At
the same time, they should preserve an open market
allowing new suppliers to enter freely and existing
ones to leave. A crucial condition for an efficient and
effective market is a “spirit of competition” between
vendors — they should embrace competition and be
willing to achieve corporate success through good
performance and not by protecting against competi-
tion (through subsidies, sealing off markets, customs
and so on) or committing fraud. It is also important
that vendors, i.e. banks, observe the regulations for
the provision of credit that affect them.

Efficient market competition also requires respon-
sible and sovereign consumers, who reward “good”
products with additional demand and ignore the “bad”
ones. So it is also important that buyers do embrace
a “spirit of competition”. Consumers have to take re-
sponsibility for choosing the products that best meet
their needs. This can only be achieved if the markets
are transparent. Such transparency usually requires
government regulations on the supply and quality of
information, consulting etc. In addition to general reg-
ulations for protecting consumers against companies
that dominate the market, these transparency rules
are essential for a working competition.

From an economic point of view, this kind of con-
sumer protection is necessary, but regulation that ex-
ceeds this level can be counterproductive. Excessive
regulation can weaken the “spirit of competition” and
could promote irresponsible action, the consequences
of which will be attributed to others (for example, the
companies and the general public). Over-regulated
markets can also increase administration costs for the
companies involved, negatively affecting consumers
through higher prices, and reducing demand.

It is surprising that the political discussion about
protecting credit consumers almost entirely neglects
the economic costs involved, and often assumes that
it can be achieved free of charge. However, it is shown
that the costs in the form of unwanted effects on pric-
es, employment and growth can be considerable, so
it is necessary to conduct a careful economic analysis
before introducing any measures.
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It is a standard practice in economic policy analy-
sis to carry out two examinations before intervening
in the market or introducing government regulations.
The first looks for any market failures, which can oc-
cur in the case of public goods, external effects or
asymmetric distribution of information etc. In the event
of a market failure, the second examination has to
determine whether political intervention or regulation
could improve the situation. Badly conceived policies
could make a poorly functioning market even worse,
for a number of reasons. Politicians may not always
act in the interests of the majority. For example, they
might give in to the demands of certain electoral
groups to gain votes, and disadvantage other market
participants, at the expense of the overall welfare of
the country. Or their policies might take only a short-
term view neglecting long-run effects resulting from
the incentives set by the policy measures. This could
increase unemployment, restrict growth and make the
situation even worse for consumers, who really should
have benefited.

We can see that the costs and benefits of the
measures and regulations proposed by the new CCD
should have been carefully weighed against one an-
other before being implemented. This is the more
important because the short and long-term conse-
quences will only become apparent gradually, and will
be distributed among many people concerned. And
new problems will compound the old ones, putting
further strains on the EU’s economy.

We study the economic importance of consumer
credit markets in the EU, before looking at the regula-
tions of the draft directive and their implications from
an economic point of view (we have largely omitted a
legal assessment). We conclude our analysis with a
summary of the results.

Economic Importance of Consumer Credit
in the EU

The central issue of this section is the economic
importance of lending to private households in the
single European market. We have carried out a com-
prehensive statistical analysis of the development and
structure of the consumer credit markets in the EU,
and likewise look at consumer indebtedness and debt
overload (in which consumer credit represents only
one component).’

" The European Credit Research Institute (ECRI, Brussels) kindly pro-
vided the data for the analysis. The selection is based on the criteria
of data availability, size of country and specific national structural
differences.
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Figure 1
Size of Europe’s Consumer Credit Markets
1990-2001
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Source: European Credit Research Institute (ECRI) 2003.

Development and Structure of the Market

Lending to the private non-banking sector tends to
be divided into loans to private companies and loans
to private households. Lending to private households
comprises consumer debt and mortgage loans. We
can define consumer credit as any loan taken out by
a private household to finance consumer goods, such
as a car or home furnishings, travel etc.

There are substantial structural differences between
the credit markets of the various member states in
the EU. Each state has developed its own legislation,
regulation, practices and credit culture, which have so
far prevented the emergence of a single working Euro-
pean market of consumer credit. For example, some
regulations impose restrictions on the flow of capital
across borders, the size of loans and the interest rates
that companies can charge. An intensive process of
de-regulation started around 1980, in order to give a
common framework to the credit markets across the
EU. The aim is to create a common consumer credit
market and to facilitate integration of the financial
services markets through the regulatory principles of
“mutual recognition”, “principle of country of origin”
and “minimum harmonisation”. As a result of reforms
that have already been implemented, competition
within the financial services sector is rising and the
supply of products has been improving.

The level of borrowing by private households grew
rapidly between 1970 and 1990 throughout the EU,
which coincided with a fall in savings. In Germany,
the increase in loans was particularly strong, reaching
average growth rates of 16.4% (1970-1979) and 6.9%
(1980-1989).2 This led to Germany becoming the larg-

2See N. Diez Guardia: Consumer Credit in the European Union,
European Credit Research Institute, Research Report No. 1, Brussels
2000; and J. Sieweck: Starke Verdnderungen am Konsumentenk-
reditmarkt, in: Sparkasse, Vol. 119, No. 1, 2002, pp. 31-37.
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Figure 2

Growth Rates (nominal) of Consumer Credits
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Sources: ECRI 2003; own calculations.

est market for consumer credit in the EU, which by
1990 had grown to €133.7 billion.

Figure 1 shows the level of consumer debt from
1990-2001 for Germany, France, ltaly, Great Britain,
the Netherlands, Sweden and Spain. Great Britain, af-
ter initially slow growth, shows the strongest rise in the
level of credit from the mid-1990s of all the countries
we observed, and by 2000 reaches the same level as
Germany. However, Germany’s initially high growth
rates for consumer debt following the boom of the
post-reunification period clearly fall, until reaching a
standstill in 2001. With a volume of €222 billion each,
these two markets are the largest in the EU - con-
sumer borrowing in the remaining 13 EU countries
together is only €300 billion. Taken together, Germany
and Great Britain make up 37.7% of the EU’s popula-
tion® but 60% of its total consumer debt.

Figure 2 shows average four-year growth rates for
consumer debt. Despite the smoothing, we can see
strong mean fluctuations at a national level. Notably,
there is no dominating standard pattern of fluctuation
between the countries. In France, the average growth
rates lie evenly above 7%. In Sweden and ltaly, there
is a considerable fall in the level of debt at the begin-
ning of the 1990s (-13.8% and -4.0%). In the following
years, ltaly and Spain show high and increasing growth
rates of between 10% and 15%. The Netherlands
shows a different pattern — at the beginning and end
of the period under review, the level of consumer debt
rises by an average of 10%, whereas growth rates be-
tween 1995 and 1998 reach a mean of just 1.1%.

A precise analysis of the reasons for the varied de-
velopment of the credit markets within the EU does
not fit within the remit of this report. Empirical studies
highlight economic growth, trends in earnings, lend-

3OECD (ed.): Statistical Compendium 2000-2, Paris 2000.
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Figure 3
Consumer Credit as a Proportion of Private

Consumption
(in %)
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ing rates and other economic variables to explain the
consumer credit products on offer and the demand for
loans. In addition, they show that progress in deregu-
lation and fiscal incentives contribute to explaining the
growth in the credit markets and the specific national
differences.* However, when comparing EU countries,
some statistical idiosyncrasies emerge.® For example,
there are many differences between the definitions of
lenders, borrowing households and underlying interest
rates. In addition, consumers are increasingly using
mortgage loans in place of traditional forms of credit
to pay for goods, and it is difficult to separate them for
analysis.

There are significant differences between the
relative importance of consumer debt within national
economies, just as we have shown that absolute
variables have developed in a different way. We can
measure how consumer debt fits into the economy
by relating it to private consumption (Figure 3). This
shows that consumer credit is significant for con-
sumer spending. In addition, in the countries depicted
consumer spending makes up more than 50% of the
overall demand for goods and services. Therefore,
ceteris paribus, consumer borrowing supports growth
and employment in the economy.

As Figure 3 shows, consumer debt as a percent-
age of private consumption between 1991 and 2001
remains relatively stable in Germany, at 19%. It has
one of the highest figures, along with those for Swe-
den and Great Britain. Starting from an extremely
high level of more than 33%, Sweden experienced a
clear decline to below 25% between 1991 and 2001.
At 4% and falling, Italy has by far the lowest value of

“See N. Diez Guardia, op. cit.; and Deutsche Bundesbank (ed.):
Zur Entwicklung der Bankkredite an den privaten Sektor, Monats-
berichte, Vol. 54, October 2002, pp. 31-47.

5SeeN.Diez Guardia, op. cit., pp. 9 ff.
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Figure 4
Composition of Credit in the Private Sector in 2001
(in %)
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the countries in Figure 3, while consumer credit also
plays a comparatively minor role in consumption in the
Netherlands, at around 6%. France (around 10%) and
Spain (around 12%) come somewhere in the middle.

In order to evaluate the significance of the con-
sumer credit market, it is important to assess the
composition of debt at a national level, that is, to com-
pare the volume of consumer debt with other forms of
credit in the private sector. Figure 4 breaks down debt
in the private sector into consumer loans, (consumer)
mortgages and loans to companies. A common fea-
ture is that mortgage loans take a greater share than
consumer credit. In Germany, mortgage loans make
up around 30%, consumer credit 10% and the re-
maining 60% comprise company loans. The credit
markets in France, Sweden and Spain are similar, and
in Great Britain mortgages make up 43% of the total.
Only in the Netherlands do mortgages (about 60%)
have a greater share of the overall credit market than
company loans (37 %) and consumer credit (3%) com-
bined. In Italy, consumer credit and mortages make
up a much smaller part of the market than company
loans. At only 30%, ltalian private households have
the lowest level of consumer borrowing of all countries
examined.

So the credit markets in the EU show substantial
structural differences — the amounts as well as the
types of consumer debt vary. The relative significance
of consumer credit within national economies — and so
its relevance to growth — varies widely throughout the
EU.

The main causes of the segmented consumer credit
markets in the EU are natural market barriers such as
differences in culture and language, geographical dis-
tance (mobility of demand) and personal preferences
about the products of national lenders (trust, reputa-
tion, convenience and so on). Therefore, it is not sur-
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Table 1
Domestic and Cross-border Lending within the
Financial Sector in the Euro Area

1997 1998 1999 2000 2001
Total credits tonon-banks 5 905 5349 6867 7,491 7,952
(in € billion)’
Domestic transactions (in %) 91.6 91.6 904 89.9 88.9

Transactions with countries in
the euro area (in %)

Transactions with ROW
(in %)

2.2 2.6 3.0 3.2 3.4

6.2 5.8 6.6 6.9 7.7

" Including credit to public authorities.

Source: |. Cabral, F Dierick, J. Vesala: Banking Integration
in the Euro Area, ECB Occasional Paper Series 6, European Central
Bank, Frankfurt a. M. 2002.

prising that consumer lending across national borders
in the EU takes place on only a minor scale.

Although the available data on cross-border con-
sumer credit lending in the EU is limited,® our analysis
of the available material (cross-border lending for all
credit to non-banks in the Euro area) provides some
revealing findings (Table 1). We can see that cross-
border lending within the euro area has been increas-
ing — although at a low level — from 2.2% in 1997 to
3.4% in 2001 of which credit to the corporate sector
presumably represents a larger share than to consum-
ers.”

When reconsidering the main causes of a frag-
mented market, we can see that the process of
cross-border integration can only make slow progress,
especially in markets for products for which the
confidence and habits of consumers are essential.
Consumer borrowing across national borders may
increase in the long term as barriers within the EU
weaken. However, government intervention can only
ever be partially successful in removing the natural
obstacles to a common market.

Private Household Debt

Consumers’ level of debt (of which consumer loans
are only one component) varies throughout the EU.
In our assessment of the situation, first we examine
consumer credit products (on which borrowers make
regular amortisation and interest payments) as a per-
centage of consumers’ available income (Figure 5).

6See OCR Macro (ed.): Study of the problem of consumer indebt-
edness: statistical aspects, final report submitted to the EU Commis-
sion DG Health & Consumer Protection, London 2001, p. 106 f.

" This is confirmed by the higher degree of integration in the EU mar-
ket for company credit than consumer credit, which can be derived
on the basis of price indicators. For details see S. Kleimeier, H.
Sander: Regionalisation versus Globalisation in European Financial
Market Integration: Evidence from Co-integration Analyses, in: Jour-
nal of Banking and Finance, Vol. 24, 2000, pp. 1005-1043.
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Figure 5
Consumer Credit as a Percentage of Available
Income
(in %)
35
31 m1991-1994 M 1995-1998
30 [

1999-2001

D GB F s E NL
Sources: ECRI 2003; own calculations.

The results are as varied as they were when we
looked at consumer credit as a percentage of private
consumption. At the beginning of the period under
review, Sweden has by far the highest level of private
household debt, at 30%. The absolute decline in loan
commitments (Figure 1) causes this figure to fall be-
tween 1995 and 2001. Nonetheless, private household
debt in Sweden, at 23%, remains the highest of all
the countries we examined. Only Great Britain, after a
continuous rise until 2001 and with a share of roughly
21%, comes close. France shows an equally strong
increase, although at a lower level, and the situation
is more moderate in Spain. In comparison, private
households in Italy and the Netherlands have low lev-
els of debt, at 5% and 6%, respectively, in 1999-2001.
The debt situation in Germany has been stable over
the past 10 years — consumer debt as a proportion of
available income is around 17%.

Private Household Debt Overload

Private household debt overload has become a
significant problem - the number of overindebted
households in Germany alone is around 2.7 million.?
European — at times even national — comparisons are
difficult because the definition of debt differs widely
and the methods of investigation and data sources
vary. Table 2 makes a “preliminary approach” and
shows some comparative European values from dif-
ferent studies.

8See D. Korczak: Uberschuldung in Deutschland zwischen 1988
und 1999. Gutachten im Auftrag des Bundesministeriums fir Familie,
Senioren, Frauen und Jugend, Stuttgart, Berlin, K6In 2001, p. 136 for
Germany (slightly shortened). International details by A. San José
Riestra: Credit Bureaus in Today’s Credit Markets, ECRI Research
Report, No. 4, Brussels 2002; and N. Jentzsch: The Implications of
the New Consumer Credit Directive for EU Credit Market Integration,
Position Paper, John F. Kennedy Institute, Freie Universitat Berlin,
20083, p. 12, with further references. For Belgium, only the measured
values for critical life events are reproduced (further data in A. San
José Riestra, op. cit.)

Intereconomics, March/April 2004
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Table 2
Debt Overload in Europe
0, 0,
Source A 7% of toltal Source B % of toltal
population population
500,000
France households 20
30,000-
Belgium 113,000 2.5 40,000 0.8
households
households
Great Britain 1 Mihon 16 200,000
people people
2.5-2.7 mil-
Germany lion house- 7.0
holds
200,000
Netherlands households 2.9
Sweden 430,000 45
people

Source: For the individual data sources and the required caution in
interpreting the data material, see A. San José Riestra: Credit
Bureaus in Today’s Credit Markets, ECRI Research Report, No. 4,
Brussels 2002, p. 20 f.

However, there is no generally accepted definition
of the limit of debt with which consumers can cope.
Different empirical studies show that an increase in
private household debt in the USA will lead to a fall
in consumption.'® This is relevant for the EU because
the development of private household debt in the USA
usually precedes that of EU countries. Consumer debt
as a proportion of available income in the USA recently
reached 23% (2001). Similarly high values exist (for
2001) in the EU only for Great Britain (20.6%) and
Sweden (22.6%). Germany (16.4%), Spain (15.1%),
Ireland (14.9%) and France (12.4%) cover the middle
ground. Lower rates are evident for Finland (4.7 %) and
Italy (4.8%).

When discussing the possible negative conse-
quences of debt, we should also observe the level at
which private households are building their financial
assets. A study by Sieweck'' concludes that at the
current 16 to 1 ratio of private financial assets to pri-
vate debt, for consumption purposes one certainly
cannot speak of a general situation of private house-
hold debt overload. The study goes on to state that
despite a growing number of — at times severe — cases

®A.San José Riestra, op.cit., p. 21.

© “The level of debt is likely to magnify economic recession: if con-
sumers are less capable of servicing their debt, lenders will be more
reluctant to extend credit to them. Demand then falls more than it
actually would with a lower level of indebtedness.” N. Jentzsch:
The Implications of the New Consumer Credit Directive for EU Credit
Market Integration, Position Paper, John F. Kennedy Institute, Freie
Universitat Berlin, 2003, p. 12. See also J. McCarthy: Debt Delin-
quency, and Consumer Spending, in: Current Issues in Economics
and Finance, Federal Reserve Bank of New York, Vol. 3, No. 3, 1997,
pp. 1-6; and D. M. Maki: The Growth of Consumer Credit and the
Household Debt Service Burden, Finance and Economics Discussion
Series 2000-12, Board of Governors of the Federal Reserve System,
Washington D.C. 2000.
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of debt overload, this situation does not apply to the
majority of German households.

The difficulty for lenders comes in the ability to eval-
uate potential customers and assign a credit rating
which can anticipate insolvency or overindebtedness.
Unemployment, iliness, marital breakdown or death of
a partner, pregnancy or birth, and establishing a home
are among the most usual causes of private house-
hold debt overload (Figure 6). Reifner'? estimates that
unemployment, working fewer hours, loss of income
when changing jobs, divorce and accidents cause
debt overload in more than 80% of cases.

In his report on overindebtedness in Germany, Ko-
rczak concludes that debt overload is related to social
issues — he shows that it correlates strongly to lower
education and professional qualifications, and comes
from everyday problems that most of us experience.®
Studies in France, Belgium and Austria (and the USA)
confirm these findings (Figure 6). Unemployment was
singled out as a significant cause of overindebted-
ness.

The economic evaluation of the EU’s proposal for
a new CCD rests on this empirical foundation. To the
extent that the regulatory proposals will set wrong
economic incentives and in turn will lower the volume
of supply of consumer credits — results that still have
to be established later — they will affect the economies
of the individual member states in different ways.™
The relatively high significance of consumer debt in
Germany (as already mentioned, its consumer credit
market is the largest in the EU, and is one of the high-
est as a proportion of consumer spending) means that
the proposals are relevant for economic growth and
employment there in particular.

Regulations at the Centre of the Proposed New
CCD and Missed Opportunities

As we have already said, competition offers con-
sumers the best protection, from an economic view-
point. In our view, a “spirit of competition” from both

1 J. Sieweck: BBE-Branchenreport Konsumentenkredite, Jahrgang
2000/01, edited by K. Vossen, BBE-Unternehmensberatung, Co-
logne 2001, Vols. 1+2. Here Vol. 1, chapter 9.

2U. Reifner: Zur gesellschaftlichen Funktion der Schuldnerbera-
tung - Schuldnerberatung zwischen Ghettowirtschaft und Reintegra-
tion, paper presented in Mainz, 14.11.2002, at a meeting of experts
organised by the Ministerium fur Arbeit, Soziales, Familie und Ge-
sundheit, www.money-advice.net/admin/media.php/file/media/282/
SB_GesFunktionMainz2002.pdf.

3 See D. Korczak, op. cit., p. XXIV.

4 For a general theoretical analysis of the correlation between lend-
ing, growth and employment, see F.-S. Hung, R. Cothren: Credit
Market Development and Economic Growth, in: Journal of Economics
and Business, Vol. 54, No. 2, 2002, pp. 219-237.
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Figure 6
Overindebtedness Trigger — International Comparison
(in %)
nemployment I 38 Unemployment I /> Credit card bills NG
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Source: See footnote 8; own chart.

companies and consumers is the main prerequisite for
fostering competition. Therefore, we have examined
the regulations at the centre of the proposed directive
to determine the extent to which they would promote
a spirit of competition, or if they would restrict it. Our
evaluation questions the directive’s three goals, start-
ing with its aim to make the market more transparent.

Creating More Transparency?

The authors of the draft directive assume there is a
lack of transparency in the market, which has come
about from the development of new consumer credit
products throughout the EU. Companies use various
methods to calculate (“end”) prices on different prod-
ucts, which they express as an interest rate and other
components (commission and fees).

The Commission has adopted a generally accepted
idea among economists that lenders throughout the
EU should provide reliable pricing information, cal-
culated according to standard methods. It believes
that this will make the market more transparent, which
will encourage competition and then consumers will
be better protected — well-informed consumers have
a better chance of choosing an appropriate credit
product when they can base their decisions on reliable
pricing information.®

® However, market forces can also create transparency. There is
no compelling need for state intervention: incomplete and unevenly
distributed information from companies in an evolving economy must
not be seen as an obstacle to competition, but rather as its consti-
tutional prerequisite, its “motor”. See F. A. von Hayek: The use of
knowledge in society, in: American Economic Review, Vol. 35, 1945,
pp. 519-530; and, for a modern overview, M. Erlei, M. Lehmann-
Waffenschmidt: Curriculum Evolutorische Okonomik, Marburg
2002.
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Housing debts _ 16 A

The proposed directive aims to increase transpar-
ency by obliging companies to issue three prices,
which they must state in all advertising media on loan
agreements and in credit agreements: annual percent-
age rates (APR), lending rates and borrowing rates.
The APR should be calculated according to the overall
costs of a loan — in addition to the interest and other
charges, commissions and bank fees, it should include
any other costs, even if they are being paid a lender,
an intermediary or a third party. This would include
any insurance premiums on the credit agreement (for
example, credit default insurance on personal loans,
or small or personal drawing credits). The exclusion
of price components is limited to a minimum, in the
drive for a “maximum of clarity”. Separate from this,
the total lending rate is the price the lender demands
for giving a loan; it is calculated just like the APR but
excludes the cost of third parties. The borrowing rate
is the interest rate on the loan and does not include
any further price components.

There are a number of problems with the proposals,
first with the requirement that banks should take ac-
count of all the cost components of a loan in advance:

e Generally, it is not possible to quote reliable costs for
all components of a loan when a customer signs a
credit agreement (for example, notarisation, tax con-
sultant fees and intermediary costs).

¢ Costs for appointed collateral vary greatly according
to the type of loan and type of collateral.

e |t is not possible to provide a reliable quote for
charges in the event of non-fulfilment of a credit
agreement on signing of the credit agreement.
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¢ Insurance premiums, such as the remaining debt
for term insurance, depend on the precise life and
contractual circumstances (such as age, gender of
borrower, and residual term of credit).

Second, the proposals interfere with the banks’
price autonomy. The state distorts price signals by
stipulating certain costing schemes, and so prevents
the optimal allocation of resources in the national
economy. Article 14 (3) determines that a “variable
borrowing rate may not vary until the end of agreed
periods provided for in the credit agreement and may
do so only in line with the agreed index or reference
rate.” This would deprive banks of the option (which is
currently an often used common agreement between
the contracting parties'®) to adjust borrowing rates in
line with changes to refinancing conditions and in the
capital markets. So the banks would be denied the
opportunity to respond appropriately to qualitative
changes in their risk position.

The draft directive also contradicts the central regu-
lations of the New Basel Capital Accord,'” to which all
banks in the EU must adhere. In addition to the regula-
tion already in place, the New Basel Accord aims at a
more risk-oriented formulation of capital requirements
for credit transactions, which should be reflected in
the price of credit. The objective is to do away with
a situation in which customers with strong credit rat-
ing subsidise those with poorer ones. To achieve this,
banks will have to use complex risk assessment pro-
cedures, which will assess individual credit ratings as
accurately as possible. Therefore, financial institutions
will have to carefully consider the value of collateral
and the risk of loss, and how these factors change
throughout the lifetime of a loan.

Within the framework of the qualitative examination
of risk management, financial institutions will have to
submit proof to supervisory banking authorities that
there is a link between their risk rating and pricing
policy — they must orient their credit system’s pricing
policy towards the individual credit rating risk of bor-
rowers. If there were changes to the risk parameters
during the term of a loan or to the collateral, then, if

8 There are further varieties of interest adjustments that apply as a
rule: (1) a fixed interest is agreed between creditor and borrower; (2)
a key rate agreement is concluded; the interest rate agreed with the
borrower is linked to the changes of a reference parameter (reference
interest rate, index or similarly). See also Bundesverband deutscher
Banken: Vorschlag der Europaischen Kommission fiir die Novellierung
der ,Richtlinie zur Angleichung der Rechts- und Verwaltungsvorschrif-
ten der Mitgliedstaaten Uber den Verbraucherkredit® — Verbraucher-
kreditrichtlinie (VKG-RIiLi), 16 Oktober 2002.

17 See“S. Paul, S. Stein: Basel Il und die deutsche Kreditwirtschaft
- ein Uberblick, in: S. Paul (ed.): Basel ll, Mittelstand und Kreditpre-
ise, ff. 01 forschungsfolge, Frankfurt/M. 2003, pp. 35-70.
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the credit rating deteriorated, the creditor, according
to the New Basel Accord regulations would have to
adjust a fixed or variable rate of interest. However,
the proposed new CCD prevents banks from doing
this. So the proposals are inconsistent with other EU
legislation, and if implemented would have a negative
impact on banks’ lending behaviour.

Third, a government “pricing authority” would be
required to monitor the planned regulations. It would
have to take its place next to an “authorising agency”,
which would likewise have to be created for creditors
and their intermediaries. The bureaucratic expense of
this is demonstrated by the excessive (above all in
terms of personnel) costs of the supervisory review
process of the banks in Pillar Two of the New Basel
Capital Accord.

Fourth, we doubt that publishing three rates of
charge would make it easier for consumers to take
out loans - it is more likely to simply increase confu-
sion at a higher level. Supplying consumers with ever
more detailed information is too demanding, for time
and resources are necessary to process such infor-
mation, and important data cannot always be quickly
separated from insignificant data. Crow, Howells and
Moroney report that although % of the borrowers they
interviewed had heard of the term annual percentage
rate, only one in seven had a genuine understanding
of what it means.’® Other studies have found that
regulations to encourage transparency are useful only
for better-educated consumers; so they can only be
beneficial “if the consumer is intellectually and psy-
chologically equipped to apply the information which
disclosure regulation entitles him to have.”'®

Best Advice Obligation

Within the scope of a “best advice obligation”, the
draft directive imposes extensive information and con-
sulting responsibilities on banks, so that they must sell
the most “suitable” loans to consumers. Consumers
have to be informed “sufficiently” about the terms and
costs of a loan, as well as the conditions of a credit
agreement before signing it. The obligation to provide
information applies to all features of a credit agree-
ment, and some of these details must be stipulated
within it.

®].Crow,G.Howells, M. Moroney: Credit and Debt: Choices for
Poorer Consumers, in: Aspects of Credit and Debt, London 1993, pp.
11-51, cited according to P. Cartwright: Optimal Consumer Protec-
tion in Financial Services, Brussels 2001. (www.ecri.oe/homedocs/
pcartwright.pdf)

®P.Cartwright, op. cit.
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The authors of the proposed new directive con-
sider it necessary to set a general advice obligation
for lenders and also “where appropriate” for credit
intermediaries. Any consultation should be conducted
in a manner that allows a consumer to choose the best
type of loan from the range usually offered by the lend-
er or intermediary. In particular, intermediaries must
explain to the consumer the repayment options, the
associated risks, the existence of any fixed repayment
schedule, the scope for drawing down the credit and
find out the purpose for which the loan is to be used.

In this respect a number of questions arise about
how the regulations for providing advice will be im-
plemented. For example, what if a lender offers a
borrower what it thinks is the most suitable type of
loan, but the borrower chooses a different product.
The proposed new CCD - even if not clearly and dis-
tinctly — only deals with a lender’s obligation to provide
information and advice, and does not address borrow-
ers’ responsibilities. This creates additional risk for
the credit markets, which rather than encouraging the
protection of consumers, makes the situation worse
for them. We can assume that if a borrower becomes
insolvent, the case will go to court — and the outcome
is unpredictable. The risks and costs associated with
this will lead creditors to increase the prices of their
products, and they will be significantly more prudent
when offering loans, and yet refuse some requests.
This is most likely to affect those in weak social posi-
tions, so that they will have to bear the costs of “im-
proved” consumer protection. If, as a result, consumer
borrowing falls, overall economic growth and employ-
ment in the EU will be affected.

In addition, the proposals limit consumer independ-
ence. Informed borrowers will no longer be in charge
of their own decisions, but in the hands of “consider-
ate” lenders, who must guide them. The proposals
are based on the assumption that the responsibility
for providing consumers with relevant information
lies solely with the companies offering the products.
They do not consider the responsibilities of borrowers
to provide accurate information to a lender so that a
situation of asymmetric information arises. For exam-
ple, borrowers could withhold information about any
health risks that might affect their loan repayments.
The proposals of the new directive oblige lenders to
obtain a high level of information about potential cus-
tomers which even comprises everyday life risks and
the “true” preferences of borrowers, who in turn could
exploit this to their advantage if any problems with re-
paying a loan occurred.
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The Commission’s underlying assumption is that
presently the quality of advice offered by banks and
credit intermediaries acting in their interest is insuffi-
cient. Those offering loans “frequently do not have the
basic knowledge that is required to sell the financial
products that they distribute”. Additionally, it believes
that the quality of the checks in this respect is insuffi-
cient in the individual EU member states, which is why
banks and credit intermediaries are to be put under
the supervision of a (new?) control and supervisory
agency (Article 28).

The proposals leave open the criteria by which the
supervisory agencies should assess the lenders. They
deal only vaguely with the amount, structure and qual-
ity of necessary information. This means that lenders
and their intermediaries will be able to hide some ac-
tions, even though under supervision. The authorities
will have to rely on the prudence and honesty of the
companies they are regulating. On the other hand,
they themselves will also have the flexibility to interpret
the regulations to be met. Therefore, there is a risk that
cases dealing with similar issues will be treated differ-
ently by the same regulations, and lenders and their
intermediaries will not be considered on equal terms.

In view of these fundamental reservations, we are
concerned that the regulations deeply intervene with
lenders’ operations. A number of variables (such as
the quality of employees in the market segments as
well as in risk management and EDP systems) and
processes (such as flows in credit consultancy) are set
to be standardised; the standardisation even extends
to the variables and processes associated with credit
intermediaries (even if they are only subordinates),
which would become the responsibility of the banks
cooperating with them.

The process of verification would be extensive.
Based on the experiences gained from other areas
of regulation, in particular time-consuming talks to
employees within different levels of seniority and fields
of work would be necessary in order to check the
qualitative requirements of the directive. As a result,
the proposals for registration and supervision by the
authorities would lead to excessive bureaucracy (there
are 2,400 existing banks in Germany alone, and an
even greater number of credit intermediaries) without
creating any benefits for consumers. Moreover, such
inspections of individual credit agreements to assess
the “good” quality of advice from a lender or his inter-
mediary are not consistent with the principles of a free
market system.
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Making the Market More Effective?

The proposed new CCD’s second objective is to
make the market more effective, so that it develops
according to the preferences of those on both the
supply and demand sides. It aims to accomplish this
by introducing regulations that affect the way in which
companies can market their products, and restrict the
level of risk that they can take when offering loans.

Limiting Marketing Parameters

Financial service providers compete with one an-
other through strategic positioning in the market. This
could lead to them elaborating cost benefits, which
would give them price superiority over competitors,
or highlighting special benefits for consumers. The
constant pursuit of strategic alternatives will be re-
flected in a company’s marketing, its processes and
products, and its ability to innovate. The more freedom
companies have in this respect, the more intensive the
spirit of competition. However, if regulations restrict a
company’s ability to create a unique selling proposi-
tion and to implement it in the market, the more the
pressure to compete will subside.?®

In this regard, the proposals of the new directive aim
to restrict a number of marketing tools:

e Article 5 of the directive targets doorstep selling and
prohibits companies from negotiating credit and
surety agreements outside of their business premis-
es (permissible only at the request of a consumer).

¢ Article 7 prohibits any type of marketing, distribution
or sale of personal data collected within the protect-
ed scope of the CCD, including modern database
marketing for the benefit of actual customers.

¢ Article 15 contains a “black list” of certain clauses
that must be excluded from credit and surety agree-
ments. For example, part €) prohibits the practice of
applying an initial call-in rate or a discounted rate,
which is later replaced by a rate that is higher and
subject to the rules on variability. Part f) deals with
balloon agreements, which oblige consumers to use
the same lender to refinance the residual value or the
final payment on a credit agreement for financing the
purchase of a movable property or service.

e Article 16, subsection 2 prohibits banks from de-
manding indemnity for early repayment of credit
agreements where the period used to fix the borrow-

20 See I. M. Kirzner: Unternehmer und Marktdynamik, Munich 1988;
and L. von Mises: Human action: A Treatise on Economics, New
Haven 1949.
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ing rate is less than one year; thus barring them from
pricing their risk of interest rate volatility.

The compelling nature of these regulations prevents
companies from using the above-mentioned market-
ing tools to compete in terms of quality. The measures
are designed to regulate areas where competition
already exists and has created an effective market.
However, the directive would penalise suppliers that
highlight their competitive advantages, and design
the type and content of their marketing accordingly.
Such restrictive rules would result in marketing that
was not geared toward consumers’ needs, leading
to less competition. Competitive restrictions promote
structural problems, help certain suppliers to survive
(distorted competition) and increase barriers to poten-
tial new entrants.

Those regulations which limit the price autonomy of
the contracting parties moreover distort the coordina-
tion of the individual plans by means of the pricing
system.

Joint and Several Liability

A further important innovation of the draft direc-
tive is the extension of joint and several liability. This
covers the liability of several persons who legally form
a union, where each is individually obligated to the
terms of an agreement. The amendment states that
a consumer — “if the creditor and supplier of goods
or services operate jointly in the market” — may claim
payment from the creditor if a complaint against the
vendor is justified but the vendor refuses to pay. This
refers to a case when a supplier — even if only in a
subordinate function — acts as a credit intermediary.
So the draft directive takes an encompassing view of
joint and several liability (Article 19, subsection 2): “If
the supplier of goods or services has acted as credit
intermediary, the creditor and the supplier shall be
jointly and severally liable for indemnifying the con-
sumer where the goods or services the purchase of
which has been financed by the credit agreement are
not supplied, or are supplied only in part, or are not in
conformity with the contract for their supply.”

We have a number of objections to this part of
the proposals. First, there is no reason why such a
borrower should enjoy a more privileged position
(recourse against two debtors) than a consumer who
acquires goods for cash or with the aid of a current
account loan that is not tied to a specific purpose. A
government reallocation of the risk positions freely
contracted by the market participants neglects on
the one hand the declared intention of the contracting
parties for a specific agreement (in this instance, the
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division of purchase and financing), while on the other
the buyer is not obliged to obtain accurate information
about the reliability of the seller and the quality of the
offer. This creates an incentive for improper behaviour
that breaches contract.?'

Second, the circle of parties covered by the liability
regulation (credit intermediaries etc.) is chosen in a dif-
fuse way, which would lead to innumerable legal dis-
putes within the EU. The Commission’s explanations
state: “The definition proposed covers any person
who assists in the conclusion of a credit agreement,
in other words not only the credit broker but also the
delegated agents or bank agents as well as the sup-
pliers of goods and the providers of services, main or
subsidiary business undertakings, including marketing
assistants.” It continues: “The directive thus covers
any person who provides a creditor with information to
identify a consumer and directs the latter, for a fee, to a
creditor for the conclusion of a credit agreement. This
fee may take the form of cash or some other agreed
form of consideration, such as computer support, ac-
cess to the creditor’s business network or overdraft
facilities, for example.” Even lawyers and notaries fall
under the scope of the proposals if they refer clients to
creditors.

Third, due to the higher liability risks for banks,
the number of credit offers is likely to fall (and prices
increase) particularly for consumers who find it diffi-
cult to raise finance through alternative routes. Under
these proposals for joint and several liability and in
the event of customer claims, the banks would have
to enter into the responsibilities of those selling their
financed goods and services. In the worst case they
would even bear the risk of sellers’ insolvency. There-
fore, the banks not only would have to evaluate the
acceptability of their customers’ credit risk rating, but
also examine all the other parties involved in the circle
of liability (the credit intermediaries in a broader sense),
as well as assess the quality of the goods and services
on offer. However, it would then become difficult to
accurately assess risk. As in the case of responsible
lending (which we discuss below), the banks would
respond by rationing their offers and increasing their
prices for certain (groups of) borrowers.

For example, it is likely that today’s common
practice of manufacturer-bound automotive banks
financing used vehicles from other manufacturers will
be suspended. According to Article 19, subsection 2

2 See the analysis by M. Kanzler: Verbraucherkreditgesetz: Eine
6konomische Analyse, Bayreuth 1996, p. 143-164, on the problem of
associated transactions under German law.
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of the proposed regulation, the manufacturer-bound
automotive bank would be responsible for customer
claims against the automotive dealer. If a vehicle was
defective, the borrower could direct his compliant
towards the automotive bank, and leave it to handle
the situation. The bank, on the other hand, would then
have to work with the dealer to remedy the defects. So
manufacturer-bound automotive banks could look at
whether they should continue to finance used cars of
any brand and age. They might decide, for example,
only to finance used vehicles of their own brand (be-
cause it would be easier to anticipate any problems
than with another manufacturer’s car) and ones that
are not more than a few years old (which would be less
prone to problems) but in turn also more costly (so
making them unaffordable for certain groups).

Our example shows how government interference
into the freely contracted risk positions of market
participants can distort competition: lending for a
specific purpose is treated less favourably than lend-
ing for no specific purpose. This would affect banks
that offer loans mainly for customers to purchase ve-
hicles or mail order goods and draw a major share of
their business from affiliated traders. Hereby, in many
cases there are not only functional, but also often
capital-related involvements with (car) manufacturers
or dealers, so that switching to non purpose-related
credits usually cannot be seen as a genuine alternative
for those banks.

Consumer Protection at a Higher Level?

The proposed CCD aims to standardise consumer
protection throughout the EU at a higher level. For this
purpose it aims to encourage “responsible lending” by
credit institutions to prevent overindebtedness.

Responsible Lending

In this respect, the key regulation of the proposed
directive is the principle of “responsible lending” (Ar-
ticle 9), according to which a lender must act as a
good creditor: “Where the creditor concludes a credit
agreement or surety agreement or increases the total
amount of credit or the amount guaranteed, he is as-
sumed to have previously assessed, by any means at
his disposal, whether the consumer and, where appro-
priate, the guarantor can reasonably be expected to
discharge their obligations under the agreement.”

In conjunction with Article 8 (central database) and
Article 6 (exchange of information in advance and duty
to provide advice) companies offering loans must use
central databases to verify details provided by con-
sumers or their guarantors, demand deposits from
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them, check the details of credit intermediaries, and
offer the most suitable type and volume of loan. Civil
or commercial law penalties (set out by the individual
member states) will come into force if a creditor, based
on the information obtained from a borrower, should
have “reasonably” refused to offer a loan. According
to the proposed directive, the creditor could lose out
on interest payments on the loan or other charges by
the creditor; and the consumer may be given the right
to continue repaying in instalments the total amount of
credit, if the creditor does not respect the provisions of
responsible lending (article 31).

By this means the Commission is pursuing the goal
of preventing consumer overindebtedness. If borrow-
ers become overindebted through a critical life event
beyond their control (such as unemployment or illness)
then - so it is argued by the Commission - through no
fault of their own they have got into serious difficul-
ties. Following this argument, neither the borrower
nor the creditor can be made fully responsible for the
consequences. Since creditors are considered to be
the more powerful party they should be more strongly
obligated to resolve any events of debt overload and
their consequences.

There are a number of problems with these propos-
als. First, it is in the interest of lenders to prevent credit
default due to overindebtedness. If a borrower fails to
repay a loan, the creditor has to adjust the value of its
commitment, which reduces its profit and may even
jeopardise its existence. This is why banks use a credit
rating system before offering loans. A trend already
driving the EU’s credit economy is the development
of modern solutions in credit risk management. Banks
are using new procedures to evaluate borrower risk
and reorganising credit risk management to lower the
cost of risk and increase their profits. The most visible
expression of this trend is the implementation of the
New Basel Capital Accord. This new standard is forc-
ing the industry more than ever before to implement
risk-sensitive ratings that give a realistic assessment
of an individual borrower’s risk. The regulation of re-
sponsible lending in the proposed new CCD is there-
fore superfluous.

Second, however, it is almost impossible to accu-
rately assess the risk of overindebtedness of private
borrowers due to the findings on the causes of debt
overload, which we examined above. As stated, un-
employment, divorce or illness are among the most
important causes of overindebtedness. For example,
bank advisers could not predict that a potential bor-
rower will become ill in the future. For this reason,
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we are concerned that there will be an increase in
the number of disputes (in legal territories yet to be
harmonised). The Commission’s “responsible lend-
ing” is a vague legal definition, which results in vague
property rights.2?

However, it is clear that a company should act as a
“good creditor” by refusing a loan to anyone it believes
will not be able to repay it. Moreover, banks must offer
their customers the most suitable loan (see the sec-
tion above on best advice obligation). But what this
signifies in practical terms is unclear. Does it mean
that creditors have to use information provided, for
example, by SCHUFA, the German Credit Protection
Agency, and other credit databases to which they
have access, in addition to checking the information
provided by the borrowers themselves? Or does this
mean that the creditor also has to perform his own
research into, for example, the probability of the bor-
rowers losing their job or encountering economic diffi-
culties following a divorce, which would jeopardise the
repayment of a loan?

So the proposed new CCD gives much leeway for
the courts at a national level. Since the legal systems
and cultures vary between countries, the precise in-
terpretation of responsible lending will also differ from
one member state to another, which conflicts with the
principle of a single European market. In addition,
obliging national institutions to exchange information
about outstanding loans and defaults aims to encour-
age a single market for financial services. However,
some countries record only negative credit history
information, while others also record positive informa-
tion, which creates an uncertain situation for lenders.
Will a lender in a country that records only negative in-
formation, which is offering a loan to a customer from
a country that also records positive information but
receives for reasons of reciprocity only negative infor-
mation, be fulfilling its duties on responsible lending?
These questions show that the proposed new CCD
has been poorly coordinated with the directorate-gen-
eral responsible for single market issues, if at all.

If these gaps and ambiguities in the regulation
obstruct the creation of a single market for financial
services, then there will be no increase in competition
and the provision of consumer credit across national

22 In a statement from the German Federal Ministry of Justice in Janu-
ary 2003 about the principle of decisiveness, it even sees “constitu-
tional problems”. The Ministry considers it questionable whether the
regulation concurs with the contractual autonomy protected in the
constitution. See Bundesministerium der Justiz: Stellungnahme Ver-
braucherkreditrichtlinie, Berlin 2003, pp. 13-14. (www.bmj.bund.de/
images/11590.pdf)
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Figure 7
Types of Debt of Overindebted Households in
Germany
(in %)
East West
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Source: D. Korczak: Uberschuldung in Deutschland zwischen
1988 und 1999 (see footnote 8).

borders, which goes against the aims of harmonising
consumer protection throughout the EU at a higher
level.

How Responsible Lending Affects Growth and
Employment

The proposed regulations — in particular the parts
concerning responsible lending — threaten to reduce
the volume of loans offered and increase their price
due to the increased liability risks for banks. Mainly
due to the planned regulation of Article 9, creditors will
not be able to determine the risk of lending. They will
have to assume that after offering a loan, the customer
may do something to affect the agreement (hidden ac-
tion). So creditors will have to change the way in which
they offer loans. They could offer fewer loans to certain
(groups of) borrowers, or raise interest rates to reflect
the increased risks involved. However, both responses
conflict with the social intention of the regulations. The
restrictions that the proposals put on the consumer
credit markets (also threatening from the best advice
obligation and an expansion of the joint and several
liability) will have direct overall economic consequenc-
es. They may reduce gross domestic product growth
rates and could raise unemployment.

Those reforms in the spirit of the state’s making
up our minds for us could harm the people they aim
to help (such as those with no experience of dealing
with banks or with a low income) because they may
find it harder to get a loan or be excluded from loans
altogether.

A look at the type of debt owed by overindebted
households shows that consumer loans granted by
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banks represent a significant share of the total, but by
no means all of it (Figure 7). In addition to the money
they owe to banks, collection agencies (to which the
original creditors pass their bad debts) and mail order
firms, many households have “primary debts” that
include household rents, and utility and telecommuni-
cations bills. Consumers that are excluded from types
of loans that fall under the “protective” realm of the
proposed directive are likely to have to resort to other
forms of financing and to institutions that fall outside
the scope of the intended regulations. These private
households would be driven into less protected areas
of the market.

This may have a substantial indirect effect on eco-
nomic growth and employment. Certain consumer
groups would have their purchasing power limited and
would be forced to move out of the protected part of
the credit market, which would substantially increase
the risk of debt overload. As a result, these consum-
ers who have a verifiably high propensity to consume
would no longer contribute to demand. In turn, this
could lead to negative multiplier effects and thus may
result in rising unemployment.

Conclusion

Although the aims of the proposed new CCD are
positive, the current draft is unlikely to help to fulfil
them. The regulations that are intended to protect
consumers seem to work against their interests. They
would not make the market more transparent or ef-
fective, increase the level of protection, or harmonise
legislation throughout the EU. Instead, the proposals
(which are well intended but excessive) would weaken
the spirit of competition on both the supply and de-
mand sides.

Consumer protection with a proper degree of mod-
eration would involve regulation that strikes a balance
between the consumer’s (1) justified right to protec-
tion, (2) obligation to act responsibly and (3) right to
self-determination instead of schoolmarmish govern-
ment intervention.

It will become more important to enable consumers
to protect themselves. This can only be achieved by
providing them with appropriate advice and informa-
tion; bank regulation is the wrong policy instrument
for this.

2 See J. Siebke, H. J. Thieme: Einkommen, Beschéftigung, Pre-
isniveau, in: Vahlens Kompendium der Wirtschaftstheorie und Wirt-
schaftspolitik, Vol. 1, Munich 2003, pp. 95-188.
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