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The role of Self-Accounting and Financial Capabiliy in
consumer credit decisions

The role of financial capability in the consumersfinancial behavior has been widely analyzed
by the literature. The same happened for the relatinship between debt and financial
capability. The consensus about the benefits of ancrease in the levels of financial literacy
collides with a diversity of opinions on what the bst solutions to increase financial capability.
While methods based on traditional teaching may nobe an effective solutions and they could
not provide results in the short term, solutions oiented to support consumers in important
financial decisions (requests for funding, choice foretirement solutions, etc..) may show
greater effectiveness. Studies in literature havehewn the tendency of subjects with high levels
of financial capability to adopt a long term view ad to upgrade their daily financial behavior
with attitudes and practices related to self-finane (budget, financial check-up, saving for
goals, etc.) The paper focuses on the relationshipetween financial capability and self-
accounting practices, interpreting the latter as eidence of conduct financially aware. After a
review of the literature designed to emphasize theole of self-accounting in the context of
personal finance, a financial check-up based toos iproposed, pointing out how the financial
accounts' schemes and logics (regular budget, estibes and forecasts checking targets) may
find useful application in the context of personafinance.

Key-words: Self-Accounting, Financial Capabilitypi@Sumer Credit

The relevance of financial capability is determirdthe evolution of the market and by the ever
increasing degree of financial innovation. The sung the number of products and services and
their articulation in a variety of customized satas have simultaneously expanded the range of
possible options but also the complexity of custoomices.

All agree that increase in the number of availabf@ncial solutions turns into a market
improvement only if the customer is able to evaduae distinguishing characteristics of each one,
thus recognizing that most suitable for his or heeds; however several studies have shown that
the level of knowledge in financial matters is gaflg low and, sometimes, it's not sufficient to
formulate sound and responsible choices regardangng, investment and borrowing.
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There is vast awareness that a knowledge dividaratgs the supply and the demand side of the
market; because this situation is not considerebetgositive for several reasdngovernments,
supervisory authorities and private organizatioagehstarted to study the alternatives available to
rebalance the relationship between consumers ammhdial intermediaries. The diversity of
opinions regarding the means of intervention arelttrget populations has led to the start of a
multitude of projects and initiatives that diffex purpose, logic and duration. The choices that
might seem more natural — the integration of fingncapability courses into the scholastic
curricula — does not seem to be totally effectied it does ignore adults (the most active in
financial terms) who, being no longer of school,ageuld excluded from such programs.

While it would be illogical to ignore a significaprt of consumers, letting them to be guided in
their personal financial choices only by their oexperiences and beliefs, it must be also be
considered that it is extremely expensive and carai@d to engage in a comprehensive educational
program considering also the limitations of timed amotivation of the adult population. The
assumption that adults should be asked to invessiderable portions of their free time to learn
concepts which often do not even feel the needctpiee, highlights the limitations of a mass
approach. More suited to the needs of adult consuare those solutions that are provided in the
proximity of specific financial decisions, focused topics closely related to the object of choice.
From this point of view, financial capability is hany more something generic and standardized
(by the logic that "one size fit all") and becongediversified mode of action, oriented through the
real consumers needs.

This paper focuses on consumer credit, by propasidgcision support tool aimed at those who are
considering taking new financing. The goal of tbeltis to focus consumers' attention on some
critical choices of financing, with a highlight dhe possible impact of a specific loan on the
financial situation of the borrower.

In the first part we will focus on the contributitimat the planning and control approach, typical of
accounting, can provide to financial capability. d®nthe usability and adaptability of the
accounting instruments is tested, the necessanstadgnts required to avoid possible behavioral
distortions, which occur in case consumers aredaske self-made diagnosis, will be considered.
The second part of the paper presents the toatsteiand the estimation of its parameters through
an analysis of the Italian market.

ACCOUNTING, SELF-ACCOUNTING AND FINANCIAL
CAPABILITY

Financial capability becomes relevant, talking abconsumer credit, when issues such as
indebtedness and the equilibrium in consumer fiaarand his or her the capacity of repayment of
debts are considered. There are several profiescthme into consideration when we analyse the
level of consumer comprehension of the risks tlmhe with a new debt. A first element of
vulnerability in the consumer logic is “shortermisifiiichtenstein, Fischhoff 1977). Consumers
overweight benefit from the immediate possessiothefpurchased good, ignoring the effects that
loan repayments will have on their future finan@#uation (Hilgert, Hogarth, Beverly 2003). A

L A financial market where the consumers are untblietect the differences between products is &ehariented to
inefficiency and mispricing phenomena, and a comsuthat doesn't really understand a financial povaould make
wrong decisions that could affect his financialfiet

2 The adoption of financial capability courses blgesals and universities is very expensive and seee tuneffective
in producing long-term knowledge improvements (Mahg006).
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second critical factor is the inability of consuméo evaluate the financial contract, as they
concentrate on partial indicators such as the aimainthe installment, while ignoring
comprehensive measures such as total financial minodwdebts or the APR. A third critical factor
is the tendency of consumers to narrow framing.e8ssients about the sustainability of funding
should be based on a comprehensive view of thediahsituation, rather than focussing on the
analysis of the specific operation. Fragmentatiaich follows a myopic view and partial
equilibria of medium-to long-term risk, is a chamtstic of consumer credit choices, as it happens
with all the activities where the limited paymemh@unt leads to focus on a small part of a wider
financial balance. The consumer considers the esidgbt, forgetting about its effect on his or her
global financial situation. A fourth element to bensidered is the consumers’ overconfidence. As
Graser-Weber (2007) show, consumers tend to attriba themselves the credit for financial
successes, identifying exogenous factors to justiir losses. The trust in a full mastery in
financial matters, based on previous financial eepees, is identified as the main cause of
overconfidence, which exposes the consumer tortake and make choices without having the full
awareness of the consequences.

If the critical factors that expose consumers teo&optimal financial behavior are different and
suggest the need of a financial counseling activitys useful to analyze the contribution that
accounting principles and solutions can providéhenmatter.

Using accounting for financial capability purposes motivated by the common goal of
management and control of financial balances thvaisf and consumers share. Thaler (1999)
emphasizes how individuals feel the need to "receudhmarize, analyze, and report the results of
financial transactions and other events, doing &b the same purposes of the organizations that
use the managerial accounting”. The desire to k&g of where their money is going, and to keep
spending under control can replicate the busines&li® own accounting practices.

Concerning the use of accounting principle Heatd 8oll (1996) note that consumers tend to

classify their expenditures into categories (fotbdnsportation, entertainment, etc..) as well as
companies gather their expenditure items into hanegus groups. This mental classification is a
preliminary work for an activity of planning andpenditure control, which, at the end, looks very

similar to a budget approach. Shefrin and ThaleBg) and Karlsson (1998) show that individuals

classify assets into three mental accounts: cuiremime, current assets, and future income, thus
creating an accounting structure similar to a budggsed on corporate balance sheet, income
statement and budgets. Evidence of the differadtiapproach is obtained by Karlsson (1998): he
demonstrates the future expenses have a more veegagpact on the decisiveness to buy when the
payments based on current assets are preferredremtincome ones.

While companies have to report their performanez@ variety of stakeholders and are thus required
to formalize the result of the accounting procesa idocument (the balance), the absence of such
need allows the consumer to adopt a mental budipeter (1993) defines mental accounting "as a
collection of aggregation rules for what gets camedi with what". For Hirst, Joyce and
Schadelwald (1994) it's "a type of framing in whictdividuals are hypothesized to form accounts
for the psychological benefits of cost and outcdimekile Kahneman and Tversky (1981) identify
mental account as "an outcome which frame spedifjethe set of elementary outcomes that are
evaluated jointly and the manner in which they @mbined and (ii) a reference outcome that is
considered neutral or normal”. Similarly Gourvidead Soaman (1998) and Prelec and Lowenstein
(1998) define mental accounting as a cognitive fafnbookkeeping that individuals practice to
keep track of expenses and control consumption.



Different papers identify in mental accounting,addition to a purpose of budgeting, a control
instrument. Heath (1995) and Heath and Soll (198§ that the mental budgeting is a tool for
expenditure control. Cheema and Soman (2006) igaehfis a self-regulatory mechanism or a self-
control device, that prevent consumers "from doniat they want to do (eg, buy a car), forcing
them instead to do What they think they shouldedp save for retirement)”.

The virtual nature of mental budget has importanplications on the operational level, which
potentially can affect its reliability. A first eleent of doubt for a mental budget adoption concerns
the inner conflict of consumers who, faced witheapenditure constraint in self-imposed mental
budget, want to make a purchase for larger amo@tisema and Soman (2006) have verified how
consumers flexibly classify expenses, or constagdounts, to justify spending. This flexibility
allows consumers to find loopholes and to circunhtiea self-control imposed by mental accounts.
The same conclusions are reached by Kunda (198@)atithor states that "the biasing role of goals
is thus constrained by one's ability to construjciséification for the desired conclusion: peopld w
come to believe what they want to believe onlyhie éxtent that reason permits". The conclusion is
that the virtual nature of mental budgeting helpsrtake it more malleable and, therefore, less
credible and effective.

A second critical profile of mental budgeting comsethe classification of items which are not
directly attributable to any of the known categdinpme, entertainment, food, etc..). The risk of
misclassification can lead the consumer to excded limits imposed by budget, citing the
possibility of splitting the cost across severdegaries.

A third critical factor in the use of mental budgetis the narrow framing (Bonini, Rumina 1996,
Moon, Keasy, Duxbury 1999). It refers to the termlewf consumers to consider buying and
spending individually, without considering purchesemade together, or relating to the same
category. A typical example of narrow framing isetlpurchase of a good on sale. Being
concentrated on the discounted price consumersttefuiget to pay adequate attention to the price
of the other goods of the shopping-list; this lefmlspend more than one would have done if he or
she had compared the total expenditure with thahddlternative supplier.

The reliability of mental budgeting is also hampkby the tendency of consumers to react very
differently to the same circumstances, howeveiflier@nt situations. For example, individuals who

suddenly have access to significant financial as@®t inheritance, lottery winnings, etc.) tend to

have different purchasing behavior than those webtlge same amount via wise and planned
investment activities (Hirst, Joyce and Schadelwd894). There are also evidences that the
increase in spending in the first case is sometimeessive even considering the new wealth
(Moon, Keasy, Duxbury 1999).

The flexibility of mental accounting, especiallyraspared to a written budget, is proved by Heat
and Soll (1996), which recognize that the latteing based to a higher degree of formalization,
forces the consumer into a more rigorous apprdagh preventing the breach of the financial limits
of the budget. All these considerations stronglygast the use of a written budget. The added value
of writing a budget is also stressed by Thaler ()9¢hat explains the role of written budget in
mitigating the consumers' tendency to prefer curcemsumption to the future one. It would also
effectively generate a sense of guilt introducingsgchological cost that can inhibit the consumer
from making unplanned purchases. Prelec and Low#ngl998) in analyzing the mental processes
of consumers show that a written budget helps timswmer to rationalize choices. Similarly Sharif
and Thaler (2006), emphasizing non-rational belraviacases where the payment and use of the
asset are not simultaneous, demonstrate the effeess accounting and of written budgets in
reducing these phenomena. Finally, written budgetdribute in reducing consumers’ shortermism,
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helping them to become aware of the of medium-Iltergh effects connected with their current
behavior (Wertenbroch 1998).

SUPPORTING CONSUMERS: A PROPOSAL
monitorata® www.monitorata.it

Accounting and self-accounting methods have beeaptad to develop a tool designed to
support consumers that are considering taking a.ld&e goal is to define a model of self-
assessment enabling consumers to determine thetirapa new loan on their financial situation.
To be effective with adults, however, the tool bhavercome the abovementioned problems of
traditional education. Because adults would allcanly a fraction of their time to learning
financial matters only the financial knowledge timaheeded has to be delivered and it has to be
delivered when is needed, and the way it is acbéptand understandable by the user. This means
complying to principles of relevancy, contingeneylaisability which require to answer properly to
specific needs and to actual problems. Ergonomsitisus the underlying rule that mandates the way
the tool is conceived and developed; ergonomiocpples, referred to the educational contents,
impose that the model is “tailor-made” and therefdinds its input in the form of the easily
available and usable data on the consumer’s fiaaricws. Regarding the form of the model,
ergonomics require that the input information i®wn (or can be found) by the client, that they are
clear and simple, avoiding the use of jargon (F8A4) and that attention is paid not to require an
excessive amount of input information. Should thedel require the consumer to find data that he
or she does not possess (or that are difficult itmin) would deprive it of its function as an
information intermediary. Being simple and useeridly is necessary in order to reach consumers
that lack basic financial knowledge, precisely thosith the greatest need for counselling;
economizing on the amount of input data requirecbissidered necessary in order to minimize the
abandonment of those who, lacking a strong motwmatmight consider the opportunity-cost of
using of the model as excessively high. For simitasons, the output of the model must also
respect its overall principles: it must be cleadt anmediately understandable.

As is the case for all forms of financial counswg]li(the provision of advice on savings,
investments, insurance, etc), the elaboration gflioit information on customers seeking loan
advice occurs on the basis of the know-how andtglif the counsellor in the area of problem-
solving; it thus refers to long term financial betigg, and to estimations of the consumer’s default
risk. From the input data relative to the consus@eriodical cash flow, it is possible to obtain a
tailor-made estimate of the consumer’s level ok rad identify his specific financial habits
(spending attitudes, tendency to borrow, savingtbabtc.). Data relative to a consumer’s socio-
demographic profile allows the estimation of thesiamer’s risk by means of a regression analysis
based on the behaviours of a representative saohglensumers. The output of the two different
analysis is a statement summarizing the possildlectsf that the new loan could have on the
consumer’s financial situation, highlighting thensequences that their current behaviour and
choices could have on the future financial situatio

METHODOLOGY AND DATA

To create the model of self-assessment for consaredit, two methods of analyses were used
in combination. The first uses the logic of a fio@hbudget to determine the net residual cash flow
(NRCF) available to the consumer after having medi for his primary needs (food, clothing,
housing, etc.), financial obligations (tax paymemepayment of current loans, etc.) and having
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satisfied any additional needs (free time, entem&nt, etc.). Over a defined period of time, the
NRCEF is calculated as the difference between toi@hthly income (salary, investments returns,
benefits, etc.) and the total of his expenses amah€ial costs. The NRCF is considered as a
measure of the consumer’s ability to reimburse heans and as a measure of the consumer’s
ability to face any unexpected events that may tnagg affect the family budget (such as a
reduction in income or an increase in expenditures)employment, divorce and invalidating
illnesses (and/or those that require expensive caédare) are some of the events able that might
cause the default of the consumer (Kempson, Atkins@006). NRCF is standardised by
considering it as a percentage of total incomeeithat a low value of NCFR corresponds with a
situation in which a larger part of the income ésltated towards daily needs and the repayment of
current debts, it can be argued that the lowelahel of NRCF, the risk of default of the borrower
becomes higher due to the consumer’s limited capaxicope with unexpected financial events. In
order to simplify the information and make it manéuitive for the consumer, five classes of risk
were defined (0-5) where lower values are assati@tsituations of less risk and higher values are
associated with situations of greater risk. Tabpeelsents the different classes of risk.

Table 1 — financial analyses of consumer cash flawd default risk

NRCF - Net Residual Cash Flow
(as percentage of total incomings)

25%< NRCF
20%< NRCF <25%
15 NRCF <20%
10%< NRCF <15%
5% NRCF < 10%
NRCF < 5%

Class of risk

O WIN|F|O

Data relative to financial inflows and outflows repent the input by the consumer to the
model. During the data entry, the consumer is guidg means of insertion grids. Inflows are
classified as (1) net income from employment arioincomes (dividends, rents etc.), while the
principal expense categories regard (1) housingsdosaintenance, energy and heating, furniture
and electrical domestic goods), (2) tax, (3) foad drink, (4) clothing and shoes, (5) transport and
communications (telephone, internet, fuel, car iasce, car maintenance costs, etc.), (6) leisure
and education (books, music, pay-tv, cinema, teeaport, etc.), (7) other goods and services
(medical expenses, care costs, etc). Next to tieses the consumer is asked to indicate financial
obligations relative to current debts (mortgage atier loan repayments) as well as the repayments
of the new loans that the consumer is considenopdyang for.

Some data, such as those regarding spending hefiith are tipically individual can only be
supplied by the consumer. As to other expensésasons, based upon official statistical surveys,
are available; these suggestions alleviate thedmuodl data entry for the consumer. The availabilit
of such official data allowed their use in thisdstuhowever the same methodology can be applied
in other countries once the quality of officialtstcs is (hopefully) comparable. The data sousce
the [Italian] National Institute of Statistics (I8T) which regularly runs enquiries on the
purchasing habits of Italidrronsumers in reference to food and drink, clotlsing shoes, transport
and communications, leisure, and other goods arwices. The average level of national spending
(ExAve) was modified in order to consider the impa€ three important factors: geographic
location (AreaEy), profession (JobEx and the composition of the household (FamilyEthese
three factors, indeed, influence the level andctiraposition of family expenses. The average of the
estimates on the division of the ‘d-th’ categoryspending (e.g. food, clothing, etc.), whether for

3 |stituto Nazionale di Statistica (ISTAT). 2006.rfify consumptions — 2005



the ‘b-th’ job condition (JobQuatg) or for the ‘c-th’ category - composition of theusehold
(FamilyQuoteg ), allowed to refine the estimations of the induadl spending itemd&.he estimate of
the level of spending for the ‘d-th’ spending itéeng. clothing, food, etc.) for a subject livingtire
‘a-th’ region (Tuscany, Sicily, etc.) that holdsttb-th’ job (company director, manual labourer,
etc.) and that shows the ‘c-th’ family compositi@g. married with 2 children) was calculated in
the following way.

JobQuote, , + Famil t
EX,, = ExdAvex(1+ Arealx, )= (1+ JobEx,)x (1+ FamilyEx.) x[ obQuote, + FamilyQuo eﬂd]

2

The parameters within vectors AreaEx, JoObEx andillyBm indicate in which percentage the
level of spending is different from the mean. Resivalues indicate that subjects belonging to such
categories show average levels of spending thatmareh greater, the higher the value of the
parameter. Vice versa, negative values of the pet@mindicate levels of spending that are lower
than the average. The estimate of the parametessobtined using the ISTAT tables on the
division of Italian household spending on consuguds.

The analysis of the NRCF was supported by a sasiptestical analysis aimed at determining
the default risk of individual consumers by compgriheir socio-demographic-behavioural profiles
with those of a reference population. The datayseal were made up of a sample of 206,334
observations relative to consumers that had prsiyaapplied for a loan in Italy during the period
2006-2007. The data were made available by Expéiaéia that extracted and stratified the sample
data in order to make it representative of theatatonsumer credit customers.

The sample was analysed by using a logistic regressodel, at the basis of which the
behaviour of the measure of default risk (R) wasaduced, starting with the constantthrough i
regressors;xof which the estimation parameters were contavmgun vectorp, and error terrs.

R=o+fX+e¢

The independent variables of the model regard Ibka¢h socio-demographic profile of the
consumer and his financial behaviour. The firstugrof variables were age, gender, geographical
region, job, living conditions, composition of theusehold and the number of dependent family
members. The second group were the presence tadkef loan applications in the previous six
months, the number of current loans, the numbdatef payments in the last twelve months, the
effective monthly amount of repayment of currerdrl® and its weight as a percentage of net
income.

The choice of variables was based on the resultprevious studies on consumer financial

behaviours. The tendency of consumers with loweonmes, higher percentages of the income
devoted to the repayment of current loans, and withumber of late payments within the last

twelve months to be more easily vulnerable to faiandistress has been demonstrated in various
studies (Barron, Elliehausen, and Staten 2000;e62@03). Where arrears in repayments are a
direct evidence of the borrower’'s lack of financrakources and are followed a drift towards

situations of financial distress, income and thgayenents to income ratio are related to potential
default as they make , the borrower less preparéacte unfavourable variations in his cash flow.

Including the number of applications for new loamghe previous six months is based on the
assumption, confirmed by the literature (Elliehaydaundquist, Staten 2007), that a consumer in
financial distress starts use new loans to reindwisler ones before declaring default. Living
conditions are relevant since homeownership (coathan having to rent the home) means the
borrower is not bound to pay rentals that couldrioael/stress the family budget. In addition to
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homeownership, marital status and age are theyifge characteristics associated with the request
for loans (Lansing, Maynes, and Kreinin 1957; Justed Shay 1964; Aizcorbe, Kennickell, and
Moore 2003).

The results of the regression analyses were trheell to five classes of risk where higher
values correspond to greater levels of risk. Tha &fi the results obtained with the first method
(the financial method) and those obtained fromrdggession model define the overall result of the
model. When the first method showed a structurficiden the family accounts, destined in the
medium-long term to define situations of difficyltyhe model attributes by default a final result
equal to 10, corresponding to the highest levaisi. Indeed, if consumers regularly spend more
than they earn, it is not necessary to analyseother behavioural variables in order to reach the
conclusion that they are destined to end up innfired distress in the medium-long term. In other
cases, the model expresses a rating obtained fiersum of the results of the first method (0-5)
and those from the second (0-5). It therefore haarmtion interval of 0-10, where higher values
correspond to an equally high risk of financiafidiilty.

Being expressed by a discrete number between zstoten makes the results simple to
communicate, interpret and immediately comprehdasB®ecause the same result can be obtained
with different combinations of intermediate resufi®m the two methods) the output is enriched
with comments differentiated according to the ageraesults in order to highlight the different
components of risk that emerge during the elabamati

RESULTS

The estimate of the parameters required to cakeulbé individual items of expenditure
associated to the individual socio-demographic ij@®fled to the identification of the following
vectors: AreaEx, JobEx, FamilyEx; and matrices:Quite and FamilyQuote — the values of which
are reported in the tables 2 to 6.

Table 2: parameters relative to geographic | Table 3: parameters relative to employment
location used in the calculation of consumer | professions used in the calculation of
spending levels (AreaEx) consumer spending levels (JObEX)
AreaEx Value JObEX Value
Piedmont +2.71% Entrepreneur and businessman +25.35%
Valle d’Aosta +11.19% Selfemployed +4.28%
Lombardy +22.919 Manager and employers +13.80%
Trentino Alto-Adige +24.63% Workers -15.12%
Veneto +17.099 Retired from work -34.69%
Friuli Venezia Giulia +1.81% Other conditions -44.85%
Liguria -3.88%
Emilia Romagna +18.89%
Tuscany +9.82% Table 4: parameters relative to the family
Umbria +2.84% composition used in the calculation of
Marche +4.00% consumer spending levels (FamilyEx)
Lazio +4.47% FamilyEx Value
Abruzzi -7.47% Single under 35 years old -23.03%
Molise -0.23% Single within 35-64 years old -28.32%0
Campania -20.05% Single over 65 years old -46.180%




. - S . .

Pug_ll_a 11.84% Couple without child (head under +6.74%

Basilicata -13.38% 35y.0.)

C_al_abrla -18.43% C_ou_ple without child (head +0.79%

Sicily -28.06% within 35-64 y.0.)

Sardinia -8.039 Couple without child (head over -15.02%
65y.0.)
Couple with 1 child +17.57%
Couple with 2 childs +21.71%
Couple with 3 or more childs +24.630p
Single with child -13.74%
Other conditions +7.79%

Table 5: the percent levels of spending per indivadlitem and divided by profession

2 2
T O -(% '5 () o
5% 2 | g8 | E | 88
JobQuote T 0 = 2 5 © 2
o 2 2 g o N )
L © ©)] S £ LL g n
=8 5
Entrepreneur and businessman 25.57%.29% | 31.75%| 11.11% 26.28%
Selfemployed 28.57% 11.59% | 28.41%| 9.05%  22.38%
Manager and employers 26.17941.95% | 28.27% 11.15% 22.46%
Workers 32.34% 10.31% | 29.38%| 9.22%  18.75%
Retired from work 39.07% 8.79% | 25.98%| 8.41%| 17.76%
Other conditions 38.49% 9.49% | 24.78%| 9.31% 17.93%

Table 6: the percent levels of spending per indisadl item and divided by family composition

[%2) ©
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£ 2 | =8| E | 88
FamilyQuote g0 g S 5 @ o2
o = c & oy T
IL © O S £ L g n
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Single under 35 years old 23.52% | 10.56%| 31.52%10.40% | 24.00%
Single within 35-64 years old 28.18% | 10.14%| 28.52% 8.93% | 24.23%
Single over 65 years old 50.57% 7.78% | 15.79% 8.01% 17.85%
Couple without child (h.o.f. under 35 y.0.) 22.77% | 11.78%| 29.62% 9.24% | 26.59%
Couple without child (h.o.f. within 35-64 y.0.) | 27.82% | 10.79%)| 30.52% 8.09% | 22.77%
Couple without child (h.o.f. over 65 y.0.) 43.80% | 8.00% | 23.00% 7.80% | 17.40%
Couple with 1 child 29.50% | 10.86%| 29.50% 9.56% | 20.58%
Couple with 2 childs 29.66% | 11.96%| 28.26%10.40% | 19.72%
Couple with 3 or more childs 32.30% | 12.00%| 27.56%11.26% | 16.89%
Single with child 32.10% | 11.09%| 27.23%10.42% | 19.16%
Other conditions 34.39% 9.47% | 29.24% 9.14% 17.77%

The heterogeneity of the consumer spending habitéghlighted by the percentage values of
the first three parameters (geographic area, pmiesand family composition). The differences in
the levels of spending in the various geograplacahs can be, at least partially, explained by the
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different level of prices in different regions; fexample, the general level of prices in Sicily is
clearly lower than that in Tuscany (AreaEx Sicilg8-6%, AreaEx Tuscany +9.82%). The
differences in the spending levels related to tledgssional position is explained by the differesice
in income; also, it is reasonable that spendinglieare higher for larger families, and when the
head of the household is in the working age bracket

The steadiness in the demand for basic goods ifiedein the data on the composition of
expenditures. Indeed, it is reasonable that wheantial resources are limited the proportion of
expenditures destined for primary needs (e.g. fetd), tends to increase at the detriment of non-
essential spending (e.qg. leisure).

The demographic characteristics and behavioureeoample used for the regression logistics
and the relative independent variables are predemt@bles 7 and 8.

Table 7: Description of the qualitative and desdiige statistics of the dependent variables

Indlpgndent Description %
variable
sex Gender
Male | 67.47%
Female| 32.53%
area Region
Piedmont| 7.21%
Valle d’Aosta| 0.14%
Lombardy| 17.32%
Trentino Alto-Adige  0.88%
Veneto| 5.75%
Friuli Venezia Giulia| 1.61%
Liguria 2.91%
Emilia Romagna 6.16%
Tuscany] 5.29%
Umbria| 1.29%
Marche 1,.2%
Lazio| 11.71%
Abruzzi| 2.20%
Molise| 0.40%
Campania] 8.64%
Puglia| 8.03%
Basilicata| 0.73%
Calabria| 4.01%
Sicily | 9.65%
Sardinia| 4.35%
job Job
Entrepreneur and businesmann 2.48%
Clerks| 30.82%
Worker| 44.25%
Doctor 1.25%
Teacher| 2.43%
Soldier| 2.46%
Retired from work 15.86%
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Housewife| 0.37%
Studentt 0.04%
Unemployed 0.05%

house Living condition

Rent| 23.97%

With parents 15.81%

Homeownership (with mortgage loan) 0.05%
Homeownership (without mortgage loan)s7.65%
Other conditiong  2.50%

family Family composition

Single| 30.00%
Divorced| 2.82%
Married | 57.48%
Cohabitant| 1.81%
Separated 3.97%
Widower| 3.92%
new_borr Requests for new loans in the last six months

Yes| 9.69%
No| 90.31%
Table 8: Description of the quantitative and degative statistics of the dependent variables
Indlp_endent Description Mean SD
variable
age Age 44.20 13.39
cr_line Number of active credit lines 1.429 1.36
late Arrears in the last 12 months 0.756 2.329
people Dependents relatives 0.926 1.472
debt_perc Expendltures_ relative to the repaymepkisting 26.17% | 78.39
debts on total income

The higher proportion of males (67.47%) in the siengopulation can be explained by their
role within the family of decision makers on finsalcmatters (FSA 2001); because of this, even
when the loan is intended for the entire familye grincipal borrower tends to be the male. The
geographic distribution takes into account diffeeerpopulation densities, also connected to the
presence of large cities (e.g. Rome and Milan). Thenposition of the sample regarding
professions reflects both differences in the pdpmtanumbers and different tendencies to use
credit, justifying the strong prevalence of cle(B8.82%) and manual workers (44.25%). The data
on repayment to income ratio shows high volatiltighin different categories, meaning a cross
sectional use of credit.

The results from the logistic regression analyaisied out on the sample are reported in table 9.

Table 9: Results from the logistic regression ansily; determinants of consumer default risk

Indipendent Description Estimated p-value
variable Coefficient

age Age -0.00611| <0.0001

cr_line Number of active credit lines 0.26520.0001

late Arrears in the last 12 months 0.32640.0001

people Dependents relatives 0.0854| <0.0001

debt_perc Repayment to total income ratio 0.000287.0001
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sex Gender
Male 0
Female 0.0224| 0.0207
area Region
Piedmont 0
Valle d’Aosta 0
Lombardy 0
Trentino Alto-Adige -0.4169| <0.0001
Veneto -0.0564| 0.0009
Friuli Venezia Giulia 0.1806| <0.0001
Liguria 0
Emilia Romagng 0
Tuscany 0
Umbria -0.2353| <0.0001
Marche 0
Lazio 0
Abruzzi 0
Molise 0
Campania| 0.1991| <0.0001
Puglia 0.1206| <0.0001
Basilicata 0
Calabria 0.1678| <0.0001
Sicily 0.1907| <0.0001
Sardinia -0.1436| <0.0001
job Job
Entrepreneur and businesmann -0.1993
Clerks -0.2295
Worker 0
Doctor 0
Teacher -0.4037| <0.0001
Soldier -0.2655| <0.0001
Retired from work 0.0565| 0.0003
Housewife -0,6173| <0.0001
Student 0
Unemployed 0
House Living condition
Rent 0.4059| <0.0001
With parents 0.2239| <0.0001
Homeownership (with mortgage loan) 0
Homeownership (without mortgage loan) 0
Other conditions 0.3696| <0.0001
Family Family composition
Single 0.1248]| <0.0001
Divorced 0.3397| <0.0001
Married 0
Cohabitant 0.2758| <0.0001
Separated 0.3533| <0.0001
Widower 0,2397| <0.0001
new_borr Applications for new loans in the lastsignths
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Yes 1.0005| <0.0001

No 0
Observation 206,334
Degree of freedom 44
R? 0.2132

The estimated model shows a “good fit” and is @ablaccount for about 21% of total variance.
The results indicate the variables most directikdid to consumer financial behaviour, rather than
those relative to the socio-demographic profildégt tare more highly related to situations of
financial distress. The number of current loan2B2) and the presence arrears in the last twelve
months (0.3264) both show direct links to the risk default, together with multiple loan
applications in the last six months (1.0005). Thilss study confirms the previous empirical
evidence reported in the literature (Elliehauseandquist, and Staten 2007). The opinion that
individuals with low levels of homeownership havelefinite riskier profile (those paying a rent
0.4059, in other conditions 0.3696) is justified the higher expenditures that depress the NRCF
and diminish consumer capacity to face unexpedteth€ial problems. Significant differences are
also shown by profession. The data show how manosdters, students and the unemployed are
significantly much more exposed to the risk of fio@l distress than managers (-0.1193), clerks (-
0.2295) and teachers (-0.4037). The large gapdsypérates married couples from the separated
(0.3533) and divorced (0.3397) is highly consistsith prior research (Canner and Luckett 1991;
Black and Morgan 1999; Fay, Hurst, and White 2QG&1e 1969; Stavins 2000).

CONCLUSIONS

The present study investigates the potential irsered the cognitive and decision making skills
of consumers that are considering taking a new #ahare potentially exposed to financial distress
risk. Thanks to the adoption of accounting methdius tailor-made analysis of periodic cash flows,
allows consumers to determine their own financegacity and the “room” for additional finance.

A logistic regression model applied to a referesample is used to give the consumer a measure of
his or her personal risk of financial distress;isatemographic-behaviour profile is related to that
risk. The final result is a decision making tooligth combines the two models described and,
because of this, it is able to consider each iddi@i own characteristics and to situate the
judgement on financial sustainability.

As variables were chosen through an analysis ofique research, and results obtained in the
empirical verifications are consistent with theidat our model can be, indeed, considered robust;
the low levels of data entry and the availabilifytlee information requested facilitate the model’s
use even by those that do not have a high levdéihahcial know-how. Similarly, the use of an
assessment scale of 0-10, once more grants int&tipreal simplicity to the results.

On the conceptual level, the present study suppbetddea that financial counselling can be
provided also via non-human interfaces (such ashesied solutions) and that it can also broaden
the effects of financial education thus strengthgr@onsumer protection. Compared with education,
counselling is better adapted to the needs of adumisumers who are difficult to reach with school-
based educational programmes and who have a lovalaility to attend regular classes (expecially
when compared with youngsters). The importancedolressing adults and not only students is
amplified by the risks arising in a situation whéegels of financial literacy are low, financial
systems are increasingly complex and consumersttebe autonomous in their decision making
process.
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The possibility for consumers to use the model aggly, modifying the input data (income,
entertainment spending, the repayment rates ofiodnre the individual is requesting, etc.) turns the
model into a tool for financial education in itse8imulating different financial behaviours and
having the possibility to check the effects thathsuehaviours would have upon the risk of
incurring financial distress helps the consumeilnmprove his or her perception of risk and to
guantify the advantages linked to more financiedlgponsible behaviours.

From the theoretical perspective, the study suppibit hypothesi that financial capability can
be implemented by an accounting approach. The &soh formal budget, represents a step forward
the mental budget approach analyzed by the litexatu
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