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l. Introduction

During the last decade, many Brazilian consumdtdhe lower strata of the socioeconomic
pyramid and ascended to the middle class. A laageqgd this expanding social mobility came
from increased access to credit. Easing the atoasedit is considered by classic economic
theory an important factor for economic growth &mdcontributing to economic well-being.
Debt is necessary to maintain a stable consumfeiai and to boost economy in more timid
periods. In Brazil, however, although borrowing leda higher social status for some, for
others it may have led to over-indebtedness.

This paper takes a law and economics approachalyznover-indebtedness in Brazil and
discusses the necessity of wider regulation of woes credit. It firstly investigates data
searching for signals related to the increasinglwedness of Brazilian consumers. It became
clear that, in the recent years, credit grew fast@n income or individuals wage, raising their
indebtedness rate and affecting the quality of doarhe information is relevant, but not
enough to conclude over-indebtedness is happeniBgazil.

Secondly, it deals with some concepts of over-iteldiess presented by the literature.
Despite the lack of a uniform definition made byaars who have understood the subject,
import conclusions can be drawn. These finds ase aksentials in order to start to think
about reasons and public policies for the matter.

Thirdly, different approaches and regulation forapplied in other countries are considered.
There is an attempt to analyze some benefits asatidantages of these systems, mainly of
the American legal system. The aim of this sect$oto light possibilities of regulation to be
used in different environments, questioning thesfimkties of having success in another legal
system.

After this first analysis, some of the behavioralvland economics biases are presented,
together with their relation to consumer attitud&§regulators have to take this analysis into
consideration in order to achieve good results tfa@ir public policies in the sector, a
discussion presented in section VI. Other aspeetated to the regulation of over-
indebtedness will also be considered in this lastign.
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Il Brazilian household’s indebtedness overview

The amount of personal credit transactions andiritdebtedness are increasing in Brazil.
However, income rates do not follow the same rhythinin 2011, personal credit transactions
reached almost the amount of USD$ 560.000, whéentlean income in the same period was
of USD$ 944.39. Basically, from January of 2004December of 2011, the mean income
increased about 30%, while the amount of persamrdlitctransactions raised about 500%.
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Graph 1: Relation between credit transactions andricome?

When the amount of personal credit transactiom®impared with the total amount of wages,
the difference between them increases and is releWhen the total wage mass availélze
the beginning of 2004 is compared with the totaj@vanass available at December of 2011,
an increase of about 359% is perceived. Howevethetsame period the increase of total
personal credit transactions was around 813%.ins#nse, the raise of the amount of credit
transactions did not follow proportionally the iease of total income or the amount of
wages. If these variables keep on this path, futureme may not be - or is already not -

enough for assuring the fulfillment of credit cauts and, consequently, consumer default
may increase.

YIn the graph, the blue line represents the deseasonalized total number of transactions and the red line the
linear income (which does not consider extreme periods of time, such as December, when part of the 13"
wage, mandatory according to the Brazilian Labor Law, is paid to employees). The gray line stays for the total
income, considering seasonality variations. The data related to credit transactions were extracted from the
Brazilian Central Bank website. Available at:
https://www3.bcb.gov.br/sgspub/localizarseries/localizarSeries.do?method=prepararTelalocalizarSeries.

2 Wage mass available is the total wage mass minus the amount used only to pay taxes.
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Total amount of wages vs. Personal transactions (USDS$)
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Graph 2: Relation between amount of credit transagons increase and total amount of wages

When personal indebtedness is analyzed from thelyfamerspective, in relation to the
cumulated income, a significant increase can beergbd. In January of 2005 family
indebtedness with the Brazilian Financial systenthe percentage of their income
compromised to the payment of theirs debts - wa$8089%, while in January of 2012 it

reached 42.66%. This represents an increase ofsalb32%, as noticeable in the following
graph.
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Graph 3: Family indebtedness with the Brazilian Firancial System in relation to income (last twelve nahs
accumulatedy

* Source: Economic Department of the Brazilian Central Bank (BCB Depec). Available at
https://www3.bcb.gov.br/sgspub/localizarseries/localizarSeries.do?method=prepararTelaLocalizarSeries.
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Graph 4. Family indebtedness increase
Index 1, of graphic 5, indicates there was a sigaiit increase on the monthly flow of
registered delayed debts in the financial instigi credit cards operators and non-financial
ones. Index 2, points the monthly flow of registedelayed debts increased meaningfully.
Mainly, when the first months of 2010 are analyzbd,increase is strongly perceived, which
indicates a high indebtedness rate in those momtiesthird index, representing the monthly
flow of bounced checks for insufficiency of funds, not so economically significant,
especially because the use of checks is beingaeglay other paying means, as credit cards.

As a consequence, this variable may be poisonecdke she use of check itself is not anymore
widely popular.
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Graph 5: Consumer Default*

(1) Monthly flow of registered non-paid debts at finanéal institutions, credit card operators
and non-financial institutions

(2) Monthly flow of registered non-paid debts in the baks
(3) Monthly flow of bounced checks (¥ devolution)

* These data are part of a research developed by Serasa Experian, since 1999. Available at:
http://www.serasaexperian.com.br/release/indicadores/inadimplencia_consumidor.htm.
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Graphic 6 highlights a strong period of credit dathas shown above. If one considers the
personal monthly income of the lower income bornayene will notice that these classes of
consumers have been increasing the amount of acheiredit more rapidly than others

classes of consumers. Indeed, all classes of incanges were closely together with regard
to the amount of credit demand until July of 20Af@ier that date there was a strong demand
for credit by the class of low-income consumersti(R$ 500). In general, the demand for

credit of this specific class of low-income consusnbas been increasing more than others.
Further, a strong seasonality can be perceivednblyazing Graph6: high demand peaks are

followed by more timid demand periods repeatedly.
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Graph 6: Consumer Credit Demand®

Another indicator, developed by Serasa Experiaalyaes the consumer credit quality. Data
collected since 2007, considering income rangegaudjraphic areas, allow an evaluation of
credit quality. According to Serasa criteria nearerl00, smaller is the chance of default.
Following this criterion, one can notice that résuhdicate a worsening of credit quality to all
income ranges consumers classes. Although, thesigpsticant variation on consumer credit
quality is perceived in the income ranges of URBI500 and between R$ 1.000 and R$ 2.000.
Considering Brazilian main geographic areas, Squ#sents the best performance of all
regions. At the same time, north is the worst eatld. In general, credit quality got worse in

all regions in the period. Even so, after the peelceived in the first quarter of 2010, north
and northeast regions had the credit index qualidye affected.

> Ibid. Available at http://www.serasaexperian.com.br/release/indicadores/demanda pf credito.htm.
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Consumer Credit Quality - Per Region
Serasa Experian Index*
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Graph 7: Consumer Credit Quality — per Region

* This index varies from 0 to 100, where the closer to 100 the number is, the better is the credit
quality (lowest probability of defaut)
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Graph 8: Consumer Credit Quality - Monthly Personal Income

The analysis of these data points to a higher patsadebtedness scenario, in which future

income may not be enough to assure the paymeteseétdebts. Credit demand and default

have also raised and credit quality is generallysening. Although a critical background is

perceived it might get even more problematic, iffadher action is taken. The existence of

over-indebtedness in Brazil is not yet proven, thare are signs on the data that can be
7
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interpreted as evidences of over-indebtednessdiEtymosis of personal over-indebtedness in
Brazil certainly depends on the adopted conceptef-indebtedness, which is not uniform in
the literature. As an attempt of delineating thigslhpbem more precisely, the next Section will
deal with some definition of over-indebtedness.
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lll.  The concept of over-indebtedness

Over-indebtedness has been widely discussed irreiff countries. The origin of this

discussion lies on the increasing number of indigld considered over-indebted according to
different definitions. In Germany, for instancel3million individuals were over-indebted in

2002 as announced by the GP Forschungriippre Brazil there is, however, a lack of

consolidated data and studies in the area. Nelesdie many scholars have been
understanding over-indebtedness in different wangs auniform definition has not yet been
established.

According to one of these definitions, over-indeloiess means “the impossibility to repay all
debts fully and on timé” This understanding is similar to the conceptnsbivency provided
by the German Insolvency Code: “the current orriitnpossibility to amortize the debts on
schedule™ In the German system, the civil code empowersdteelitor to cancel credit
agreements if there are, at least, two installmentrdue. This cancellation of the credit
agreement is responsible for formally constitutargover-indebted status. Still according to
the author, getting over-indebted involves threenmsteps. Firstly, there is a previous
precarious financial situation: debts were cumulaad there may be illiquidity. Secondly,
outstanding accounts and credit cards may be dedcdlrning over-indebtedness into a
visible situation. Finally, an insolvency proceeagistarts and a declaration of inability to pay
assures an open over-indebtedness situation.

Moreover, according to others, an individual is remelebted when his liabilities overcome
his assets, meaning that financial and economip het needed The French legislation
defines it as the impossibility of the good-faitebtbr to pay his non-professional défts
However, the amount of debts is not determined,anspecific profile of the over-indebted.
Similarly, over-indebtedness can be understoochagylobal impossibility of the individual
(good-faith consumer) at paying his current andirutdebts, excluding the tax, food and
criminal ones:* Some even affirm that the extension of the coniepecessary, in order to
include consumers who did not acquire crédit

When analyzing the main definitions, some conchsifollow. Only natural persons get
over-indebted; when dealing with legal personstettage specific procedures as bankruptcy
and rescue of viable companies. Moreover, the gimpbmentary illiquidity does not
characterize over-indebtedness: a deeper analysiheo assets, individual revenue and

® HAAS, Oliver J. Overindebtedness in Germany. WugkiPaper n° 44. International Labour Office.
Employment Sector — Social Finance Program. p. 7.
" bid. p. 3.
8 Insolvenzordnung (InsO), § 17, § ¥pud.HAAS, Oliver J. Overindebtedness in Germany. WgkPaper n°
44, International Labour Office. Employment Sectdocial Finance Program. p. 4.
® CARPENA, Heloisa; CAVALLAZZI, Rosangela LunardelBuperendividamento: propostas para um estudo
empirico e perspectiva de regulacdo. In: MARQUE®udia Lima; CAVALAZZI, Rosangela Lunardelli
(Coord.) Direitos do Consumidor Endividado: Supdieidamento e crédito. Sdo Paulo: RT, 2006. p. 329.
10 Art. L. 330-1 of the French Consumer Code.
' MARQUES, Claudia LimaApud.NETO, André Perlin Schmid©p. Cit.p. 170.
2 MELLO, Flavio Citro Vieira de. A Protecédo do Solemedividado no Brasil a luz do Direito Comparado.
Revista Luso-brasileira de Direito do Consurivol. I, n. 2, junho de 2011, p. 16.
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cumulated liability is also necessary. If the deltocapable of paying by some possible
means, there is no over-indebtedness. Consequédrttigre is credit available in the market
and an insolvent individual has access to it, heoisyet, technically, over-indebted. In this
sense, it is crucial analyzing the amount of cresdilable in the market and the conditions
for individuals to use it.

Also the concept of good faith is essential foridafy over-indebtedness: if an intention of
getting over-indebted is noted, should any typprofection be granted to this individual? As
a consequence of this question, future regulatf@h@otection should be tailored to specific
consumers or widely applied.

Considering these aspects, there are two typesesfindebted: active and passive driem

the first case, consumers get voluntarily indebfBldey may be consciously active over-

indebted, meaning that they get intentionally inddbaiming not to pay since the contract
celebration. On the other hand, the unconsciouseaoter-indebted consumer purchases in
an impulsive way without correctly controlling Hislance sheet. Differently, passive over-
indebtedness results from external and unpredietetdrs, such as unemployment, divorce,
illness and change in the economic scenario. k ¢hse, consumers overvalue their paying
abilities. Therefore, easing credit access maydenful for such consumers, since they are
not able of correctly supervising their debts.

When determining some criteria for defining ovellebtedness, social and personal factors
may be considered. As social factors, one may dengob loss and durable unemployment,
business failures, income-poverty, separations ivorce and illness. On the other hand,
personal factors such as insufficient financiarhicy, excessive consumption, inappropriate
financial services and addiction are also relevaBome numbers tend to show that, globally,
over-indebtedness is more related to social factoiGerman Institute for Financial Services
research, for instance, concluded that over-indilgtss is, in most cases, a consequence of
income-poverty? Still, researches in Brazil indicated that passiver-indebtedness, caused
by income changes, is the most frequent speciesordimg to a research conducted in the
State of Rio Grande do Sul involving 100 cases,entban 70% of the individuals become
over-indebted because of unpredicted incidentsh ssscunemployment, death of relatives,
divorce, family illness and kid$® Other sources mention even higher percentagesdays
unpredicted incidents: 80%and 84.5%° of the cases in Rio Grande do Sul and 73% in Rio

¥NETO, André Perlin SchmidSuperendividamento do Consumidor: conceito, presstop e classificacdo
Available athttp://www4.jfrj.jus.br/seer/index.php/revista_ticle/view/36/34p. 173.

1 HAAS, Oliver J.Op. cit p. 13.

*1dem.

* MARQUES, Claudia Lima. Sugestdes para uma Leiesabiratamento do Superendividamento de Pessoas
Fisicas em Contratos de Crédito de Consumo: propesicom base em pesquisa empirica de 100 cadvis no
Grande do Sul. In: MARQUES, Claudia Lima; CAVALLAZRoséangela Lunardelli (Coord.pireitos do
Consumidor endividado: Superendividamento e cré@iém Paulo: RT, 2006. p. 302.

' CONSALTER, RafaelaApud.NETO, André Perlin SchmidSuperendividamento do Consumidor: conceito,
pressupostos e classificagdAvailable athttp://www4.jfrj.jus.br/seer/index.php/revista_&jticle/view/36/34

p. 178.
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de Janeirt. Also in the United States of America this proméses: empirical data suggests
that medical, divorce and job interruption causestmaf the cases of bankruptcies in the
U.S.AZ,

Furthermore, it is worth noting that the cause®wdr-indebtedness can be divided in three
main phases. In the pre-contracting phase, probtetated to the credit supply may arise. For
instance, if the offers are not clear and ostensiiey may lead to a high degree of
asymmetry between creditor and debtor. In the ectial phase, on the other hand, the
presence of high interest rates and monetary esstatt may raise concerns. At last, the post-
contractual phase counts with specific norms rdlaethe debtors’ registration in negative
data basis and to appropriate charging. This distin, although of small relevance for
delineating an over-indebted consumer profile imzZdr may help the treatment of over-
indebtedness while no specific regulation is appdoly the Brazilian Congress, as well as
adopting available legal mechanisms.

8 LIMA, Clarissa de and BERTONCELLO, KareApud. NETO, André Perlin SchmidBuperendividamento
do Consumidor: conceito, pressupostos e class#icac Available at
http://www4.jfrj.jus.br/seer/index.php/revista_#&uticle/view/36/34p. 178.
Y NETO, André Perlin SchmidSuperendividamento do Consumidor: conceito, presstop e classificacdo
Available athttp://wwwA4.jfrj.jus.br/seer/index.php/revista_&ticle/view/36/34p. 178.
2 SULLIVAN, WARREN, and WESTBROOK.Apud. DICKERSON, A. Mechele, Consumer Over-
Indebtedness: A U.S. Perspective (October 2, 2008)as International Law Journal, Vol. 43, 2008yfUrexas
Law, Law and Econ Research Paper No. 157. Availab&SRNhttp://ssrn.com/abstract=14965%l 146.
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IV.  Over-indebtedness and Bankruptcy in the UnitedeStah European countries and in
Brazil

The problem of over-indebtedness has been a conmerrmany scholars in different
countries. In the U.S., the great difference betwshat Americans produced and what they
consumed in 2006 was almost like the Brazilian renainnual output in the year and,
therefore, has been considered a main issue iditbetion of over-indebtednéssLikewise,

in 2006, total U.S. household debt was $ 12.8 ariliand debt has risen faster than income
for American middle-income familiés This situation indicates that credit may beingduio
paying for health care, college tuition and housifigance present consumption without
clearly knowing how the acquired debts will be paidhe futuré®. As a consequence, the
American saving rates have been negative since’2a86wever, differently from Brazil, the
U.S. legal system includes a Bankruptcy Code, wischommonly used for dealing with
over-indebted consumers. Even so, this Code istaoitg criticized for allowing consumers
to rid themselves of some of their débts

Many aspects help leading to a general over-indebiteation. In the U.S., credit cards are
used by the huge majority of the population. Credids debts are correlated with consumer
bankruptcy filings; however, the reasons for insne@ credit card debts are not clear. The
deregulation of credit cards and other consumeditsrés strictly connected to it, but it does
not explain why consumers rationally choose getéirgessively indebted. One of the reasons
may be related to the information asymmetry betweesditors and borrowers. Some
borrowers do not understand credit card as a mehh®rrowing, because the amount of
credit can be fully paid without interét Those who view it as a form of borrowing, mostly
do not correctly understand billing terfis Despite of consumers lack of understanding,
behavioral economic biases are also relevant whettyang the reasons for excessive
borrowings. The fact that many people tend to asterate their ability to exercise self-
control, as well as the real means of repayin@pénftiture, become relevant in this scenario.

However, not only the exaggerated use of credd aessential is this discussion. The U.S.
Government incentives made lenders developed loadupts turning mortgage credit more
available to lower income high risk consurier As a consequence of the credit
democratization process, financial institutions egéngher risk borrowers access to credit in
the form of non-traditional mortgage products. Duwernment’s attitude, however, had the
support of a legal prevision: a formal consumepivesncy regime, valid since 1898. In this
sense, consumers can seek formal financial hedgmanmg to discharge some of their debts.

L DICKERSON, A. MecheleQp. cit p. 136.

2 bid. p. 137.

23 1dem.

**1dem

% |bid. p. 136.

?|bid. p. 137.

%" According to A. Mechele Dickerson, ‘Many of thosho understand that a credit card transactioriosia do
not understand credit card billing terms becauy@déainent information is not effectively disclasé.e., a lack
of transparency); (b) the complexity of the termakes it virtually impossible for the average consurto
understand the true cost of the credit; or (c) bseahe terms change frequentliid. p. 138.

% Lj and Yao.Apud DICKERSON, A. MecheleOp. cit.p. 140.
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The ratio behind the Code relates to the recognition of ithpossibility of an individual
consumer renegotiate all of his debts with numerdiierent creditors unless these are
legally forced to accept a payment gfan

Nevertheless, in order to incentivize consumershiange their spending habits and to force
them to live with the consequences of their chdfcese American Bankruptcy Code has
been changed in 2005 by the Bankruptcy Abuse Ptieweand Consumer Protection Act
(BAPCPA). Filing for bankruptcy became more diflicand, as a consequence, consumers
should have become more aware of the moral dutyelto spending decisions. Before this
Act passed, consumers could easily decide betwssying their debts in a period of three to
five years (compromising their future revenue), @oe Chapter 13, or discharging their
debts with no aim of repayment (under Chaptet'.7There was no clear incentive for
consumers to attempt to adopt a repayment plaoe Sthapter 7 was as well an available
option (under Chapter 7, the presentation of a gaygnplan was not necessary). Still, the
positive aspect of Chapter 13 involves avoidingétwsure procedurés.

Another relevant aspect of the change refers tonwedatory credit counseling before filing a
bankruptcy petition and to the necessity of Chapi@ debtors receiving financial
management training from financial educations. Hmvesome authors point that pre-filing
credit procedure is insignificant for most consusndyecause at the time of a bankruptcy
filing the financial situation is way too seriouslie solved by simple counseling. As affirmed
by Dickerson, the overwhelming majority “of debtosmho participated in pre-bankruptcy
counseling simply did not have enough money to thayr bills, or do anything else except
attempt to get relief for their over-indebtednegsfibng for bankruptcy®:. However, the
counseling procedure failed not only with regardoter-indebted consumers, but also to
counseling service agencies, because the acts/itwt financially profitable considering the
legal requirements. Despite of these, under the thetnumber of documents to be presented
before and during bankruptcy increased. Furtherctst of the whole process is higher, since
lawyers must spend more time working at it andhdjlfees are higher.

With regard to the consumers protected by the Wety of the over-indebted were spared by
the rough consequences brought by BAPCPA. Fornaostahe ones who get indebted proven
by medical bills connected to serious medical diseand conditio’$ Some members of the
armed forces are also exempted from BAPCPA req@nesn

As a consequence of the whole legislation chargeesnumbers are presented by Dickerson:
while there were over 1.5 million filings in 2004daover two million in 2005, in 2006 fewer
than 600,000 bankruptcy reliefs were filgd

2 DICKERSON, A. MecheleOp. cit.p. 144.
0ldem
1 1dem.
%2 MELLO, Flavio Citro Vieira deOp. Cit, p. 30.
#bid., p. 149.
*bid., p. 146.
% DICKERSON, A. MecheleOp. cit.p. 147.
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In France, only the good faith consumer is protbdig the legislation. The system gives
special attention to extrajudicial administratianciliation before governmental commissions
and a payment plan (lasting no more than 8 yeaas) loe created with no judicial

intervention.

While there is a constantly applied Insolvency Cadehe U.S., in Brazil there is only
specific prevision of civil insolvency in the Civlrocedure Code and in the Civil Code,
which is empty of efficacy. There is no specifigiation regarding over-indebtedness. In
this regard, authors affirm that the problem, asoaal phenomenon, does not receive the
necessary attention from the government brarith&ke insolvency can be declared against
insolvent debtors, when their balance sheets pminta state of insolvency. When the
economic insolvency is proved, a judicial decisiah declare it and a new regime starts. All
of the creditors take part in the ‘universal exemitof the debtor with the intention of
accessing all of the debtor’s available goods. Btrezilian insolvency judicial procedure has
many features, such as the appointment of an asirator who is judicially empowered to
represent the debtor assets and manage them. Moyebis relevant noting that only non-
preferential creditors, who do not count with angdkof guarantee, are allowed to start an
insolvency procedure. However, if a privileged @@dopts to waive his guarantees, this is
also possible if previously communicated to thetdeb

The civil insolvency judicial procedure involves myasteps. After being summoned, the
debtor has ten days to oppose to the processelm#antime, he can pay his debts; choose
neither to pay, nor to oppose (in this case, tdgguwill decide in ten days); oppose intending
not the pay his debts; oppose showing that higsassercome his debts; or, finally, deposit
the amount of money required, demonstrating thertetlis no real insolventy If the debtor
himself requires his insolvency, the initial apption, despite of the regular content, shall
also include a list of the debtor’s goods withrastied values and a report of his balance sheet
with the reasons responsible for leading him tosta¢e of insolvency. The judicial decision
declaring insolvency has as consequences the aglexpay of all of the debts.

The procedure, despite of some advantages, isammonly used by creditors or debtors.
From the debtor’'s perspective, one of the issulegect to it is the long period of five years,
after which the non-paid debts will expire if thebtior does not pay them on time. According
to the President of the Brazilian Institute of tBensumers Relations Defense (lbedec),
Geraldo Tardin, “the procedure is not simple ot,fasit it is a radical solution, which the
debtor can choose for restartify”In this sense, the debtor must be prepared fidouse
consequences, because between the insolvencyeewsunt, its declaration and the five year
period of the debts expiries, the consumer may haveaccess to credit for ten years,
including credit cards, bank services and overdraftking.

% MELLO, Flavio Citro Vieira deOp. Cit, p. 3.

¥ TORRES, Rodrigo Andrés Carmona. Aspectos gerais idaolvéncia civil. Available at
http://jus.com.br/revista/texto/8425/aspectos-geda-insolvencia-civil

% pessoa Fisica também pode pedir Faléngizailable at
http://www.acaocomunitaria.org/1.0/index.php/na@tsd0-consumidor/181-pessoa-fisica-tambem-poda-pedi
falencia
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The purchase of goods and immovable propertiesbeagstricted, since there is the risk of
creditors asking for them in order to see theiditgsesatisfied. Also, there is no prevision
related to the formulation of a payment plan, idahg possible partial and total reliefs. The
psychological and moral aspect also influencesatteampt of debtors to avoid the insolvency
procedure. Debtors are afraid of teegma created by the insolvency declaration. In an
interview with the public defenders, members of @ensumer Defense Center of Rio de
Janeird®, Tatiana Passos and Larissa Ellias highlighted sth@me of the over-indebted
consumer before his family and friends. From theditor's point of view, the judicial
procedure involves a high c&t

These factors show that trying to negotiate possibstallments may be a better solution,
instead of starting an insolvency procedure, whiclild probably unable the access to credit
for an extremely long period. However, there islegal prevision involving the creation of
non-judicial renegotiating plans and the paymenmtdebts or granting an effective relief of
the debts. Still, another possible solution todhes dealing with high interest rates issues is
to file a lawsuit, intending to revise the applitainterests".

Despite of the lack of specific regulation and gractical small number of civil insolvency
procedures, there are legal institutes that maydsal for trying to deal with situations in
which the consumers’ dignity is directed affectedthis sense, the Brazilian Law prohibits
the wage garnishmefitand the seizure of family goods (Law 8.009/90)n€loners can only
be registered in negative data base for no lortymr & year§ and they are protected from
abusive and constraining chargtfigFor consigned credit, the debt cannot be greagam
30% of the loan or civil servant pensfanThe Courts have already understood that thig limi
is valid also for banking loans with current accodebit$®.

When comparing the American system with the Braaijliit is possible arguing that in the
United States, the civil insolvency norms allow thgstem as a whole to control itself.
Bankers, as credit granters, include in the rigicgfation the possible losses of money related
to insolvent borrowers. In Brazil, however, thesesgible losses are not taken in
consideration, since there is no normative supfwrthe lack of accomplishment of credit
contracts and other debt obligations. In this seaseank in the U.S. would, as a creditor,
behave itself in a totally different manner, tharBrazil. Depending on the existence or lack
of civil solvency previsions and on the efficienagd real use of these, a bank will opt for

% The treatment of over-indebtedness in Brazil counith a timid, but increasing, net of governmental
institutions. The first project created was in ®iate of Rio Grande do Sul: it intends to guide doenestic
budget and mediate debts negotiation with credifeusther, there is a specialized Center for DefeyfsOver-
indebted Consumers coordinated by public defenderfkio de Janeiro. More information available at
http://www.portaldpge.rj.gov.br/nudecon/index.pha@ima=cdis

“CLIMA, Clarissa; BERTONCELLO, Karen; and DALL’AGNQLMaria. Apud MELLO, Flavio Citro Vieira
de.Op. Cit, p. 19.

“1dem

2 Art. 649 of the Civil Procedure Code.

“3Art. 43, p. 1°, of the Law 8.078/90 (Consumer Dk Code).

4 Art. 42, p. Gnico and art. 71, of the Consumerebsé Code.

| aw 10.820/2003.

“ MELLO, Flavio Citro Vieira deOp. Cit, p. 24.
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lending more or less and assuming the risk of remyegs. Basically, the possibility of a huge
group of non-payers is considered by an Americark lvéhile calculating the risk of credit
borrowing. This possibility is neglected in Bradkcause the insolvency procedures are not
commonly used (except for extraordinary caseshnegdiction when a particular manager
would be chosen for administrating one’s debtshtsgand goods) and do not predict debt
relief and beneficial payment plans. In other wordghe banker’s perspective the risk of not
receiving the borrowed amount of money in the feituaries. This situation may explain the
size of bank net interest spread in Brazil.
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V. Behavioral Law and Economics Biases and ConsumieaBer

The classic Economics is based on the concepttminedity. Basically, a human being is
rational because he is able of deciding accordmart order of preferences. However,
behavioral scientists have already revealed ev&lefccognitive illusions (“biases”) and
mental shortcuts (“heuristic”) which challenge the classic economical perspeciiven
So, it is important to note that behaviorists do claim that people act irrationally. Rather,
they argue that “people act in ways that systeralliyicand predictably diverge from the
‘rational choice’ model of traditional economic &sis™*®.

Consumers’ over-indebtedness can be analyzed @aimgjdthese biases and heuristics. One
of them is known as theoVerconfidence bia%, according to which individuals tend to be
overoptimistic and confident regarding their owrseptibility to risk*® In other word,
consumers tend to believe that their financialagitn will get better, despite of the credit
purchased and the real risk of over-indebtedi@dSven more informed people, and,
consequently, more aware of the economical andahéiahresults of their actions, tend to be
overconfident while analyzing their susceptibiltty risk. This point suggests thanly
financial educating programs may not be successfulregulating the credit access.
Nevertheless, this idea is not conclusive sindeftends on many others variables.

Behavioral economists highlight that individualsigt respond to hot states in suboptimal
ways™! for many reasons. With regard to consumers, tfiedehemselves constantly forced
to make decisions according to heat-of-the-mommmuises. Exaggerated propaganda and
social pressures tend to intensify such decisiokimggprocess impulses. One explanation for
that relates to the fact that in hot states petgpid to overestimate how long theses states will
last and how irreversible their decisions might be.

Another key concept in the behavioral theory analigstheavailability heuristic. According

to this, individuals tend to estimate the likelikloaf a future event based on how often similar
events happen in the preséhA\s a consequence, if consumers have not been egos
financial problems in the recent past, they wilk poecisely estimate the probability of a
future personal crisis. The opposite is also tiugomeone is constantly in touch with certain
events — for instance, because it is daily in tleeliay one will overestimate the likelihood of a
similar future event. The fact is that “[flor mosbnsumers, serious incidents of over-
indebtedness lack *availability’, so consumers ustémdably underestimate the risk of their

“" KILBORN, Jason J. Behavioral Economics, overinddhess and comparative consumer bankruptcy:
searching for causes and evaluating solutiBnsory Bankruptcy Developments Jougnébl. 22, p. 17.

8 |bid. p. 17.

9 Ibid. p. 18.

%0 According to Jason J. Kilborn, “Lendol Calder eips, as U.S. consumers after World War |l tooknmre
and more debt ‘liv[ing] beyond their income but tetyond their credit,’ they palliated their anxietith ‘the
optimistic conviction that... we’ll make it somehowhing will always get better — maybe a lot better.’

* CAMERER, Colin; ISSACHAROFF, Samuel; LOEWENSTEIGegorge; O'DONOGHUE, Ted; and RABIN,
Matthew. Regulation for Conservatives: Behavioral Econonaecsl the Case for “Asymmetric Paternalism”
University of Pennsylvania Law Review, Vol. 151.1238.

*2KILBORN, Jason JOp. cit.,p. 21.
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own overborrowing®. This finding may suggest that financial educatand information
may be important to control over-indebtedness, leeahey represent a way of turning
personal financial crisis more real for consumesgen if they do not live them currently.
However, it is important to identify that the awdllity heuristic dialogues with the
overconfidence in the sense that even if consuinave been exposed to current liquidity
crisis, they may overweigh their future paying kskil

Another bias is calledhyperbolic discounting’, which means that often immediate costs
and benefits are overvalued while delayed onesiadervalued. More often, present benefits
and gratification tend to be highly overvalued, letiuture burdens and cost are discoutited
Thereby, consumers might prefer using their ovérdranking services, underestimating the
following real future cost resulted from it. In shsense, when deciding between saving for
later and buying on credit (borrowing), hyperbotiscounting explains why the second
option is mainly chosen. With regard to over-inéelotess regulations, hyperbolic discounting
suggests that there is no direct relation betweagdr payment plans and the efficiency of
discouraging overborrowing. Nevertheless, they ayless effective if consumers do not
face them as fair on&s Recognizing this, the German parliament decige2001 to reduce
the period between filing a procedure and the frébelf. As a consequence, German debtors
are forced to pay with non-exempt income for naylemthan six year& The positive aspect
of this is that when the effects of hyperbolic diset are reduced, the educational potential of
a shorter, but more efficient, paying period inse={.

It may be argued that abandoning these biases meagxbremely difficult, not to say
impossible, in a way that the idea of curing ovetebtedness or totally preventing it should
be overcom®. Treating it would be, in this sense, a betteiilabke solution, while focusing
in ex anteregulation, such as information policy, would lesd effective in avoiding over-
indebtedness. Although consumer financial educasamportant, “[b]ehavioral economics
suggests, however, we ought not to expect too rfroam passive ‘debtor education’ as a core
part of consumer over-indebtedness treatn?éntThis may possibly mean that an over-
indebtedness regulation shall generate incentimethe creditor to better inform the debtors
of the risks of the credit contract and to accuyatboose the potential debtors, considering
their possible future payment means. However, d@ise® worth noting that a relief system can
be thought not only in terms of treating over-in@elmess situations, but also of preventing it
as possibl®. Behaviors of consumer — debtors and potentiatadeb- may be changed
according to the information available. In this sgna bankruptcy system is also able of

*3bid., p. 22.
*bid., p. 21.
**Ipid., 37.
*®1dem
*"Ipid., 41.
%8 |bid., p. 23. According to Kilborn, “the revelations lnéhavioral economics not only suggest consumer la
under a variety of powerful biases, but ‘debiasisdlifficult if not impossible.”
*9bid., p. 24.
% |bid., p. 25. According to Dickerson, “if the rislof overborrowing can be made more frequent, teaen
salient for potential debtors, that information htigat the margins influence the credit behaviopofential
victims of overindebtednesdbid., p. 26.
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intensively publicizing the risks of over-indebteds, making it more available and educating
over-indebted consumers for the future. The recggaate of over-indebted consumers is a
possible measure for defining if this goal is besrehieved or not.

When analyzing the American bankruptcy system thinothese biases, Kilborn argues that
chapter 7 approach does not allow information aWbdity concerning potential risks and
costs of over-borrowirfd. Instead of this, the system represents an eagyowtaof debt and
consumers absorbing this information tend to dist@ewen more the potential future costs of
purchasing credit in an excessive way. The Europgatems, on the other hand, are more
prone to influence consumer behavior. In genehay tdemand debtors to attempt to draw a
plan for payment in order to reserve future incdoresome yeaf&. This helps tuning the cost
of over-indebtedness more salf€ndifferently from what happens in the U.S.

Another important aspect related to consumer behafers to the concept of fairness
produced by the system. Behavioral science poiné people presentbbunded self-
interest” in their interaction with otherg,e., people are prone to give up potential benefits
and sacrifice gains if this is deemed fdiEor instance, if in a certain community paying
debts is understood as fair, a system that doew atidividuals to evade obligations is viewed
as unfair. People tend to act against self-intaresonly to help those who act correctly, but
also to punish the ones that did not. In this sefissonsumers understand that the system
imposes unfair payment plans, they might not getdredit in the first place, even if this
means not starting a new business or having huges.gihe sense of fairness in balancing
costs and benefits is always present. As a consequdaf a system asks debtors to
exaggeratedly divert of their income to creditargtie extent of not meeting basic needs, it
will be seen as unfair.

It is relevant to perceive, however, that consigriall of the biases pointed out by
behaviorists may not be enough, or even totallyirdele, for delineating the best way
regulators should act. Mainly, because “the gertens is in fact not simple and perhaps not
even excessively optimisti®” In the case of over-optimism, for instance, baes might
prefer payday markets instead of credit card detbém knowing that the interest rates of the
first one are incredibly high&f.When using lower priced credit forms, consumery think
that the potential of the indebtedness growing targe amount is bigger, as is the case of
more open-ended credit card indebtedness. Thigstlymot considered when over-optimism
bias is analyzed. This means, that behind biasese complicated thoughts and attitudes
may be hidden, which make the regulator’s job awerne difficult.

®\bid., p. 27.
®2|bid., p. 28.
®31dem
®bid., p. 30.
% MANN, Ronald. Nudging from Debt: the Role of Befaral Economics in RegulatiorLydian Journal.
January 2011. p. 5.
66
Idem.
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Even so, considering these biases — although tbegodl point to a final solution, allows
regulators better understanding consumer behawvidr delineating better ways of dealing
with over-indebtedness. Still, other aspects rdl&beregulation shall also be considered.
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VI.  Aspects related to Over-indebtedness Regulation

In order to deal with the over-indebtedness problerany economical streams may be
followed. Depending on the chosen one, differemicbgsions are reached. Some defend a
paternalistic regulation, which involves three md@atures: it interferes with subjects’
freedom; it comes primarily out of benevolence tmhese subjects and does not depend on
the consent of the subjéét The advantages of such a way of regulating hasenb
questioned, since “paternalism prevents people trelraving in their own best interests, [it]
may prove costly’®. As an alternative, asymmetric paternalism is sstgd by scholars as a
way of avoiding the harms resulted from paternalisvhile dealing with the rationality,
perfect competition and information problems n@&vewed by classic economics.

According to asymmetric paternalism premises, cosucan be divided into two
different types: boundedly rational and fully ra# ones. A policy is considered
asymmetrically paternalist if it creates large dgsdor the boundedly rational consumers,
without imposing harms on the fully rational ofits One of the existing asymmetric
paternalistic regulations involves information dstre: the provision of information in
disclosure legislatiofi, which intends to allow the comparison of credits by consumers
and to protect them from unfair lending practicg&sch benefits are obtained in no costly way
for informed consumers and creditors.

Another possible regulation attempts to avoid “rstdites decision (mentioned in Section
V) to be taken by consumers. Cooling-off periodssponsible for delaying consumers’
decision, are a way of avoiding decisions thatcargly or impossible to reverse. As a rule,
cooling-off periods do not represent a high cost ritional individuals and may change
decisions taken by those mostly affected by the béahe moment (boundedly rational
consumers). Moreover, two different forms can bepaed: consumers are forced to delay
action and decision until after a certain periodnemediate decision is allowed but it may be
reversed during the cooling-off periddStill, another advantage of this provision isttha
does not incentivize sellers to incite consumerbuy and to psychologically agitate them.
On the other hand, rational and lasting argumewtsidvhave to be used in order to convince
consumers to purchase goods and services.

Also other relevant aspects should be considerade wefining the best regulation form
for preventing or repressing over-indebtedness. klevant noting that counseling, as part of
an information policy, although not a main altewmatshould be considered as one of the
tools for dealing with the issue. However, empiridata show that a simple counseling
procedure should not be implemented solely, butttaey with other regulating rules. In this

7 CSERNE, Péter.Paternalism — methodological problems of an ecomoranalysis Available at:
http://works.bepress.com/peter_csernefi7l.

® CAMERER, Colin; ISSACHAROFF, Samuel; LOEWENSTEIGeorge; O'DONOGHUE, Ted; and RABIN,
Matthew. Regulation for Conservatives: Behavioral Econondecsl the Case for “Asymmetric Paternalism”
University of Pennsylvania Law Review, Vol. 151.1211.

% CAMERER, Colin; ISSACHAROFF, Samuel; LOEWENSTEISeorge; O'DONOGHUE, Ted; and RABIN,
Matthew.Op. cit p. 1219.

Obid., p. 1232.

™ bid., p. 1240.
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sense, policymakers should avoid adopting measwdsh simply increases disclosures and
information that consumers access before creditsaetions”. American consumers, who
received counseling, still tend to use credit esivety, when exposed to aggressive
advertising of lending organizatiofis.Over-optimism is a bias that helps us understandi
the reasons for that. As already explained, indizigl tend to highly value current events and
undervalue future ones.

In addition, it is relevant that neither creditovgho loaned recklessly, nor debtor who
borrowed recklessly should be solely blamed forremdebted situations. Policymakers
should consider why creditors and debtors engagspétific behaviors and, therefore, the
understanding of behavioral economics biases ifulusgetting to know some premises, such
as that it is profitable for credit card issuersaiget students since they are commonly in debt
and their future income tends to incrédsis a great step in order to delineate an apgicab
efficient regulation. Another example relates te fhct that it is also profitable negotiating
credit with naive or desperate consumers, who tepay higher interest fees.

In order to design the model mostly adapted to iBaazfeatures, existent ones shall be
considered. One of them is the ‘fresh start polieyhich treats over-indebtedness as a risk
inherent to credit development and access. Theotglgoods are sold in order to pay for the
possible bills, while the rest of these are forgiveOn the other hand, a ‘reeducation system’
is based on the idea that the consumer failed ardato be reeducated. As a consequence,
he has to pay his debt with his current assetsvahdchecessarily compromise his future
revenué®,

Furthermore, extrajudicial and judicial negotiatipgpcedures shall be considered. For
some, it is desirable that the Court works as arsginstance (not as the main one), mainly
because pre-negotiating procedures may be moreieeffifor healing over-indebtednéss
One of the Brazilian examples of extrajudicial nggoons is the Consumer Defense Center,
which has a specific department working on oveebtddness (NUDECON). It basically
aims to solve over-indebted consumer issues withotinvating the Judiciary, through creditor
negotiations. However, a new project of law is nmeng evaluated by one of the Houses of
the Congress, aiming to solve over-indebtednesblgmo in the judicial instances, which
differs from the treatment developed by NUDECONbrifthe other hand, extrajudicial means
are adopted for treating this core issue, the dyrexistent administrative institutions shall be
used. In Brazil, there is already a wide net ote3¢aorgans of Consumer Defense, nationally
coordinated by the Ministry of Justice (the Progpmgich may have a really important rule
in the over-indebtedness treatment.

2 DICKERSON, A. MecheleOp. cit.p. 155.
3 bid. p. 156.
" U.S. college students are a specific target daditeard issuers, because of these reasons. DICKER 3.
Mechele Op. cit.p. 154.
S MELLO, Flavio Citro Vieira deOp. Cit, p. 27.
" 1dem.
"1dem p. 28.
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VIl.  Concluding Remarks

This article has just reviewed a potpourri of pavees related to over-indebtedness and has
found multiple path to deal with this problem. Té&lution may be come from the simple
definition of what over-indebtedness means or ftbmtype — or group — of regulation to be
adopted. Nevertheless, further regulatory develaopsnwill deal with the core question: if
regulation is needed, should it br anteprohibitions,ex postliability rules, or a mixture of

both? Foreign regulation aspects should be useexasiple and if necessary adapted to
Brazilian features.
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