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ABSTRACT The use of credit by households has expanded in South Africa. This has led many households to
become over-indebted. The research analysed the causes and consequences of household indebtedness using both
South African and international literature. The causes of household over-indebtedness include both demand and
supply-side factors. In addition, there are internal and external factors that lead to over-indebtedness. Household
over-indebtedness can have negative implications at household and macro-economic levels. There is a positive
relationship between household over-indebtedness and an increase in insolvencies. One of the major risks associated
with the rapid increase in household debt is the decrease in savings. Recommendations on how to reduce household
over-indebtedness include preventive, alleviative and rehabilitative measures.

INTRODUCTION

Aliero et al. (2013) point out that the avail-
ability of credit positively impacts on a coun-
try’s economic growth.  Commercial banks play
the role of an intermediary in the credit and
growth process through the channelling of funds
in the form of credit or loan for investment to
those economic agents who need them and can
put them into the most productive use. The avail-
ability of credit is a vital element of private sec-
tor led growth. Pazarbasioglu (2014) notes that
improved access to credit reduces household
consumption volatility, improves investment
opportunities and helps to diversify household
and financial sector assets.  According to Demir-
güç-Kunt et al. (2008), lack of access to finance
which includes access to credit is a critical mech-
anism for generating persistent income inequal-
ity and slower growth. Credit is one of the cor-
nerstones of modern capitalism. Credit lubricates
the economy and promotes commercial activity.
Rising levels of household consumption expen-
diture generally stimulate the economy. In addi-
tion, declines in household consumption expen-
diture households negatively impacts on a coun-
try’s economic growth (Prinsloo 2002; Sassi and
Gasmi 2014).

However, credit can also lead people and
households to spend money that they don’t
have. The use of credit and poor money man-
agement skills can lead individuals to over-in-
debtedness where they are unable to service
credit agreements (The Banking Association of

South Africa 2014). The reason for the current
global consumer over-indebtedness problem is
not because consumers are in debt but because
they are too much in debt. Rising personal debt
is not necessarily a problem as long as it is sus-
tainable.  Debt can be one of the ways to build
wealth and smooth expenditure over an individ-
ual’s life time.  Debt becomes a problem when it
leads to over-indebtedness (Dynan and Kohn
2007). South Africa’s real gross domestic prod-
uct grew by 38 percent in the past decade, how-
ever, private sector loans increased by about
225 percent (Colombo 2014).  Unsecured loans
have witnessed the greatest growth. The South
Africa Reserve Bank (2013) reports that house-
hold debt to disposable income ratio dropped
from 82 percent in 2009 to 75.6 percent  during
the first quarter of 2013.This implies that house-
hold debt now accounts for approximately 76
percent  of the disposable incomes of house-
holds in South Africa. The credit standing of
customers as at March 2014 shows that  42.2
percent  are current, 12.8 percent  are in areas for
between one and 2 months,  28.3 percent  are in
arrears for more than three months, 5.2 percent 
have an adverse listing and 11.4 percent  have
judgment and administrative orders (National
Credit Regulator  2014). This suggests that more
than half of credit-active consumers are strug-
gling to meet their debt repayments.

Moroke et al. (2014) note that high level of
household indebtedness has created economic
and political concern in both developed and
developing countries. The credit expansion in
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South Africa will soon turn into a bust. As a
consequence of the bust, highly indebtedness
consumers will default on their debts. In addi-
tion, banks will experience losses in their credit
portfolios, property prices will fall, unemploy-
ment will rise and the economy will contract (Co-
lombo 2014). A rapid growth in household credit
can create systemic vulnerabilities (Pazarbasio-
glu 2014).  The aim of the study is to examine the
causes and consequences of household over-
indebtedness.

Objectives of the Study

Household over-indebtedness has many
negative consequences at household and mac-
ro-economic levels. The primary objective of the
study is to analyse the causes and consequenc-
es of household over-indebtedness. The study
will also suggest recommendations that can help
to reduce household over-indebtedness.

LITERATURE  REVIEW

Household Debt

There are several theories that can be used
to explain household indebtedness.  Fisher (1930)
remarks that there is a strong association be-
tween household debt and consumption. When
the current income is not sufficient to support
household’s present consumption plans, house-
holds will borrow and transfer future consump-
tion into the present. The permanent income
hypothesis by Friedman (1957) argues that a
person’s consumption at a point in time is deter-
mined not only by their current income but also
by their expected income in future years or their
permanent income.  A person’s consumption

pattern is driven not by changes in temporary
income but by changes in permanent income.
Debt is used to smooth out consumption over
time. The life cycle hypothesis by Ando and
Modigliani (1963) contends that household sav-
ings and consumption reflect the life cycle stage
of the household.

Household debt provides a means of smooth-
ing consumption over an individual’s expected
lifetime.

Betti et al. (2001) point out that debt is an
instrument used over different stages of an indi-
vidual’s lifecycle to maintain a stable level of con-
sumption. Being indebted is a normal consumer
behaviour and at the earliest stages of the lifecy-
cle of most individuals or households, a certain
level of debt is inevitable. Individuals use debt to
shift expenditure from one period of their lives to
another. Debt is the outcome of a contract be-
tween lenders and borrowers. Debt can be de-
scribed as an amount of money borrowed by one
party from another. A debt arrangement gives the
borrowing party permission to borrow money
under the condition that it is to be paid back at a
later date, usually with interest. Household debt
consists of debt incurred by the household sec-
tor (Prinsloo 2002).  According to Chawla and
Uppal (2012), household debt includes “mortgage
debt on all residences and real estate, and con-
sumer debt (including debt outstanding on credit
cards, personal and home equity lines of credit,
secured and unsecured loans from banks and oth-
er institutions, and unpaid bills).”

OBSERVATIONS AND DISCUSSION

Table 1 gives the composition of total loans
and advances to the household and corporate
sectors in South Africa.Total loans and advanc-

Table 1: Composition of total loans and advances by credit type in South Africa

Type of credit                                                                        Percentage of    Percentage of Percentage of
Household sector   total loans      total loans    total loans

and advances    and advances and advances

     2009         2012          2013

Instalment sales credit and leasing finance 8.0 9.0 9.5
Mortgage advances 39.0 34.5 33.2
Other loans and advances 8.6 12.8 13.1
Overdrafts 1.4 1.3 1.4
General loans 4.4 8.2 8.1
Credit card advances 2.8 3.4 3.6
Total loans and advances to the household sector 55.5 46.3 55.8
Total loans and advances to the corporate sector 44.5 43.7 44.2

Source: South African Reserve Bank (2014)
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es to the household and corporate sectors are
55.5 percent  and 44.5 percent  respectively.
Mortgage advances form the largest part of credit
extension to the household sector.  The Bank-
ing Association of South Africa (2014) points
out that the use of credit can lead to people to
over-indebtedness especially with households
with poor money management skills. This can
lead to the inability of households to service
credit agreements.

Definition of Over-indebtedness

D’Alessio and Iezzi (2013) point out that
there is no consensus in the literature on the
definition of over-indebtedness and how to mea-
sure it. Defining over-indebtedness is challeng-
ing, however, there are certain characteristics
associated with over-indebtedness. (1) the ca-
pacity to meet the expenses associated with the
contracted financial commitments. Over-indebt-
edness means being unable to meet such recur-
ring expenses. (2) this inability is structural and
has a time dimension: This implies that the defi-
nition of over indebtedness should take into
consideration persistent and ongoing financial
problems and ignore one-off occurrences that
arise due to situations such as forgetfulness. (3)
the standard of living: This means that the
household must be unable to meet contracted
commitments without reducing its minimum stan-
dard of living. (4) illiquidity:  This implies that
the household is unable to remedy the situation
by recourse to (financial and non-financial) as-
sets and other financial sources such as credit.
(5) all contracted financial commitments such as
mortgage and consumer credit commitments,
utility and telephone bills as well as rent pay-
ments are included (European Commission 2008).

In South Africa, the National Credit Act
(2005) gives the following definition of over-in-
debtedness. “A consumer is over-indebted if the
preponderance of available information at the
time a determination is made indicates that the
particular consumer is or will be unable to satis-
fy in a timely manner all the obligations under all
the credit agreements to which the consumer is
a party, having regard to that consumer’s- (a)
financial means, prospects and obligations; and
(b) probable propensity to satisfy in a timely
manner all the obligations under all the credit
agreements to which the consumer is a party, as
indicated by the consumer’s history of debt re-

payment” (Government Gazette Republic of
South Africa 2006).

The National Credit Regulator (2014) notes
that “over-indebtedness occurs when individu-
als are unable to pay all their debts in a timely
manner, which results in feelings of panic, stress
and being overwhelmed by the number and ex-
tent of these unpaid debts.”  According to Betti
et al. (2001, 2007), “the critical level of debt dif-
fers between households.  However, a person is
over-indebted if he or she considers that he or
she has difficulties in repaying debts, whether
consumer debt or a mortgage”. Disney et al.
(2008) point out that a consumer who has failed
to meet the most recent required payment on an
outstanding credit commitment is deemed to be
over-indebted. Liv (2013) gives two definitions
of over-indebtedness: an objective one and a
subjective one. The objective definition argues
that a borrower is over-indebted when his/her
total debt service is higher than his/her net in-
come during a defined timeframe. The net in-
debtedness index (NII) can be used to measure
if a borrower is over-indebted. Net indebtedness
index is equal to monthly instalments on all busi-
ness and household debt minus monthly net
income (revenue from business and household
minus expenses from business and household
excluding debt expenses. If the net indebted-
ness index > 100 percent, the household is in-
solvent; If the net indebtedness index is between
76 percent  and 100 percent, the household is at
risk. If the net indebtedness index < 75 percent ,
the household is solvent. The subjective view
argues that a borrower is over-indebted when
he/she struggles to repay his/her loan to the
point that he/she is making frequent and unac-
ceptable sacrifices impacting his/her living stan-
dards. Nyaruwata and Leibbrandt (2009) point
out that one of the most commonly used indica-
tors of the increase in indebtedness that is the
household debt-to-income ratio.

Table 2 shows that household to debt ratio
declined in South Africa from 82  percent  in 2008

Table 2: Household to debt ratio of South Africa

Year Household debt to income
          ratio (in percent)

2008 78.2
2009 82
2013 75.6

Source: South African Reserve Bank Quarterly Bulletin
(2014)
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to 75.6 percent  in 2013. This implies that house-
hold debt now accounts for approximately 76
percent  of the disposable incomes of South
Africans. In addition Table 3 depicts the credit
standing of customers. The table shows that
less than half (42.2%) of indebted customers  are
current in their payments. More than half 57.8
percent  are in arreas, have judgement and ad-
ministrative orders or an adverse listing.  This
suggests that more than half of credit-active
consumers are struggling to meet their debt
repayments.

Finmark (2013) observes out that the con-
sumer financial vulnerability depends on fac-
tors outside an individual’s control and those
that are specific, including levels of debt. Con-
sumer financial vulnerability index is made up of
four indices. These are (1) income vulnerability:
this includes job security, income growth, social
grants and the ability to access transfers from
family and friends; (2) savings vulnerability: this
is influenced by the savings and assets that a
person can access when times are tough; (3)
expenditure vulnerability: this depends on vari-
ous factors including whether a consumer is able
to deal with rising costs of food and transport,
or is living within his means; (4) debt service
vulnerability: this includes  the cost of servicing
debt and the level of debt a consumer has. A
consumer financial vulnerability index shows the
overall vulnerability of a consumer and captures
the different dynamics influencing a consum-
er’s profile for income, savings, expenditure and
debt. The overall index and sub-indices are based
on a 10-point scale where 0 indicates total finan-
cial security and 10 indicates total financial vul-
nerability. The overall score for South Africa is
5.17 which indicates significant vulnerability.
Debt is one of the factors leading to consumer
financial vulnerability.

Factors Leading to Household
Over-indebtedness

There are many factors that can lead to
household over- indebtedness.  External factors
are factors outside the individual’s control such
as illness, death, loss of employment, or chang-
es in macroeconomic variables (for example, a
rise in interest rates).  These factors which can
be regarded as risky life events that can lead to
income and expenditure shocks can cause over-
indebtedness (Eurofound 2010). An additional
child can lead to severe household indebted-
ness (Keese 2009). Another factor that can lead
to over-indebtedness is the lack of financial lit-
eracy. The less literate tended to take credit at
high interest rates (Lusardi and Tufano 2008).
In addition, aggressive marketing by lenders and
escalating consumption habits by individuals
can lead to over-indebtedness.  Financial impru-
dence is one of the causes of over-indebted-
ness (Disney et al. 2008; Anderloni and Van-
done 2010).

Naerum (2012) points out that the literature
on the causes of household over-indebtedness
includes demand and supply-side factors.  De-
mand-side factors examine consumer behaviour
and the factors that influence their credit deci-
sions  Supply-side factors focus on the behav-
iour of banks, stores, micro-lenders and their
credit market practises of supplying credit to
consumers. Low interest rates and financial de-
regulation have a role to play in household over-
indebtedness (Worthington 2006). Deregulation
and financial innovation have significantly in-
creased household sector’s access to credit. Fi-
nancial innovation has made it much easier for
households to borrow against their housing
wealth and thus may accentuate the effect of
house prices on debt (Davies 2006). The causes
of household over indebtedness in South Afri-
ca include supply and demand-side factors. The
supply-side factors are a result of institutional
changes such as the deregulation of the finan-
cial industry and the declining government con-
trol and interference in the financial industry,
declining real interest rate leading to freer mar-
kets.  In addition, increased competition between
financial institutions and a deliberate attempt to
penetrate new markets is another contributing
factor to the increase in debt at the household
level. A further supply-side assumption is the
increase in house prices. Demand side factors

Table 3: Credit standing of customers as at March
2014

Credit standing of customers Percentage

Current 42.2
1-2 months in arrears 12.8
3+months in arrears 28.3
Judgment and administrative orders 11.4
Adverse listing 5.2

Source: National Credit Regulator 2014
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can be attributed to the increased appetite for
credit by consumers, increased optimism and a
degree of conspicuous consumption. Demand
factors also include households’ lack of patience
and a decrease in risk aversion. Households are
eager to satisfy current consumption needs and
are unwilling to defer consumption (Roestoff and
Renke 2005; Hurwitz and Luiz 2007; Paile  2013).

In addition, a good macroeconomic condi-
tion can influence household debt as house-
holds feel very comfortable in getting debt.
Meniago et al. (2013) find that household debt
is significantly affected by positive changes in
consumer price index, gross domestic product
and household consumption. In addition, the
fiscal policy of a country can also impact on
household debt by boosting income and ability
to service debt. Factors that can lead to over-
indebtedness include low interest rates, rapid
house price appreciation, easier credit and new
mortgage instruments (Kojucharov et al. 2008).
The drivers of over-indebtedness can be sum-
marised into three categories: financial impru-
dence, household income shocks and macro-
economic shocks.  Financial imprudence can be
caused by the lack of financial literacy. Many
consumers do not understand the true cost of
repaying the credit commitment at the point at
which they apply for credit, partly due to the
obscurity of lenders’ terms and conditions.
Households can also become over-indebted by
the failure to insure against adverse events and
by failing to adjust their consumption patterns
following reduced real income due to relative price
shocks. Income shocks such as unemployment,
family breakdown, divorce and ill health can lead
to over-indebtedness. Macro-economic shocks
such as changes in the cost of credit due to move-
ments in market interest rates can lead also to
over-indebtedness (Disney et al. 2008).

Effects of Household Over-indebtedness

Over-indebted households are more finan-
cially fragile and more likely to default, especial-
ly when hit by adverse shocks, such as unem-
ployment or interest rates increases. Household
over-indebtedness can have negative implica-
tions at household and macro-economic level.
An over-indebted individual who has difficulty
in paying back can be blacklisted and thus will
not be able to obtain new loans when needed.

This increases a household’s vulnerability. This
can become stressful to the individual and neg-
atively affect physical and mental health, work
productivity, marriage and can lead to suicide.
There is a positive relationship between house-
hold over-indebtedness and an increase in in-
solvencies. Another consequence of the higher
level of indebtedness is that households may
find themselves with insufficient savings when
they retire. One of the major risks associated
with the rapid increase in household debt is the
decrease in saving. This can negatively affect
the level of investment in a country. A large share
of debt owed by over-indebted persons is never
paid back. This has implications for the institu-
tional setting, especially on the financial market.
In addition, over-indebtedness can impact neg-
atively on the economic growth of a country
because indebted households find it difficult to
spend. High levels of household debt can lead
to the weakness in consumption and increase
unemployment.

CONCLUSION

The study analysed the causes and conse-
quences of household over-indebtedness. The
causes of over-indebtedness can be broadly
classified into demand and supply factors. De-
mand-side factors focus on consumer behav-
iour and the factors that influence their credit
decisions.  These include households’ lack of
patience and a decrease in risk aversion. House-
holds are eager to satisfy current consumption
needs and are unwilling to defer consumption.
Supply-side factors examine the behaviour of
banks, stores, micro-lenders and their credit
market practises of supplying credit to consum-
ers. Deregulation and financial innovation have
significantly increased households’ access to
credit. Financial innovation has made it much
easier for households to borrow against their
house wealth and thus may accentuate the ef-
fect of house prices on debt.  The negative con-
sequences of household over-indebtedness
were discussed. At the individual level, house-
hold over-indebtedness increases household
vulnerability. This can become stressful to the
individual and negatively affect physical and
mental health, work productivity, marriage and
can lead to suicide.  At the macro level, house-
hold over-indebtedness negatively impacts on
saving, consumption, investment, financial mar-
kets and economic growth.
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RECOMMENDATIONS  TO  REDUCE
HOUSEHOLD  OVER-INDEBTEDNESS

The responses to household over-indebted-
ness can be preventive, alleviative and rehabili-
tative. Preventive measures include financial
education and regulation. Alleviative measures
include debt advisory services. Rehabilitative
measures include consumer bankruptcy and le-
gal debt settlement procedures.  In addition,
demand-side  recommendations include self-dis-
cipline:  When debt is inevitable, households
should go for good debt. Good debt is a neces-
sary and sustainable debt. It is sustainable be-
cause it enhances future income, which makes
repayment a lot easier.  Debt can useful when
invested in something that grows in value.
Mortgages can be regarded as good debt be-
cause the value of real estate normally appreci-
ates in the long-term. Over-indebted consumers
should be proactive and go for debt counsel-
ling. The National Credit Regulator needs to im-
prove communication on financial literacy and
debt management strategies.  All the lax parts of
the National Credit Act need to be strengthened
to prevent bad lending practices by banks and
other financial institutions. There is the need for
financial institutions to exercise caution in lend-
ing and follow strict affordability tests.
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