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Abstract

Personal consumption expenditure (PCE) makes approximately 2/3 of the gross domes-
tic product in Lithuania; therefore, efficiency of its control is of high importance for the
country’s economy. Control of a household’s financial resources in general and especial-
ly the part intended for financing consumption is a complicated task because of the com-
plex interrelations of decisions to be made with numerous factors of economic, social
and cultural origin affecting them. Besides, they strongly depend on the personality of
the consumer and his or her ability to harmonise needs with disposable resources. From
the mathematical point of view, the allocation of resources to finance purchasing and the
related decision-making are identical to multi-objective and multi-attribute optimisation
tasks, which have to be performed in the household every time an elementary purchase is
being planned. It is therefore important to perform the related decision-making based on
objective criteria, free from the influence of the above-mentioned subjective factors.
Even the latest resource management methods and tools available to households offer
very limited possibilities in this regard; therefore, this study aims to contribute to the
further development of them.

The aim of this study is the development and theoretical justification of a formal-
ized, quantitative criteria based system for the control of personal consumption expendi-
ture on both, the elementary purchases and the aggregate countrywide monetary-flow
levels, by employing a modified informal cooperation between households and commer-
cial banks. Five objectives have been defined for the achievement of this aim.

Methods used in this study comprise comparative, logical, systemic, and critical
analysis methods; a synthesis of multidisciplinary approaches; a questionnaire-based
survey; an expert evaluation; and elements from vector, matrix algebra, and differential
mathematics.

The thesis is composed of an Introduction, three chapters presenting findings of the
research, Conclusions, a Reference list and the author’s publications. The problem in the
study is analysed from the household and retail banking standpoints with a focus on con-
sumption-related monetary flows at both the household and the aggregate countrywide
levels. Research findings target both levels through: a) the developed principles of value
decomposition enabling a quantitative evaluation of value components of purchased
goods and constituting the base for methods and tools intended for planning and control
of resources on the elementary purchases’ level; b) the general guidance system of con-
sumption expenditure employing the above-mentioned principles and a specific econom-
ic and psychological education program of bank clients, seeking higher efficiency of
resource management on both levels thus reflecting the common interests of households
and retail banks; and c) the demonstration of payback potential encouraging the banks to
invest into development of such a system and to expand informal cooperation with
households.

Findings of the research were published in seven papers and presented at seven sci-
entific conferences, of which six were international.



Reziume

Namy iikiy (NU), arba asmeninio vartojimo i8laidy, suminiai finansiniai srautai sudaro
apie 2/3 Lietuvos bendrojo vidaus produkto (BVP), todél jy valdymo efektyvumas
svarbus Salies ekonominei sistemai. Namy tikiy finansiniy istekliy, ypa¢ susijusiy su
vartojimu, valdymas yra sudétingas dél sgsajy su daugeliu ekonominiy, socialiniy,
kultoriniy veiksniy, be to, sprendimai priklauso nuo vartotojo asmeniniy savybiy ir
gebéjimo derinti poreikius su disponuojamais finansiniais iStekliais. Vertinant
matematiniu pozitriu, finansiniy istekliy skyrimas elementariam pirkiniui jsigyti yra
tapatus daugiatikslio ir daugiakriterio optimizavimo uzdaviniui, kurj namy tkis privalo
spresti kiekvieno pirkinio atveju. Tokiomis aplinkybémis svarbu, kad visi $ie sprendimai
remtysi objektyviais kriterijais ir nepriklausyty nuo subjektyvaus jau minéty veiksniy
poveikio, ta¢iau netgi naujausi namy tkiams skirti $iy iStekliy valdymo metodai bei
priemonés Sia prasme suteikia labai ribotas galimybes. Darbe atliktais tyrimais siekiama
plétoti Sias galimybes, suteikiant namy fikiams specifiniy ziniy ir priemoniy, leidzianciy
geriau valdyti finansinius isteklius, o komerciniams bankams numatyti perspektyvias
plétros ir investavimo strategijas.

Darbo tikslas — modifikuoto namy tkiy ir komerciniy banky bendradarbiavimo
pagrindu suformuoti bei teoriskai pagristi asmeninio vartojimo islaidy formalizuoto
valdymo sistemg, grindziama kiekybiniais valdymo kriterijais ir aprépiancia tiek
elementariyjy pirkiniy, tiek ir visuminio vartojimo Salies mastu lygius. Tikslui pasiekti
iSkelti penki uzdaviniai.

Tyrimai atlikti naudojant lyginamosios, loginés, sisteminés, apibendrinimo, kritinés
analizés metodus, tarpdisciplininiy metody sintezg, anketing apklausa, eksperting
analize¢, vektoriy bei matricy algebros ir diferencinio skai¢iavimo elementus,
matematings statistikos analizés ir matematinio modeliavimo metodus.

Disertacijg sudaro jvadas, trys skyriai, bendrosios iSvados, naudotos literatiiros ir
problemos nagrinéjamos atskiro NU ir suminiy $alies mastu piniginiy srauty lygiu bei
vertinamos tiek NU, tiek komerciniy banky interesy pozitiriu. Tyrimai ir gauti rezultatai
orientuoti j Siy srauty valdymo efektyvumo gerinimag abiem nagrinéjamais lygiais: a)
prekiy ir paslaugy vertés dekompozicijos principai, leidziantys vertés komponentéms
suteikti kiekybinius jver¢ius, bei sitilomi jy praktinio pritaikymo budai ir atitinkamos
taikomosios programos yra skirti NU vartojimo iSlaidoms planuoti ir valdyti
elementariyjy pirkiniy lygiu; b) $iy principy bei banko klienty ekonominio-finansinio ir
psichologinio §vietimo pagrindu sukurtos poveikio vartojimo piniginiams srautams
formavimo sistema paskirtis yra didinti Siy srauty valdymo efektyvumg abiem
nagrin¢jamais lygiais; c) pasiiilyta sistemos ekonominio atsiperkamumo jvertinimo
metodika ir gauti tyrimo rezultatai skatina komercinius bankus investuoti j jos kiirima
bei plétoti neformaly bendradarbiavima su namy tkiais.

Disertacijos tema paskelbti 7 moksliniai straipsniai ir perskaityti 7 praneSimai
mokslinése konferencijose, i§ kuriy 6 tarptautinés.

Vi



Notations

Concepts and terms

Flow-of-funds is a set of accounts that is used to follow the flow of money within
various sectors of an economy (Investopedia 2016). Specifically, in this study it used to
express monetary flow of personal consumption expenditure.

Goods and services market is an economic market where products (goods and services)
circulate between households, business and government sectors. Usually it is called a
product or commodities market (Mankiw 2011).

Household is: a) one or more persons that live together and have common budget
(Vitunskiené 1997); b) a group of people, often a family, who live together in a house
or flat (Cambridge Dictionaries 2016); ¢) it is the group of persons living in the same
dwelling, feeding together and also having common budget, but not necessarily related
as family members (Business Dictionary 2016). The household is also considered a
person living alone. The term ‘household’ is often the lowest analyzed unit of
economists and statisticians (Vainiené 2016).

Household (final) consumption expenditure (formerly private consumption) or
personal consumption expenditure is the market value of all goods and services,
including durable products (such as cars, washing mashines, home computers) purchased
by households. It excludes purchases of dwellings, but includes imputed rent for owner-
occupied dwellings. It also includes payments and fees to government to obtain permits
and license (World Bank 2016). Personal consumption expenditure (-S) is the primary
measure of consumer spending on goods and services. The personal consumption
expenditure measure is the component statistic for consumption in gross domestic
product (Bureau of Economic Analysis 2016).
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Non-performing loans or bad loans include depreciated loans and overdue more than
60 days (but non-impaired loans), compared to the loan portfolio on a gross basis (Bank
of Lithuania 2014).

Non-performing loans ratio is an amount of non-performing loans over total loans,
expressed as a percentage (Financial Times 2016).

Monetary financial institution is an institution where households can borrow, like local
commercial banks, branches of foreign banks operating in the country, credit unions and
other financial institutions. All of them are considered by the Bank of Lithuania (LB) as
being Monetary Financial Institutions (MFI) (Bank of Lithuania 2015). According to the
European Central Bank (2006), monetary financial institutions are central banks, resi-
dent credit institutions and other resident financial institutions whose business is to re-
ceive deposits and/or close substitutes for deposits from entities other than MFIs and, for
their own account (at least in economic terms), to grant credits and/or make investments
in securities. Money market funds are also classified as MFIs. Central Banks are not tak-
en into account in this dissertation.

Retail banking generally refers to the provision of products and services that banks
provide to personal customers and small/medium-sized enterprises (SMEs) through a
variety of channels, including branches, Internet and mobile technology. Banks
typically organise their retail banking activities either by the type of customer served
(e.g. personal versus business), products offered (e.g. mortgages, credit cards,
insurance, etc.) or size (e.g. small versus large businesses). The main functions of
retail banks <...> include accepting deposits, making loans, and providing payment
services. Retail banking includes personal current accounts, SMEs banking services,
also other products such as residential mortgages, personal loans and insurance
(Competition and Markets Authority 2015). In this dissertation, SME‘s financial oper-
ations are not taken into account.

Systemic or system-wide approach: affecting or relating to a group or system (such as
body, economy or market) as a whole, instead of its individual members or parts (Busi-
ness Dictionary 2016).

Abbreviations

CB — commercial bank (-s)

EU — European Union

FOF — flow-of-funds

GDP — gross domestic product

HH — household (-s)

iALM — individual’s asset-liability management
MFI — monetary financial institution (-s)

NPL — non-performing loan (-s)

PCE — personal consumption expenditure
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Introduction

Problem Formulation

Personal consumption expenditure (PCE) accounts for approximately 2/3 of
Lithuania’s gross domestic product (GDP). A similar share is typical not only
for Lithuania but for many other countries around the world. For this only rea-
son, the consumption-related monetary flows produced by households are so
important for the economic system of every country. It is the primary engine that
drives future economic growth and determines business conditions for virtually
any economic entity, regardless of what segment it operates in: manufacturing,
services, retail banking or other.

A number of parameters characterising the consumption expenditure is de-
cisive for the economy. While aggregate volume is the main factor to determine
the macroeconomic indicators of the market (e.g. the supply-demand balance),
the parameters characterising the state and efficiency of its management on the
household level, instead, determine the budgetary performance of every house-
hold and the performance of financial institutions and commercial banks, which
cooperate with them. Therefore, the parameters characterising management effi-
ciency on the household level are as important as the volume. Up to 40% of
Lithuanian households are unable to maintain control of their budgets (the Bank
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of Lithuania 2015), which indicates serious resource management problems spe-
cifically at this level. Poor borrower performance of households is another out-
come of inefficient resource management in households. The non-performing
loan (NPL) level of individuals in commercial banks of Lithuania in 2015
amounted to 5.5% (the Bank of Lithuania 2016). Although this level was signifi-
cantly lower than the highest rate of over 20% reached in 2010, it still remained
several times higher than the pre-crisis level of 1-2% in 2007-2008. This condi-
tion of the loan portfolios resulted in a significant loss for commercial banks,
which afterwards took five years for them to recover fully.

Similar problems are very important not only for Lithuania but for the
economies and banking systems of other countries as well. In 2015, the NPL
level in Italy was 17.3%, in Ireland 18.8%, in Greece 34.4% and even 44.8% in
Cyprus (the World Bank 2016). The value of the non-performing loan portfolio
in Italy made 200 billion EUR in 2015, while the total NPL value in the Europe-
an Union (EU) is estimated to be close to 1 trillion EUR, or about 7% of its ag-
gregate GDP.

Some studies, including those performed by the Bank of Lithuania (2014)
and the commercial banks (Swedbank Personal Finance Institute 2010) show
that Lithuanian households lack economic knowledge and financial management
skills. Such conditions further increase their financial vulnerability.

According to the Bank of Lithuania (2015), even 88% of Lithuanian
population indicate that they make financial decisions based on their own ex-
perience, the opinion of people they know or trust, or information collected
from media, including TV and Internet. The relevance and trustworthiness of
such information and the motivation of financial decisions based on them are
questionable; therefore, it is not surprising that so many households face fi-
nancial and budget management problems. Management efficiency could im-
prove if decisions made by households were based only on objective and quan-
tifiable criteria. Besides, the application of special formalized decision-making
procedures eliminating or at least limiting the interference of such kind of mo-
tives, could be beneficial too.

The mentioned problems, that both households and commercial banks face,
are obviously caused by the same or similar reasons, making them natural part-
ners in fighting not only the consequences but first of all their root causes.

The analysis of reasons causing these consequences and defining the appro-
priate ways for their control would certainly help households to improve their
budgetary performance as well as the quality of loans issued to them by com-
mercial banks.
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Relevance of the Research

Researchers from the beginning of the 18th century have investigated various
aspects of finance management in households; nevertheless, a number of ques-
tions still remain without due answer, especially those related to the control of
personal consumption expenditures in a dynamic and permanently changing
economic and business environment. The majority of related research studies
were performed based on a macroeconomic approach (Smith 1776 [1981];
Keynes 1936, Kuznets 1951, etc.), having in mind the influence of household
financial flows on major processes in markets, e.g. balance between supply and
demand, economic cycles, etc. This approach mainly focuses on consumption,
which becomes a determining factor in describing the condition of a country’s
economy. The more active the consumption is, the better the conditions are for
economic growth and vice versa. Formally, an ideal consumer from this point of
view is the one who spends all or almost all resources for current needs without
paying attention to saving. The paradox is that the list of ideal consumers in this
case would include even those addicted to drugs, gambling, shopping, etc.;
therefore, this approach has certain limits.

An alternative or microeconomic approach, on the contrary, analyses the
processes from the standpoint of households or individuals and focuses on the
utility of consumed goods. The volume of the latter research is relatively limited
and incomparable with the macroeconomic and has been mainly conducted up
until or around the mid of 20th century (Bernoulli 1738; Kyrk 1923; Becker
1960, etc.). It does not take into account the latest trends in consumer markets
characterised by the increasing influence of irrationality on consumer behavior.
The lack of related knowledge has negative effect on households themselves,
retail banks, and the public sector; therefore, the in-depth research from the mi-
croeconomics perspective is becoming more and more important. The current
situation in consumer markets is predetermined by the imbalance between enor-
mous efforts and resources used by sellers to boost sales, on one side, and the
limited resources to adequately support the consumers on the other. Most ad-
vanced selling technologies, which employ the latest knowledge from econom-
ics, psychology and use modern communication tools, strongly affect consumer
behaviour. As a result, the financial resources of households in many cases are
being exhausted for needs, which have limited utility and create budgetary prob-
lems in households and non-performing loan problems in commercial banks.

Neoclassical economic theories that treat consumers as rational (Zinkhman
1992; Ansari 2000), having clear preferences, acting under budget constraints
and called a common homo economicus name, cannot explain why so many
households having sufficient income face budget deficit problems. Modern con-
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sumer behaviour theories, on the other hand, argue the credibility of these as-
sumptions and emphasize the role of psychological motives, which contradict
the concept of homo economicus. They analyse the logic of related decision-
making, but they do not offer ways of controlling it. Missing answers on the role
of income level and the pattern of consumer behaviour on budgetary and bor-
rower performance of households, decision-making efficiency on the elementary
purchases level and the possibilities of positively modifying the personal con-
sumption expenditure and the related aggregate monetary flows have led to the
choice of research object in this study.

Object of the Research

This study focuses on the problematic issues in the personal consumption-related
flow-of-funds control from the standpoint of households and commercial banks.

Aim of the Research

The aim of the study is the development of a system for formalized control of
personal consumption expenditure on both the elementary purchase and the ag-
gregate monetary-flow levels, based on modified informal cooperation between
households and commercial banks.

Objectives of the Research

The following objectives have been defined for the achievement of the aim
of the research:

1. Compare household-related monetary flows in product and retail
banking markets and identify their management problems from the
standpoint of households and commercial banks.

2. Perform critical analysis of theoretical concepts and practical
tools related to the management of monetary flows intended for
personal consumption, identify shortcomings and ways for
improvement.

3. Develop a formalized, quantitative criteria-based approach to the
management of the household consumption expenditure, applicable
to elementary purchases.
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4. Investigate and quantitatively evaluate the influence of
consumption and financial behaviour on borrower performance of
bank clients.

5. Develop a system, involving households and commercial banks, for
guidance of personal consumption expenditure, based on formalized
decision-making procedures, and a method for the quantitative
evaluation of its economic efficiency.

Research Methodology

A literature analysis was performed by using comparative, logical, and systemic
analysis; synthesis; generalization; and critical analysis methods.

Information on the methods, models and tools used to control financial re-
sources of households was analysed by employing comparative, logical and crit-
ical analysis methods.

Analysis of monetary flows in product and retail banking markets was
based on statistical data processing and logical analysis.

Research of value decomposition is based on the synthesis of two theories:
economics and psychology (as referred to in the Maslow hierarchy of needs the-
ory), vector and matrix algebra tools.

Financial behaviour of households and financial awareness research were
performed by using sociology methods, questionnaires and comparative analysis.

The expert evaluation (Delphi) method was used for research of reasons
causing non-performing loans in retail banking.

Development of a system to guide aggregate monetary flows of personal
expenditure was based on the dynamics of statistical data from retail banking,
while its expected economic efficiency was analysed by using mathematical
analysis and differential mathematics methods.

Scientific Novelty

Scientific novelty is determined by:

1. The context applied for the research of consumption related flow-of-
funds, budgetary and borrower performance of households, from the
standpoint of households and commercial banks, has not been
explored in the literature so far.

2. Value decomposition principles of goods and services, developed by
applying synthesis of Maslow's hierarchy of needs and the economics
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theory approaches, enabling quantitative evaluation of their value
components, and match with the specific consumer*s needs.

3. Formalized approach to the management of personal consumption
expenditure, enabling allocation of funds for every elementary
purchase in a way which is harmonized with disposable resources,
thus avoiding influence of subjective psychological factors on
desicion-making.

4. Analysis and classification of direct and indirect factors affecting
personal insolvency and a quantitative evaluation of their impact on
the level of non-performing loans in retail banks.

5. A system for the guidance of aggregate monetary flows of
households, using as a base a modified informal cooperation between
households and commercial banks; and a method for evaluation of
payback of investment into its development.

Practical Value of Research Findings

The following findings are of practical value:

1. The principles of formalized personal consumption expenditure
control can be used by households for budget planning and allocation
of financial resources on elementary purchase level in a way that is
free from the influence of subjective factors of psychological
character.

2. Software developed by using these principles can be used by
households for more efficient budget planning and spending control.

3. A system for the guidance of aggregate monetary flows of
households can be beneficial for retail banks through improved
borrower performance of individual clients and increased turnover in
retail banking because of more efficient financial resource
management in households.

Defensible Claims

1. As product and retail banking markets share the same financial flows
originating from households, commercial banks should identify
themselves as players competing for them in both markets and adjust
their strategies accordingly. Retail banks in Lithuania earn only 1—
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2% from the aggregate households consumption expenditure, which
is three to five times lower than in countries with the most advanced
economies; therefore, retail banks should employ methods and
resources adequate to those, used by sellers of goods and non-
financial services in order to shape the flow of financial resources for
the benefit of households and banks.

2. The efficiency of financial resource management in households on
the elementary purchase level can be improved by implementing
formalized control procedures, limiting the influence of subjective
factors of psychological origin on decision-making related to the
allocation of resources for consumption.

3. Management efficiency on the aggregate monetary flow level can be
improved by implementing a specific guidance system, built-up on a
platform representing the modified informal cooperation between
households and commercial banks in order to affect indirectly the
control of the above mentioned flows through specific education of
bank clients in the finance management, economics and psychology,
helping raise their consumer awareness.

4. The guidance system is drafted as a profit generating tool. Extra
resources used by commercial banks for its financing are expected to
pay off through reduced non-performing loan loss.

Approval of Research Findings

Seven research articles have been published based on this PhD thesis. One arti-
cle is published in the ISI Web of Science scientific journal (Taujanskaité et al.
2015); one in ISI Proceedings (Taujanskaité, Miléius 2012), two in peer-
reviewed international scientific journals (Jurevi¢iené et al. 2016; Taujanskaite,
Mil¢ius 2014), one in a peer-reviewed Lithuanian scientific journal (Taujanskai-
té, Jurevic¢iené 2010) and two in the peer-reviewed materials of international
conferences (Taujanskaité, Mil¢ius 2015, Taujanskaité 2011).

The author has made presentations at seven scientific conferences:

— The 4" International Scientific Conference Contemporary Issues in
Business, Management and Education 2015, 12-13 November 2015,
Vilnius Gediminas Technical University, Vilnius, Lithuania.

— The 1% International Scientific Conference on Business Management, 1—
4 July 2015, Unversitat Politechnika de Valencia, Valencia, Spain.
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— The 15™ International Scientific Conference Perspectives of Business
and Entrepreneurship Development, 28-29 May 2015, Brno University
of Technology, Brno, Czech Republic.

— The 2™ International Scientific Conference Contemporary Issues in
Business, Management and Education 2013, 14-15 November 2013,
Vilnius Gediminas Technical University, Vilnius, Lithuania.

— The 7" International Scientific Conference Business and Management
2012, 10-11 May 2012, Vilnius Gediminas Technical University, Vilni-
us, Lithuania.

— The 1% International Scientific Conference: To Consolidate Researches
of Academicians and Practitioners, 5 May 2011, Mykolas Romeris Uni-
versity, Vilnius, Lithuania.

— The 13" National Scientific Conference for Young Scientists ‘Business
in XXI Century’ 10 February 2010.
Also, the results of this dissertation were presented in five scientific semi-
nars for doctoral students.

Structure of the Thesis

The thesis consists of the following parts in the following order: an Introduction,
three Chapters, General Conclusions, List of References, and the Summary of
the thesis in Lithuanian. The total scope of the dissertation is 135 pages, includ-
ing 36 Equations, 33 Figures and 9 Tables. For the purpose of the present thesis,
references were made to 259 source papers.



Household Monetary Flows

in Financial and Product Markets:
Management Problems

from the Standpoint of Households
and Retail Banks

This Chapter reflects results of the research analyzing the current state of man-
agement of financial resources in households of Lithuania from the standpoint of
households themselves and the retail banking. Research on budgetary and bor-
rowing performance of households was performed by analyzing and processing
available statistical information and by questionning individuals and households
by using sociological methods and tools. Special issues addressed by the re-
search were: the budget management state of households and analysis of reasons
compromising its efficiency, features characterising the retail banking market of
Lithuania, its volume and borrowing performance of private clients. Special at-
tention was paid in the Chapter to historical analysis of theories supporting the
financial resource management in households in order to find the existing gaps.
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Results of investigations in Chapter 1 are published in 3 author‘s publi-
cations (Taujanskaité, Jurevi¢iené 2010; Taujanskaité¢ 2011; Taujanskaité,
Mil¢ius 2012).

1.1. Comparative Analysis of Household Monetary
Flows in Product and Retail Banking Markets

Households are an important integral part of the economic system of every
country; therefore, processes related to households’ finances are permanently
in the focus of numerous scientists (Campbell 2006; Altfest 2009; Vahidov,
He 2009; Abreu, Mendes 2010; Hite et al. 2011; Finke, Smith 2012; Almen-
berg, Gerdes 2012; Carlin, Robinson 2012; Bosshardt, Walstad 2014) and in-
stitutions, such as: Consumer Federation of America (2012), Certified Finan-
cial Planner Board of Standards (2012), Members Equity Bank (2013),
International Monetary Fund (2013), Wealth Management Institute (2015),
and Princeton Survey Research Associates International (2015). Expenditure
or consumption planning and management is one of the key elements in
household economics (Medova et al. 2008). By efficiently planning and man-
aging its expenditures, a household can achieve maximum utility and success-
fully implement lifelong wealth building plans and vice-versa.

Table 1.1. shows that the flow of household-related expenditures in Lithu-
ania makes up approximately 2/3 of the country’s GDP; therefore, its influence
on economics is huge both on the micro and macro levels.

Table 1.1. Relationship between consumption expenditure of households and GDP in
Lithuania (created by author according to Eurostat 2016)

Level, million EUR (current prices)

Year
2008 2009 2010 2011 2012 2013 2014 | 2015

Real GDP 32696 | 26935 | 28028 | 31263 | 33335 | 34962 | 36444 | 37190

Household
Consumption | 20858 | 18076 | 17892 | 19658 | 20950 | 21968 | 22854 | 23997
Expenditure

Percentage of

GDP. % 64 67 64 63 63 63 63 65
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Fig. 1.1. Household consumption expenditure by countries, % of GDP
(created by author according to the World Bank, 2016)

Comparison with other countries shows that Lithuania’s index corresponds
to the World’s average ratio, which is around 60% (Fig. 1.1).

Figure 1.2 shows that the total revenue of commercial banks from retail and
corporate banking makes approximately 0.6 billion EUR per year, while private
consumption expenditure is about 21 billion EUR. Thus, an aggregate value of
the financial services market makes less than 3% of the consumer market, while
the share of this market related to individuals and households accounts only for
1-2%. In terms of volume, the monetary flow in the product market dominates
dramatically, meaning that the involvement of banks in the wealth building of
households is rather limited.

Compared to the European Union (EU) countries, the revenue of commer-
cial banks operating in Lithuania is several times lower. It is shown in both cas-
es: if measured as a percentage of GDP (Lithuania 2%, UK 7.5%, Germany
4.6%, Nordic countries 4%, Italy 5%) and as income per capita (Lithuania
200 EUR/year, UK & Ireland 2300 EUR, Germany 1500 EUR, Nordic countries
1900 EUR, Greece 800 EUR and East Europe 400 EUR) (Wyman 2013).
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Fig. 1.2. Revenue and profit (loss) of commercial banks and foreign bank branches in
Lithuania, min. EUR (created by author according to the Bank
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Analysis of borrower performance of Lithuanian households has revealed
sharply worsening dynamics during the 2008-2010 crisis and rather slow recov-
ery during the post-crisis period. Significant differences exist in mortgage and
consumer loan segments with the situation close to threatening in the latter seg-
ment, where the level of bad loans had reached 25%. The situation had im-
proved since 2012, but the volume of non-performing loans still remains high,
reaching 9.8% (Fig. 1.3). This has a strong influence on the profitability of
banks. Currently, the profitability of financial institutions has recovered, and the
profit level reached almost 250 million EUR in 2014. However, all the profitable
years starting from 2011 have hardly compensated for the loss suffered in the
years 2009-2010 (Fig. 1.2).

Non-performing loans (NPL) are a painful problem not only in Lithuania
but in other countries as well. Figure 1.4 illustrates the dynamics of the level of
non-performing loans in the period of 2008—2015 in nine countries.
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Fig. 1.4. Bank nonperforming loans to total gross loans in different countries
in 2008-2015 (created by author according to the World Bank 2016)

In 2009, the NPL level in Lithuania was the highest among these 9 coun-
tries. Starting from 2011, a sharp NPL growth was registered especially in Cy-
prus and Greece. At the end of 2015, the NPL level in Cyprus was 45%, and in
Greece the NPL level was 34%, while countries like Sweden or Norway have
never had a NPL level higher than 2% during this period.
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The analysis shows that the problem is really widespread and common in
the various EU countries.

1.2. Research on the Finance Management State in
Households under a Changing Macroeconomic
Environment

The inside processes related to the households’ finances and their control are
permanently in the focus of many researchers:

— Various aspects related to households’ income and expenditures have
been investigated in publications by C. Bigda, G. Mannes, W. Up-
degrave (2010), A. Underwood (2010), L. Altfest (2009), T. Ramanaus-
kas, A. Jakaitiené (2007), A. Hall (2006), E. Faerber (2005), A. Deaton
(1992) and others.

— Aspects related to the saving of households’ financial resources were
discussed in publications by E. Tyson (2010), M. G. Gordon (2008),
L. J. Gitman, Ch. Mazer (2007), G. Helly (2007), B. Winger, R. R. Fras-
ca (2006), D. Harrison (2005), as well as A. V. Rutkauskas, V. Stasytyté
(2011), K. Taujanskaité, D. Jurevi¢ien¢ (2010), O. G. Rakauskiené,
E. Bikas (2007), A. Maldeikiené (2005) in Lithuania.

— Investment related issues of household savings are among the most im-
portant ones and are permanently in the focus of both researchers and
practitioners in this sector. Publications on investment management by
A. V. Rutkauskas, G. Zilinskij (2010), A. E. Ody (2010), C. Yacht,
R. Siegel (2010), A. V. Rutkauskas, A. MiecCinskiené, V. Stasytyté
(2008), J. Stankevi¢iené etal. (2009), L. J. Gitman, M. D. Joehnk
(2007), Z. Bodie, A. Kane, A. J. Marcus (2003) and many others cover
all the aspects significant for making decisions related to investment.

The majority of the above and numerous other publications are mainly

based on a fundamental approach to personal finance management and do not
specifically target decision-making mechanisms in a specific household affected
by permanently changing conditions on global financial markets or
macroeconomic processes in a specific country.

Specific financial conditions of Lithuanian households have been analysed first

of all by A. V. Rutkauskas (1999), then by D. Jurevi¢iené, E. Gausiené (2010),
E. Bikas, A. Kavaliauskas (2010), etc. In other countries, J. Titko, N. Lace,
T. Polajeva (2015) have analysed financial issues perceived by youth and evaluated
the financial literacy of young people in the Baltic States. E. Fornero and C. Monti-
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cone (2011) have investigated financial literacy and pension planning in ltaly,
S. Sekita in 2011 also analysed similar aspects in Japan. Not only researchers, but
also organizations pay attention to the importance of financial litearacy and
investigate various aspects of it. In 2004, the Financial Services Authority (FSA)
announced that it would commission a ‘comprehensive baseline survey to establish
the current state of financial capability in the UK. The FSA subsequently asked the
Personal Finance Research Centre to carry out an exploratory qualitative study to
design a questionnaire that could be used to measure levels of financial capability of
individuals (Financial Services Authority 2005). ANZ/The Social Research Center
(2011) analysed adult financial literacy in Australia. The Organisation for Economic
Cooperation and Development (OECD) in 2012 has made a pilot study in order to
measure financial literacy in 14 different countries (Atkinson, Messy 2012).
Relevant statistical data and related process analysis about household finance
management aspects is permanently in focus of local banks in Lithuania (e.g.
SEB bank, Swedbank) as well as institutions involved in financial activities and
statistics. Statistics Lithuania used to carry out annual research on household
budgets until 2008 (Statistics Lithuania 2008). The Ministry of Finance of the Re-
public of Lithuania, on the other hand, prepares the generalised predictions related
to the financial state of households (2011), but it does not analyse the decision-
making process inside the household. The Securities Commission of the Republic of
Lithuania until its liquidation in 2011 has been performing annual researches on
households financial literacy. Since 2011 this research is being performed by the
Bank of Lithuania (2015). Since 2010, the analysis of households‘ financial
condition has been performed by the bank ‘Swedbank AB’ through its Institute of
Private Finances, and since 2011, the SEB bank initiates investigations about house-
hold finances called the ‘Baltic Household Outlook’.

The above mentioned institutions mainly focus on generalised information,
representing conditions of the entire spectrum of households without analysing
the processes specific to a certain group of households with a certain income,
wealth, etc.

The decision-making process related to the control of household budgets is
very complex and has no single solution in general. This process is very much
related to human psychology (Griskevicius et al. 2010), and emotional trigger-
factors might have a strong influence. The analysis of households’ behaviour
and efforts taken to control their budgets under the influence of the instability of
financial markets might produce valuable information on the level and propor-
tions of influence of macroeconomic factors on the household’s decisions.

Analysis of transformation of financial behaviour of Lithuanian households
during the 2008-2010 crisis has been performed by using sociological methods
and specially drafted questionnaires.
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1.2.1. The Setup of Research

In order to collect the required data, two identical, in terms of methodology, so-
ciological surveys were conducted: first — in the beginning of the year 2009,
when the crisis in Lithuania had reached an apogee and another — by the end of
the year 2010 when the crisis was approaching an end. The first and the second
questionnaires are displayed in Annex F and Annex G.

The questionning technology was based on specially arranged questionnaires,
containing specially drafted questions. In order to obtain the survey results,
which would be sufficiently reliable and would adequately reflect information
on all the 3.3 min. citizens of Lithuania (2009), a special confidence level was
set to be at least 95% and a minimal number of respondents was calculated. To
meet the set reliability indicator, at least 200 respondents should submit their
information, which should guarantee an error within 6.9% limits (Customsight
2011). In both cases, this requirement was met.

The study from May 2009 revealed the following problematic issues related
to the management of household budgets:

— A clearly displayed non-systemic and poorly motivated character of
spending, which has resulted in unexpectedly large amount of unbal-
anced household budgets. A large number of households faced difficul-
ties with the control of spending even when their income was above-
average.

— A lack of skills related to the investment of savings and a very limited
variety of investment tools used. The majority of household savings
were kept in demand deposit accounts and part of them in savings ac-
counts while investment in securities was used on limited scale.

— A lack of knowledge and skills within individual asset liability man-
agement.
The study was repeated at the end of 2010, and the two results were
compared in order to find out the changes and trends caused by the crisis.

1.2.2. General Information about Respondents

General data covers the information regarding the respondents’ age, gender,
education, residence and monthly income.

The age of the respondents was within the range 20-65 years old. To
maintain the right proportions between the residents of big cities and rural areas,
the respondents were selected according to the random sampling method
(Waksberg 2011). The number of respondents was exactly the same in both
surveys: therefore, this should not cause any additional errors.
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The general characteristics of respondents in both studies were quite
similar. Data from 2010:

— Percentage of respondents by gender: men — 48.25% (in 2009, men —
55.28%), women — 51.75% (in 2009, women — 44.72%).

— Percentage of respondents by education: graduates of universities —
81%; students of universities — 9.5%; graduates of college — 5.5%; grad-
uates of secondary school — 3.5% (in 2009, graduates of universities —
79% ; students of universities — 11%, graduates of college — 6.5%; grad-
uates of secondary school — 3.5%).

— Average age of respondents — 32 years (2009 survey — 30 years).

Both questionnaires were placed on a special webpage www.apklausa.lt,
which meant that first of all, people with good access to the Internet and who
had skills in using IT tools would dominate among the respondents. One
possible negative aspect from using this technology might be that the results are
not bias-free due to the non-uniform representation of all the population,
comprised of those using and not using IT tools.

Respondents represent a highly educated part of the population, well above
average, which means their behaviour could be considered reliable and
motivated This also suggests that the obtained results should be reasonably
reliable and should adequately reflect the households’ reactions induced by the
crisis.

1.2.3. State of Household Budget Management: Efficiency and
Trends under Effect of Financial Crisis

The results were processed and analysed to determine the changes within per-
sonal finance management during the years 2008—-2010.

Respondents’ monthly income varies from 144 EUR to 1450 EUR and
more while the majority earn between 290 EUR to 434 EUR per month, and in
2010, this amount has increased from 18% to 22% (Fig. 1.5). In addition, there
was a significant increase of 41.67% in individuals with income between
580 EUR and 724 EUR, followed by a 9% decrease in people who earn (or get)
the lowest income. The number of respondents whose monthly income is be-
tween 870 EUR and 1159 EUR is the same in 2009 and 2010, but there was a
decrease in high-income respondents. For example, in 2010, 40% fewer re-
spondents earn 1160-1449 EUR, and only half of them earn more than
1450 EUR compared to 2009.

Even if the average income of respondents fell by 6.63%, from 539 EUR in
2009 to 503 EUR in 2010, it is still above the average income of the Lithuanian
population, which during the year 2010 has increased to 464 EUR from
459 EUR in 2009. The compared results of these figures might look contradicto-
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ry, but they can be explained quite easily. The majority of respondents are
young, highly educated and economically active people whose average age is
32 years. Likely, this has led to higher income compared to the statistics. The
observed decline in average income can be explained by the fact that a signifi-
cant decrease was registered in the interval diapason of individuals with the
highest (1161 EUR and more) income.
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Fig. 1.5. Monthly income of the respondents (source: author)

The main outcome about changes of income during the crisis is that it

became more ‘compact’ with a significantly reduced number of individuals with
very low and very high earnings.

A special block of questions was designed to find out how crisis has
changed the households’ ability to balance their budgets (Fig. 1.6). Figure 1.6
illustrates that in 2009, 32% of households had a budget deficit, but in 2010, this
index fell to 26%.

o 26% | ]
o
‘ | . 19%

a) b)
@ Expenses were lower than income

O Expenses were equal to income
@ Expenses were higher than income

Fig. 1.6. Changes in household’s budget balance: a) 2010, b) 2009 (source: author)
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Figure 1.7 indicates a huge diversity and quite contradictory results gained
when analysing the households with different income levels. As was mentioned
before, the previous survey of the year 2009 discovered that, contrary to expec-
tations, the largest share of households suffering from a budget deficit (32%)
was found among those with the highest income while even the respondents
with the lowest income were more successful from this point of view. House-
holds with a middle income level between 450 EUR and 850 EUR demonstrated
the best performance. By the end of the crisis in 2010, the situation almost did
not change in the low-income households, even though it would not be surpris-
ing to see them in a much worse state because of increased prices. Middle-
income households demonstrated even better performance compared to the pre-
vious survey, reducing their share of deficit budgets by 13%, while high-income
households suffered from deficits more than in 2009. The share of deficit budg-
ets within this category increased by 12.5%, reaching 37.5%, which is 1.45
times more than the corresponding share in the low-income (25.8%) and 2.8
times more than in the middle-income (13.4%) households. A more accurate
analysis shows that the zone in which the rational behaviour dominates had ex-
panded and covered not only middle-income households but also some part of
households with income equal to or exceeding 850 EUR while the performance
of those with income around 1500 EUR was very poor. The situation within
households having income higher than 1500 EUR seems to be much better, but
due to the limited number of respondents, it is difficult to make firm
generalisations.

50

40

30

20

10

Percent, %

0

Up to 450 EUR 450-850 850-1500 EUR

@ Share of households, year 2009
@ Share of households, year 2010
@ Change ratio, %

Fig. 1.7. Households with budget deficit in 2009-2010 (source: author)
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Fig. 1.8. Distribution of expenditure by needs: a) 2010, b) 2009 (source: author)

The distribution of household expenditure by needs can be seen in
Figure 1.8.

Similar to the previous survey, the nutrition, municipal services and
transport costs made the biggest part of the expenditure with nutrition being in
the first place, and municipal and transport costs in second and third,
respectively. The 2009 survey produced similar results showing that 29% of
expenditure was used on food, municipal costs made 17% and transport costs
15%, which was very close to spending for clothing and shoes. The latter survey
observed a decrease in spending on clothing and shoes by 14.29%, an increase
for municipal services by 11.76%, and an increase for transport costs by 6.67%.

There is a good correlation with the results from the survey by the
Swedbank Private Finance Institute of October 2010, which found that the main
structure of household expenditure mainly consists of food products and non-
alcoholic beverages (34%), costs of household maintenance (17%) and expenses
for transportation and fuel (8%) (Swedbank Personal Finance Institute 2010).

A comparison of results from the two studies shows that the relative cost of
physiological needs compared with total expenditures has risen relatively and
indicates more conservative behaviour of households.

Another block of questions concentrates on households’ attitude towards
saving. Respondents were asked whether they have saving plans.
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Fig. 1.9. Answers regarding saving plans : a) 2010, b) 2009 (source: author)

Figure 1.9 shows an increase of households who have set their saving plans
from 68% to 80% in 2010; the increase is equal to about 17.65%. In addition,
there was a 37.5% decrease in respondents who do not save at all, which is quite
remarkable taking into account that the average income over the period has de-
creased by 6.63%.

The question about used saving instruments was answered by the respond-

ents as shown in Figure 1.10.
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O Savings in personal current account
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O Savings invested in securities or alternative investments
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Fig. 1.10. Changes in saving and investment instruments applied: a) 2010, b) 2009
(source: author)
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Figure 1.10 shows that the situation in the savings sphere has significantly
changed. Comparing the number of respondents who save by transferring cash
into a current bank account, we see a 30.3% decline (2009 — 33%, 2010 — 23%).
Up to a 50% increase was registered in people who buy stocks or bonds despite
a very negative overall environment. This could be explained by people having
better awareness of investment mechanisms. At the same time, the number of
those who chose other alternative investments, such as collectables (art, wines,
horses, etc.) has declined by 21.43%. Additionally, in 2009 the percentage of
people who preferred life insurance for investing their money was higher. Cur-
rently, this number has declined by 16.67%. Also, there was even a 47.06% in-
crease in those who chose to keep their savings at home and an increase of
15.38% in the number of respondents who keep their free cash in fixed bank
deposits.

This indicates that the variety of popular saving options in Lithuania is be-
coming wider but is still limited, and the way households distribute the accumu-
lated free cash is rather conservative. It is obvious that sharp drop in stock val-
ues did not encourage a large portion of those who could potentially invest in
financial markets. This percentage still remains low. Consequently, distrust has
increased in any riskier investment alternative. This could explain the sudden
and widespread tendency of keeping free cash just at home.

An attempt was made to find reasons behind households’ non-saving
behaviour.

54%

15% 61%

5%
a) b)

1 spend all my money for consumption

O1 don’t think it is necessary for me

O Afraid of total or partial loss of savings

O Insufficient qualification of financial consultants
O Afraid of cheating

m Lack of financial knowledge

m Other

Fig. 1.11. Reasons for refusal of saving: a) 2010, b) 2009 (source: author)
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It appears (Fig. 1.11) that even 53% of respondents who otherwise would
prefer saving, do not save because all their income is being spent on consump-
tion. However, this number has decreased by 13% compared with the previous
survey. A dramatic, even 2.7 times (from 3% to 8%) increase was registered in
people who were afraid to fully or partially lose their savings, and this was the
reason why they have decided not to save at all. An interesting observation was
that a number of people who refused to save just because they felt a lack of fi-
nancial knowledge increased by 15%, which means they have realized the role
and importance of adequate knowledge and skills within finance management.

A special block of questions was designed to investigate the respondents'
opinion on how they would evaluate their knowledge within personal finance
management (Fig. 1.12).

2% 14%
31%

65% 55%

a) b)

o1 know enough @1 know a little @1 know nothing

Fig. 1.12. Knowledge within personal finance management as estimated by respondents
themselves : a) 2010, b) 2009 (source: author)

The answers show that there was a 6.45% increase in the number of people
who think their knowledge about personal finance management is sufficient.
The most significant decrease, equal to 85.71% (from 14% to 2%) was in the
number of respondents who know nothing about it while the number of those
who lack adequate financial knowledge has increased by 18.18%. Most likely,
the results are such because of respondents who had no knowledge at all during
the previous survey. This indicates obvious progress and positive changes; nev-
ertheless, the need for education to improve financial management skills is still
high.
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1.3. Management Problems of Household
Expenditure and their Causes

1.3.1. Related Theoretical Concepts

The historical overview was performed by combining a look into original inves-
tigations parallel with their evaluation given by modern researchers from the
point of view of contemporary science.

As stated by Parker (2010), there is no topic in macroeconomics that has a
longer, deeper, or more prominent literature than households’ choice of how
much of their income to consume. Consumption related issues have been inves-
tigated for centuries. The beginning of research about household consumption
can be traced to Nicholas Bernoulli, John von Neumann and Oskar Morgen-
stern’s work The Basis of Consumer decision-making Theory, published in 1715
(Richarme 2005), which contained the first formal explanation of consumer de-
cision-making. Later, in 1738, Daniel Bernoulli extended this concept and for-
mulated Utility Theory, which proposed that ‘consumers make choices based on
the expected outcomes of their decisions. Consumers are viewed as rational de-
cision makers who are only concerned with self-interest’ (Salvatore 2008;
Schiffman, Kanuk 2007; Zinkhan 1992). Utility theory views the consumer as a
‘rational economic man’ (Zinkhan 1992), although perception of the rationality
appears to be quite flexible as the consumer’s behaviour can be influenced by
numerous intrinsic and extrinsic factors.

In 1857, German economist Ernst Engel noted in his investigation Reliance
on Income Level and Expenditure Composition that ‘when family‘s income in-
creases, the proportion of money spent on necessities proportionally decrease,
but at the same time the expenditure for luxury things increases’ (Zimmerman
1932).

In 1834, intertemporal choice theory was introduced by John Rae in the So-
ciological Theory of Capital. Later, Eugen von Boéhm-Bawerkin 1889
and Irving Fisher in 1930 elaborated on this model. Irving Fisher developed the
theory of intertemporal choice in his book Theory of Interest (1930). The main
ideas of this theory were: a) the consumer chooses current and future consump-
tion to maximise satisfaction of lifetime subject to an intertemporal budget con-
straint; and b) current consumption depends on lifetime income, not current in-
come, provided the consumer can borrow and save (Mankiw 2013).

Research in personal finance started as early as in the 1920s by Hazel Kyrk
who actually laid the foundation for the field of family and consumption (or
consumer) economics. Kyrk’s dissertation and her later work triggered the de-
velopment of family economics (Kyrk, 1923, 1933). Beller and Kiss (Beller,
Kiss 1999) recognize her role in incorporating the insights of economics into the
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field of home economics and creating the Division of Family Economics in the
American Home Economics Association.

The input of Margaret Reid, 1934, another Chicago economist, in sever-
al areas of consumer and household behaviour is also widely recognized as
significant (Hira 2009).

The framework for consumer theories was made by British mathematician
and philosopher Frank P. Ramsey (1928) and British economist John M. Keynes
(1936). Samuelson (1970) remarks the significance of the publication in The Eco-
nomic Journal, which contained ‘a strategically beautiful application of
the calculus of variations’ to determine the optimal amount an economy should
invest (save) rather than consume so as to maximise future utility, or in Ramsey’s
words ‘how much of its income should a nation consume and how much save?’
(Ramsey 1928). The theory of consumption is central to the model of Keynes’s
General Theory, which is often considered the origin of macroeconomics. Since
then, it has been the subject of countless theoretical and empirical studies. Keynes
treated consumption on a very ‘common sense’ level. Like most other economists
of his days, his methodology included neither abstract, mathematical theory, nor
detailed econometrics. Rather, he relied almost entirely on intuition as he demon-
strates when he introduces the central principle of his consumption theory (Parker
2010): ‘The fundamental psychological law, upon which we are entitled to depend
with great confidence both a priori from our knowledge of human nature and from
the detailed facts of experience, is that men are disposed, as a rule and on the av-
erage, to increase their consumption as their income increases, but not by as much
as the increase in their income’ (Keynes 1936). In the book The General Theory of
Employment, Interest and Money, Keynes noted that ‘individuals’ or families’
consumption and saving behaviour in a given period is related only to their dis-
posable income of that same period’ (Baranzini 2005). Keynes described this
thesis in his Absolute Income Hypothesis in 1936. Keynes gives no basis for his
theory in terms of utility maximization nor indeed gives any consideration of why
a consumer would behave in the way he assumes. In place of rational-choice theo-
ry, Keynes relies on his ‘knowledge of human nature’. Nor does he give any sup-
port using numerical data, but he instead claims to glean support from ‘detailed
facts of experience’ (Parker 2010).

At about the same time, Nobel Prize winner Simon Kuznets (1951) refined
national account measures of income and consumption and pointed out a para-
dox that could not be explained by the simple linear consumption function, as it
was suggested in the Keynes model. The Kuznets paradox was that the percent-
age of disposable income that is consumed is remarkably constant in the long
run, which suggests a proportional consumption function. However, estimates
across individual households or using short-run aggregate time-series fluctua-
tions in income and consumption consistently produce estimates, which means
that the share of income consumed declines as income rises. Explaining the



26 1. HOUSEHOLD MONETARY FLOWS IN FINANCIAL AND PRODUCT MARKETS...

Kuznets paradox became a primary goal of consumption theorists in the 1950s
(Parker 2010).

In 1947, Nobel Prize winner American economist, psychologist, sociologist
Herbert Simon formulated the theory of individuals financial decision formation
and analysed how organisations and individuals make financial decisions. He
suggested that the decision-maker possessed limited information (knowledge)
and did not always seek the best potential choice because of limited resources
and personal inclinations. Simon claims that ‘decision-making <....> must be
derived from the logic and psychology of human choice’. He argued that ‘the
task of rational decision-making is to select the alternative that results in the
more preferred set of all the possible consequences. This task may be divided
into three required steps: 1. the identification and listing of all the alternatives; 2.
the determination of all the consequences resulting from each of the alternatives;
3. the comparison of the accuracy and efficiency of each of these sets of conse-
guence’ (Simon 1976). Any given individual or organisation attempting to im-
plement this model in a real situation would be unable to comply with the three
requirements. It is highly improbable that one could know all the alternatives, or
all the consequences that follow each alternative. The resulting question would
be as follows: given the inevitable limits on rational decision-making, what oth-
er techniques or behavioural processes can a person or an organization bring to
bear to achieve approximately the best result? Simon writes, ‘The human being
striving for rationality and restricted within the limits of his knowledge has de-
veloped some working procedures that partially overcome these difficulties.
These procedures consist in assuming that he can isolate from the rest of the
world a closed system containing a limited number of variables and a limited
range of consequences’ (Simon 1991). Later, in the mid-1950s, Herbert Simon
presented his model, which was called Satisficing, in which consumers went ap-
proximately where they wanted to go and after that cancelled the decision-
making process. Simon and others have extended this area in the investigation of
the field of bounded rationality (Richarme 2005).

The Relative Income Hypothesis developed by James Duesenberry (1949),
states that consumption depends not only on absolute income but also on relative
consumption patterns determined by the position in income distribution (Tapsin,
Hepsag 2014). This hypothesis enjoyed considerable popularity in the 1950s, but
it is not discussed much anymore (Parker 2010).

Since about the 1950°s, the notion of consumer behaviour has responded to
the conception: ‘Consumer behaviour <...> is the study of the processes in-
volved when individuals or groups select, purchase, use or dispose of products,
services, ideas or experiences to satisfy needs and desires’ (Solomon et al.
2006). Schiffman and Kanuk (2007) take a similar approach in defining con-
sumer behaviour: ‘The behaviour that consumers display in searching for, pur-
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chasing, using, evaluating, and disposing of products and services that they ex-
pect will satisfy their needs’.

Two other theories pioneered by Nobel laureates, the Life-Cycle model as-
sociated with Franco Modigliani and the Permanent-Income Hypothesis devel-
oped by Milton Friedman, were easier to reconcile with the micro-foundations
of consumer choice. These two theoretical approaches have largely merged to
become modern consumption theory (Parker 2010). Franco Modigiliani, Albert
Ando and Richard Brumberg investigated household consumption and in 1954
presented the Life Cycle Hypothesis. They claimed that: a) a household’s income
varies systematically over a lifetime; b) consumers use saving and borrowing to
smooth consumption; and ¢) consumption depends on income and wealth (Mo-
digliani, Brumberg 1954; Ando, Modigliani 1957).

Milton Friedman also investigated household consumption issues and in
1957 suggested the Permanent Income Hypothesis. The main ideas were: a)
household consumption mainly depends on permanent income; b) consumers
use saving and borrowing to smooth consumption and minimize the effect of
income fluctuations (Meghir 2004). The difference between this hypothesis and
life-cycle hypothesis is in that the life-cycle theory emphasized natural varia-
tions in earnings over a finite lifetime whereas the permanent-income model
stressed general variations in income over an indefinite horizon (Parker 2010).

In the 1960s, Garry Becker was the one who ‘put the family on the eco-
nomics profession's research agenda’ (Pollak, 2002). Becker (1965) is best
known for modelling household decisions and resource allocation in a model
where a household is both a producing and consuming unit. Huffman (2010)
points out the parallelism with Margaret Reid’s (1934) earlier research and con-
siders her work to be an important antecedent to Becker’s formal modelling of
the productive household. Becker has demonstrated the researchability of the
family from the economic side and described what he has termed the ‘economic
approach’ to the family. He wrote, ‘The economic approach <....> assumes that
individuals maximise their utility from basic preferences that do not change rap-
idly over time, and that the behaviour of different individuals is coordinated by
explicit and implicit markets’ (Becker 1993). The theory distinguishes three
main components that constitute household economics: household production,
consumption and time allocation. Household production relates to all the output
that a household produces, including production related to work. Household
consumption includes all things that are consumed by a household including
food, sleep, leisure, etc. Time allocation refers to the exact way we spend each
minute of our day. Time allocation also introduces the basic concept of oppor-
tunity cost, explaining that every minute we allocate to one activity, by defini-
tion, cannot be allocated to any other activity”. An approach based on the inclu-
sion of production, consumption and time, allows economists to create models
that examine the correct allocation of goods and services (Simple Economist
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2015). It reflects the fundamental concept in consumer economics. By utilising
it, researchers are able to identify and examine how consumers behave, and it
helps households understand the opportunity costs of their time allocation
(Lazear 2000). Pollak (2002) admits that the foundational assumptions of Beck-
er’s economic approach to the family — maximising behaviour and equilibrium —
as well as primary auxiliary assumptions such as household production and in-
terdependent preferences, are now widely accepted not only by economists, but
also by family sociologists, demographers and others who study the family.

Becker’s theory has been criticized by other scientists, e.g. R. A. Pollak
(1975, 1985), J. Behrman et al. (1995), S. Lundberg (2001) and others mainly
because of his assumptions and analytical methods used (Pollak 2002). Berg-
mann (1995) notes that some of Becker’s assumptions make analysis too simple
and ‘eaves out considerations of prime importance’. Nevertheless, as stated by
Pollak, ‘Although we may reject many of Becker's answers and refashion many
of his tools, but his answers and his tools provide the starting point for econo-
mists who work on the family’.

In 1961, John Muth formulated Rational Expectations Theory. Robert Lu-
cas was awarded the Nobel Prize in 1995 for its further development (Syll
2011). This economic theory is based on the assumption that people make finan-
cial decisions according to their monetary resources and do not make mistakes.
Besides, individuals use all available information in the market for such deci-
sions, and they are based on their intelligence not on psychological aspects
(Lovell et al. 2011). According to T. J. Sargent (2008), there are substantial dif-
ferences compared with Keynes’s General Theory, where expectations were
treated as irrational because they existed in the minds and were analysed as a
psychological phenomenon.

Consumer Theory explains how a rational consumer makes consumption
decisions (Levin, Milgrom 2004). It is a theory showing how people decide what
to spend their money on given their preferences and their budget constraints
(Nicholson 2005). Consumer theory clarifies how individuals make choices giv-
en their income, and the prices of goods and services and helps us to understand
how individuals’ tastes and incomes influence the demand curve (Echenique
etal. 2011). Consumers can choose different bundles of goods and services.
Logically, they will choose the bundle that gives them the greatest benefit (that
maximises utility, in economic parlance) (Dean 2009). Consumer choice theory
is a way of analysing how consumers may achieve equilibrium between prefer-
ences and expenditures by maximising utility as subject to consumer budget
constraints (Silberberg 2001)..

The Preference Approach, which was developed by P. Samuelson, is a
method by which one can discern a consumer's utility function by observing his
or her behaviour. Rather than postulate a utility function or a preference order-
ing, Samuelson imposed conditions directly on the choices made by individu-
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als — their preferences as revealed by their choices (Samuelson 1938, Varian
2006).The theory assumes that a consumer has a well-defined set of desires, or
‘preferences’, which can be represented by a numerical utility function. Fur-
thermore, it is assumed that the consumer chooses optimally by giving prefer-
ence to the option with the highest utility of those available. This means that a
consumer is involved in permanently solving the optimisation problem (Dean
2009).

In 1966, mathematical-economist Kelvin John Lancaster developed Modern
Consumption Theory, which he called a ‘new theory of consumer demand’ and
claimed that ‘what consumers are seeking to acquire is not goods themselves,
but the characteristics they contain’ (Lancaster 1966). As Palda (2013) explains,
‘the second evolution in spatial economics was due to Kelvin Lancaster. His in-
sight was that the basic qualities that consumers seek could be manipulated by
combining different products. He had been content to accept that one good pro-
vided one underlying feature that could be measured in characteristics space’.

Following H. Simon, additional efforts were made to develop a better under-
standing of consumer decision-making, extending beyond the mathematical opti-
misation of utility theory and the somewhat unsatisfying satisficing theory. In the
late 1970s, two leading psychologists, Daniel Kahneman and Amos Tversky, de-
veloped the Prospect Theory, which expanded upon both the utility theory and the
satisficing theory and became a new theory that encompassed the best aspects of
each while solving many of the problems that each presented (Richarme 2005).

In 1978, Robert Hall presented the Random Walk Hypothesis. It combines
the results of the permanent income hypothesis with a rational human‘s expecta-
tions and shows that the changes in consumption are unpredictable and occur
only in response to unanticipated changes in expected permanent income.

Conventional financial theories presume that individuals are rational, able
to choose the preferences and are, for the most part, rational ‘wealth maximis-
ers’ (Buskens 2015), or an individual may get the definition ‘economic man’
(Homo economicus) (Sutherland 2012). This is not always supported by prac-
tice, where decisions are often influenced by emotions and 