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Summary

Raising money and directing it into savings is thest important passive task in
banking. Restrictive monetary policy makes it imgiaegly difficult for banking
institutions to take loans, thus they turn to tlemeral population as a money source.
Their interest is partly served through inclusidrfioancially inactive population. As
the new legislation will correct the current illogl situation (some deposit institutions
have not been under control of the central bankis will eliminate the unfair
competition which is at the moment existing in banking system. At the same time,
the operation of a new form of non-profit deposititutions, i.e. credit unions, will be
regulated. With solidarity and common interest laes Ibasic tenets of their operation
they can be attractive to this particular segméngopulation. The paper explores and
proposes some possible models and ways of includivey financially inferior
population into the financial system.

Key words: financial system, financially inactive populatianpney source, solidarity,
common interest, credit union
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Introduction

The changes induced by globalization and infornaéitn have prompted the financial
system to adapt to new business conditions andirezgents. The first noticeable
development is increased transparency of the finhsystem as a whole, speed of
financial transactions and increased competitiagidReontrols imposed on the banking
system in view of its role in the entire financsgistem, and partly restrictive measures
of monetary and foreign exchange policies have taohdilly limited the system's
competitiveness. This fact has opened the fieldtlie emergence of new financial
institutions which are not subject to such rigichirol, making them thus into partly
unfair competition for the banking system. Theliest of both types of institutions is to
secure sufficient funds for their operations, sytare oriented towards:

- classic money sources (primarily different typesafing)
- modern (contemporary) sources of funds (issuinigidint securities etc.)

The banks have been forced by the current situatoadapt their business policies.
They prefer the traditional approach to fund rasiand for several reasons. These are
primarily the transparency of their customers, &lsb relatively low risk. Encouraged
by positive experiences in operations with the ganpopulation, some banks have
introduced new practices, and are trying to include the financial system also that
segment of financially inactive people who do net yarticipate in it for various
reasons. The topic of this paper is finding the svand models of attracting and
involving them in the system.

The basic hypotheses that the paper will attemptibstantiate are the following:
- a financial system will become more stable with thereasing number of
people involved, i.e. participating in it, and
- common interest, based on trust, solidarity andasaensitivity can be an
impetus for growth and development.

Financial assets belonging to Croatian population savings vs. investments

Raising money and directing it into savings is thest important passive task in

banking. Residents' financial assets are frequethidy biggest source of funds for

banking institutions. Similar experiences can bgced in Croatia, as residents deposit
their financial assets into banks in different tymé deposit and savings accounts. This
situation has resulted partly from the echoes ahpéd economy model, and partly
from local traditions. Some reasons for high ratésavings in banks might be the

confidence in the bank system stability, and tlot flaat bank deposits are mandatorily
insured, in contrast to other non-bank financiatitntions. Residents' savings account
for more than 80% of total savings. As for the stinoe, foreign currency savings are

dominant, especially in Euro. If we study the resitd' savings in the Republic of

Croatia between the years 2000 and 2006, we cathaeeavithin those six years the

amount of resident's savings in banks has doubdeaghing 98 billion kunas in the year

2006. (Graph 1)



Graph 1: Share of population in total savings
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Lack of confidence in the banking system stemmirggnf pre-transition times, and
partly negative experience with bank operation®grathat period (banking system
crisis), can be a factor determining residentsabiglur as depositors, along with some
other aspects, such as inflation and habits. Aiderable portion of savings used to be
kept outside the banking system in different fonetgrrencies (DM, USD, CHF, ATS).
Such a situation motivated the banks to make affantd persuade the owners to trust
banks with their financial assets. This was doneofigring no-fee conversion for
deposited assets. Almost all the money hoardedoatehended up in the banking
system, and after 2002 it was converted into Eifter the conversion most of the
funds raised in this way actually remained in thaking system (Graph 2).

Graph 2: Share of population in foreign currency s&ings
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The development of the financial and banking systene brought about new forms of
investment. A noticeable trend in the financialtegs is that clear boundaries between
banking and financial operations are becoming btlirtn addition to traditional bank

savings, the majority of active work force has @cant years turned their attention to
investment into different types of financial ass@tsis phenomenon was spurred by the
development of the Croatian capital market andnsyitutional reforms, primarily the

pension system reform, which indirectly and dineahcouraged the capital market



development. Another factor was the governmentsit@tito direct its borrowing to the
domestic market. Also, there appeared differenegypf insurance and investment
funds. For Croatia, these were all new types oéstment, giving higher returns that
traditional bank savings, and thus they initiateel thange in the structure of residents'
financial assets. This transfer of money savingsmfrbanking into non-banking
institutions of the financial sector is typical tfe world trend in modern finances.
Given the increase in investment funds' assets,caneassert that the Croatian capital
market sky-rocketed from 2 billion kunas in ear0R to 18.5 billion kunas in the year
2006, which indicates that the increasing numberesidents prefer to invest into
capital markets (in addition to traditional bank/isgs), expecting higher returns on
their assets (Graph 3).

Graph 3: Investment funds' total assets
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New possibilities and ways of raising financial ags

Given the fact that residents’ bank deposits arenishing as a financial source, some
banking institutions are turning to financially ateve part of population, who have so
far not participated in the banking system for eas reasons. Experience from
countries with a long banking tradition indicatésitt these categories of population,
under certain conditions, can also participatehim lbanking system, and thus achieve
multiple goals. These include satisfying more fullye interests of individuals
(members), interests of bank, and achieving banksygtem stability. Having
established the legal prerequisites in the BanK Aot the Credit Union AtitCroatia
now has the preconditions for achieving those gdalss now possible to establish
within the banking system new forms of non-profanking institutions based on
solidarity and fulfillment of common needs sharegdtieir members. Furthermore, this
legislation provides proper conditions for incluglithe financially inferior population
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into the banking system. In defining the commomeri@st, they can specialize and target
farmers, students, pensioners, homemakers, theploged and salaried workers.

Reasons for the emergence of credit unions and theble in today's world

The first credit unions emerged as far back as Wi#8the first savings cooperative in

Hamburg. One of the reasons why credit unions ciaeeexistence was the need for
mutual assistance of their members, based on styidan times of economic crises,

wars, natural disasters or currency instabilityeifmole in today's world has kept the
crucial reason for their emergence, which is comnraarest of development and

prosperity for all the members, based on volungary non-profit work. This statement
can be substantiated by the idea of Nobel Prizegviiluhammad Yunus, the founder
of the Grameen Bank from Bangladesh, which proheatl you can conduct business by
offering relatively small loans of up to 9 US$, mout taking any collateral, to the

segment of society too poor to qualify for tradigb bank loans. With its successful
application of the concept of micro-credit, this adeb has proved to be quite an
innovative banking approach.

Principles of credit financing for members

Granting loans to their members is closely conrtkgtgh the operating principles of
credit unions. According to the World Council ofedit Unions, their operation can be
viewed through the following three dimensions:

1. democratic organizational structure
2. service provided to its members
3. social goals.

Democratic organizational structure refers to oped voluntary membership excluding
any discrimination based on gender, religion oerahen new directors are elected,
each member is entitled to one vote, regardlessoaf much money he or she has
deposited so far, and has the right to vote andldted. Being a member of the credit
union board is based on voluntary work, which methas directors do not receive any
salary or compensation, but work for the benefialbfthe members, who can replace
them if their work is not satisfactory. In this wthere is transparent and public control
of directors' performance, which in turn means thast, integrity, moral and ethical
standards are the foundation of this particular ehofl saving.

The second dimension includes achieving finandibty by extending micro-loans
to its members and providing other services at tothhan market prices, thus saving
their money (this can include money transactionsoater rates, encouraging self-
employment, etc). First some individuals join ine tltredit union, followed by
association at higher levels, and the exchangemartdal assistance at different levels
helps to maintain financial stability (Figure 1)uch association is the only way to
achieve synergistic effects at the world level,ahhis important in setting the standards
for financial services and the governance rulepesusion and anti-money laundering
measures, as well as for exchange of experieneeebatmembers of these associations.



Fiaure 1: Advocacy at multiple level:
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The social aspect of credit union operation mustoeodisregarded. Since credit unions
have certain funds at their disposal, they canefoahd offer education and training
programmes to their members who would normallybetble to afford education. In
this way they assist in creating the basis forhieirtdevelopment of local communities,
since individuals and society as a whole cannoterfowward without knowledge and
life-long learning. Mutual assistance, especialty disadvantaged and vulnerable
groups, is one facet of socially sensitive actiwiitich is the pillar of credit union
operation.

Amount of funds at credit unions' disposal

The strength is not in individuals but in the conmityy working towards a common
goal — improving their living standards. This istineable in collecting small,
sometimes minute and seemingly insignificant amewit money that, put together,
represent significant initial assets. If properhanneled, these assets can contribute to
growth, development and mutual benefit of all theon members. The sheer number of
172.010.203 members in 97 countries of the worl@ w&he involved in credit union
system is witness how widely spread and acceptedidhm of saving is. Until 2006,
the total amount of deposits collected in 46.3&titrunions around the world exceeds
900 billion US dollars, which is the average ofGR2AJS dollars per member. Taking
into account the total assets, it is easy to calelthat these figures confirm the
hypothesis that such deposit institutions are ®gmificant and financially strong.
(Table 1)

Table 1 : Credit unions in the world in 2006 USA$

Number of countries included in the 97
credit union system

Number of credit unions 46.377
Membership 172.010.203
Market share 7.36%
Deposits 904.123.492.396
Loans 758.215.979.921
Reserves 106.831.725.217
Total assets 1.092.146.353.1738

Source: World Council of Credit Unions, Statisti€dport 2006



Non-profit credit organizations in the Republic ofCroatia

In Croatian history of banking one can notice prbtsm of general interest through
social approach and protection of interest of disathged groups of population. Thus
already in the Dubrovnik Republic, two of its firal institutions, namely the Mint

(since 1337) and the Pawn Institute (since 167idmpte public interest through

granting interest-free credit and loans to pubistitutions, the Church, and to citizens.
As institutional banking developed in the 19th &@ih centuries, certain banks and
savings cooperatives operated with the generaigurerest in mind. This is especially
true of institutions founded with Croatian capitaljch asPrva hrvatska Stedionica

(1846), i.e. the First Croatian Savings Bank.

All this shows a long tradition of organized depasillection in Croatia, admittedly,
with interruptions caused by different historicatlgpolitical reasons. In the Republic of
Croatia today there are various forms of regulaaed unregulated institutions and
organizations that extend more favourable loariké members on a voluntary basis.
These include:

1. savings and loan cooperatives

2. foundations and trust funds

3. trade unions — union assistance funds

4. mutual assistance clubs

Operation of savings and loan cooperatives is e¢gdlby la. They are based on the
principle of voluntary cooperative association imler to extend favourable loans to
their members. “A savings and loan cooperativefigancial institution of cooperative
members in whose operations each member partisigateording to the principle of
mutual assistance, at the same time improving aatégting his economic and other
professional interests..> The basic problem characteristic for Croatia it thavings
and loan cooperatives are not supervised by thati@roNational Bank, nor are they
included in the banking system. Their operatioradgtually subject to checks by the
Ministry of Finance.

Inefficient, sloppy governance and operation of thajority of savings and loan
cooperatives, together with the fact that savinggogits were not insured, resulted in a
number of bankruptcies of such institutions and tmems losing their deposits, which in
turn undermined the confidence in this type of sgviFor these reasons the Croatian
National Bank has initiated legislative interventitirough the Act on Amendments on
the Bank Act, which proposes a one-year transitipeaod in which savings and loan
cooperatives will have to decide whether to besfemmed into credit uniofissavings
banks, or simply to close, i.e. to liquidate.

Activities of foundations and trust funds are ategulated by law.According to this
law, a trust fund is “..such assets intended to be permanently used hogvaiag some
public-interest or charitable cause, on their owrthmough generated income. In the
sense of this Act a foundation includes such assé&tsded to achieve some public-

# Zakon o $tedno kreditnim zadrugama (NN 84/02)
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interest or charitable cause within a certain p&rfoThese statements define the basic
difference between trust funds and foundationsclviiiave a time limit. Purposeful
spending of money from these non-profit organizeies strictly controlled by the trust
fund and foundation bodies, as well as by the caempeninistry.

The need to enter into trade unions and achieveahbelp of the members has resulted
in establishing of different union assistance fun@ike purpose of such funds is
providing housing, assistance in case of illness)-repayable grants to members in
need, etc. The basic source of finance is the meshipefee collected at a certain
percentage from the members, subtracting it fromirtimonthly salaries. Another
benefit of being a trade union member is the pddyilof so-called trade union credit.
This is “interest-free” credit agreed between trade unions and retaitexis, back in
installments over several months up to a year.

Although the operation of mutual assistance clibsat regulated by law, i.e. they
function without legislative basis this type of say is practiced by employees in
numerous companies. Its purpose is to grant intém@s short-term loans to the
members, with the term of repayment normally ngéarthan a year. Their functioning
is based on permanent monthly deposits by memBétough it seems economically
imprudent to extend interest-free credit, the ordgson for operating such clubs is
solidarity and mutual assistance of their members.

All the institutions and organizations mentioned fao have their proponents and
opponents. The current situation will certainlyuod some changes in business policies
and operating practices of banking institutions.

It is probably to be expected that some financiatiiutions will direct their operations
and specialize in the segment of saving based latasty. Furthermore, it is expected
that this way of including the financially inactiympulation will create an attractive
source of finance.

Including the financially inactive population into the financial system

The notion of financially inactive population indes those people who do not have a
single contractual depositing relationship with danking institution. The following
categories belong to this particular group of eiig:

1. financially inferior citizens
1.1. economically inactive population
1.1.1. pensioners
1.1.2. permanent receivers of social welfare
1.1.3. student population
1.1.4. children
2. financially inferior citizens who could be gainfukmployed
2.1.working-age population
2.1.1. the unemployed
2.1.2. farmers
2.1.2.1. farmers included in the system of old{agesion insurance

® Ibidem, Article 2
° The interest is incorporated in the product prige,in the margin.



2.1.2.2. farmers not included in the system ofaxjé-pension insurance

The category of economically inactive populatianghcially inferior citizens) includes
all the pensioners who are not capable to contmoking. According to the current
legislation, a person is considered to be retirb@émthey turn 60 (for women) and 65
(for men) and if they have a certain number of geaf employment. Since this
population is so numerous and their income doepe@onhit any significant savings, the
opportunity for their inclusion lies in the facttha certain number of retired people still
receive their pension in cash. (Graph 5)

In addition to the pensioners, there is also tlaat pf population incapable of working,
and without any livelihood, living on social weléarAs they are currently receiving
their education, students are interesting as anpiatduture source of funds to all the
deposit institutions. Most banking institutions badeveloped different models of
attracting students and financing their life andadion.

The category of children includes every personaithe age of 15. They do not have
any permanent income, but mostly rely on gifts obney from the family. By
motivating them to keep their small savings in d#pastitutions, a good habit of
saving can be established. In Croatia, this pojuiaturrently numbers about 700.000,
which is a respectable number.

Another category is working-age population (finatigi inferior population that could
be gainfully employed). This group includes all fheople capable of work aged 15 to
60 (for women), i.e. up to 65 for men. The categofyunemployed includes all the
people of working age, who are currently not in kvfmr various reasons.

Farmers are a category of working-age populati@iindd as people who earn their
income solely through farming. This population che divided according to the
criterion of being included in the system of olceggension insurance or not.

Models of including the financially inactive populdion

In defining the strategies for attracting finankiahactive population, i.e. the people
who do not save for various reasons, we wouldtlkeropose the following models:
saving for quality education

saving for health care

saving for housing

saving for old age

saving for interest on the loan

agrwnhE

The model of saving for quality education wouldradt that part of population who
cannot easily afford education for various reasamnsl thus they would save for their
own or for somebody else’s education. This modalld/@over partially or completely

the costs of education or training of savers. Themo doubt that this would also help
to raise the number of students not only enterimg higher education, but also
graduating. (Graph 4)



Graph 4: Ratio of students enrolled in higher eduction and graduates in the Republic of Croatia
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In the modern world, being healthy and quality treahre is everybody’s ambition, but
not accessible to everyone. The model of savindnéatth would try to attract a certain
portion of society, as their own health care funasild bear those costs (some health
care services, medication, etc.).

The model of saving for housing would try to attrgounger working-age population,
since this issue is at the top of their prioritidgpreferable approach here would be the
construction of apartment buildings and long-temnting rather than buying. This
model would save the future income of tenants,ifgathem some maneuvering space
for future borrowing.

Old age and dying are integral parts of life. Ebegy would prefer to enjoy their old

age without too many worries. The model of savimgdid age over a certain period of
time would guarantee a safe standard of livingsenior citizens. The claim that there is
a market for such a model lies in the fact thatemihian pensions of 86% of retired
people (i.e. about 900.000 pensioners) do not e8d¥0 kunas. Another point is that
pensioners are usually the most regular payermhéoservices they receive. (Graph 5)

Graph 5: Structure of pensioners in numbers and pesion amounts
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The model of saving for interest on the loan shdaddattractive for a certain portion of
1.370.000 employees who would use part of thus raatated savings to obtain
cheaper, more favourable loans. (Graph 6)

Graph 6: Employment in Croatia and income growth
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Conclusion

The paper has reviewed the current situation aopgsed concrete measures and ways
of attracting new sources of money from those sedgsnef population who have not
been actively involved in the financial system. Gmies with long banking tradition
based on market principles have established vafmuss of attracting funds through
the banking system.

The amount of total assets exceeding 1.100 bilig® dollars (WOCCU, 2006)
indicates the importance of institutions whose poofitable operation is based on
solidarity. Such experiences result in the greatenber of citizens who participate in
the financial system. In Croatia there are differmstitutions working along similar
principles (savings and loan cooperatives, foundatand trust funds), whose operation
is regulated by law, and also unlegislated orgdinaa such as mutual assistance clubs.

By passing the Act on Credit Unions and amendmientise Act on Banks (2006), both
of which come into force in 2008, legislative regmnents are created for stronger
development of this segment. Some institutionsctviiave so far not been a part of the
banking system, are now integrated in it throughahove mentioned legislation. In this
way all the deposited funds will be included in tHeposit insurance, which will
certainly encourage the financially inactive popiola to become involved in the
financial system. The principle of solidarity andmumon interest become the basic
motive of any saving. This principle would encoweagyowth and general prosperity.
By including the funds that are currently outside tfinancial system (i.e. money
hoarded at home) the whole financial system wiblverto be more stable as the greater
percentage of population participates in it.
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