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EUROPE NEWS, January 31, 2013, 11:00 p.m. ET

Lingering Bad Debts Stifle Europe Recovery 

By GABRIELE STEINHAUSER in Dublin and MATTHEW DALTON in Capelle aan den IJssel, Netherlands

The moving boxes were in Emer O'Grady's bedroom, waiting to be packed with the contents of a home she can no longer afford. But selling her three-bedroom brick house in the north of Dublin hasn't ended her financial bind: The 34-year-old psychotherapist and her former partner still owe some $340,000 on their mortgage. 

Ms. O'Grady is a member of Europe's Generation Negative Equity, homeowners in their 30s, 40s, and 50s who bought houses during a property bubble that burst after the global financial crisis struck in 2008. They live in Ireland and Spain—two of Europe's hardest-hit economies—but also in places like the Netherlands and Denmark that have so far weathered the continent's financial troubles relatively well. 

Like their brethren in the U.S., they borrowed big during boom times when credit was easy and home prices were rising. Now their efforts to repay mortgage debt could stunt growth for years to come in a region already hurting from government-debt crises in Greece, Portugal and elsewhere.

In the U.S., borrowers who can't meet their mortgage payments can often shed that debt by turning over the house keys to their banks, without resorting to bankruptcy and with little chance they will be held accountable for any unpaid balance, although their credit reports get tarnished. In much of Europe, that isn't the case, and tough national bankruptcy laws make it far more difficult to escape creditors by seeking court protection.

As a result, many Europeans are on the hook for unpaid mortgage balances even after losing their homes. And millions struggle to pay for apartments and houses that are worth far less than they paid. 

Data released by Eurostat on Thursday showed average euro-zone house prices declined further in the third quarter, dropping 0.7% from the previous quarter. Prices in the Netherlands fell 3.9%, the biggest drop in the euro zone, and prices fell 3.7% in Spain. Eight nations posted gains, including Ireland, where prices edged up 1.6%.

American banks have taken their lumps on housing loans and written down billions of dollars worth. Although some states allow banks to go after unpaid balances on foreclosed homes, that doesn't happen often because of the legal expenses involved and the difficulty of collecting on such judgments if borrowers seek bankruptcy protection.
"There is a case for allowing overindebted borrowers to default," as the U.S. has done, says Charles Roxburgh, a director at consulting firm McKinsey & Co. in London. "You get short-term pain, but you move through the problem faster. But someone has got to pick up the tab on it at some point." 
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Many European banks feel they can't afford to forgive billions of euros of housing debt, which leaves policy makers in a bind. Making it too easy to walk away from underwater mortgages would further weaken banks that already have received tens of billions of euros in government bailouts. Making it too hard risks leaving a debt overhang that could hamper growth for years. 

In a speech in October, Fiona Muldoon, director of credit institutions at the Central Bank of Ireland, urged banks to strike restructuring deals with borrowers who couldn't afford their mortgages but warned that homeowners shouldn't expect debt relief just because their homes are worth much less than they paid. "We simply cannot afford it," she said.

Bankruptcy laws don't provide much of an escape hatch. In Ireland, laws until recently were so restrictive that only about 30 individuals had themselves declared bankrupt in 2011, according to the Irish justice department. The law required court supervision of individual finances for 12 years before remaining debts were forgiven—a period during which debtors had to allocate nearly all disposable income to creditors, couldn't run their own businesses and often faced trouble opening bank accounts. New personal-insolvency legislation that passed late last year allows discharge from bankruptcy after three years, but many of the restrictions on debtors remain.
Under Spanish bankruptcy laws, unpaid debts never go away, and bankruptcy registers can make it hard for people to lease apartments or get cellphone contracts. In the Netherlands, people seeking debt relief can wait three years before being allowed into a restructuring procedure that siphons off most disposable income for up to five years. After that, their remaining debts are recorded in a central registry for another five years. 

Americans have defaulted on more than $1.3 trillion of mortgage debt since the crisis began. That is a big reason why household debt in the U.S. has fallen over the past five years, according to data compiled by the Federal Reserve Bank of New York. The debt reduction is setting the stage for rising consumer spending.

In Europe, household-debt levels are roughly where they were before the crisis hit. The International Monetary Fund said in a research publication last year that countries where large and lasting increases in household debt coincided with a collapse in house prices have taken much longer to recover from recession because homeowners cut consumption to pay down debts. 

Those dynamics helped trigger a 1.1% decline in Dutch economic output in the third quarter, one of the sharpest contractions in Europe. The Spanish and Irish economies have suffered from falling consumer spending throughout the crisis. 

"There's no economic value, there's no social value, to that money," says Stephen Donnelly, a member of the Irish parliament, about payments made on leftover mortgage debt. "It's dead money."

Ms. O'Grady and her former partner bought their Dublin house in 2006 for €600,000, or around $800,000, using what they thought was responsible financing: a 40-year mortgage for €450,000 and a €150,000 down payment. Their relationship ended just as the Irish real-estate market tanked. With Ms. O'Grady's former partner paying rent on a new place, they could no longer afford their mortgage payments. When the two women found a buyer this spring, he offered €205,000.

In a letter approving the sale, their mortgage lender, Ulster Bank, NWBD.LN 0.00%a unit of the Royal Bank of Scotland, RBS.LN +4.08%informed them: "For the avoidance of doubt, you will remain liable for any outstanding amount on the mortgage." Ms. O'Grady estimates that she and her former partner face leftover debt of some €250,000.

"It may as well be €2.5 million," says Ms. O'Grady, who runs her own psychotherapy practice. "Even if I was paying for the rest of my life, I still wouldn't be able to pay it back."

Ulster Bank declined to comment on individual cases. A spokeswoman said in an email that generally "all customers remain liable for any outstanding balance" on their mortgage. She said that the bank "will always work with our customers to agree an appropriate repayment arrangement."

Ireland overhauled its insolvency laws following pressure from the IMF, which chipped in a third of a €67.5 billion government bailout. Besides shortening the bankruptcy period, the legislation, which goes into effect in the coming months, creates a system to get banks to write off some mortgage debt to reduce hardships for holders of underwater mortgages.

Critics argue this doesn't go far enough for a country in which unemployment has tripled while house prices in some areas have plummeted 70% since 2008 and are down more than 40% on average. According to data from the Irish Central Bank, almost one in five mortgages were in arrears by the end of September, while banks estimate that around half of all mortgages are in negative equity. 

Under the new law, banks and borrowers can strike deals outside the bankruptcy process. Such arrangements typically require mortgage holders to hand most of their disposable income to their bank for five to seven years before remaining debts are forgiven. But creditors holding 65% of the debt have to approve any settlement, giving banks veto power.

"There is no real pressure for the banks to do a deal," says Anthony Joyce, a Dublin lawyer who represents people with mortgage-debt problems. 

Emer O'Rourke, director of the Irish Banking Federation's retail division, says the new insolvency laws were "carefully calibrated" to give debt relief to people with genuine difficulties but to "encourage" those who could still pay to continue doing so.

Caroline Somers and her husband were barely scraping by after her job at an electronics store went from five days a week to three and her husband's salary as a forklift driver was cut by 15%. 

The couple put almost all their money toward paying their €305,000 mortgage on a three-bedroom house outside Waterford, south of Dublin. Ms. Somers, who is 30, says she became so afraid of unforeseen expenses that she sometimes avoided taking her small daughter to the doctor.

Last March, her husband broke his back just as she went on maternity leave, taking both of them out of work for months. Ulster Bank, the Somers's mortgage provider, agreed to a three-month moratorium on payments, but when the couple couldn't resume full payments again, the bank began threatening foreclosure.

"I'm worried they'll come after us for €150,000 to €200,000" even when the house is gone, says Ms. Somers. 

In Spain, where housing prices have dropped 30%, more than one in four workers is without a job and more and more mortgages are falling into arrears. 

Spanish law doesn't provide most homeowners with any avenue for restructuring mortgage debts. Last March, the government passed a "royal decree" that allows limited numbers of low-income borrowers to get rid of their debt by returning their keys to the banks. And in the fall, the government declared a two-year stay on evictions for the neediest homeowners to shield them from homelessness. 

"The problem is not solved with this," says Francisco Javier Arias Varona, professor of commercial law at the Universidad Rey Juan Carlos in Madrid. "It's just giving the people a bit more time." 

Thousands of homeowners continue making their mortgage payments despite financial hardship. 

"We were brought up to believe that owning a house was what you did to get ahead in life," says Samuel Morán, a 36-year-old software engineer. Mr. Morán and his wife, who each own apartments from before their marriage, bought a penthouse apartment in 2007. Less than a year later, Spain's housing market tanked. The rental income they collect on the apartments dropped and doesn't cover their mortgage payments.

Half their monthly income goes to service roughly €500,000 in outstanding mortgage debt and to pay housing-related expenses. Last year, Mr. Morán, a father of three, saw his income decline by 20%. He says he would happily hand the keys to his properties over to the bank if it would cancel his debts. "We would lose what we had saved up working, but at least the worrying would end," he says.

While Dutch households haven't faced soaring unemployment like their counterparts in Spain and Ireland, they have some of the largest mortgage debts in the euro zone. With home prices down around 17% from their peak in 2008 and unemployment now on the rise, pressure is growing on homeowners like Chris Maarsen.

Mr. Maarsen, a 44-year-old information-technology manager, fell behind on mortgage payments for his apartment in Capelle aan den IJssel, a town on the eastern edge of Rotterdam, after he was out of work twice in four years. Other debts began to pile up. In April, he sought court protection from his creditors. 

One morning in late October, Mr. Maarsen had his first meeting with a court-mandated overseer, Teun Eisses of the law firm Van der Linden C.S. 

He told Mr. Maarsen he will have to hew to a monthly budget that includes money for food and housing—but not much else. Anything he earns above that amount will be set aside for the next three years to repay his mortgage lender and other creditors. He may have to sell most of his belongings, and his mail will go first to Mr. Eisses's office to ensure he isn't hiding income or assets.

Dutch law allows some people to keep their houses during debt restructuring, but only if the price of the house isn't far below the value of the mortgage. As was common during the boom years, Mr. Maarsen's borrowed more than his apartment cost: He paid €200,000 in 2008, taking out a mortgage for €209,000. 

Now the apartment can only be sold for around €160,000, Mr. Eisses said that morning, and likely would fetch significantly less at auction, about €130,000. 

"In general, this court won't accept this amount of undervaluation in an apartment," Mr. Eisses told him.

When Mr. Maarsen emerges from the procedure in three years, his remaining unpaid debt will be recorded in a central registry for five years. "You should have a chance to move on," Mr. Maarsen says. "But it doesn't work that way." 

—Christopher Bjork in Madrid contributed to this article. 

Write to Gabriele Steinhauser at gabriele.steinhauser@wsj.com and Matthew Dalton at Matthew.Dalton@dowjones.com 

A version of this article appeared February 1, 2013, on page A1 in the U.S. edition of The Wall Street Journal, with the headline: Lingering Bad Debts Stifle Europe Recovery.

Copyright 2012 Dow Jones & Company, Inc. All Rights Reserved

