|

7/ “““\\\ A ECO" SEARCH

% // RESEARCH IN AGRICULTURAL & APPLIED ECONOMICS

The World’s Largest Open Access Agricultural & Applied Economics Digital Library

This document is discoverable and free to researchers across the
globe due to the work of AgEcon Search.

Help ensure our sustainability.

Give to AgEcon Search

AgEcon Search
http://ageconsearch.umn.edu
aesearch@umn.edu

Papers downloaded from AgEcon Search may be used for non-commercial purposes and personal study only.
No other use, including posting to another Internet site, is permitted without permission from the copyright
owner (not AgEcon Search), or as allowed under the provisions of Fair Use, U.S. Copyright Act, Title 17 U.S.C.


https://makingagift.umn.edu/give/yourgift.html?&cart=2313
https://makingagift.umn.edu/give/yourgift.html?&cart=2313
https://makingagift.umn.edu/give/yourgift.html?&cart=2313
http://ageconsearch.umn.edu/
mailto:aesearch@umn.edu

NO. 520. JULY 1969

AGRICULTURAL EXTENSION SERVICE, UNIVERSITY OF MINNESOTA

Minnesota

AGRIGULTU
ECONOMIST

Consumer Credit
Mary E. Ryan

The volume of consumer credit out-
standing has increased markedly in the
past two decades. Today, a larger share
of the population uses more credit for
a greater variety of purposes than ever
before. But, in spite of its widespread
use, many lenders, borrowers, and edu-
cators do not clearly understand the
function of credit in financing consumer
investments and expenditures. And they
have difficulty evaluating the ability of
debtors to carry a debt burden without
trouble. This article describes the func-
tion, types, and quality of consumer
credit and reports the findings of a study
of consumer installment credit users.

FUNCTION OF CONSUMER CREDIT

Financing consumer expenditures for
an individual or family is much like fi-
nancing a business. In each case, certain
goals require the expenditure of finan-
cial resources. Consumers have needs
and goals, such as housing, food, trans-
portation, education, and retirement, and
they have resources, including credit, in-
come, and assets. The function of credit
is to make future income available for
present expenditures.

Current use of future income is desir-
able for (1) balancing asymmetric flows
of income and expenditures throughout
a lifetime, (2) making investments that
wre expected to return greater money in-
come or satisfaction than the cost of
credit, and (3) paying for emergency
needs that cannot be met with current
income or savings.

For most consumers, income peaks la-
ter than expenditure pressures. Heads of
households who are 45-54 years old have
liad the largest median income in recent
vears, But needs for housing, household
durables, and nondurables, such as food
and clothing, are greatest for young fam-
ilies. Since most families don’t have suf-
ficient assets to supplement their incomes
during the early years, they can either
reduce their level of living to equal cur-
rent income or borrow against future in-
come. Those who choose the second
alternative assume that their present sat-
isfaction will outweigh the cost of credit.

Credit also can be used to make in-
vestments that would not be possible
with current income. Borrowing to fi-
nance education is an example: The in-
crease in lifetime income is expected to
be greater than the cost of education and
credit. Purchasing durables on credit is
another example. Some families buy ap-
pliances on credit rather than using com-
mercial services while saving to buy with
cash, arguing that total outlay is less.

Many credit purchases combine in-
come-expenditure balancing and invest-
ment; e.g., mortgage financing of houses.
Larger or higher quality housing is ob-
tained than would be likely with cash
purchase, while equity acquired in the
property provides an investment.

Borrowing to meet emergencies repre-
sents unplanned use of future income.
In practice, emergency borrowing most
frequently is for paying medical ex-
penses, consolidating bills, or supple-
menting income during unemployment.

TYPES AND USES OF
CONSUMER CREDIT

Long term mortgage debt accounts for
the largest share of consumer debt out-
standing (figure 1). Since after World
War 1I, approximately $7 of every $10
of consumer debt has been incurred as
mortgages on one to four family nonfarm
houses. The amount of mortgage debt
outstanding grew from $17.7 billion in
1945 to $233.7 billion in 1966. This
growth reflects (1) a 55 percent increase
in the number of households, (2) a shift
from rental to owner status (according
to 1940, 1950, and 1960 censuses, 44,
55, and 62 percent of housing units, re-
spectively, were occupied by owners),
(3) an increase in the percentage of non-
farm owner-occupied homes with mort-
gages (from 44 in 1950 to 57 in 1960),
and (4) an increase in prices paid for
homes, due both to inflation and to up-
grading of quality.

The amount of noninstallment debt
also has increased, but its share of the
total has declined from 10 percent or
more before 1950 to 6 percent in 1966.
Approximately two-thirds of noninstall-
ment debt is for 30 day charge accounts
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Figure 1. Amount of consumer debt outstanding, by type, 1945-66
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and service credit used for medical and
household utility bills. These uses are
more for convenience than they are
means of using future income for present
expenditures. The remaining third is for
single payment loans that most often are
available only to high quality credit risks.

Iastallment debt has grown most. Cur-
rently, it represents one-fourth of all con-
sumer debt, an increase from less than
one-fifth before 1950. Installment credit
is used primarily to purchase durables —
automobiles, household furnishings, and
appliances. In each year since 1950, au-
tomobile debt has accounted for about
two-fifths of total outstanding consumer
installment debt. The portion incurred
for purchase of nonautomotive durables
has been approximately one-fourth since
1955, down from one-third during the
previous 10 years. Personal loans, which
include loans for bill consolidation, medi-
cal expenses, travel, and tax payments,
have taken an increasing share, rising
from about one-fifth in 1950 to slightly
over one-fourth during the mid-sixties.
Home improvement loans account for the
remaining 5-8 percent of outstanding in-
stallment debt.

QUALITY OF CONSUMER CREDIT

The growth of consumer debt has
raised questions about its quality: Can
debts be repaid at all? Will payments
be made on time? Are debt burdens cre-
ating stresses within families? Politicians,
consumer educators, and members of the
financial industry are concerned about
the possible harmful effects of poor qual-
ity credit on the consumer and business
sectors of the economy. Efforts to exam-
ine credit quality are discussed below.

Debt burden, an indicator of quality,
can be measured by comparing outstand-
ing debt with assets, inasmuch as debt
can be liquidated with assets, and by
examining the share of income com-
mitted to debt repayment, since debt
payments usually are made from current
income.

Figure 2 presents a comparison of con-
sumers  financial assets, liabilities, and
after tax income. As shown in the fig-
ure, the consumer sector has increased
assets more than debt, improving its sol-
vency position during the 16 year pe-
riod. If nonfinancial assets, such as equity
in homes and household goods, were
included the improvement in aggregate
consumer net worth would be even
greater. But this bright picture provides
only a partial answer to credit quality
questions. Knowing the distribution of
assets and liabilities among consumer
units is necessary before we can con-
clude that the financial position of all or
most consumers has improved.

The share of income committed to
debt repayment also measures debt bur-
den. In general, the ability to carry debt
rises faster than income because more of
high than low incomes is left after pay-
ing for necessities.

Dwing 1950-66, the share of con-
sumer disposable income committed to in-
stallment debt payments increased from
7 to 14 percent. To determine if this
increasing share reflected a deterioration
in credit quality, some estimates of the
debt burden of debtor families were
made. The conclusion was that the debt/
income ratio for the average debtor has
remained fairly constant from the early
fifties to the mid-sixties.

Further examination revealed that the
increase in the aggregate debt to income
ratio for the whole economy resulted
from an increase in the proportion of
installment debtor families in the popu-
lation (38 percent in 1952 and about 50
percent since 1963). This increasing pro-
portion of debtor families is attributable
to increasing ownership of cars and other
consumer durables and to increasing ac-
ceptance of installment debt as a means
of financing such purchases, especially
by families with high incomes. The per-
centage of families with installment debt
who had incomes of $10,000 or more (in
constant dollars) increased from 35 per-
cent in 1956 to 46 percent in 1962.

It is obvious from these data that
debtor ability to carry and repay debt
has not deteriorated.

Data on bankruptcies and delinquent
loans also are relevant. U.S. district
courts report that the number of personal
(nonbusiness) bankruptcy filings increased
six times from 1950 to 1966. Some of the
increase no doubt is attributable to a
greater awareness of bankruptcy as a
solution to excessive debt. But the fact
that there were approximately three
bankruptcies for every 1,000 U.S. house-
holds in 1966 means that excessive debt

is a serious problem for some families.

The American Bankers Association
computes a series on delinquent con-
sumer loans held by commercial banks.
The annual average number of loans
delinquent from 30 to 89 days fluctuated
between 1.3 and 1.8 percent of all con-
sumer loans from 1950 to 1960. During
1965 and 1966 the percentage remained
in the same range. Measured by this
criterion, commercial banks have not ex-
perienced any deterioration of consumer
credit quality.

RESEARCH RESULTS?

A study of debtors was undertaken to
explore credit quality further. The pur-
pose was to differentiate the overbur-
dened debtor from the successful user
of consumer installment credit.

In the study year (1960), 48 percent
of U.S. households had installment debt.
Debtors were classified as overburdened
or not on the basis of their income and
liquid asset and debt positions. The ra-
tio of debt payments to income was used
to measure debt burden: the larger the
ratio, the heavier was the burden. But
it was assumed that high incomes could
support a larger ratio without being over-
burdened than low incomes and that
debtors who had more liquid assets than
debt were not overburdened regardless
of their debt/income ratio, since they
could liquidate their debt if desired (29

1 The study concerned U.S. nonfarm households in

1960. More recent data on installment debt and
debtors indicate that the relationships reported
here remain appropriate. The research was sup-
ported by the Federal Reserve Bank of Minne-
apol]is. Study details can be obtained from the
author.
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Figure 2. Consumer assets, liabilities, and income
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Figure 3. Percentages of debtors in trouble

percent had liquid assets that exceeded
their debt by at least $200).

Two groups of overburdened debtors
were formed: those in deep trouble (DT)
and those in some trouble (ST) with re-
spect to installment debt (DT was a sub-
group of ST). DT debtors were those
with debt/income ratios of .40 or more
and those with .20 to .39 ratios whose
1959 incomes were less than $4,000. The
ST group included debtors with debt/
income ratios of .20 or more and those
with .10 to .19 ratios whose 1959 in-
comes were less than $6,000. Remaining
debtors were considered not in trouble.

Figure 3 shows the proportion of debt-
ors in each group. DT and ST debtors
and those not in trouble were analyzed
to determine who fell into each group
and what spending behavior was asso-
ciated with debt trouble.

Characteristics of DT and ST Debtors®

The debtor in trouble was different
from the typical user of installment
credit. Married, middle income consum-
ers between 25 and 44 years old are the
most frequent users of installment credit.
But the greatest proportions of debtors
in trouble were among the unmarried
(especially the widowed, divorced, and
separated), the poor, and those under 25
or 65 and older.

About 40 percent of single person
households and Negro households were
DT debtors. Households headed by a
woman were more apt than others to
have debt trouble. If the head of the
household had 12 or more years of edu-
cation, the likelihood of debt trouble was
helow average, in contrast to above av-
erage incidence for those with less than
12 years.

Economic factors such as the amount
of liquid assets, size of debt, level and
change in income, and occupation also
were examined. As might be expected,
debt trouble increased as the amount of
Jiquid assets decreased and the size of
debt increased up tc $1,000. For debts
of $1,000 or more, repayment periods
usually are longer than for smaller debts,
so current debt burden (size of payments)
docs not increase proportionately with
loan size.

Proportions of DT and ST households
decreased as income levels increased up
to $10,000 (1959 income). No households
with $6,000 or more disposable income
were in DT. The proportion of house-
holds with ST increased from 9 percent

“In general, characteristics of DT and ST debtors
were the same. Exceptions are noted.

Not in some trouble

for those with incomes between $6,000
and $9,999 to 13 percent for the $10,-
000 and over group.

Change in income from the previous
year was a relevant factor. Less than av-
erage likelihood of debt trouble was ex-
perienced by debtors who had annual
income increases of 5-24 percent. Aver-
age or above average proportions with
trouble were found among those with
smaller increases or those whose incomes
had declined. The greater the decrease,
the higher was the proportion with trou-
ble. At the other extreme, households
with income increases of 25 percent or
more had average incidences of DT and
above average proportions of ST (47 per-
cent compared with the average of 39
percent).

The latter finding, along with the in-
crease in proportions in trouble for those
with incomes of $10,000 or higher, sug-
gests that some consumers increase their
levels of debt-financed expenditures on
the basis of expected increases in income.
If incomes do increase, the financial
squeeze may be alleviated and financial
trouble averted. But such consumers are
in vulnerable positions if unemployment
or unexpected expense occurs.

Except for unskilled laborers and serv-
ice workers, all employed occupational
groups had below average proportions
of debt trouble. But the unemployed had
11 and 44 percent and the retired had
21 and 52 percent in DT and ST, re-
spectively. This finding supports earlier
ones, since persons not working or per-
sons with few skills also are more apt
to have relatively low incomes and ex-
perience income declines. And these
groups include those with relatively low
educational levels, the young and old,
Negroes, and the poor.

Many of these characteristics are in-
terrelated. For example, low incomes are
associated with unskilled occupations, re-
tirement, and income declines as well as
with less than high school education,
households headed by women, Negroes,
and the young and old. This analysis
did not permit determination of which
attributes are basic. It only pointed out
the likelihood of financial trouble for
debtors with such characteristics.

The characteristics of debtors who
were classified in trouble in this study
parallel those of more limited studies.
Several financial institutions have exam-
ined good and bad risks. Although their
research involved a variety of lenders
and creditors in different parts of the
country, common characteristics of poor
risks were found. Delinquencies were

highest among the young, unskilled or
semi-skilled workers, those with short
term employment, and those with low
incomes. Some studies of bankrupts re-
veal the same characteristics.

The similar findings about debtors in
trouble, bad risks, and bankrupts sup-
port the classification scheme used in
this study. It further means that debtors
in trouble can be identified before they
become delinquent or reach a bank-
ruptey court. So consumer educators and
debt counselors can focus their efforts on
consumers most in need of help.

Spending Behavior Associated with
Debt Trouble

Spending for housing, automobiles,
and nonautomotive durables by all debt-
ors was examined. It was expected that
debtors who overspent for these items
would be more apt to be in debt trou-
ble than underspenders in the same in-
come class. This expectation was consid-
ered plausible because most installment
debt is incurred for automobiles, other
durables, and home improvements.

As expected, overspending in each
category was associated with DT and ST.
But large underspenders also were in
debt trouble. Since comparisons for each
spending category were made individu-
ally, it was thought that underspenders
of one category might compensate for
overspending in another. For example,
an overspender for housing might under-
spend for automobiles. To test if such
balancing accounted for the debt trouble
of underspenders, spending for the three
categories was summed and related to
debt trouble. But DT and ST remained
high for extreme underspenders.

Since the underspender’s debt trouble
was not due to overspending for hous-
ing, automobiles, or other durables, it
must result from other situations. Per-
haps he has incurred installment debt to
meet an emergency situation or finance
current living expenses. Or he might be
an incompetent financial manager. Fur-
ther analysis was not possible in this
study. But further research is desirable,
since debtors who spend less than others
with like incomes and still encounter
trouble are those who most need finan-
cial management assistance. | ]
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Inflation

Arley D. Waldo

Consumers, businessmen, and U.S. gov-
ernment policymakers are deeply disturbed
by inflation and the corresponding decline
in the purchasing power of our currency.
Retail prices in 1968 averaged 20.5 percent
higher than 10 years earlier, and the rate
<l)£)6§rice rises has been accelerating since

Inflation, an increase in general price
levels, is caused by two distinct but inter-
related economic forces: increases in de-
mand that outrun the output of goods and
services and increases in wages and other
production costs that exceed advances in
productivity. Since increases in living costs
foster higher wage demands by workers and
since some contracts call for automatic wage
increases as prices climb, danger of a wage-
price spiral arises. The government’s unsuc-
cessful attempt to limit wage increases ac-
cording to advances in labor productivity
was an early victim of current inflationary
pressures that have been building up for
several years.

Economic policy in the late fifties and
early sixtics was aimed chicfly at stepping
up cconomic growth and reducing unem-
ployment. These actions were successful.
Between 1960-65, real output grew by an
average annual rate of 4.7 percent, com-
pared with 3.1 percent for 1950-61. And
unemployment dropped to a yearly average
of 4.5 percent in 1965, the lowest rate since
1957.

The federal government can influence
business activity and prices through two
channels. One is monetary policy — actions
that affect the money supply and, therefore,
the availability of credit and the level of
interest rates. The other is fiscal policy —

decisions concerning taxation, spending, and
debt management. To avoid economic dis-
tortions and inflation or recession, the tim-
ing, magnitude, and coordination of mone-
tary and fiscal policy are extremely impor-
tant.

The U.S. unemployment rate fell to 3.8
percent in 1966, and the pace of price rises
quickened. The Federal Reserve Board re-
stricted the money supply in order to slow
price advances. Interest rates moved sharply
upward, credit tightened, and stock market
prices plunged. Meanwhile, federal spend-
ing grew faster than receipts, adding to ag-
gregate demand.

In his economic report to Congress in
January 1967, President Johnson said that
“restoring price stability is one of our ma-
jor tasks.” Between January 1966 and Janu-
ary 1967, ccnsumer prices rose by 3.3 per-
cent, the first significant increase since 1957-
58.

As the cost of the Vietnam War escalated,
the federal budget deficit reached nearly
$8.8 billion in the year ending June 30,
1967, an increase of $5 billion from the
previous year, and soared to over $25 bil-
lion in fiscal 1968. The nation’s output in-
creased, but excess purchasing power drove
prices higher. By January 1968 the Con-
sumer Price Index, a measure of retail price
changes, had reached 118.6 percent of the
1957-59 average, up 3.4 percent from 12
months earlier. Prices rose even faster in
1968, climbing by 4.6 percent bhetween
January 1968 and January 1969.

Shortly before leaving office, President
Johnson said that “the immediate task in
1969 is to make a decisive step toward price
stability.” And he warned that “We must
adopt a carefully balanced program that
curbs inflation and preserves prosperity.”

Slowing economic expansion while avoid-
ing recession and sharp increases in unem-
ployment is likely to be difficult, both
economically and politically. By April the

Consumer Price Index already had risen 1.9
percent above the January level. A con-
tinued rise at this rate would mean a price
increase of 7.4 percent for the year, the
sharpest rise in retail prices since the Korean
War.

Both monetary and fiscal policy tools are
being used to slow economic expansion and
shrink price increases. The Federal Reserve
discount rate on loans to member banks has
been raised, as have bank reserve require-
ments. These actions, coupled with a strong
demand for loans, have 1eg to sharply higher
interest rates.

Monetary authorities hope that tighten-
ing credit will slow borrowing by business
firms. In an attempt to ration available
funds, commercial banks recently raised the
prime rate, the interest rate charged their
Lest business customers, from 7.5 to 8.5 per-
cent. It is too soon to know if this action
will appreciably reduce loan requests, but
many bankers fear that a further increase
in interest rates may be needed to curb bor-
rowing.

The major fiscal policy actions taken to
combat inflation were last year’s federal in-
come tax surcharge and cutbacks in fed-
eral spending. President Nixon has asked
for a 12-month extension of the surcharge
at a rate of 10 percent from July 1 to the
end of the year and 5 percent from January
1 to June 30, 1970. Although the surcharge
extension is virtually assured of passage,
Congress had not yet acted on the measure
hy mid-June. Another proposal by the Presi-
dent to repeal the 7 percent investment tax
credit also awaits Congressional action.

There is some hint that inflationary pres-
sures may he easing. But even with an ex-
tension of the income tax surcharge and con-
tinuation of monetary restraints, we can ex-
pect substantial price increases in the last
half of 1969 and on into 1970. With the
1970 elections now less than 18 months off,
politicians face a dilemma. Too much eco-
nomic restraint could lead to recession and,
especially among certain segments of the
labor force, sharply higher- unemployment.
Such an outcome hardly would provide an
attractive campaign platform. At the same
time, voters are not likely to support can-
didates who have done little to slow infla-
tion or bolster the dwindling value of the
dollar. 2
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