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ABSTRACT

This study is concerned with the relationship between

the phenomena of bank money-creation and the volume of

consumer durable spending. In contrast to theoretical and

empirical treatments of the monetary transmission which

depend upon interest rate effects, net wealth effects, or

portfolio adjustment effects, it is argued that monetary

forces are important in the determination of consumier

durable spending primarily because a significant proportion

of consumer durable purchases are financed on installment

debt contracts. The volume of consumer durable spending is

thus determined partly by the willingness of households to

incur contractually enforceable debt obligations and partly

by the willingness and/or ability of commercial banks and

other installment lenders to accommodate the demand for

finance by the household sector. The volume of consumer

durable spending is crucially dependent on the existence of

mechanisms which provide a regularized flow of installment

credit extensions to the household sector.

A partial equilibrium model of consumer credit markets

is developed. Of particular concern are the set of

variables which condition the household attitude toward debt

and the price and general availability of consumer credit.

In addition, there is a discussion of the relationship
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between Federal Reserve Policy, the price and availability

of consumer credit, and the volatility of durable spending.

A model of the monetary transmission mechanism is set forth.

An important finding of the study is that changing

demand and supply conditions in markets for consumer

installment credit are capable of exerting an important

influence on the volume of consumer durable spending.

Evidence is given in support of the thesis that the

contractionary regime adopted by the Federal Reserve in 1979

significantly reduced the profitability of installment

lending operations and resulted in a drastic curtailment of

consumer credit extensions made by commercial banks between

1979 and 1982. This factor in turn contributed to the major

slvimp in consiamer durable goods spending in the 1979-1982

recession.
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CHAPTER 1

INTRODUCTION

1.1 Statement of the Problem

A basic problem in business cycle theory concerns the

manner in which monetary variables enter in to the

determination of real sector magnitudes such as real output

and employment. That is, to what extent and under what

circumstances are changes in monetary variables, however

defined, nonneutral with respect to the physical flow of

goods and services produced in the economy? Much of the

existing literature in monetary theory is concerned with the

nature of the transmission mechanism of money to real

variables. For the conduct of stabilization policy, it

would be useful to know which components of aggregate

expenditure are sensitive to monetary influences and the

precise nature of the linkages of money and effective

demand. For the critics of countercyclical demand

management, evidence of the destabilizing effects of erratic

changes in the rate of monetary expansion strengthens the

case for policy rules.

The analytical foundation of the Keynesian income-

expenditure approach to business cycle theory is the

principle of effective demand which can be stated briefly as



follows: in the time interval in which the social capacity

to produce goods and services is taken as given within

narrow limits, the extent to which existing productive

capacity is utilized is determined by the volume of

effective demand. Theoretical and empirical articulation of

the principle of effective demand logically requires the

decomposition of the aggregate demand function and inquiry

into the determinants of the various categories of aggregate

expenditure. Investigations into the importance of monetary

phenomena for the level or stability of effective demand

have typically been conducted in the formulation of

investment theory. Articulators of the Keynesian paradigm

have generally found it reasonable to suppose that monetary

variables are important to the extent that they impinge on

the category of spending defined as investment. Con

sequently, research pertaining to the transmission mechanism

conducted in the framework of the Keynesian income-

expenditure approach has typically involved modeling of the

interest rate—investment linkage. Less attention has been

devoted to the monetary determinants of consumption

expenditure. Household consumption expenditure accounts for

greater than half of total expenditure for final goods and

services, or gross national product, each year. Moreover,

^Frequently cited work includes Jorgenson and Stevenson
(1967), Tobin (1969), and Brechling (1974).



household spending for goods and services, and most

importantly spending for durable goods, exhibits a

considerable degree of volatility in time series data (see

Figure 1-1). The durable series is strongly procyclical

and, with the exception of residential construction and

producer goods sales, shows the greatest degree of amplitude

of any of the spending series in post World War II business

cycle expansions and contractions. The standard deviation

of the growth rate of durable sales is 8.5% compared to a

standard deviation for nondurables and services of 1.4%.

(The standard deviations for newly constructed residential

housing and producer durable goods are, respectively, 8.8%

and 14.2%). The evidence indicates that the volatility of

household spending for durable goods is at the very least a

contributing factor to the observed instability of effective

2
demand. Determining the extent of the impact of monetary

forces on household spending could partly explain the short

run instability of the consumption function and contribute

to an understanding of cyclical fluctuations in general. To

that end, a theory of the role of money in the consumption

function will be developed.

2
The term "durable goods" corresponds to "consumer

durables" as defined in the National Income Accounts. A

durable is defined as a consumer good with a useful life of
greater than one year. The category is composed mainly of
motor vehicles and parts (45%) and furniture and household
equipment (35%) . Housing is excluded.
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1.2 Justification for the Study

The argument of this dissertation is that monetary

fordes influence the volume of household spending in a

direct and powerful way which has been generally overlooked

in theoretical and empirical treatments of the consumption

function. Specifically, money matters in the consumption

function because a significant, and secularly increasing,

proportion of aggregate household spending is financed with

bank-created money. The crucial importance of monetary

phenomena in the consumption function thus derives from the

peculiar role of financial institutions in mature monetary

economies.

The primary function of financial institutions consists

in the creation and sale of monetary claims which enable

debtors to obtain disposal over goods. That is, commercial

banks are engaged in the activity of creating purchasing

power which does not derive from the production and sale of

goods in the current period or in past periods. To

paraphrase Schumpeter, bank-created money represents a

"ficticious claim" to the total social product, i.e.,

individuals obtain monetary claims to goods and services

based not on current or past earnings but rather in prospect

of future income flows. This characterization of

^Schumpeter (1954), p. 107.



commercial bank functions represents no radical departure

from the picture which emerges from most money and banking

textbooks and is generally consistent with the views of

writers as diverse as Irving Fisher, Von Mises, Simons,

Cameron, Gurley and Shaw, and Harry Johnson. Moreover, the

relationship between the activities of commercial banks and

the level of effective demand is well recognized by

Keynesian economists. For example, Keynes wrote:

The banks hold the key position in the transi
tion from a lower to a higher scale of activity.
If they refuse to relax, the growing congestion of
the short term loan market or the new issue mar

ket, as the case may be, will inhibit the improve
ment, no matter how thrifty tl^e public propose to
be out of their future income.

In a similar vein, Davidson has commented:

If, for example, institutional barriers, imper
fections in the money market or operations of
financial institutions restrain changes in the
rate of interest which would otherwise be associ

ated with changes in the demand for finance, at
any given level of employment and output (assuming
the money market cleared before the increase in
demand for finance occurred), then credit ration
ing will prevail, and individual firms are pre
vented from making their "wants" for increased
capital goods per period effective in the market
by their inability to borrow mo^ey to use to pay
for delivery on offer contracts.

The linkage of the monetary sector and the real sector

has, however, most often been viewed as operating

^Keynes (1973), p. 688.

^Davidson (1978), p. 184.



exclusively through the activity of producing units, i.e.,

firms. That is to say financial institutions are engaged in

the activity of creating monetary claims which facilitate

the hiring of productive factors by firms. Standard

approaches to the theory of the consumption function

typically abstract from the linkage between household

spending and bank-created monetary claims. It is our

contention that the theory of the consumption function needs

to be reexamined in lighi: of some basic institutional

changes in the postwar era.

There has been a change in the pattern of household

expenditure in favor of big ticket durable items. The

purchase of a big ticket consumer durable good often

involves a cash flow problem. Households acquire consumer

durable goods in order to gain disposal over a stream of

services yielded by such durables in the course of their

useful life. However, durable goods manufactures typically

require payment in full prior to, or at least at a point

coincident with, the beginning of the useful life of the

products they market. The availability of installment

credit enables households to smooth out the stream of cash

disbursements necessary for the acquisition of a durable

good such that the flow of disbursements bears a more

desirable relationship to the flow of services yielded by

the durable good. In fact, the manufacturing and marketing



of consumer durable goods such as automobiles on a massive

scale would hardly be possible if not for the existence of

financial institutions which stand ready to supply

purchasing power to the household sector. Furthermore, the

appearance and rapid growth of institutions such as finance

companies and the increased participation of commercial

banks in the market for consumer loans have resulted in much

greater accessibility of households to credit markets.

There has developed an aggressive attempt to persuade

households to become borrowers that is quite independent of

the effort to sell them durable goods. Figure 1-2 shows one

measure of consumer debt—installment debt outstanding as a

percent of personal disposable income—which indicates a

sharp increase in the intensity of household borrowing in

the postwar period.

The thesis may be restated as follows: the fundamental

connection of the monetary sector and household spending

consists in the accessibility of households to bank-created

money. The volume of consumer spending is therefore partly

contingent upon the ability and motivation of financial

institutions such as commercial banks, savings and loans,

credit unions, and finance companies to extend liquid

purchasing power to the household sector. A parallel

consideration is the willingness of households to incur debt

liabilities. These two factors interact to determine the
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stock of household debt outstanding at a point in time, or

the rate of change of household indebtedness in the current

quarter or year. Conceptually, if we hold the partial

derivatives of consumption expenditure with respect to both

income and wealth constant, the level of aggregate household

spending will change in direct proportion to the volume of

new credits extended to the household sector.

This then gives rise to important questions: can the

cyclical behavior of consumer spending be explained by a

breakdown in the mechanisms which provide a regularized flow

of bank-created monetary claims to the household sector?

That is to say could it be the case that a slump in consumer

spending might be partly the result of contractionary

monetary policy or a liquidity crisis in the banking system

which results in a drastic curtailment of consumer lending

activity? Furthermore, is the procyclical movement of the

durable series in any way related to the psychological

attitude toward debt on the part of households? That is, is

the attitude toward debt liabilities subject to sudden

change, and if so, what are the implications for the

stability of consumer spending? These questions form the

central focus of the thesis. The study concentrates on

durable sales for two reasons. First, the short run

instability of the consumption function is almost entirely

attributable to the volatility of durable spending.
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Secondly, most household nonmortgage debt is used to finance

the purchase of goods with a useful life of greater than one

year.

1.3 Organization of the Study

Two potential sources of instability related to the

role of money in the consumption function will be

investigated. The first concerns the willingness of

households to incur debt obligations and is defined as "the

attitude toward indebtedness." The second is the ability

and motivation on the part of financial institutions and is

referred to as "credit availability" effects. These

phenomena are analyzed in the general framework of partial

equilibrium analysis.

Chapter 2 will review the literature pertaining to the

linkage of money and consumer spending and contrast received

interpretations with the thesis outlined above. Chapter 3

contains the theoretical core of the dissertation and

examines the set of factors which collectively determine the

household demand for finance. Supply-side conditions in

consumer installment credit markets are the subject of

Chapter 4. Chapter 5 investigates the relationship between

Federal Reserve policy and consiimer durable spending.

Finally, conclusions and policy implications are stated in

Chapter 6.
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CHAPTER 2

REVIEW OF THE LITERATURE

2.1 Introduction

There is a large body of scholarship concerning the

relationship of money to consumption expenditure. Yet

comparatively little research has been conducted along the

lines suggested in Chapter 1, that is, on the importance of

monetary phenomena for consumption and the crucial role of

the commercial banking system as supplier of purchasing

power to the household sector. Standard approaches to the

monetary transmission mechanism can be roughly classified

under three headings: interest rate effects, net wealth

effects, and portfolio adjustment effects. This chapter

will review this literature and contrast these interpre

tations with the approach outlined in Chapter 1. In

addition, there will be a discussion of the usual treatment

of the problem of "credit availability effects" in the

market for consumer loans.

2.2 Interest Rate Effects

It is generally agreed that it is within the scope of

the powers of the monetary authority to target interest
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rates.^ The immediate effect of an open market operation is

to impinge on the prices and yields of a particular class of

debt instruments such as short dated Treasury issues. The

yields on a wide spectrum of debt instruments will generally

follow in sympathy depending upon the elasticity of

2
substitution among the various classes of debt instruments.

Assuming that the monetary authority does in fact exert

an influence on the complex of interest rates, what is the

theoretical justification for positing interest rates as a

determinant of consumption spending? This is a particularly

confusing issue in the orthodox literature, which seeks to

formulate aggregate behavioral relationships based on the

neoclassical optimization problem of individual economic

3
agents. One thing is clear, however; the interest rate

figures in to the household optimization calculus as one

Friedman argues the Federal Reserve can peg nominal
rates but not real rates, any change in money rates being
offset by a money-induced change in the general price level.
See Friedman (1968), p. 14.

2
For a cogent description of this process, see Joan

Robinson (1978), Chapter 6.

3  . . .
Keynesian economics is often deemed "unscientific" by

contemporary macroeconomic theorists on grounds that it
lacks appropriate microeconomic foundations. For instance,
Robert Lucas (1975) and Bennett McCallum (1987) argue that
the Keynesian consumption function is theoretically defec
tive because the "fundamental psychological law" upon which
it is based applies directly to aggregate behavioral rela
tionships, i.e., it is not derived from underlying microeco
nomic relationships.
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price in a vector of relative prices. VJhat is unclear is

this: if the interest rate is a price, what is it the price

of? Is the interest rate the price of credit? Or is it

something like a shadow price which reveals the relative

price of current consumption measured in terms of forgone

future consum.ption? Perhaps more importantly, does the

question of the interest rate as the "price of something"

have any bearing on the importance of interest rates, or

monetary phenomena in general, in the determination of

consumer spending? These issues will be addressed in what

follows.

Orthodox practitioners of economics seek a theory which

is capable of explaining changing patterns of household, or

changes in the absolute volume of household expenditure in a

particular time interval, in terms of optimizing responses

of economic agents to changes in relative prices and

endowments given the assumption of stable preference

functions. To incorporate the effect of interest rate

variability on the optimal solution to a choice theoretic

optimization problem, the Fisherine multiperiod optimization

framework is typically deployed. Interest rates are taken

to be significant at the micro level only in the case where

agents have a multiperiod planning horizon and an

intertemporal budget constraint. This conclusion follows

from the usual assumption of monotonicity, i.e., "more is
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preferred to less." If agents have a single-period decision

frontier, a necessary condition for maximization of the

objective function requires agents to allocate all income

and wealth for the purchase of goods and services during the

period. In the multiperiod case, monotonicity only requires

that the intertemporal budget constraint be exhausted which

does not preclude the possibility of borrowing and lending

activities. Given this scenario, prevailing interest rates

enter into the household maximization problem to the extent

that they influence the relative price of consumption today

vis ̂  vis consumption in future periods. For example,

suppose that, other things being equal, there is an increase

in the interest rate. This will result in an increase in

the relative price of current consumption measured in terms

of foregone future consumption. If current and future

consumption are substitutes, an increase in the interest

rate can be expected to induce a contraction of current

spending as agents substitute future for current consumption

in response to the relative price change. The magnitude of

the change in spending depends on the change in the interest

rate and the elasticity of substitution between current and

future consumption.'^ Conversely, a monetary stimulus can be

'^The multiperiod objective function can be written as
follows:

t-i
I  u(C.)

i=l ^
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expected to induce an increase in current spending by

putting downward pressure on the price of current

consumption, once again measured in terms of foregone future

consumption. Analytically, the prevailing interest rate can

be treated as the discount rate applied to future income

flows. Or to put it differently, the interest rate gives

the terms on which the intertemporal reallocation of the

lifetime earnings stream can be effected. This of course

assumes perfect capital markets and perfect foresight

concerning future income streams. That is, frictionless

intertemporal allocation requires that agents be able to

borrow an amount equal to the lifetime earnings stream

discounted at the appropriate interest rate.^

The predictions derived from the intertemporal

optimization approach appear to be at odds with observed

facts. For instance, the theory would predict an increase

in aggregate savings rates in response to a change in the

interest rate. Empirical studies of the determinants of

household saving in general indicate that changes in

where the representative agent has an n-period (not infi
nite) lifespan. 3 = 1/1 - <5, where 6 is the time preference
parameter.

5
Intertemporal allocation problems pose the restriction

that the sum of lifetime consumption expenditures cannot
exceed the agent's initial endowment of wealth and the dis
counted present value of the lifetime earnings stream.
However, this restriction is not binding if we allow for the
possibility of bankruptcy.
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interest rates exert a negligible impact on the level of

aggregate saving.^ Moreover, it is well known that

countries with the highest rates of savings measured as a

percent of disposable income historically tend to have had

comparatively low domestic interest rates.

Of course, the microtheoretic approach to the

consumption function points out the problems inherent in

inferring macroeconomic behavioral relationships from an

optimization problem of a "representative" agent. The

foregoing prediction that agents, given stable preference

functions, would choose to save more at every level of

income given an increase in the interest rate does not mean

that aggregate savings per time period would increase. In

Keynesian theory the level of aggregate savings is a

residual and is determined by national income and the

propensity to consume. National income is determined by

effective demand. If agents collectively prefer to save

more at every level of income it will result in a

contraction of effective demand, assuming no compensating

increases in the other components of aggregate spending.
7

This is the well known "Paradox of Thrift."

^See, for example, Friedman (1957), Ando and Modigliani
(1963), and Duesenberry (1949).

^See Keynes (1936), p. 84.
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This argument should not be taken to mean that interest

rates are unimportant for household spending. However,

interest rate movements seem more likely to influence the

volume of consumer spending through the effect on the level

of household borrowing. In an important sense, interest

0
rates or finance charges on installment debt contracts are

a  part of the price of these items. For example, a

relatively small change in the interest rate charged on

installment debt can have a major impact on the nominal

amount of the periodic repayments stipulated in the

contract. This is more likely to be the case where the good

or service purchased represents a major outlay for the

household. If we hold income, the average prices of goods

and services, and tastes and preferences constant, economic

theory would predict an inverse relationship between

borrowing, and hence consumer spending, and the interest

rate as a special case of the law of demand. Mankiw (1985)

empirically examined the importance of real, as opposed to

money, interest rates in the consumption function using U.S.

0
Finance charges on installment debt contracts or

credit card extensions are classified as interest rates for

our purposes. Spokespersons for the financial services
industry typically reject this interpretation, citing high
administrative overhead costs attendant to consumer lending
operations as an explanation for finance charges. A more
thorough discussion of this issue is deferred to Chapter 4.
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9
quarterly data for the years 1950-1981. What is the

rationale for specifying real interest rates as the

appropriate explanatory variable? In the theory of consumer

behavior the assumption of "rationality" means that agent's

supply and demand functions depend only on real magnitudes.

In technical terms, supply and demand functions are

homogeneous of degree zero in prices. Mankiw measured the

interest sensitivity of consumer expenditure for nondurables

and services and found that spending for durables was far

more sensitive to changes in the real interest rate than was

spending for nondurables and services. Mankiw inferred on

the basis of these findings that agents substitute different

categories of expenditure in response to relative price

changes resulting from fluctuating real interest rates. The

implication is that monetary shocks which impinge on real

Q

In contrast to most empirical studies of consumer
spending, Mankiw's approach does not involve statistical
testing of a reduced form consumption function. Rather,
Mankiw sets forth an intertemporal utility function to be
optimized by a "representative" agent and then evaluates the
first order (Euler) conditions necessary to achieve a maxi
mum. This method was introduced by Hall (1978). Reduced
form consiomption functions are criticized on the grounds
that they involve ad hoc specification of aggregate behav
ioral relations which are not deduced from a choice-
theoretic optimization problem. Lucas has criticized the
large scale econometric models built on income-expenditure
principles (such as the FMP model) on these grounds. See
Lucas, op. cit. Hall's method could not be used to test for
the importance of non-price credit rationing because the
Euler conditions cannot be realized in the absence of con
tinuous market clearing in financial markets.
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interest rates can influence the allocation of purchasing

power among durables and nondurables; however, monetary

policy may not be able to change the absolute volume of

household spending. This proposition is at odds with

Mankiw's own findings. Specifically, if changing real

interest rates merely change the composition of spending

between durables and nondurables, the coefficient relating

interest rates to nondurable sales should have a positive

sign. In fact, spending for nondurables and services were

found to be a negative function of real interest rates in

the period studied. Another problem with Mankiw's work is

that the real interest rates specified in the model are

calculated ex post. From the standpoint of the debtor or

creditor, there is no way of knowing a priori what the real

interest rate on a particular debt instrument will be. The

yield in real terms can only be known once all terms of the

debt contact have been executed and one can compare the

stream of payments denominated in money terms against

movements in the general price level which occurred during

the repayment period specified in the contract. Of course,

this difficulty can be removed by invoking rational

expectations, which is an assumption made by Mankiw.
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It will be argued in Chapter 3 that nominal rates, or

finance charges expressed in nominal terms, are in fact the

relevant decision variable from the standpoint of both

borrowers and lenders. Furthermore, it will be argued that

the emphasis on nominal as opposed to real interest rates is

not reflective of irrational behavior if the appropriate

distinction is made between uncertainty and risk. However,

the evidence seems to indicate that the volume of durable

spending is not particularly sensitive to movements in

nominal interest rates. Hamburger (1967) for example,

specified reduced form consumption functions which were

estimated using quarterly data for the period 1953-1964.

Hamburger was able to generate explanatory power only when

the interest rate variables entered the equations specified

with very long lags.

Regressions performed by Cuthbertson (1981) for the

United Kingdom indicate that interest rates can have

powerful effects on durable sales under conditions of

extreme tightness in consumer credit markets. Cuthbertson

explained his findings in terms of the structural

characteristics of the consumer credit industry, i.e., the

supply side of these markets is oligopolistic in structure

and as a result there is a considerable degree of stickiness

with respect to finance charges. Changing conditions in

financial markets will be reflected in finance charge
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adjustments only under conditions of excess demand. These

findings are in contrast to the empirical work of Bean

(1978) and Mean (1979) in which interest rates were found to

be statistically insignificant explanatory variables in

durable sales specifications tested for the U.K.

Though consumer durables and installment debt are not

often thought of as being complementary goods, they are

nonetheless purchased in something approximating fixed

proportions. This -fact is illustrated by a strong

statistical correlation between durable goods sales and. new

extensions of consumer credit. The relationship between

interest rates and durable spending can therefore be

approached indirectly through estimation of the interest

elasticity of the demand for credit function.

The interest inelasticity of demand for consumer credit

has often been assumed and has important policy implica

tions. Paul F. Smith has commented:

The assumption of the inelasticity of the
demand for consumer credit has become a working
tool of both theory and policy. It plays an
important part in the justification for legal
ceilings that are designed to assure the consumer
that he is paying a "fair" price in relation to
costs. In the field of monetary policy, the
assumption of inelasticity of demand has become a
fundamental part of the a^^ument for selective
controls on consumer credit.

^°Smith (1985), p. 517.
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Furthermore, the fact that interest rates charged on credit

card debt or installment loans are typically higher than

those charged on commercial and industrial loans lends

support to the argument the demand for consumer credit is

inelastic. There are three possible explanations for this

phenomena, however. First, consumer loans on average might

tend to be riskier than other types of loans and as such

lenders attach a risk premium to these loans. On this point

the evidence is unclear. Another possibility is that

administrative or other overhead costs might be larger on

average for consumer loans than other types of loans. The

third explanation is that financial institutions discrimi

nate against household borrowers, i.e., the demand for

credit by household is less sensitive to movements in the

interest rate than is the demand for credit by firms. The

inelasticity of the demand for consumer credit with respect

to finance charges gives rise to an opportunity for third

degree price discrimination on the part of financial

institutions. Of course, the viability of this practice

Delinquency rates on various types of loans are pub
lished in Business Conditions Digest, Table IB. Based on a
review of these series, it appears that there is no signifi
cant difference between delinquency rates on installment
loans and delinquency rates on commercial and industrial
loans. However, delinquency rates on credit card debt tend
to be markedly higher than those on other installment loans.
For a discussion, see Dessart and Kuylen (1986) and Connor
and Cyrnak (1986) .
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would depend on the lender's ability to discriminate among

classes of borrowers based on differential willingness to

pay. It will be argued in Chapter 4 that the nature of the

financial services industry is such that segregation of

borrowers based on willingness to pay practicable.

The work of Juster and Shay (1964) generally supports

the conclusion that the demand for consumer credit is

interest inelastic. These findings have, however, been

criticized because they attempted to derive empirical demand

functions for different categories of loans which are in

12
fact highly differentiated. That is to say that even

within the category of consumer loans there are often

substantive differences which are not reflected by differing

interest rates charged. These include collateralization

requirements, minimum downpayment, term to maturity, and

rebates. The simplest approach has been to infer the

inelasticity of the demand for credit on the basis of the

spread between interest rats on consumer loans and rates on

other types of loans. Those using this approach include

Johnson (1961) and Mars (1965) . This method tends to

discount alternative explanations such as differences in

lender's risk or lender's cost.

12
See, for example, Greer (1975).
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Smith employed a different technique and arrived at a

different conclusion. Specifically, Smith argued that since

most states have legal ceilings on consumer finance charges,

financial institutions which were in fact practicing price

discrimination would almost always charge the ceiling rate

permitted under state usury laws. Regressions performed by

Smith, however, indicate that there is no strong correlation

between legal ceilings on finance charges and rates charged

on bank loans. However, just because lending institutions

are not charging the maximum rate allowed under state usury

ceilings does not mean that these institutions are not

practicing price discrimination. On the contrary, it could

simply mean that the maximum permissible rate allowed on

consumer loans does not happen to be that rate which, in the

estimation of lending institutions, will maximize earnings

on consumer lending operations.

This dissertation is based on the proposition that

monetary forces are significant in a treatment of the

consumption function largely to the extent that the volume

of consumer durable spending is crucially dependent on the

willingness of households to engage in debt-financed

spending and to the extent there are organizations which

provide a regularized flow of consumer credit extensions.

Certainly interest rates are not unimportant in this

context; however, the literature on the interest
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rate-consumption linkage is deficient in several respects.

While there has been considerable emphasis placed on issue

of the interest elasticity of the credit demand schedule,

writers have paid insufficient attention to the problem of

pricing in installment credit markets. Of particular

interest is the relationship between changes in yields

carried by short-dated financial assets, changing conditions

in installment credit markets, and the volume of consumer

durable spending. Understanding the mechanics of this

relationship should shed light on the way in which policy

initiatives of the central bank are transmitted to household

spending behavior.

2.3 Net Wealth Effects

If net wealth enters as a determinant of consumption

there exists another channel through which monetary shocks

could affect household spending. If an initiative by the

monetary authority were successful in changing the real

value of net wealth held by the community, monetary policy

would, in effect, shift the consumption function. This is

illustrated by the following simple example, in which a

number of the assumptions common in recent macroeconomic

literature are made. Suppose that net wealth of the private

sector consists of claims to income streams from real

capital and "outside" money, i.e., money issued by the
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13 . . .
central bank. The public sector engages in deficit

finance through the issue of securities which are held by

both the public and the central bank. The central bank

retains exclusive rights to note issue, i.e., there is no

"inside" money. Government securities do not constitute net

wealth in so far as economic agents completely discount

.  . 14
these assets in anticipation of a future tax liability.

Suppose the central bank elects to change the monetary base

by purchasing securities from the general public. These

securities are paid for with newly created money.

Individual portfolios now consist of more money and fewer

bonds. The change in the quantity of high-powered money in

effect augmented the net wealth of the private sector. If

the marginal propensity to consume out of net wealth exceeds

zero, spending will increase.

The net wealth interpretation of the role of money in

the consumption function has some interesting implications

for the integration of Keynesian income-determination theory

and general equilibrium analysis. The specific analytical

1 ̂
The distinction between "inside" and "outside" money

was made by Gurley and Shaw (1960) . Gurley and Shaw argue
that "inside" money, or bank-created money is not a part of
the net wealth of the private sector because it is a liabil
ity of the banking system. For a different view, see Pesek
and Saving (1967), Chapter 4.

^^For a discussion of this issue, see Harris (1981) ,
Chapter 3, and Barro (1974).
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apparatus used for this case is the IS-LM model. The

equilibrium loci in the real and monetary sectors,

respectively, are derived under conditions of complete

independence of the goods and monetary spheres, meaning the

equilibrium loci in the monetary sphere could shift would no

resultant shift of the IS loci. However, the net wealth

effect rules out the dichotomization of the macroeconomy

into independent goods and monetary spheres. Movement along

a  single IS curve means that all factors which enter as

determinants of the consumption function are held constant

with the exception of income. However, unless the IS

intersects the LM in a range where the LM is perfectly

horizontal (the liquidity trap) , it can be shown that every

shift of the LM will induce a shift of the IS in the same

direction. The magnitude of the shift depends on the

sensitivity of consumption expenditure to changes in net

wealth and the interest rate, a change in the equilibrium

interest rate must induce a shift of the consumption

function, meaning there will be a change in the average

propensity to consume at every level of income. This must

be true unless the marginal propensity to consume out of net

wealth is equal to zero. So long as a shift in the LM puts

pressure on the equilibrium interest rate, the IS curve must
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shift with every shift of the LM by virtue of the net wealth

effect.

Keynes unequivocally recognized the interest-induced

net wealth effect. In Chapter 8 of the General Theory

concerning the objective factors governing the propensity to

consume, Keynes writes:

Perhaps the most important, operating through
changes in the rate of interest, on the readiness
to spend out of a given income (i.e., the propen
sity to consume) , depends on the effect of these
changes on the appreciation or depreciation in the
price of securities and other assets. For if a
man is enjoying a windfall increment in the value
of his capital, it is natural that his motives
toward current spending should be strengthened,
even though in terms of income his capital is
worth no more than befor^^ and weakened if he is
suffering a capital loss.

Patinkin's general equilibrium model of a monetary

economy gives rise to a different interpretation of open

market operations in the case where government bonds do in

17
fact constitute net wealth of the private sector.

15
It can also be shown that the independence of mone

tary and real sectors does not hold in the case where a
shift of the investment demand schedule generates additional
requirements for finance at every interest rate. For a
mathematical proof of this point, see Davidson, op. cit. ,
pp. 175-179.

^^Keynes, op. cit., p. 94.
1 7
See Patinkin (1965) . The effect of open market

operations on real variables such as income and employment
is not dealt with in the Patinkin model. Trading occurs
within the Marshallian market period such that quantities or
stocks cannot be adjusted in response to relative price
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Patinkin demonstrates that real interest rates cannot remain

invariant to monetary shocks if bonds are not fully

discounted in anticipation of future tax liabilities. This

phenomena is referred to as the "net-real-financial asset"

effect.^® Interestingly, open market operations can be

nonneutral with respect to real interest rates in the

Patinkin model even if government bonds do not constitute

net wealth. Such a result can occur if there are

"distribution effects," i.e., if capital gains and losses

realized on government debt act to redistribute wealth to

economic agents with differing marginal propensities to

consume out of net wealth.

A wealth-effected consumption sector also plays a vital

role in the transmission of monetary variables to the

general level of economic activity in the Federal

Reserve-MIT-Penn (FMP) model. Specifically, changes in

monetary variables such as bank reserves or borrowed

reserves translate to changes in spending via a "stock-

price" effect. Modigliani estimates the marginal propensity

movements during the process of tatonement. In effect,
income and employment are exogenized by solving the equation
for the labor market prior to the trading of nonlabor com
modities .

^^This is analogous to the Pigouvian "real balance"
effect when net worth is defined inclusive of government
debt liabilities. It should be pointed out that the net
wealth effect in Patinkin's model is a price-induced wealth
effect as opposed to an interest rate-induced change in net
wealth. See Patinkin, ibid., p. 290.
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19
to consume out of net worth to be .053. Monetary

variables affect net worth primarily through the influence

of monetary policy on the market value of corporate equity.

If stocks and short term bills are reasonable close

20
substitutes in the view of wealth holders, monetary shocks

which alter the yields of short term instruments should

"shift" the demand schedule for stocks with consequent

21
impact on the market valuation of corporate equity.

Equations built into the FMP model predict that roughly

one-half of the total change in economic activity resulting

from a change in the money supply is accounted for by

household spending induced by changes in net wealth. It is

emphasized that miovements in monetary aggregates are

m.anifest in changes in household spending exclusively

through the "stock-price" effect in the FMP model.

Presumably the value of illiquid assets such as real estate

Net worth is calculated by a weighted average of net
worth over the previous year. For a description of the net
wealth variable in the FMP model, see Modigliani (1971).

^^The "Market Segmentation Hypothesis" holds that bonds
and equities are in fact not close substitutes. Preferences
regarding either type of wealth are formed on the basis of
the attitude toward risk or specific requirements for income
or capital certainty. For a discussion, see Malkiel (1966) .

^^To capture the relationship between short term inter
est rates and stock prices, Modigliani estimated a term
structure equation. For a detail description, see
Modigliani, op. cit.. Appendix B.2.
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2 2or land remain invariant to monetary shocks. Though the

net wealth variable generates good explanatory power in the

FMP model, a basic question arises: if fluctuations in the

market value of corporate equity induce a shift of the

consumption function, what part of the shift is due purely

to a change in household wealth on the one hand and what

part of the shift is related to "expectation" effects?

A frequent criticism of the Modigliani formulation is

that the "stock-price" effect is in reality a proxy for the

23
state of consumer confidence. It is argued that because

the stock market has proven to be a reasonably good

24predictor of the future course of corporate earnings and

in so far as information concerning movements in market

averages is regularly disseminated, the value of leading

22
For example, capital gains and losses on equities are

included in the net wealth variable in the FMP model whereas
changes in the market value of all other household assets
and liabilities are excluded.

23
Fair (1971) criticized the FMP consumption function

on this basis. Modigliani tested his specification for
robustness by adding the MOOD index prepared by the Univer
sity of Michigan center for Social Research as an explana
tory variable. The estimates of the marginal propensity to
consume out of net wealth continued to be statistically
significant.

24
Changes in the value of market indices are weighted

in the determination of the Index of Leading Economic Indi
cators. For a description, see Zarnowitz and Boschan
(1975) . For a discussion of the reliability of movements in
market averages as predictors of the business cycle, see
Bosworth (1975) and Kader (1985).
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market indices constitutes an important piece of data on

which expectations are conditioned.

Woglom (1981) sought to empirically determine the

relative importance of stocks as a component of net wealth

and the role of stocks as implicit measures of consiamer

sentiment. Woglom concluded that stocks should not enter as

an argument in the consumption function except as a proxy,

albeit a poor one, for consumer sentiment. The "stock-

price" interpretation of the transmission mechanism suggests

that the power of the monetary authority to influence the

general level of business activity would be greatly enhanced

if open market operations were not restricted to the

purchase and sale of government securities but could be

extended to include the purchase and sale of corporate

equity.

Mishkin (1976) contends that the degree of liquidity

which characterizes the portfolio of household assets is

more important than net wealth of the household sector

considered by itself. That is, if the household portfolio

oonsists mainly of illiquid assets for which imperfect

markets exist, the conversion of these assets to liquid

purchasing power is likely to entail considerable oapital

loss. This factor acts as a deterrent to spending.

Conversely, financial assets which are traded in highly

organized markets and can be disposed of to generate case
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with a minimum of transactions cost. Hence, the marginal

propensity to consume out of net wealth depends on the

degree of liquidity of household balance sheets. Monetary

policy stimulates consumption expenditure via the impact on

the degree of liquidity which characterizes the asset side

of the household balance sheet. Regressions performed by

Mishkin generally support the liquidity hypothesis. Changes

in the market value of financial assets produce powerful

2 6
effects on spending for durable goods.

Drawing on estimates of wealth in the U.S. economy made

by Kendrick (1976) Laumus and Ram (1981) compared the

statistical significance of two categories of wealth as

determinants of the consumption function over the period

1929-1969. Wealth was decomposed into hum.an and nonhuman

components, and it was found that changes in holdings of

nonhuman wealth had a far greater impact on all categories

^^If monetary policy affects the price of financial
assets in the economy, with no effect on the market value of
illiquid assets held by agents, it follows that monetary
initiatives will influence the degree of liquidity of the
household portfolio. See Mishkin (1976), p. 642.

^^An important result of Mishkin's empirical work is
that household indebtedness exerts a depressing influence on
durable spending. The importance of debt variables in the
consumption function is discussed in detail in Chapter 3.

^"^Kendrick prepared annual data on the stock of hum.an
and nonhuman wealth in the U.S. for the period 1929-1969. A
basic problem with Kendrick's methodology is that the wealth
estimates are based on costs and not market values. See
Kendrick (1976).
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of expenditure by consumers. These findings are consistent

with the liquidity hypothesis of Mishkin if human wealth is

2 8
regarded as inherently less liquid than nonhuman wealth.

The fundamental criticism of the net wealth interpreta

tion of the transmission mechanism is that the distribution

of wealth in the U.S. economy is highly skewed. There are

several formidable problems relating to the m.easurement of

29
net wealth of the private sector ; however, there is

considerable evidence to support he claim that the

distribution of aggregate wealth in the U.S. economy is much

more uneven than is the distribution of income. Smith and

Franklin (1975) estimated that the top 1% of v/ealth holders

30
controlled 27% of total wealth in 1772. Projector and

Weiss (1966) estimated that the top 6% of wealth holders

2 8
Friedman distinguished between human and nonhuman

wealth. Human wealth is regarded as the least liquid form
of wealth by Friedman since there is a limited market for
human capital, and limitations regarding the substitution of
nonhuman for human capital. See Friedman (1956), p. 253.

2 Q
In principle, net wealth could be measured by slimming

the market value of household assets and subtracting
liabilities. A basic problem is that highly organized
markets do not exist for many types of assets that
constitute net wealth of the private sector. Moreover, if
data on the value of illiquid assets did exist, this would
not necessarily reveal the underlying distribution of
aggregate wealth. For discussion of these problems, see
Goldsmith (1962), Kendrick, op. cit., and Brittain (1978).

^^The estimates of Franklin and Smith omit wealth held
in trust. This omission would lead to downward bias of the
estimates if wealth held in trust were more tightly held
than other forms of wealth.
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accounted for 57% of total wealth in 1962 while the bottom

46% held only 2%. Moreover, it appears that the wealth
31

distribution function is highly stable. Estimates

prepared by Lampman (1962) reveal that the share of wealth

held by the top 1% of the population was 32% in 1922 and

decreased only slightly between 1922 and 1956. If wealth is

highly concentrated among the top quintile of wealth

holders, does it follow that the spending of households in

the aggregate should be sensitive to changes in the real

value of wealth holdings? Cross-sectional studies give

ample evidence that the marginal propensity to consume out

of disposable income is a declining function of the level of

family income, at least beyond some threshold level. In

view of the skewness of the wealth distribution function,

and its apparent secular stability, changes in the market

value of assets such as securities and equities are likely

to affect only a small fraction of households which fall in

the upper tail of the wealth distribution function. Thus,

the net wealth linkage depends on the spending behavior of

that segment of the population which is least likely to

alter patterns of expenditure in response to fluctuations in

income or wealth.

^^Brittain investigated the importance of inheritances
and bequests as determinants of wealth inequality, its
stability, and perpetuation. See Brittain, op. cit.
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In contrast to the asset side of the national balance

sheet, debt obligations are fairly evenly distributed across

income and age groups. The Federal Reserve Board of

Governors sponsored two surveys conducted by the Survey

Research Center at the University of Michigan to address

this issue. As part of the surveys, the share of total debt

by each income quintile of the population was ascertained

for the years 1970, 1977, and 1983. The data indicate that

the middle three income quintiles account for the majority

32
of debt outstanding in all three years. The linkage of

money to spending as operating through the price and

availability of borrowed purchasing power, and the condition

of household indebtedness, appears to be much more direct

than the net wealth effect. The latter approach depends on

an ambiguous term structure relationship and the sensitivity

of the consumption function to changes in the market
\

valuation of financial assets. Access to borrowed

purchasing power and debt considerations are likely to

affect the spending behavior of a much broader segment of

households. A comprehensive treatment of the consumption

function should not ignore these factors.

32
Source: Survey of Consumer Finances. A large part

of the growth of installment debt between 1970 and 1983 was
accounted for households in the top income quintile. The
top 20% of households by income level owed roughly 22% of
debt outstanding in 1970 and 45.5% in 1983.
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2.4 Portfolio Adjustment Effects

The transmission mechanism of money to real variables

has also been modeled in a portfolio-theoretic framework.

33
Tobin's portfolio balance approach to the demand for money

is viewed in many quarters as a major theoretical advance

from the Keynesian theory of liquidity preference. Tobin's

use of mean-variance analysis explicitly incorporates risk,

and the benefits derived through portfolio diversification,

as an explanation of why individuals would prefer to hold

money when income-earning assets could be purchased.

Moreover, Tobin's version of liquidity preference does not

restrict the portfolio choice to money or bonds as is the

case in the simple Keynesian formulation. As a general

principle, we could say that the primary incentive to wealth

accumulation is uncertainty with respect to the future

course of economic events. Hence, individuals accumulate

wealth in order to transfer purchasing power from the

present into an uncertain future. It follows that assets

which are held in portfolios must perform the store of value

function, i.e., these assets must be effective vehicles for

transferring purchasing power into the future. Money is an

asset because it performs the store of value function. But

what assets should be regarded as alternatives to money as a

^^See Tobin (1958) .
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store of value? From the standpoint of empirics, this

question could be satisfactorily dealt with through the

measurement of the elasticity of substitution between a

spectrum of assets which, at least in principle, are capable

of performing the store of value function.

Modeling of the money-effective demand linkage in the

context of portfolio theory obviously suggest that physical

capital goods are substitutes for money in the estimation of

portfolio holders. This point will be developed with

reference to the work of Friedman and Tobin on the

transmission mechanism.

In an important sense, Tobin's general equilibrium

34
model of a monetary economy represents a theoretical

refinement of the Keynesian interest rate-investment

linkage. But there is one significant point of contrast.

In the pure Keynesian version, if the marginal efficiency of

investment schedule is negatively sloped with respect to the

interest rate, a monetary expansion which puts upward

pressure on the price of bonds and downward pressure on bond

yields can be expected to induce a change in investment

spending the magnitude of which depends on the change in the

interest rate and the interest elasticity of the investment

demand schedule. Tobin's interpretation differs from the

^^See Tobin (1969) .
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foregoing in that money does not stimulate investment

spending directly through the effect on interest rates, but

rather indirectly through the impact on Tobin's q.

Tobin's q is defined as the ratio of the price of existing

capital goods to the price of newly produced capital goods.

Tobin assumes that there are highly developed secondary

markets for capital goods such that agents should never

experience any difficulty "getting out" of these assets.

Since it is spending for newly produced capital goods which

generates income to factors of production, an increase in

the value of q will generate an increase in the volume of

aggregate demand as portfolio holders substitute into newly

produced capital goods as an optimizing response to a change

in relative prices. It is important to note that Tobin's

analysis of the transmission mechanism is firmly placed in

the framework of the portfolio balance approach to the

demand for money set forth in the oft-cited 1958 paper. The

implication is that an open market purchase of securities by

the central bank which results in an increase in the

equilibrium value of q will stimulate aggregate demand as

economic agents change the composition of wealth holdings in
35

favor of newly produced capital goods. Thus, Tobin's

Tobin's G.E. model makes the restriction that all
money is "outside" money; hence, open market operations have
no effect on net wealth but only on the division of private
sector portfolios between money, bonds, and physical
capital, the three stores of value in the Tobin model. See
Tobin, ibid.
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transmission mechanism depends on the assumption of gross

substitutability. By gross substitutability we mean that

assets such as physical capital goods are alternatives to

money, bonds, or equities in the estimation of portfolio

holders.

Though a grouping of Friedman and Tobin under the

heading of "Portfolio Adjustment Effects" may strike the

reader as odd, there are some important similarities in

their respective approaches to the transmission mechanism.

Friedman asserts that his version of the quantity theory
3 6

conveys the flavor of the "Chicago Oral Tradition ;

however, the theory set forth in the 1956 "restatement"

paper owes more to the Keynesian theory of liquidity

preference than to the quantity theory as espoused by

Simons, Knight et al.^"^ Though Friedman is clearly in the

neoclassical tradition with his emphasis on the transactions

motive to liquidity, there is an implicit recognition of the
3 8

store of value function performed by money. The main

Friedman, op. cit., p. 249.

^^For a discussion of the Keynesian origins of
Friedman's demand for money specification and the differ
ences between the quantity theory of Friedman's predecessors
at Chicago and the quantity theory cum Friedman, see
Patinkin (1969), pp. 92-115.

^®This can be seen by the presence of rates of return
on bonds and equities as arguments in Friedman's demand for
money function. See Friedman, op. cit., p. 255.
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point of contact between Friedman and Tobin is the

assumption, albeit unstated, of gross substitutability.

However, Friedman has taken the argument a step further by

suggesting that consumer durable goods serve the store of

value function and as such are an alternative to money,
3 9

bonds, etc., in the portfolio. Durable goods are viewed

as one asset in a spectrum of assets which comprise the

household portfolio, and as such, spending for durables is

one way to carry purchasing power into an uncertain future,

i.e., one way to store wealth. Whereas assets such as bonds

or equities are trading in highly organized spot markets and

carry on "explicit" yield, assets such as refrigerators,

stereos, or hom.e computers have an "implicit" yield. The

implicit yield on, say, a refrigerator would be equal to the

imputed economic value in real terms of the services yielded

by the asset, e.g., making ice cubes or preventing spoilage,

measured as a percent of the market value of the good.
»

Other things being equal, an increase in the value of the

existing stock of household durables will result in a change

in the composition of household portfolios as agents

substitute durables for other forms of wealth. The

magnitude of the change depends on the elasticity of

^^Perhaps the most explicit statement of the monetarist
transmission mechanism is set forth in the 1963 paper of
Friedman and Meiselman. Much of what follows is based on
that paper.
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substitution between the types of assets held. A change in

the nominal quantity of money^*^ creates a disequilibrium in

the structure of asset holdings. That is, an exogenous

increase in the quantity of money in effect augments the

liquid balances of agents and thus disturbs the desired

2-g]_3tionship between the desired stock of real balances and

the household estimate of permanent income. A disequilibri

um in the structure of asset holdings is created by an

increase in the quantity of money as agents find themselves

with an excessive stock of liquid balances relative to other

forms of wealth. To restore equilibrium, agents substitute

into financial assets and consumer durables until the stock

of liquid balances is drawn down to its "optimum" level,

i.e., the stock of money balances, expressed in terms of

goods, bears the desired relationship to the agent's

calculation of permanent income. Hence, monetary shocks

Friedman argues that a change in the nominal quantity
of money is exogeneously determined, i.e., determined by the
Federal Reserve. The real quantity^ of money, i.e., the
stock of liquid balances expressed in terms of goods, is
determined "primarily" by the demand for money, which is
taken as a stable function of the variables specified by
Friedman. For a discussion of the exogeneity of the nominal
money stock, see Friedman and Schwartz (1982) , Chapter 3.

^^Friedman and Meiselman state that money has an
"implicit" yield. An increase in the nominal quantity of
money, ceterus peribus, presumably reduces the implicit
yield on money and induces substitution into other forms of
wealth by virtue of gross substitutability relations. The
"implicit" yield is not, however, analogous to the Keynesian
"liquidity premium" in so far as Friedman and Meiselman
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can spill directly over into household spending via

portfolio adjustment effects. Working with the Fisherine

equation of exchange, and assuming the income velocity of

money is roughly constant, the question is: if an increase

in the quantity of money does stimulate spending for

consumer durables (expressed in money terms), will the

monetary shock result in an increase in the flow of physical

output, an increase in the general price level, or some

combination of the two? On this point, the monetarist

position of the short run nonneutrality and the long run

neutrality of money is well known. Money can have real

effects in the short run only if some agents (usually labor)

suffer from "money illusion," or if the costs of adjusting

contracts fixed in money terms is prohibitive.

The basic criticism of the portfolio-theoretic approach

to the transmission mechanism, concerns the assumption,

usually implicit, of gross substitutability. The portfolio

theoretic approach abstracts from the special properties of

money which give rise to a speculative motive to liquidity.

Physical capital goods and household durables are very

poorly suited to perform the store of value function in a

attribute a positive yield on money to its "convenience."
See Friedman and Meiselman, op. cit., p. 77.

^^See, for example, Friedman (1968), Gordon and Wilcox
(1981), and Gordon (1982).
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world of uncertainty. These goods often have the properties

of indivisibility and heterogeneity. Moreover, spot markets

for durables and capital goods often do not exist, and when

they do exist they are in general very poorly organized.

In comparison, financial assets such as bonds or

equities are traded in highly organized markets with

specialist traders acting as residual buyers and sellers.

Hence, there is a very high degree of uncertainty with

respect to the future spot price of capital goods and

consumer durables. Capital goods are purchased in order to

gain access to an expected income stream which derives from

their use in the production of goods and services. It is

true that if the income stream net of running expense

derived from investment in capital goods were known with

complete certainty, the assumption of gross substitutability

would be tenable. However, given the uncertainty attached

to projections of future income streams and the fact that

secondary markets are poorly developed, investment in

capital goods constitutes a commitment which in many cases

is irreversible. It follows that the liquidity premium

carried by capital goods is negligible if not zero.

The same principles apply to household durable goods.

Durable goods are held primarily because of the stream of

services which derives from their use, not as a means of

transferring purchasing power from the present to some
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future date, and not as a means of deferring economic

decision making. Durable goods are not good substitutes for

money and financial assets as a store of value. Therefore,

the linkage of money to effective demand does not take place

through the portfolio adjustments of wealth holding agents

to monetary shocks. In fact, the portfolio theoretic

approach is seriously misleading when considering the

relationship between money and consumer spending in as much

as the decision of the household with regard to the desired

composition of the portfolio of financial assets is for the

most part divorced from the decision to spend for newly

produced consumer goods. Hence the set of considerations

which figure into the former decision will most likely omit

several factors which are very important in shaping the

latter. Among these are the attitude of the household

toward debt obligations and the access of the household to

consumer finance.

2.5 Credit Availability Effects

Section 2.2 reviewed literature dealing with the

relationship between interest rates and consumer spending.

Microtheoretic approaches typically incorporate the

assumption of "perfect" markets in the sense of fluid

movements of market prices toward equilibriiim values. With

the interest rate treated as one price in an n x 1 vector of
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prices facing agents, it follows that the "perfect market"

hypothesis rules out the possibility of pervasive

quantity-rationing in markets for consumer finance.

However, as is discussed in detail in Chapter 4, the perfect

market assumption is particularly inappropriate to the

modeling of markets for consumer installment credit. There

is some literature which deals with the problem of the

"availability" of consumer credit and its effects on the

volume of consumer spending. This section will review this

literature.

It was previously stated that while consumer durables

and consumer credit are not usually thought of as

complementary goods, there is a strong statistical

correlation between durable goods sales and new extensions

of consumer credit. This is not surprising in so far as

consumer credit has no value except that it facilitates the

purchase of goods and services. It follows that any factor

which is capable of exerting an influence over the price or

availability of borrowed purchasing power will exert

pressure on the volume of durable spending by virtue of a

negative cross-price elasticity relationship. In principle,

monetary policy could affect the price or availability of

credit directly through selective controls on hire-purchase
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43
terms stipulated in installment debt contracts or

restrictions on the composition of bank portfolios, or

indirectly, by the use of the instruments of monetary

control to manipulate member bank reserve accounts. There

is evidence to suggest that direct controls are important in

determining the volume of durable spending in the United

Kingdom. Ball and Drake (1963) investigated the

importance of direct regulation of hire-purchase terms for

durable spending n the U.K. during the period 1957-III to

1961-IV. Ball and Drake concluded that changes in

hire-purchase terms were a significant factor in explaining
45

the volatility of durable sales in the period under study.
•  1--1 46

Allard (1979) constructed a hire-purchase credit variable

Direct policy would include regulations concerning
the minimum or maximum interest rate or finance charge, the
minimum downpayment, maximum length of contract, or controls
on commercial bank holdings of consumer loans or loans to
finance companies. Direct regulation of hire-purchase_terms
has been a frequent practice in he U.K., but less so in the
U.S. For a discussion, see Ball and Drake (1963).

'^^The Bank of England maintained direct controls over
the minimum downpayment and the maximum monthly repayment
period until 1976 when controls were discontinued.

'^^The findings of Ball and Drake have been widely crit
icized because the statistical estimates were based on a
small sample size. Ball and Drake admitted that the short
period of the study reduced confidence in the empirical
results. See Ball and Drake, ibid.

"^^Allard's measure is: HP = d = (l-d)/m, where d is
the minimum percentage downpayment and m is the maximum
monthly repayment period permitted by the Bank of England.
Allard's measure is conceptually and operationally superior
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which was then specified as an independent variable in

consumer durable equations tested for the U.K. Allard's

work generally supports the findings of Ball and Drake.

However, one result of Allard's work is that it takes a

considerable period of time for a change in hire-purchase

terms to be reflected in a change in the volume of durable

spending.

Hamburger and Zwick (1977) used a stock adjustment

model to assess empirically the effect of direct credit

controls imposed in the United States in the years

1948-1952. They concluded that direct controls had a

quantitatively trivial impact on expenditures for durable

during the period of the study. These findings are in

direct contrast to the findings of Maris (1981) , who

employed Sims-type causality testing"^^ to determine if
selective controls (such as were tried during the Carter

Administration) are effective in stimulating or attenuating

durable sales. Maris found that although causation is not

unidirectional, i.e., part of the variation in hire-purchase

to any other proxy for credit conditions yet devised; how
ever, direct regulation of hire-purchase terms has been an
infrequent practice in the U.S. and as such good data on
prevailing hire-purchase terms does not exist.

^^For a description of Sims causality testing, see Sims
(1972).
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terms can be explained by variations in durable spending,

selective credit controls do exhibit a correlation with a

decline in durable goods sales.

A difficult and controversial issue concerns the impact

of general credit restraint on the supply schedule facing

households in financial markets. Part of the difficulty

relates to discerning changes in the FED policy regime. For

instance, there exists no device comparable to the full

employment budget which would allow a researcher to detect

periodic switches in the conduct of monetary policy.

Consequently, researchers have sometimes inferred policy

transitions from "tight" to "easy" money, or vice versa, on

the basis of the behavior of some monetary aggregate such as

49
Ml, etc.

Such is the approach used by Peterson (1976). Based on

the behavior of M2, Peterson designated 1966-1 to 1966-IV,

1968-1 to 1970-11, and 1973-1 to 1974-IV as periods of

restrictive monetary policy. Peterson then reviewed the

quarterly "Bank Lending Practice" surveys reported annually

^^Maris conjectures that policy makers react to an
ij^crease in the growth rate of household indebtedness by
imposing credit controls; hence, causation is not uni
directional .

^^This approach gives rise to an additional problem.
Namely, if we observe a change in the quantity of money,
however defined, does it follow that the change is a direct
result of FED policy initiatives? That is, is the nominal
money stock determined exogenously or endogenously?
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in the Federal Reserve Bulletin to determine if, in fact,

senior loan officers were "less willing" to make installment

loans during contractionary monetary phases than they would

be otherwise. The evidence indicates that during the decade

1965-74 the supply of commercial bank consumer credit was

significantly reduced in the periods that Peterson

arbitrarily designated as "contractionary." Evans and

Kisselgoff (1968) reached the opposite conclusion:

Available evidence indicates that, histori
cally, the supply of funds to installment credit
institutions and final users has been very elas
tic. This has made it possible to meet consumer
demand for installment credit without a tightening
of terms. A major factor responsible for such
favorable supply conditions has been relatively
high interest rates consumers have paid for this
credit. Fluctuations in the volume of credit seem
to have bee^Q caused by changes in demand rather
than supply.

Chapter 5, section 5.6 considers the effect of direct

and indirect credit controls in the 1979-1982 recession, a

period during which monetary policy was widely perceived to

have been "contractionary."

2.6 Summary

Chapter 2 has reviewed the literature pertaining to the

linkage of money to consumption expenditure. This

literature was grouped under four headings: (1) interest

^^Evans and Kisselgoff (1968), p. 38
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rate effects; (2) net wealth effects; (3) portfolio

adjustment effects, and; (4) credit availability effects.

It was stated in Chapter 1 that monetary factors are

important in a theory of the consumption function. Monetary

factors enter as determinants of the volume of consumption

expenditure largely because a significant proportion of

total consumer expenditure is debt-financed. Thus the

volume of consumer durable spending depends on the

willingness of households to incur installment debt

liabilities as well as the ability and/or willingness of

commercial banks, finance companies, savings and loans,

credit unions, and retailers to accommodate the demand for

installment credit by the household sector. The literature

concerning the transmission mechanism of money to consum.er

spending is deficient mainly because it does not deal with

the problem of the factors which condition the household

attitude toward debt. Nor does it consider in a comprehen

sive fashion the set of factors which determine the price

and availability of installment credit. These questions

form the central focus of Chapters 3 and 4.
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CHAPTER 3

THE MONETARY DETERMINANTS OF CONSUMPTION EXPENDITURE

3.1 Introduction

The argument was made in Chapter 1 that monetary

factors are important in a theory of the consumption

function primarily because a significant fraction of

consumer expenditure is debt-financed. Thus the volume of

consumer spending is partly dependent on the willingness of

households to incur contractually enforceable installment

debt obligations and partly dependent on the willingness

and/or ability of commercial banks as well as nonbank

financial intermediaries to accommodate the household demand

for finance. To state the problem in familiar economic

terminology, the volume of household borrowing which is

produced by the interaction of supply and demand schedules

in markets for consumer installment credit invariably exerts

a powerful effect on the level of spending for consumer

goods. Chapters 3 and 4 involve an extensive partial

equilibrium analysis of markets for consumer credit.

Chapter 3 focuses on the demand for consumer credit.

Particular emphasis is placed on possible sources of

instability in the household demand for finance.
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As a preface to a detailed consideration of the factors

which condition the household demand for finance, this

chapter sets forth a theoretical argument concerning the

appropriate budget constraint in credit money economies.

Credit money economies are defined as economies in which

bank liabilities serve as the primary medium of exchange and

store of value. Section 3.2, "The Household Liquidity

Constraint," is based on the following principle: in a

credit money economy in which agents have access to finance,

the relevant budget constraint is not given by the flow of

disposable income per time period combined with the

realizable value of household wealth holdings. Moreover,

the neoclassical formulation of the budget constraint is not

relevant in advanced credit money economies regardless of

whether the constraint is posed for the individual agent or

is intended to apply to economic agents at the aggregate

level. It is argued in section 3.2 that the "hard" budget

constraint of General Equilibrium theory contains an

implicit assumption concerning the role of financial

intermediaries in general, and commercial banks in

particular. A relaxation of this assumption has important

implications for the appropriate budget constraint facing

the household sector as well as the role of financial

institutions in sustaining the level of effective demand.
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Joan Robinson argued that the primary achievement of

the Keynesian Revolution was to place the economic process

in historical time with explicit incorporation of

uncertainty, as conceptually distinct from actuarial risk,

as a casual factor underlying exogenous shifts of the

aggregate demand function.^ Heretofore the problem of
2

uncertainty or Keynesian "animal spirits" has been analyzed

primarily as it affected the division by wealth-holding

units of their portfolios between money, financial assets,

and physical, producible assets. It is argued in

section 3.4 that a comprehensive treatment of the

consumption function should not abstract from the element of

uncertainty. The volume of aggregate consumption

expenditure depends in part on the willingness of the

household sector to enter into legally enforceable debt

contracts. Installment debt contracts commit the household

to a series of cash disbursements which typically extend

into the future for a period of months or years. The

ability of households to meet contractual cash flow obli

gations which come due at future dates cannot be predicted

on the basis of actuarial principles. Uncertainty thus

constitutes a destabilizing factor to the extent that it

^Robinson (1979), p. 56.
2
Keynes, op. cit., p. 162.
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contributes to the psychological aversion of the household

sector to debt obligations.

3.2 The Household Liquidity Constraint

The proposition that "money matters" is widely accepted
3

by contemporary practitioners of business cycle theory.

The issue in dispute concerns the precise nature of the

interaction of the monetary sector and the real economy. A

theory of the role of money in the consumption function is

both irrelevant and inapplicable if one is attempting to

analyze the behavior of a nonmonetary economy.

As a point of departure it is therefore necessary to

describe the salient institutional features which

distinguish nonmonetary from monetary economies. A basic

difference pertains to the set of permissible exchange

relations which prevail in nonmonetary and monetary

economies, respectively. A hypothetical nonmonetary, or

barter, economy as imagined by modern economists is one in

2
The Rational Expectations (R.E.) approach to business

cycle theory has sometimes been interpreted as a "superneu-
trality" of money position. However, abstracting from all
other possible stochastic shocks to economy, deviations from
the "natural rate" of output and employment can only occur
if unanticipated money introduces "noise" into price
signals. Moreover, proponents of R.E. do not rule out the
possibility that agents make forecasting errors. Rather, it
is presumed that agents do not make systematic errors. In
the parlance of the econometrician, the residuals taken from
the money forecasting equation are uncorrelated. For a
discussion, see Lucas (1983).



57

which goods exchange directly for goods. In such economies

money is a unit of account, but does not function as a

generally acceptable medium of exchange. Nor is money "a

subtle device for linking the present to the future," or a

means to defer economic decision making in a world of

4
uncertainty. Money exists primarily to facilitate the

dissemination of information to economic agents concerning

relative prices of goods and services. Money is merely an

accounting device and as such has no meaningful institu

tional content. The existence of money in nonmonetary

economies has no significant impact with respect to the set

of rules according to which economic activity proceeds.

Money is neutral in the sense that a change in the quantity

of money, or its rate of growth, has no impact on real

variables such as output, employment, and economic growth.

The classic example of a nonmonetary economy is a

Walrasian auction market. In such an economy, money is a

numeraire or accounting device, i.e., one good in an n-good

world. A particular good is singled out to perform the

numeraire function, presumably because it possesses the

properties of homogeneity and divisibility which make it an

^Keynes, op. cit., pp. 298-294.
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5
effective unit of account. That is not to say that the

commodity designated as the numeraire has no value, but

rather its value does not in any way derive from its being

generally acceptable in exchange. That is, money has no

institutional properties which give it exchange value in

terms of goods. Money is unambiguously neutral in

nonmonetary economies.^ An increase in the quantity of

money will affect the exchange value of commodities

expressed in terms of the numeraire, but not the exchange

value of commodities expressed in terms of other commod-

7
ities. Money cannot augment the stock of real purchasing

5
Hicks has argued that there is no such thing as money

in barter economies. Rather, in attempting to analyze pure
exchange economies, the economist has imposed a numeraire.
For example. Hicks states: "The numeraire is not money; it
is not even partial money; it is not even assumed by the
traders themselves as a unit of account. It is not more

than a unit of account which the observing economist is
using for his own purpose of explaining to himself what the
traders are doing." See Hicks (1974), p. 3.

^Money is neutral when a change in the nominal quantity
of money has no effect on the rate of utilization of produc
tive capacity but only on the prices of goods and services.

^The neutrality or nonneutrality of money on real out
put (income) and employment in Walrasian auction markets is
a nonsensical issue since these magnitudes are determined
prior to the start of trading. The process of tatonnement
merely sorts out the scheme of relative prices which reveal
the "true" underlying excess demand functions of the
traders. Nevertheless, several writers have approached the
problem of money neutrality in a general equilibrium frame
work. Patinkin (1965) is the classic example.



59

power in barter economies.^

Robert Glower has argued that the distinguishing

feature of a monetary economy is that only money buys

9
goods. The institutionally permissible set of exchange

relations precludes the possibility that goods exchange

directly for goods and makes money ubiquitous to all

exchanges. Thus, in monetary economies there is one thing

which has value by virtue of its being generally acceptable

in exchange. In the case, for example, that precious metals

were used as money, then money might have some intrinsic

commodity value apart from its being generally acceptable in

exchange. However, in the case of fiat money, token money,

or bank money where additions to the total stock of money

require a negligible commitment of real resources, the value

of money can be attributed solely to its institutional

properties as money.

Having posed the restriction that "only money buys

goods," it follows that economic agents desiring to obtain

8
The above account of nonmonetary, or barter, economies

is not intended to be descriptive of any real-world econ
omies, past or present. Also, the discussion should not be
interpreted to suggest that monetary economies somehow
represent a "natural" or "inevitable" progression from non-
monetary economies. Rather, the intent of the discussion is
to bring to light the essential institutional features of
monetary economies which have implications for the role of
money in the consumption function.

^Glower (1967), p. 86.
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disposal over goods necessarily must possess money if their

buying plans are to be realized. In neoclassical barter

economies goods exchange directly for goods, i.e., all goods

are money. Hence, spending by an individual agent is

limited by the exchange value of the endowment of goods

possessed by an agent. Moreover, the purchasing power of

agents considered in the aggregate is constrained by the

exchange value, expressed in terms of the numeraire, of the

total endowment of goods possessed by all traders. This

amounts to nothing more than a restatement of Walras Law.

In the case of a pure exchange economy where goods

exchange directly for goods Walras Law is a tautology;

however, this principle is both irrelevant and inapplicable

in a monetary production economy. In fact, households and

firms are constrained with respect to their actions in the

economic sphere by the reservoir of liquid purchasing power

at their disposal. If we accept as a basic premise that the

rate of utilization of existing productive capacity is

determined by the volume of aggregate expenditure per time

period, a better way to approach the problem in the context

of monetary theory is to study the principles which

determine the availability of liquid purchasing power and

the extent to which a given stock of liquid assets is

disposed of to obtain command over goods. That is the

essence of the approach taken here.
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"Liquid purchasing power" is anything which is

generally acceptable in exchange, i.e., anything which

possesses the institutional properties of money. For

something to be money it must be generally acceptable in the

settlement of contractual obligations which are written in

terms of money. Included among these are, of course,

contractual debt obligations. To paraphrase Davidson, money

is that thing which discharges contractual debt obliga

tions.^^ What constitutes money in mature monetary

economies? Clearly, government issued fiat or token money

is liquid purchasing power. The general acceptability of

government issued fiat money can be explained by the

existence of legal institutions such as money contracts and

contract enforcement as well as long established social

convention. To the above we would add checkable deposits at

credit unions, thrift institutions, and commercial banks.

Davidson has summarized the conditions under which the

liabilities of banks and other depository institutions

become acceptable in exchange:

Bank money is, of course, simple evidence of
private debt contract, but the discovery of
"clearing," that is the realization that forms of
private debt can be used in the settlement of the
overlapping myriad of private contracts immensely
increased the efficiency of the monetary system.
Three conditions are necessary in order for such a

^^See Davidson, op. cit., p. 149.
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private debt to operate as a medium of exchange;
(1) the private debt must be denominated in terms
of the monetary unit; (2) a clearing institution
for these private debts must be developed; and
(3) assurances that uncleared debts are convert
ible at a known parity ̂ to the legally enforce
able medium of exchange.

Following Von Mises, bank transations deposits are

12decomposed into two categories. The first category is

defined as "primary" deposits. Primary deposits are defined

as liabilities of the commercial banks which are not offset

on the asset side of the bank balance sheets by an income

earning instrument, such as a promise to pay. When a

primary deposit is created, the bank credits the depositor's

account against the value of the cash received or against a

check drawn by the depositor on another account either at

the same bank or at another financial institution. In any

case, the creation of the primary deposits does not result

in a change of the quantity of money. Rather, a primary

deposit comes into existence whenever there is a realloca-

tion of the existing stock of purchasing power among

economic agents.

A  second category of bank money is defined as

"derivative" deposits. A derivative deposit comes into

existence whenever a commercial bank sells its liabilities

^^Davidson, ibid., pp. 151-152.

^^Von Mises (1935), p. 177.
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in exchange for a promise to pay by the debtor. A

derivative deposit is created when a bank monetizes a

debtor's lOU. In the case of derivative deposits, the

liabilities of the bank in the form of transaction deposits

are matched on the asset side of bank balance sheets by a

promise to pay. Keynes explicitly recognized the

distinction between primary and derivative deposits:

(Such) a bank creates claims against itself for
the delivery of money, i.e., what, hereafter, we
shall call Deposits, in two ways. In the first
place it creates them in the shape of either case
or of an order (i.e., a cheque) authorizing the
transfer of a deposit in some bank (either another
bank or itself) . . . . But there is a second way
in which a bank may create a claim against itself.
It may purchase assets, i.e., add to its
investments, and pay for them, in the first
instance at least, by establishing a claim against
itself. Or the bank may create a claim against
itself in favor of a borrower, in return for his
subsequent reimbursement; i.e., it may make loans
or advances.

It is through the monetization of lOUs, or what is the same

thing, the creation of derivative deposits, that the

commercial banking system is able to augment the stock of

liquid purchasing power at a point in time. Moreover, a

decline in deposit creation can be expected to result in a

diminution of aggregate purchasing power. The fundamental

connection between the activities of the commercial banking

system and the behavior of real magnitudes therefore exists

^^Keynes (1930), Book 1, Chapter 2, p. 24
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in the expansion or contraction of bank-created monetary

claims on the part of financial institutions. This

conclusion follows from the fact that the realization of

spending plans by economic agents, both households and

firms, in many cases is contingent upon access to finance;

hence, the banking system takes on a vital role in

facilitating the convergence of notional and effective

dem^and functions. The term "notional" demand has a

different meaning here from the meaning of the term in the

context of Glower's "dual decision hypothesis." In Glower's

model, notional and effective demand functions diverge

whenever "realized current income is less than notional

current income," i.e., agents face quantity constraints in

14
labor or product markets. By "notional" demand we mean

those spending plans that agents would carry out in the

absence of quantity constraints in credit markets as well as

labor and product markets.

Some might argue that in fact we are confusing credit

with money. The argument is apparently based on the notion

that credit is something distinct and altogether different

15
from money. In this study the terms "money" and "bank

^'^See Glower (1965), p. 119.

^^Friedman and Schwartz, for example, state: "The
interest rate is not the price of money; it is the price of
credit." See Friedman and Schwartz (1982), Ghapter 3. For
a recent statement of this view, see Greenfield and Yeager
(1986).
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credit" are used interchangeably. To have access to credit

means to have access to a source of purchasing power which

takes the form of a transaction deposit. Transaction

deposits are money by virtue of their being generally

acceptable in exchange.

When attempting to define those things which constitute

"money" in advanced monetary economies, a problematic issue

concerns the appropriate treatment of unused credit lines or

overdraft facilities. When applying the "money is what

money does" criteria, overdraft facilities are not usually

regarded as money because they cannot be properly treated as

a store of value. The firm which has been extended a credit

line by a commercial bank has access to a stock of ready

purchasing power, but the overdraft facility as such does

not constitute an asset from the standpoint of the firm nor

does it represent, technically speaking, a liability of the

bank. However, this section is primarily concerned with the

way in which the sources of liquid purchasing power place an

upper limit on the volume of aggregate demand. In fact, the

use of monetary aggregates such as , etc., as proxies for

the existing stock of ready purchasing power are very

misleading in so far as unused credit lines are omitted from

consideration. Though there is no statistically accurate

data concerning the dollar amount of unused overdraft

facilities, inclusion of unused overdrafts in the definition
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of monetary aggregates would undoubtedly increase the value

of such aggregates as by a significant amount. From

the standpoint of the firm, the purchase of capital goods or

hiring of factors of production can be effected through a

drawdown on its existing account of transactions balances or

through the use of overdraft permission granted by the

banking system. Keynes commented on this phenomena in his

Treatise On Money:

We have characterized cash-deposits as
furnishing the ready command over money which is
required for convenient transaction of current
payments. But the analysis is complicated, in a
modern community by the fact that cash deposit is
not the only means of providing this facility. It
is provided, equally well, by the overdraft (in
ital.). A customer of a bank may draw a cheque
against his deposit, thus diminishing his credit
(in ital.) with the bank: but he may, equally
well, draw a cheque against his overdraft, thus
increasing debit (in ital.) with the bank. It is
just as effective to pay by increasing the debit
balance of the creditor as it is by decreasing the
credit balance of the forme:^^and increasing the
credit balance of the latter.

It might be argued that a discussion of the appropriate

categorization of overdraft facilities is irrelevant in this

context since we are concerned with modeling the determi

nants of household spending. However, a bank card extension

16
For example, Basil Moore has presented evidence that

about one-half of credit supplied by commercial banks is in
the form of overdraft privileges extended to households,
firms, or government units, and only about one-half of these
are utilized at any point in time. See Moore (1984).

17
Keynes, op. cit., Book 1, Chapter 3, p. 41.
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to a household in many ways similar to the granting of

overdraft permission to firms. In both cases the debtor has

the option of borrowing, without prior notice, an amount of

funds up to some limit specified by the bank. Moreover,

extensions of credit lines to households by retailers and

commercial banks are very substantial. Unused credit card

extensions therefore constitute a significant source of idle

purchasing power and should not be ignored.

To recapitulate the argument set forth to this point,

it was stated that a basic institutional feature of monetary

economies is that money enters on one side of every

bilateral exchange. Of course, there are exceptions to this

principle, i.e., real world cases where goods exchange

directly for goods. However, such exceptions can be safely

ignored in that the vast majority of transations involving

newly produced goods and services entail an exchange of

money for goods. The task now is to develop the implica

tions of the "cash in advance" proviso with respect to both

the relevant constraints on household spending and the

relationship between the activities of the commercial

banking system and the level of effective demand.

It is a truism that consumption expenditure per time

period cannot exceed the aggregate purchasing power of the

household sector. Thus, a theory of the consumption

function begins with a delineation of the sources of
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household purchasing power. The primary source of household

purchasing power is obviously the flow of current income

received by households. Wages and salaries, profits and

dividends, rental and proprietor's income accrue to economic

agents in the form of money as opposed to goods and as such

constitutes liquid purchasing power. Given the fact that

income represents the major source of household purchasing

power, changes in the flow of income per time period can be

expected to exert the dominant influence on the volume of

consumption expenditure in any given time interval. In the

naive Keynesian formulation, the fundamental psychological

law gives rise to a stable relationship between consumption

18
expenditure and the flow of income accruing to households.

Consumption expenditure is a magnitude which is passive or

determined by other variables in the system. Hence, the

instability of the aggregate demand schedule cannot be

explained in a plausible way on the basis of sudden

exogenous shifts of the consumption function. Indeed, the

inherent stability of the consumption function has been

generally accepted by mainstream adherents to Keynesian

19
theory. Hyman Minsky has summarized this view as follows;

1 R
See Keynes (1936), Chapter 8.

19
Consequently, postwar research on the consumption

function has been directed at a different set of problems.
For instance, a large body of postwar research is concerned
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In the General Theory the consumption-function
construct serves the purpose of identifying the
passive, or determined, component of aggregate
demand: in no sense is the consumption function
"the heart of macroeconomics," if modern macro
economics is identified with Keynes. In Keynes
view it is, if an anatomical analogy is necessary,
the passive skeleton of macroeconomics which
nevertheless conditions the system's responses to
stimuli.

A second source of household purchasing power is the

stock of household wealth, or to be more specific, the

realizable or liquid value of the stock of household assets.

As was pointed out in Chapter 2, Keynes recognized that the

market revaluation of financial assets could exert an

influence on the propensity to consume out of a given flow

of income. This principle was defined as the interest

rate-induced net wealth effect. When evaluating the effect

of changes in the value household v/ealth on the average

propensity to consume at every level of income, two factors

must be taken into consideration.

First, since we are concerned with the determination of

aggregate consumption expenditure, a factor of decisive

importance is the distribution of wealth among various

income or wealth holding groups in the economy. Conceptual

ly, we could construct a Lorenz curve depicting the

with explaining cross sectional differences in household
spending behavior. In addition, a problem commanding con
siderable attention is the apparent paradox involving the
short run and secular behavior of the average propensity to
consiime brought to light by the work of Kuznets (1948) .

^°Minsky (1975), p. 23.
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distribution of wealth in a particular economy. Using data

taken from the Lorenz curve, a Gini coefficient is

21
calculated. As a general principle we state the

following: other things being equal, as the Gini

coefficient moves tov;ard a value of zero, the greater the

sensitivity of aggregate consumption expenditure to changes

in the market value of household wealth. That is to say

that the more even the distribution of wealth across the

population, the greater the impact on spending resulting

from a given change in the market value of assets held by

households. Conversely, the more uneven the distribution in

the economy, the smaller the impact on spending resulting

from a market revaluation of household assets. The

principle could be interpreted as a corollary to the

fundamental psychological law. In the case where the

existing stock of wealth is very tightly held, changes in

the market value of household assets can be expected to

impinge on the spending decisions of a very small percentage

of households. The principle stated above is admittedly an

inductive judgment lacking of empirical verification.

However, there is little doubt that the distribution of

21
The Gini coefficient is a versatile indicator which

can be used to measure the size distribution of firms in an

industry, the equality of income distribution, or as in the
above case, the equality of wealth distribution. The Gini
coefficient can assume values equal to or greater than zero
and less than one. A value of zero corresponds to perfect
equality of income, wealth distribution, etc.
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wealth in the U.S. economy ̂  highly skewed in favor of the

22
top quintile of wealth holders.

With respect to the importance of wealth in the

consumption function, a second consideration is the degree

of liquidity which characterizes the asset side of the

household balance sheet. That is, the decision by an agent

to effect a drawdown on the stock of assets possessed to

finance desired consumption expenditure depends in part on

the relative ease or difficulty in converting these assets

into money. In the case of where the portfolio consists

mainly of financial assets which are traded in highly

organized markets, the issue is fairly clear cut, i.e., a

sudden change in the real value of these assets is likely to

induce a shift of the consumption function. However, for a

broad segment of households wealth is concentrated in

illiquid assets such as home equity and household durables.

Given the lack of organization and "thinness" of secondary

markets for durable goods, it is often likely to be true

that the subjective (imputed) economic value of the services

yielded by a particular illiquid asset will exceed its

realizable value in exchange. The sale of durable goods is

likely to entail both considerable search costs and the

potential for capital loss. Hence, there are strong

2 2
See Chapter 2, section 2.3 for evidence on this

point.
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disincentives attached to a drawdown of illiquid assets for

the purpose of raising purchasing power, and such a drawdown

23
may in many cases be associated with a "distress" sale.

To income and wealth we add a third source of

purchasing power, namely, borrowing or credit. It was

stated in Chapter 1 that the primary function of financial

institutions consists in the creation and sale of monetary

claims which give debtors command over goods. If financial

institutions are willing to create a demand deposit in

exchange for a promise to pay by a particular customer, then

this consumer has a stock of purchasing power at his

disposal which, for the moment at least, exceeds the sum of

wealth derived from his stock of wealth (inclusive of human

wealth) at the market value of his wealth holdings.

Moreover, if an economic agent has continued access to

credit, spending could theoretically exceed the value of

income and wealth for an indefinite period of time. If a

financial institution is continually willing to monetize the

lOUs of a particular agent, this agent could in principle

23
One way to avoid the "distress" sale of household

property is by borrowing against the value of illiquid
assets. In fact, it might be argued that home equity a
liquid asset since it is an asset which can often be used to
collateralize personal loans. Interest rates on home equity
loans can in a sense be viewed as the rate at which home

equity can be discounted. Home equity lending is one of the
fastest growing segments of the consumer finance industry.
See Bennett (1985), p. 1.
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"live beyond his means" in perpetuity. Recognition that

households do in fact have considerable access to borrowed

purchasing power has important implications for the relevant

constraints facing a single household or households

considered in aggregate. Spending cannot exceed purchasing

power; however, in an economy characterized by increasing

access of households to markets for consumer credit, the

sources of purchasing power are not restricted to the sum of

current income received by households or the liquid value of

household wealth. Given this fact it is more logical to

treat the household as facing a liquidity constraint as

opposed to an income or wealth constraint. It follows that

the effect of increasing participation of commercial banks

and nonbank financial institutions is a relaxation of the

liquidity constraints facing households. Table 3-1 shows

extensions of consiamer credit by financial institutions in

selected postwar years. Note in the time period 1955-1980

extensions of consumer credit in real terms increased by

271%. Hence, the growth rate of new extensions of consumer

credit, as well as the growth rate of debt outstanding,

exceeded the growth rate of real disposable income in every

decade since World War II.
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Table 3-1

Extensions of Consumer Installment Credit by
All Suppliers and Per Capita Personal Disposal Income

in Selected Years

Extensions

of Installment

Credit Percent Per Capita Percent

Year (in billions) Change Disposable Income Change

1955 $137.2 $5,712
1960 162.9 + 18.7 6.036 +5.7

1965 222.6 +36.6 7,026 +16.4

1970 248 .4 + 11.6 8,133 + 15.6

1975 286.2 + 15.3 8,944 +10.0

1980 373.0 + 30.3 9,722 + 8.6

Source: Federal Reserve Bulletin, Domestic Financial
Statistics, Table 1.57 and Business Conditions Digest,
series 227.

The data clearly indicate that, abstracting from

cyclical disturbances, a secularly increasing proportion of

total consumption expenditure is financed through household

borrowing.

consumer spending was financed through borrowing.

In fact in 1982 roughly one-third of total

24

24
Source: 1983 Survey of Consumer Finances. Several

writers argue that this figure overstates the actual volume
of household borrowing in so far as it includes credit card
charges. This is because some credit card holders are
strictly "convenience" users, i.e., these holders take
advantage of grace periods to avoid interest or finance
charges. Implicit in this reasoning is the view that one
cannot be properly regarded as a borrower if one does not
pay interest. Hence convenience users are not really bor
rowers and the proportion of credit card charges which con
stitute borrowing on the part of credit card holders depends
on the percent of outstanding credit card debt which is
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On a purely theoretical level it might be argued that

the flow of income and the liquid value of the stock of

household assets ^ in fact place an upper limit on the

physical quantity of goods and services which could be

purchased in a given period of time. That is, it is

necessary to distinguish between constraints on purchasing

power for an agent considered individually and the budget

constraint relevant to the economy as a whole. A simple

example will illustrate this point. Consider an economy in

which, at time t, there are no accumulated stocks of wealth

other than in human wealth. Highly developed markets exist

for borrowing and lending such that agents may effectively

reallocate the lifetime earnings stream (which is assumed to

be known with complete certainty) and thus optimize an

intertemporal objective function. Suppose that for a

particular group of agents the structure of preferences is

such that current consumption is more highly valued than

consumption in future periods. Utility maximization

necessarily requires that a fraction of future earning be

repaid within the grace period, which typically runs 30 days
or more. The logic of this argument is faulty in the
following way: the purchase of a consumer good on a credit
card establishes a legal obligation to pay a particular sum
at a future date. It is immaterial whether the sum to be

paid by the credit card user includes an interest or finance
charge. Moreover, to the extent that the average balance of
"convenience" users increases with time, then it must be the
case that additional consumption expenditure is being made
possible through consumer credit expansion.
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discounted at prevailing interest rates. That is to say

agents must borrow. To the extent that financial

intermediaries merely act as conduits to facilitate the

reallocation of existing purchasing power among agents with

differing rates of time preference, disaving by one set of

agents necessarily requires an act of volitional saving by

at least one other agent. That is, the substitution of

current for future consumption can be accomplished only if

at least one agent is willing to defer spending in the

current period. Such a scenario is consistent with the

classical interpretation of Say's Law and the Marshallian

conception of the interest rate as the "reward for

,,25
waiting.

If we divide the economic process into discrete time

intervals it is true by identity that the sum of spending is

equal to income in each time interval. It follows that

aggregate spending per time period cannot exceed the flow of

income per time period. However, can it be inferred on the

basis of accounting identities that aggregate demand is

constrained absolutely by the flow of income generated by

the production and sale of goods and services? Such a

conclusion, though it calls into question the legitimacy of

the liquidity constraint as a useful or realistic concept

^^Marshall (1930), Book IV, p. 234.
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with respect to the modeling of aggregate phenomena, is

based on an incomplete view of the nature of modern banking

institutions. Banking institutions do not merely act as

agents to transfer purchasing power from savers to borrowers

but are actively engaged in the creation of liquid purchas

ing power. The restriction that saving and borrowing net

out to zero in each time interval is clearly inappropriate

for advanced monetary economies. Moreover, the fact that

banks create purchasing power when they monetize the lOUs of

debtors does not mean that spending will exceed income in

any time interval. The increase in borrowing which is, by

accounting principles, spent only to create additional

income (the other side of the double entry) merely means

that, in the context of national income accounting, the

equality of saving and investment does not constitute a

constraint on aggregate spending. This can be seen as

follows. Suppose that, other things being equal, the

banking system creates a given sum of transactions deposits

on behalf of a certain debtor. The debtor then purchases a

newly produced consumer item through a drawdown on his

transactions deposit. The money spent for the purchase of

the consumer good obviously accrues to someone as income,

yet the purchasing power required to effect the transaction

did not derive from the production and sale of goods or

services in the current period or in any past periods.
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Hence, the identity of spending and income holds even if it

is allowed that banks create purchasing power which has no

connection to the current or past production and sale of

goods and services. It follows that aggregate demand is not

constrained by income in mature monetary economies.

If we are describing an economy in which households

either have no access to credit or exhibit a strong

psychological aversion to incurring debt liabilities, the

passive or stable behavior of the consumption function would

be a tenable proposition. Spending would depend almost

entirely on income and short run fluctuations in household

spending could likely be explained almost entirely in terms

of short run movements in income. Hov/ever, institutional

changes in the postwar era call into question the accuracy

of this interpretation. That is to say we are clearly

dealing with an economy in which households ̂  have access

to credit and exhibit a willingness to incur debt as a means

to obtain disposal over goods. The cumulative effect of

these institutional changes can be stated as follows; In

comparison with an economy in which households do not

borrow, if financial institutions do in fact create monetary

claims on behalf of households a relatively greater

proportion of total consumption expenditure will depend on

factors other than income. The growth and proliferation of

consumer financing arrangements therefore has the effect of

eroding the connection between income and consumer spending.
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In Chapter 3 of the General Theory, Keynes decomposed

aggregate demand into two parts; that spending which

depends on income (D^^) and that spending which does not
2 6depend directly on income {D2). The stable component of

aggregate demand, i.e., consumption, Keynes put under the

heading of . This was a logical categorization in so far

as Keynes was analyzing the unemployment problems of society

in which the volume of nonmortgage household borrowing was

27
very small in comparison to the volume borrowing by firms.

Hence, one could safely abstract from the importance of

monetary influences in the determination of consumer

expenditure. Such an abstraction is, however, inappropriate

in the case where a nontrivial fraction of consumption

expenditure is financed with bank-created monetary claims.

If we take into account the fact that households borrow

extensively, it follows that at least some proportion of

total consumption expenditure should logically be put under

the heading of D2, i.e., some fraction of household spending

will not depend directly on income. This is not to say it

2 6
Keynes, op. cit., pp. 28-29.

27
Keynes never explicitly stated that household borrow

ing was unimportant with respect to the level of aggregate
demand; however, in Book III of the G.T., "The Propensity to
Consume," there is no mention of household borrowing, access
to credit, or the attitude toward debt as factors influenc
ing the propensity to consume out of a given level of
income.
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is possible to make a neat division between that consumption

expenditure which depends on income and that consumption

expenditure which does not depend on income. Clearly, all

categories of private spending depends in some way on the

flow of current income, if only for the reason that

projections of future income flows are likely to be

conditioned by information concerning current income flows.

However, it is possible to decompose consumption expenditure

into that spending which is determined primarily by income

and that spending which is determined primarily by factors

other than income. It is first necessary to divide consumer

spending into two categories: that part of spending which

is endogenous, i.e., is primarily determined by income and

therefore is essentially immune to monetary influences; and

that spending which is exogenous and hence sensitive to

monetary influences. Spending for consumer nondurable goods

and services falls into the first category. The second

category includes spending for consumer durable goods. This

is admittedly an imperfect taxonomy. Such a classification

is based on the assumption that households incur nonmortgage

debt primarily as a means to facilitate the purchase of

durable goods. However, there is evidence indicating

secular changes in the pattern of credit use. It appears

that an increasing fraction of purchases of nondurables and

services are financed through borrowing. This is
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particularly true in the case of credit card debt and home

2 8
equity loans. Moreover, the trend toward the financing of

nondurables and services through borrowing has been very

pronounced in the recovery from the 1979-1982 recession.

Nonetheless, installment borrowing in the postwar period

represents the bulk of household nonmortgage borrowing and

most installment debt is used to finance the purchase of

big-ticket durable items such as automobiles, furniture and

fixtures, and household appliances.

The durable series has been subject to numerous shocks

such as changes in the rate of family formation, the

cyclical nature of residential construction activity,

product innovation, irregularly recurring replacement

cycles, and bottlenecks created by strike activity to name a

few. These factors are omitted from consideration here not

because they are unimportant in explaining the short run

instability of durable spending but rather because they do

not bear directly on the problem at hand.

The demand for credit on the part of households is an

expression of the demand for goods and services. That is,

households incur debt as a means to obtain disposal over

2 8
See, for example, Luckett (1982), p. 285, and

Bennett, op. cit.
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29
goods. Thus, other things being equal, the volume of

durable spending can be expected to fluctuate in direct

proportion to the volume of new credit extensions to

households. It is therefore important to delineate those

variables which determine the extent to which households add

to their debt liabilities. The remainder of Chapter 3 is

concerned with this problem.

3.3 Factors Conditioning the Household Attitude Toward Debt

Section 3.2 decomposed the consumption function into

endogenous and exogenous components. The endogenous

component (defined as C^) is that proportion of consumption

expenditure which is determined primarily by the flow of

current income. The exogenous component (defined as C2) is

that part of consumption expenditure which is determined by

factors other than income. The thesis is concerned with

explaining short run movements in this volume of consumer

durable spending. In so far as durable spending was put

under the heading of C2, it now becomes important to specify

29
This statement cannot be made uncategorically. For

example, some households may obtain personal loans in order
to meet obligations on loans previously outstanding. Except
in the case where loans are used to finance interest pay
ments (Ponzi finance) , loans used to pay off other loans
are, in effect, "rolling over" and hence do not result in an
increase in total loans outstanding. Also, some individuals
may incur debt for speculative purposes such as in the case
of loans extended by brokers.
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and analyze the forces which interact to determine the

volume of exogenous consumption expenditure. Exogenous

consumption expenditure is taken to be a function of four

determinants: (1) the price of consumer credit as expressed

by the finance charge, interest rate, or annual percentage

30
rate; (2) the price of durable goods; (3) the attitude of

the household toward debt obligations; and (4) the access of

the household sector to finance. This section is concerned

with the third determinant of exogenous spending, or more

specifically, the complex of factors which condition the

household attitude toward debt. Thus, the analysis which

follows abstracts from the other three determinants of

exogenous spending by assuming that households face

perfectly elastic supply schedules in both credit and

durable goods markets at prevailing hire-purchase terms and

31
durable goods prices, respectively.

The household attitude toward debt, as reflected in the

volume of household borrowing and durable spending, is

influenced by the following set of factors: (1) prevailing

social attitudes toward the use of consumer credit; (2) the

30
Under the Truth in Lending Act of 1981, consumer

installment lenders are required to calculate and disclose
interest charges based on the annual percentage rate (APR)
formula.

31
The problem of price formation in consumer credit and

durable goods markets is discussed in Chapter 4.
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size, quality, and age composition of the existing stock of

durables owned by households, and; (3) the assessment by the

household of its ability to make good on newly created cash

32
flow commitments which result from installment borrowing.

The third factor is in turn specified to be a function of

the following variables: (1) the level of current income as

well as expected income flows in future periods; (2) the

current status of the household balance sheet, or more

specifically, the fraction of liquid asset holdings and/or

current and anticipated income receipts which are expected

to be claimied by the servicing of existing contractual cash

flow commitments; and (3) tax provisions applying to the

deductibility of interest charges or sales taxes incurred on

durable goods purchases.

A  factor of decisive importance in explaining the

secular expansion of household credit use has been the

general liberalization of prevailing social attitudes toward

indebtedness or the development of habits of mind favorable

to borrowing. In the early decades of the twentieth century

there remained a widespread social stigma attached to

household nonmortgage borrowing. Installment borrowing was

frequently the subject of scathing editorials and satirical

32
A related consideration would be the costs of bank

ruptcy, pecuniary and otherwise. The problem of household
borrowing and bankruptcy is taken up in section 3.4.
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cartoons. The use of installment credit was typically

regarded as a means to engage in extravagant spending or to

"live beyond one's means." The practice of installment

borrowing was viewed as being inconsistent with the values

of thrift and sound finance. Moreover, the consumer credit

business was held to be inherently exploitive of borrow-

33
ers.

The evolution of attitudes toward debt is fundamentally

related to the technological revolution which established

the automobile as the primary mode of transportation. No

less important was the dramatic effect on urban land use

patterns resulting from the massive infrastructure built to

accommodate automobility. As a general principle, the

emergence of the automobile and the construction of the

modern infrastructure designed to facilitate auto access has

the effect of increasing the average distance traveled to

the workplace. Thus, participation in modern labor markets

and social life generally requires that individuals have

access to car transportation. But the outright purchase of

a big ticket item such as a car more often than not creates

a liquidity problem in the household. Hence the necessity

33
For example, George W. Norris, Governor of the

Federal Reserve Board of Philadelphia, commenting on
installment credit: "It is born of the seller's passion for
volume and the buyer's passion for indulgence." See Norris
(1926), p. 212.
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of borrowing. Table 3-2 gives per capita installment debt

in selected years as well as per capita installment debt

collateralized by automobiles. The data clearly indicate

that the secular increase in the demand for car loans is an

important factor in explaining the dramatic increase in per

capita household indebtedness (excluding mortgage debt).

Given that there will typically be less aversion to

borrowing if the consumer views the item financed as a

necessity as opposed to a luxury, the relaxation of social

attitudes toward credit use, and concomitant increase in

indebtedness of the household sector, is strongly related to

the changing status of the automobile from a luxury good to

a necessity.

Table 3-2

Total Installment Credit and Automobile Credit

Per Capita Outstanding in Selected Years
(Current Dollars)

Year

Total Per Capita
Installment Credit

Outstanding

Per Capita
Automobile Paper

Outstanding

1939 $  34.26 $  11.39
1950 76.48 31.64

1960 240.71 98.92

1970 492.82 180.79

1980 1,383.98 515.84

1985 2,244.13 873.09

Source; Federal Reserve Bulletin, Domestic Financial
Statistics, Table 1.5, and the Statistical Abstarct of the
United States.
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Aside form the secular behavior of per capita

indebtedness, prevailing social attitudes toward debt are

revealed in terms on which households purchase credit as

well as the types of goods and services financed through

credit use. With respect to the first point, a key

indicator would be the average length or maturity of

installment debt contracts as compared to the useful life

(as measured, say, in years) of the good or service financed

through credit use. Do consumers behave conservatively in

the financing of durable purchases, and what rules of thumb

might be applied to determine if in fact the household

practices "sound" finance? The financing of durable goods

through installment debt contracts can be viewed as a form

34
of sinking fund finance. Davidson defines sinking fund

finance as follows;

it occurs when debt contractural obligations are
written in money terms in a time sequence so that
the expected quasi-rents earned by the asset
and/or other unencumbered cash inflows expected by
the holder exceeds contractually due interest on
any amortization of principle in each period by a
sufficient amount to at least provide for the
redemption of J:^e remaining debt principle at the
maturity date.

As was stated in Chapter 2, households do not as a

regular practice take positions in consumer durables in

34
See Keynes, op. cit., p. 100.

35
Davidson, op. cit., p. 411.
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anticipation of a stream of quasi-rents which is expected to

3 6
derive from their use in roundabout production.

Based on the criteria given above, and assuming that

the useful life of new durable goods remains roughly

constant over a period of years or decades, shifts in the

nature of household borrowing practices from "sound" to

"unsound" finance could be detected by secular changes in

the average length of installment debt contracts. Under the

direct credit controls in effect from 1948-1952, the maximum

length of an installment debt contract was limited to 12

months. The average maturity of car loans quickly increased

to 17 months with the introduction of the 24 month

installment contract in 1953. The average maturity on

installment car loans collaterized by autos increased to

45.5 months by 1980. In 1986 the average maturity of a car

37
loan was 50 months. The average maturity of a car loan

increased by 26% between 1954 and 1980. Such a trend

indicates that household on average have become progres

sively less conservative with regard to their borrowing

practices.

3 6
There are exceptions, e.g., the use of the family car

to deliver newspapers.

37
Source: Ward's Automotive Yearbook and the Federal

Reserve Bulletin.
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This conclusion could be erroneous if, owing to

technical improvements or better maintenance, the useful

life of durable goods such as autos is longer in more recent

years and decades as compared to earlier periods. It has

been estimated that the median lifetime of a motor vehicle

was 10.2 years in the period 1969-1978 and 10.9 years from

3 81979-1982. This increase is probably more the result of

the cyclical contraction of auto sales in the 1979-1982

recession than technical improvements or other factors.

Domestic auto sales declined by approximately 13 billion

dollars between 1979 and 1980. A decrease in auto sales

will under ordinary circumstances be accompanied by a fall

in scrappage rates as households postpone the purchase of a

new car. Also, there is evidence to suggest that the median

lifetime of a car has not changed much between 1945 and 1970

if the average age of a passenger car in use is any

indication. Table 3-3 gives the average age of a passenger

car in use in selected postwar years.

Though the data are not free of trend and cyclical

39 . .
influences, they give a good first approximation.

3 8
Source: Oak Ridge National Laboratory, Scrappage and

Survival Rates of Passenger Cars and Trucks.

39
For example, the period 1950-1970 was one of gener

ally expanding auto sales. Suppose that auto sales increase
every year for five years. Under these conditions the
average age of a passenger car in use will decline each year
even if scrappage rates are constant because a greater per
centage of total cars in use will be less than one year old.
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Table 3-3

Average Age of a Passenger Car in Use in Selected Years

Avg. Age of a Passenger
Year Car in Use (Years)

1945 7.3

1950 7.8

1955 5.9

1960 5.9

1965 5.9

1970 5.5

Source: Automobile Manufacturers Association.

Moreover, it is well known that heavy advertising as well as

frequent design modifications in the automobile industry are

directed towards stimulating replacement demand, or

40
shortening the average duration of replacement cycles. In

summary, the evidence does not support the contention that

maturities on installment debt contracts have lengthened to

reflect an increase in the useful life of durable goods.

Does this mean that the current generation of

households is less conservative with respect to its

borrowing habits than proceeding generations? Not

necessarily. Or at least not from the perspective of a

representative household. Rather it is likely that

consumers tend to make financing decisions on the basis of

40
For a discussion, see Adams and Brock (1986) ,

pp. 141-144.
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cash flow, as opposed to balance sheet, calculations. That

is to say that the relevant consideration in most cases is

not the amortized value of the physical stock of durables in

relation to existing installment liabilities, but rather the

portion of disposable income claimed by debt servicing per

week, month, etc. This point becomes important when

evaluating the impact of total installment debt liabilities

to personal disposable income as the appropriate proxy of

short-term pressure exerted on the budget constraint by

41
household indebtedness. However, assuming disposable

income remains constant, it is possible for the percentage

of monthly income claimed by debt servicing to remain

constant even if the ratio of installment debt to income is

increasing. Such a possibility arises if the average

maturity of installment debt contracts (measured in months)

increases by a sufficient amount.

The size, quality, and age composition of the existing

stock of durables should influence the willingness to assume

42
debt. A few points need further discussion here. First,

41
See, for example, Kowalewski (1986) , and Forrestall

(1987).

^^The size of durables stock can in principle be
measured in two ways: (1) by summing the number of units of
cars, vacuum cleaners, etc., and multiplying the total by
current market value; and (2) valuing the stock of durables
at its depreciated value. Almost without exception,
researchers have used the latter method of calculation.
See, for example, Williams (1972) , Mishkin (1976), and
Kendrick (1976) .
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there is considerable ambiguity as to the effect of the size

of the per capita stock of durables on the demand for

household finance. Williams has described the problem as

follows:

Existing stock may influence current purchases
in three ways: through saturation, demonstration
(or habit) and replacement effects. The market
saturation effect produces an inverse relationship
between stocks and current purchases; the
demonstration and replacement effects a direct
relationship. In empirical work it is difficult
to isolate each of these factors and often the

coefficient of stock in a^^ demand equation
represents only the net effect.

A  finding that the demonstration effect dominates the

saturation effect, i.e., the partial derivative of durable

spending with respect to the per capita durable stock is

positive, would be generally consistent with Veblen's theory

of pecuniary emulation as well as Duesenberry's theory of

44
the secular consumption function.

That the introduction of new, innovative durable goods

such as television sets, or more recently, home computers,

produces powerful effects on the volume of durable spending

is well known. In addition, durable goods such as autos,

recreational vehicles, and appliances undergo continual

quantitative changes which, whether they are of a cosmetic

^^Williams, ibid., p. 281.
44
See Veblen (1945) , and Duesenberry, op. cit.
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or technically substantive in nature, generally improve the

45
incentive to sell or scrap existing durable goods.

Numerous durable goods industries have enjoyed

impressive growth following the introduction of an

innovative and widely affordable product. However, there is

a  tendency as the industry matures for an increasing

proportion of total sales to constitute replacement demand.

This phase of the industry lifecycle, as it is sometimes

46
referred to, is characterized by redundant capacity, the

consolidation of rival firms, the rise to preeminence of a

few dominant firms and the exit of others. The development

of the automotive and television industries seem to fit this

general pattern. Such a phenom.ena may impart a degree of

instability to the durable series by virtue of two effects.

The first effect might be referred to as the "Schumpeterian

47
groundswell" effect. With regard to durable spending, the

45
A recent example would be the development and market

ing of fuel efficient vehicles and home appliances in the
mid to late 1970s. There was a strong surge in replacement
demand for automobiles in the recovery from the 1974-1975
recession as consumers switched from luxury and intermediate
size cars to fuel efficient compacts and subcompacts.

^^For a discussion of the industry life-cycle hypothe
sis, see Michael E. Porter (1980), pp. 156-158.

47
Schumpeter views the process of creative destruction

as the "essential fact about capitalism." Schumpeter
describes this process as "the opening of new markets,
foreign or domestic, and the organizational development from
the craft shop and factory to such concerns as U.S. Steel
illustrate the same process of industrial mutation—if I may
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groundswell effect can be illustrated by a simple example.

Suppose a new durable good with a useful life of three years

were introduced. Assume the population remains constant

with no births or deaths. In year one suppose 1/10 of the

population purchases the new durable good. In year two 2/5

of the population buys the new product for the first time

and in year 3 the remaining half of the population makes its

first purchase. After three years every member of the

population has purchased the new product and the industry

has enjoyed impressive growth 3 years running. It is clear,

however, that the industry will suffer a major slump in its

fourth year because replacement demand will sufficient to

absorb only 70% of the units sold in the third year. Such

use a biological term—that incessantly revolutionizes the
economic structure from with (in ital.), incessantly
destroying the old one, incessantly creating a new one."
See Schumpeter (1952), p. 83. With respect to groundswell
effects: "These revolutions periodically reshape the exist
ing structure of industry by introducing new methods of
production—the m.echanized factory, the electrified factory,
chemical synthesis and the like; new commodities, such as
railroad service, motor cars, electric appliances; new forms
of organization—the merger movement; new sources of supply-
—La Plata wool, American copper, Katanga copper; new trade
routes and markets to sell in and so on. This process of
industrial change provides the groundswell that gives the
general tone of business; while these things are being
initiated we have brisk expenditure and predominating 'pros
perity'—interrupted, no doubt, by the negative phases of
the shorter cycles which are superimposed on that
groundswell—while those things are being completed and
their results pour forth we have the elimination of
antiquated elements of the industrial structure and predomi
nating 'depression.'" Schumpeter, ibid., p. 68.



95

an effect may well have been operative in the automotive

industry between 1921 and 1933. For example, it has been

estimated that 23% of new vehicle sales were absorbed in

vehicles scrapped in 1923. By 1930 that figure had

48
increased to 100%. In 1923 domestic auto sales increased

from the previous year by nearly 1.4 million units. In 1930

domestic auto sales decreased from the previous by more than

1.6 million units. Clearly, one major difference between

1923 and 1930 was that in 1933 a much greater percentage of

new car purchases were made by first time buyers.

This section has delineated the factors which condition

the household attitude toward debt and has assessed the

relative importance of each factor. One determinant of the

attitude toward debt was defined as "the assessment by the

household of its ability to make good on newly created cash

flow commitments which result from installment borrowing."

An important theme of this chapter is that the household

borrowing decision is subject to uncertainty in the

Knight-Keynes-Shackle meaning of the term. The ability to

make good on debt obligations which come due at future dates

cannot be predicted on the basis of probablistic calcula

tions. Section 3.4 will describe the way in which the

48
Source: Auto Facts and Figures, 22nd ed., 1939. The

ratio of replacement vehicles to total domestic demand
averaged 32.3% in the period 1921-25, 61.3% between 1926-
1929, and 85% in the years 1930-1939.
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element of uncertainty enters in to the household borrowing

decision and section 3.5 evaluates the significance of

uncertainty in the household borrowing decision for the

short run stability or instability of consumer durable

spending.

3.4 Risk, Uncertainty, and the Household Borrowing Decision

An installment debt contract is an instrument which

legally obligates the household to make a series of cash

disbursements (which are generally fixed in money terms) at

49
set of specified future dates. Because installment debt

contracts are legally enforceable, failure to meet the terms

of the contract on the part of the household entails

repercussions which can be monetary or nonmonetary. The

consequences of defaulting on an installment debt contract

can include the forfeiture of assets taken as collateral on

the loan as well as the payment of collection costs,

attorneys fees and court costs. The courts may order the

seizure of household property or the garnishment of future

income to satisfy creditors. Moreover, the failure to meet

debt obligations usually results in damage to individual

49
The term "cash disbursements" should not be taken to

mean that debtors fulfill obligations through direct payment
of legal tender to creditors. Rather, it is intended to
apply to the process of check clearing whereby the borrow
er's bank account is debited and the lender's credited.
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credit ratings which adversely affects the ability to obtain

finance in the future.

Based on the cost of defaulting, both monetary and

otherwise, it seems clear that in almost every case

individuals enter into debt obligations with the prior

intention of meeting their commitments. Some might argue

that the option of Chapter 7 bankruptcy increases the

likelihood of a moral hazard problem with regard to consumer

borrowing. That is, it might be the case that some

borrowers, knowing that they can later take refuge under the

bankruptcy laws, enter into installment debt contracts with

no intention of meeting their obligations. Such cases can

probably be dismissed as being extremely rare in light of

the financial and psychological trauma which usually

accompanies bankruptcy proceedings. Given that households

fully intend to make good on contractural cash flow

obligation pursuant to installm.ent debt contracts at the

point in time at which they enter into them, does it follow

that the household is absolutely certain of its ability to

meet such obligations? That is, can a particular borrower

ever be completely certain of his/her ability to make, say,

a $250 car payment due 48 months hence? If the household

borrowing decision were completely free of uncertainty, the

following facts must be true: (1) the future income stream

of the household (extending into the future for a period at
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least as long as the maturity of existing or newly created

obligations) must be capable of exact prediction; (2) the

stream of future household expenditures must be capable of

exact prediction; and (3) there must be no uncertainty as to

the future spot price, or liquidity, of financial or

tangible assets held by the household.

The statement that conditions (1) through (3) as given

above in reality never hold would not provoke an argument.

However, a distinctive feature of the new general

equilibrium approach to business cycle theory as well as

modern Welfare economics is the underlying principle that

the problem of decision making under uncertainty can be

approached in the general context of probability theory.

That is to say the element of uncertainty is taken to be

reducible to actuarial risk. The logical implication of

this views is that, although a particular household borrower

does not know within 100% certainty if in fact he/she will

be capable of discharging debt obligations as they come due,

the household can, on the basis of actuarial calculations,

attach a specific numerical value to its probability of

default. The concept of "borrowers risk" then means that

borrower Z has X probability of defaulting and 1-X

probability of not defaulting. There are many unforeseen

events which are capable of impinging upon the ability of

consumer debtors to make good on installment obligations.
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e.g., unanticipated reductions in income due to the loss of

employment, accident, or sickness. Moreover, there could be

unforeseen expenditures owing to damages to one's property,

medical bills, or unanticipated tax liabilities. The spot

price of financial or tangible assets the household had

planned to liquidate in order to satisfy creditors might

have fallen to levels which were not expected. The question

is: can the probability of any single event, or any

combination of events, which, if they were to happen, would

result in default on the part of the installment borrowers,

be ascertained through the application of actuarial science.

For those committed to the New Classical or modern Welfare

economics, the answer to the question is unambiguously

50
yes. Furthermore, the existence of an Arrow-Debreu

complete set of future markets for contingent claims allows

the household the option of contracting out of borrower's

risk in much the same manner as the importer or exporter can

Overlapping generations models posit the existence of
an optimizing agent with an infinite lifespan, given an
"operable" bequest motive. Such models typically incorpo
rate the assumption of perfect foresight (or the presumable
weaker assumption, i.e., rational expectations) to prove the
neutrality of debt-financed government expenditure on the
intertemporal consumption plan of a "representative" agent.
See, for instance, Barro, op. cit., and McCallum (1984).
Feldstein has recently shown that the "Ricardian Equiva
lence" theorem does not hold in the case where agents have
no knowledge about income flows accruing to future genera
tions. See Feldstein (1988).
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shift the burden of exchange rate through contracting in the

forward exchange market.

In fact, actuarial calculations are a poor guide to

action in the case of the household decision to borrow.

Shackle has outlined the conditions under which actuarial

considerations serve as an appropriate guide to action:

The conditions can be epitomized by two
statements:

(1) The frequency ratios, unless derived
a priori, must have been obtained from a set of
performances sufficiently uniform and sufficiently
numerous. This condition may be satisfied in
varying degrees and will accordingly give answers
of varying precision. We must notice that the
experience or the set of performances from which
the frequency-ratios are obtained need not have
been suffered or made by the person who proposes
to use the knowledge.

(2) The experiment, to the valuation of whose
outcome the frequency-ratios are to be applied,
must be wh^tj^ I shall call a divisible (in ital.)
experiment.

Shackle classifies an experiment as divisible

when an experiment is such that its results will
be obtained by adding together the results of a
series of separate performances, and when these
performances are going to be sufficiently uniform
in their circumstances, and sufficiently numerous,
for frequency-ratios derived from a^|)ast series of
similar performances to be applied.

Though an individual might, in principle at least, borrow

frequently enough in the course of a lifetime such that the

number of observations is sufficient to form a meaningful

^^Shackle (1955), p. 4.

^^Shackle, ibid., p. 5.
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probability distribution with regard to his/her likelihood

of default on a specific loan, the household decision to

borrow is nonetheless not a divisible experiment. The

household decision to borrow is a nondivisible experiment

because the specific circumstances in place at the point in

time of the borrowing decision are unique to that point in

time and differ from those circumstances which were

applicable to any past borrowing decision. Any factor

relevant to calculating the probability of default on a

given installment instrument, e.g., the age, health, stage

of career development or income of the prospective borrower,

as well as current economic conditions, are never the same

at different points in calendar time. Hence an individual

cannot logically m.ake the statement "whereas in the past I

have borrowed on fifty occasions and have been in default on

only one occasion, I estimate the probability of my

defaulting on newly created debt obligations is two

percent." Inasmuch as each of the fifty "experiments" were

performed under different circumstances, they lack the

uniformity required to render such a probability distribu

tion meaningful. The term "borrower's risk" turns out to be

something of a misnomer in that it implies that the

likelihood that the borrower will be unable to meet

instalment debt obligations is capable of actuarial
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53
calculation. What passes for uncertainty is in truth

knowledge.

3.5 Uncertainty and Debt Deflation

Given that the household borrowing decision is subject

to uncertainty, what are the implications with respect to

the volume of durable spending or the level of business

activity in general? Hyman Minsky (1975) has refined

Keynesian investment theory by treating the firm analyti

cally as a "liability structure," i.e., an institution which

takes positions in physical capital assets by entering into

legally enforceable debt instruments which contractually

obligate the firm to a stream of payments which are

typically fixed in money terms. Investment spending

therefore often requires that the firm add liabilities to

its existing debt structure. Thus, the investment decision

is conditioned by the following factors: (1) the stream of

revenues or quasi-rents which the firm derives from

positions already taken in tangible assets; (2) expectations

concerning revenues deriving from newly proposed investment

projects; and, most importantly, (3) the revenues from

53
The argument is made in Chapter 4 that actuarial

considerations ^ serve as an appropriate guide to action
for installment lenders. Lenders can pool the results of
many individual experiments and establish a reasonable accu
rate probability of default for a borrower with a given
profile.
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ongoing productive activity of the firm as well as newly

contemplated ventures in relation to existing liability

structure of the firm. That is to say that decision makers

within the firm must be convinced that current and

anticipated cash flows are sufficient to "justify" the debt

exposure of the firm before they are willing to commit the

firm to positions in newly produced durable assets.

Conceptually, suppose that the balance sheets of all

firms which make up the private sector were consolidated. A

gradual deterioration of the consolidated balance sheet

could have disastrous consequences in terms of a contraction

of investment spending. A gradual deterioration of the

balance sheet means that current and anticipated cash flows

bear a progressively less desirable relationship to the

firm's contractural debt obligations. If firms on average

regard the existing debt structure as unwarranted in light

of the current or projected earnings stream, a process

54
described by Minsky as "debt deflation" might ensue. Debt

deflation occurs when firms adjust balance sheets to reflect

a  change in current or expected future earnings. A

contemporaneous development would be a decline in spending

for newly produced investment goods as decision makers

within the firm are reluctant to layer balance sheets with

additional cash flow obligations.

^'^See Minsky (1985) .
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Could a similar principle be applied to the household

sector, i.e., can the household be treated analytically as a

liability structure which is subject to the phenomena of

debt deflation? Yes, but there are some important

qualifications. First, with the exception of mortgage debt,

debts created in order to take positions in physical assets

tend to be much longer term where the firm is concerned. A

second point of contrast pertains to the reversibility of

commitments in durable goods. Producer durables in general

are heterogeneous and nondivisible and as such secondary

markets, when they exist, tend to be thin and poorly

organized. Hence in the case of producers durables, there

will ordinarily be a high degree of uncertainty as to their

future spot price and liquidity. The same thing can be said

about consumer durables but there are important exceptions.

Probably the most well developed secondary markets for

durable goods are found in the used-car industry. While

these markets are not comparable in structure with secondary

markets for other financial assets, households will in most

cases have the option of selling their car if circumstances

make it necessary. Of course it will be true in many

instances that the proceeds from the sale of a used car will

not be sufficient to retire remaining installment debt

55
Other examples of secondary markets for consumer

goods would be flea markets and garage sales.
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liabilities which were collateralized by the car sold.

Nonetheless/ consumer durable goods, and particularly

automobiles, as a rule possess a greater degree of liquidity

than do producer durables. Still, the element of

irreversibility is important when considering the purchase

of a durable good. If the purchase of a durable good were

perfectly reversible, or nearly so, then it follows that

there would be a high degree of substitutability between

money, financial assets, and durable goods as a store of

value. Section 2.3 of Chapter 2 outlined the reasons why

this is not the case.

When households are treated as liability structures,

the outstanding debt liabilities are enormous. For example,

installment liabilities alone amounted to 20% of disposable

income in 1986. Mortgage debt outstanding by U.S.

households was greater than 2 trillion, which was equal to

57
76% of personal disposable income in 1985. And these

figures do not include other debts such as personal loans

which are very substantial in amount. The debt exposure of

the household sector gives rise to the possibility of debt

5 6
Automobiles are of course an important producer good

in many industries, e.g., the rental car industry. Thus
automobiles as a producer good illustrate one exception to
the general principle stated above.

57
Source: Federal Reserve Bulletin, Domestic Financial

Statistics, Table A376.
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deflation whenever households on average view existing debt

obligations as unwarranted given current or expected income

flows which, in the case of the household, primarily take

the form of wages and salaries. Uncertainty as to future

income flows as well as the future spot price and liquidity

of household assets results in a general reluctance to layer

balance sheets with additional debt obligations and produces

a sliimp in durable goods spending.

As an empirical matter, how does one detect the debt

deflation phenomena from published time series data? A

decline in the absolute level of debt outstanding or even a

decline in the rate of growth of household liabilities,

would seem to constitute evidence of debt deflation.

However, this would be a false inference if a decline in

outstanding debt or the volume of new credit extensions were

in reality a reflection of a change in the willingness of

financial institutions to accommodate the household demand

for finance. Perhaps the best indicator would be the ratio

of repayments to outstanding debt. Assiaming that the

average maturity of debts is not decreasing, an increase in

this ratio would seem to indicate that households are

attempting to reduce their overall indebtedness. Another

indicator would be changes in the volume of repayments on

revolving credit charges. Repayment schedules on revolving
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debt tend to be rriore flexible than those attached to other

installment debt. Hence debt deflation might manifest in a

decline in the revolving use of credit card accounts.

3.6 The Effect of Tax Laws

Another factor mentioned as a possible influence on the

household attitude toward debt was tax provisions applying

to the deductibility of interest charges or sales taxes

incurred on durable goods purchases. Prior to 1987,

interest payments on installment debt contracts were fully

deductible on individual tax returns for those who itemized.

The Tax Reform Act of 1986 calls for the gradual phase-out

of nonmortgage interest deductions. In tax year 1987 50% of

interest payments were deductible. That figure falls to 40%

in 1988, 20% in 1989, and 10% in 1990. In tax year 1991 the

deductibility of nonmortgage interest payments will be

completely phased-out.

Will the new tax law result in a significant decrease

in installment borrowing and spending? Probably not. In

1981, only 3.3% of individual tax returns claimed itemized

5 8
deductions for nonmortgage interest.

5 8
Source: Federal Reserve Bulletin, June 1985, p. 17.
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3.7 Suimnary

The argument has been made in the present paper that

monetary phenomena do influence the volume of spending for

consumer durable goods. The importance of monetary factors

derives essentially from the fact that in modern monetary

economies spending units are liquidity-constrained and as

such two key determinants of the volume of consumer

expenditure are the willingness of households to incur debt

obligations and the price and general availability of

household finance. Section 3.2 set forth an interpretation

of the household budget constraint which is fully consistent

with a realistic conception of the nature of banking

institutions and bank activities. The "household liquidity

constraint" was presented as an alternative to the budget

constraint of Walrasian General Equilibrium Theory. The

remaining sections were devoted to a discussion of the

factors which condition the attitude of the household sector

toward debt obligations with particular emphasis placed on

the element of uncertainty, as distinct from actuarial risk,

and potential instability of consumer spending.

In section 3.2 autonomous consumption expenditure, or

0,2! taken to be a function of four arguments, one of

which was defined as "the access of the household sector to

finance." Chapter 4 is devoted to a discussion of

supply-side conditions in consumer installment credit
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markets, or more specifically, the factors which the ability

and/or willingness of commercial banks and other installment

lenders to accommodate the demand of the household sector

for finance. Chapter 4 will set the stage for a thorough

examination of the effects of Federal Reserve policy on

conditions in installment credit markets which is the

subject of Chapter 5.
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CHAPTER 4

THE INSTALLMENT LENDERS

4.1 Introduction

In Chapter 3, section 3.2, total consumption

expenditure was decomposed into two categories, namely:

(1) consumer spending which depends on current income (C^),

and (2) consumer spending which depends on factors other

than income (C2). Consumer spending put into the category

of C2 was in turn posited to be a function of four

variables, two of which were defined as the price of

consumer credit and the access of the household sector to

finance. As was stated earlier, in an economy in which a

substantial proportion of consumer durable goods purchases

are debt-financed, the volume of durable spending is

crucially dependent on a regularized flow of credit

extensions to the household sector. Thus the diverse group

of business concerns which make up the installment credit

industry take an integral role in sustaining the level of

effective demand.

Chapter 4 is divided into six sections. Section 4.2

describes the structure of the installment credit industry.

Section 4.3 explores the various factors which determine the

ability and/or willingness of installm^ent lenders to hold

consumer installment receivables in their portfolios of
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earning assets. Section 4.4 is concerned with the problem

of price formation in the installment credit industry. The

problem is approached through the application of partial

equilibrium analysis to the price and quantity decisions of

a "representative" installment lender. Finally, the effects

of legal usury ceilings on both the price and quantity

supplied of installment credit is discussed.

4.2 Structure of the Installment Credit Industry

Figure 4-1 shows the share of total consumer

installment credit outstanding held by commercial banks,

finance companies, credit unions, and retailers in selected

years. Installment credit is defined as short or

intermediate term credit that is scheduled to be repaid (or

has the option of repayment) in two or more installments.^

Commercial banks are a major force in determining both

the volume of consumer credit and the terms on which such

credit is granted. Though the average commercial bank holds

only about 10% of its portfolio of earning assets in the

The Federal Reserve Board revised the methods by
which the consumer credit statistics are calculated in 1953.

Loans are classified as "industrial," "consumer" and so
forth based on the type of asset(s) pledged to secure the
loan. Loans to households collateralized by life insurance
policies or home equity are omitted from the consumer credit
statistics, even though the proceeds of such loans are often
used to purchase consumer goods. For a discussion of the
fed's method of calculation, see Smith et al. (1953),
pp. 336-345.
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form of loans collateralized by consumer goods, commercial

banks collectively held 41% of outstanding installment rate

in 1970 and 47% in 1980. Moreover, these figures understate

the importance of commercial banks in consumer credit

markets since other major supplies of consumer credit,

mainly finance companies and retailers, rely heavily on bank

loans to finance positions in installment receivables. For

example, in 1986 loans of commercial banks to nonbank

2
financxal institutions amounted to 35.6 billion dollars.

Banks are also engaged in the purchase of installment paper

3
in the secondary market.

Figure 4-2 gives the market shares of the various

installment lenders in the auto loan market in selected

years. Note that the combined share of finance companies in

the auto loan market is greater than their share in the

installment market at large. One possible explanation for

this is that several of the large finance companies such as

General Motors Acceptance Corporation or Ford Motors

2
Source: FRB, Domestic Financial Statistics,

Table 1.23.

3
The market share of commercial banks includes direct

loans as well as paper purchased indirectly. Most purchases
of indirect paper are purchased from retailers working
through specialist dealers in installment paper. The per
cent of total installment paper held purchased indirectly by
banks was 42% in 1986.
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Acceptance Corporation are subsidiaries of major conglomer

ates which have automobile manufacturing as their main line

of commerce. Apart from the profitability of installment

lending, auto manufacturers may have additional motives with

respect to their diversification into the consumer credit

business. Specifically, officers of the major auto concerns

may want assurances that the flow of credit extensions to

the household sector is both stable and sufficient to move

inventories of finished automobiles at the desired rate.

For this reason the diversification of durable goods

manufacturers into the consumer finance industry might be

viewed as a special case of vertical integration.

The structure of the installment credit industry is

difficult to analyze. In 1983 in the U.S. there were over

14,500 commercial banks with consumer installment paper in

their portfolios and more than 6,000 consumer finance

companies. On the basis of these figures one might conclude

that consumer credit markets are atomistic in structure and

that consumer lenders are "price-takers." However, the size

distribution of both banks and finance companies is very

skewed. For example, the smallest 10,000 banks hold less

than 16% of the total deposits of the commercial banking

system. The largest 356 banks, or 2.5% of the banks in the

U.S., hold 55% of all the deposits of the banking system.

Of course the predominant concern here is the distribution
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of commercial bank assets, as opposed to liabilities, among

commercial banks and other installment lenders. In 1982,

the largest 56 banks, or 0.5% of all banks, controlled 41.8%

of total U.S. commercial bank assets. The largest 281 banks

collectively hold 67.1% of total assets. Table 4-1 shows

the asset size distribution of U.S. commercial banks.

Table 4-1

Asset Size Distribution of U.S. Commercial

Banking Organizations
(December 31, 1982)

Percentage
of Total

Size Class Number of Percent U.S. Commercial

(in millions of $) Organizations of Banks Bank Assets

0-5 428 3.4 0.1

5-10 1,405 11.5 0.5

10-25 3,837 31.3 3.3

25-100 4,968 40.5 12.0

100-250 923 7.5 6.9

250-500 246 2.0 4.3

500-1000 170 1.4 5.9

1000-5000 225 1.8 25.3

5000 + 56 0.5 41.8

Source: Board of Governors, Federal Reserve System.

Though there are no data concerning the distribution of

installment debt among commercial banks, one would be

inclined to think that the majority of installment debt
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outstanding is held by the largest, say, 250 banks.

Table 4-2 shows consumer loans outstanding held by two large

U.S. commercial banks (Citicorp and Chemical Banking

Corporation) and one smaller regional bank (Firstar,

formerly First Wisconsin). Note that consumer loans

outstanding accounted for 31.0% of total loans outstanding

at Citicorp on December 31, 1988. This is an extraordinar

ily high figure for a commercial bank and does not reflect

the typical organization of loan portfolios at moneycenter

banks. The data for Chemical Banking Corporation represents

a closer approximation of lending practices at most banks.

Nevertheless, the data are generally consistent with the

view that the installment lending industry is far more

concentrated than one would be given to believe on the basis

of the absolute number of installment lenders alone.

Table 4-2

Consumer Loans Outstanding Held by Selected
U.S. Commercial Banks

Institution

Consumer Loans
Outstanding on
December 31, 1988
(in millions)

Total Loans

Outstanding on
December 31, 1988

(in millions)

Consumer Loans

as a Percent

of Total Loans

Outstanding

Citicorp

Chemical Banlcing
Corporation

Firstar

$44,944

4,549

1,750

$144,992

41,590

4,903

31.0

10.9

35.7

Source: 1988 Annual Reports of Citicorp, Chemical BanJcing Corporation, and Firstar.
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Similarly, total assets held by consumer finance

companies tend to be highly concentrated in the portfolios

of the largest firms. According to R. A. Gilbert, the 50

largest finance companies, measured in terms of assets held,

controlled more than 70% of assets held by all U.S. based

4
finance companies. These figures understate the actual

degree of market concentration in the installment credit

industry since the geographic extent of the market is not

5
national in scope. In fact, most economists view the

geographic market for broadly defined "banking services" as
g

local or regional in scope.

Market concentration, as measured by the percent of

total deposits held by an absolute number of the largest

banks, is much greater if the geographic extent of the

market is defined as bin local rather than national. For

example, the three largest commercial banks in New York City

held 48% of total deposits in that market in 1981. In

^See Gilbert (1984), p. 633.
5
The geographic extent of the market for open-ended

(credit card) debt is becoming increasingly national in
scope. Moneycenter banks such as Citicorp have greatly
expanded their credit card operations in recent years. For
a discussion, see Robert E. Norton (1982), pp. 47-54.

^For a discussion of the problem of geographic market
delineation in the banking industry, see John Wolken (1984).
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7
Atlanta, the top three banks held 65.6% of total deposits.

Burke estimated that the average four firm concentration

ratio for 60 standard metropolitan statistical areas, i.e.,

the share of total deposits held by the four largest banks

in an SMSA, was 80.7% in 1982.®

It is not necessarily the case that the geographic

extent of the market for installment credit is coextensive

with the market for other banking services. For instance,

while there are many legal restrictions on the geographic

extent of the market for consumer demand deposits, there are

no legal restrictions applicable to the geographic extent of

the market for installment lending. So whereas Chase

Manhattan cannot hold demand deposits in Tennessee, it may

issue credit cards or make car loans to Tennessee residents.

Heggestad and Shepard commented on this issue as follows;

Bank offer many products to different types of
consumers. Depending on the size and the type of
transaction, the geographic market for the bank
product will differ considerably. The market for
consumer-demand deposits, where convenience is the
most important factor, may be as small as a
neighborhood or a section of a city. Conversely,
the market for large commercial loans will cover
the entire nation. Bank borrowers and lenders

will find it in their interest to arrange
transactions irrespective of location. The bulk
of commercial banking operations, however,
including financial services sold to most

7
Source: Federal Reserve Bulletin, February 1982.

®See Burke (1983), p. 37.
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households and small businesses, is limited to a
fairly small geographic area, such as a city or a
rural county.

Again, the structure of the installment credit industry

is very difficult to pin down in the manner preferred by

Industrial Organization economists. According to the

taxonomy set forth by Shepard, the structure of the

installment credit industry probably falls somewhere between

"tight oligopoly" and "effective competition."^^ For

Shepard, a market structure is characterized by tight

oligopoly if the four-firm concentration ratio exceeds 60%,

with stable market shares, and a tendency toward cooperation

or collusion on the part of sellers. A market is

"effectively competitive" if the four-firm concentration

below is 40% with unstable market shares and flexible

pricing. In reality the installment credit industry

probably defies this type of categorization. However, the

data do support the conclusion that the market for

installment credit is not perfectly com.petitive in structure

and that installment lenders do possess some degree of power

over price. However, the degree of market power possessed

^Heggestad and Shepard (1986), p. 309.

^^See Shepard (1982), pp. 616-617.
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by the large installment lenders as measured by, say, the

Lerner Index, is very difficult to ascertain.

4.3 Factors Determining the Willingness of Installment

Lenders to Hold Consumer Receivables

The ability of commercial banks and other financial

institutions to accommodate the finance requirements of

economic agents in both the private and public sector

depends on a complex set of social and institutional factors

as well as the technology of the payments process. Included

among these are the confidence of the public in the

integrity of the banking system, the existence of mechanisms

to facilitate the clearing of bank debts, the existence of

fluid interbank reserve markets, and the existence of

facilities for the discounting of bank assets. A factor of

decisive importance in a system based on the fractional

reserve principle is obviously the willingness of the

Central Bank to accommodate the need for reserves by

12
commercial banks. This is accomplished primarily by the

^^The Lerner Index is shown as follows;

Price-Marginal Cost
Price

12
Basil Moore argues that the Federal Reserve's "sup

port" function is more important than its "control" func
tion, i.e., its function in controlling the quantity of bank
deposits. See Moore (1978), pp. 120-138.
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purchase of government securities on the open market or the

discounting of bank assets by the Federal Reserve Bank. The

relationship between Federal Reserve policy, conditions in

installment credit markets, and the volume of consumer

spending is the subject of Chapter 5.

This section is concerned with the factors which

determine the willingness of lending institutions to hold

consumer installment receivables. As a general principle,

assets are held because they yield income or because they

possess liquidity. While it is true that short-term

Treasury bills yield interest, they are held in bank

portfolios primarily because they are a source of liquidity.

Owing to the organization of the secondary market for

short-term government debt, there is a high degree of

certainty as to the liquidity of Treasury issues. For this

reason bank portfolio managers probably view their holdings

of government securities as a secondary source of bank

reserves. Consumer installment paper is held because it

yields income. Installment receivables are part of a bank's

portfolio of earning assets. Hence the primary determinant

of the willingness of banks to make credit extensions to

households is the profitability of holding installment

receivables as compared to the profitability of other lines

of business such as commercial and industrial lending.
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The profitability of holding installment paper is

determined by the spread between the lender's cost of funds

and the interest rate charged on consumer loans. Additional

costs to consider would be the administrative cost of

processing loan applications as well as allowances made for

collection costs, attorneys fees, and charge-offs due to

default. For banks, lender's cost consist mainly of

interest payments made on interest-earning checkable

deposits as well as savings and time deposits. Other costs

would include the discount rate applied on advances from

Federal Reserve banks as well as the rate paid on funds

raised in the federal funds market. Lender's cost for

credit unions and thrifts would consist of mostly the same

costs born by commercial banks. Finance companies take

positions in installment paper through bank loans, the issue

of commercial paper, and in the case of the largest

companies, the issue of long term bonds.

Are lender's costs sensitive to movements in the

complex of short-term interest rates? It depends on the

maturity structure of liabilities carried by installment

lenders. For instance, if the liabilities of a finance

company consist mainly of long-term bank loans or bonds then

a substantial proportion of lender's cost will be fixed in

money terms. It is a different story for banks. A large

quantity of bank deposits are claims held by firms or
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government units. The past twenty years have witnessed an

increase in the sophistication of cash-management techniques

as well as the development of deep markets for highly liquid

money substitutes. Hence banks run the risk of a portfolio

shift of major depositors out of bank money in response to

an increase in interest rates in the market for short-term

debt. To reduce this risk, banks must offer rates which are

competitive with those carried by the assortment of money

substitutes. Given that the income stream deriving from

installment receivables is essentially fixed in money terms,

it follows that, for banks in particular, the profitability

of consumer lending is sensitive to short term interest

rates. This point becomes important when examining the

effects of Federal Reserve policy on the willingness of

13
banks to accommodate household credit demand.

Apart from the profitability of holding installment

receivables, consumer lending activities offer a means by

which bank officers can diversity the bank's portfolio of

earning assets. Because the typical installment loan is

small in amount compared to average loan amounts on

commercial and industrial loans, an installment loan to a

13 . . . .
Evidence is given in Chapter 5 that the profitability

of consumer lending, as measured by net earnings before
taxes as a percent of installment credit outstanding,
declined sharply between 1978 and 1982, a period of high
short-term interest rates.
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particular household involves minimal exposure of the bank

to a single borrower, a practice consistent with what are

generally thought to be sound banking principles. A bank

achieves much greater diversification if it makes ten

$10,000 car loans to ten different households than if it

14
makes one $100,000 loan to a single business customer.

As was argued in Chapter 3 the probability of default

for a single household borrower cannot be ascertained

through the application of actuarial science. A health

insurance company cannot estimate the probability a person

with a given health profile will have of suffering a heart

attack within two years. However, if there are 10,000

persons with basically the sam>e health profile, the

insurance company can estimate with reasonably good accuracy

the number of persons in that group likely to have heart

attacks within two years. This is the principle of

insurance. It is the task of actuaries to pool the results

of case histories for thousands of persons fitting various

health profiles and then formulate probability distributions

concerning the incidence of various health problems within

each group.

14
The idea that portfolio holders can achieve a higher

rate of return for a given amount of risk through diversi
fication is well known. Tobin put forth this idea in his
seminal 1958 paper with the use of mean-variance analysis.
See Tobin (1958), pp. 65-86.
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Similarly, installment lenders cannot predict the

likelihood that a particular borrower will default based on

information such as the borrower's age, income, education

level, length of employment, credit history, liquid assets

held, or other factors. What installment lenders can know

with reasonable accuracy is this: if credit extensions were

made to 1,000 households with a given credit profile, how

many would default? To say that default rates can be

predicted with reasonable accuracy means that in most

circumstances the number of household borrowers which

actually default will not depart substantially from the

number of household borrowers expected to default based on

the credit history of borrowers with a similar credit

profile. In form.al statistical terms, there is a density

function which describes the probability of various default

rates actually occurring. Default rates are reasonably

predictable because the density function exhibits low

dispersion around its mean value, i.e., the variance of the

distribution is comparatively low.

It should be noted that a given density function is

based on a given value of aggregate income. For example, a

decline in national income due to a contraction of business

activity would render borrowers more risky on average. This

conclusion follows from the fact that the level of

disposable income is the vital determinant of the ability to
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repay debt obligations. Hence, a contraction in national

income can be expected to result in a decrease in the

average disposable income of borrowers with consequent

adverse effect on their ability to pay. The importance of

this phenomena is evidenced by the countercyclical behavior

of default rates on consumer installment loans. Commercial

banks and other installment lenders can expect an increase

in bad debt losses in the event of a cyclical downturn in

economic activity.

Aside from complications arising from changing

macroeconomic conditions, actuarial calculations do serve as

an appropriate guide to action in the case of installment

lenders. That is, charge offs and other costs related to

bad debt write-offs can be predicted reasonably well so long

as the installment lender has a diverse portfolio of

consumer installment paper. Moreover, installment lenders

should be able to roughly predict cost savings which would

be realized through a tightening of the minimum standards of

credit worthiness.

The ability to predict bad debt losses on consumer

lending operations is probably subject to a learning curve.

That is, institutions which have been in the installment

credit business for many years have vast experience in

estimating charge offs per dollar lent for a given set of

credit standards.
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4.4 Pricing in Installment Credit Markets

15
The interest rate is the price of credit. How does

this price get determined in installment credit markets?

The present section sets forth a simple theory of price

formation in installment credit markets which is consistent

with the Liquidity Preference theory of the interest rate as

well as price-making behavior on the part of installment

lenders.

In the perfect credit market of neoclassical interest

theory, there is no rationing. Interest rate fluctuations

are the mechanism by which the flow of available credit is

allocated among competing borrowers. At the equilibrium

interest rate, any one borrower may obtain all the credit

that is desired at the prevailing interest rate. The shape

of the supply curve of credit is given by the rate of time

preference. That is, the supply curve for finance is the

schedule revealing the extent to which the community of

Typically installment debt contracts call for the
payment of a lump sum fee by the borrower. This fee should
be included as part of the price of installment credit.

16
The classic statement of the time preference theory

of the interest is by Irving Fisher. See Fisher (1911) ,
Chapter 6. Fisher acknowledged that the concept of a per
fect capital market abstracts from the problem of uncer
tainty and moral hazard: "Let us assume a perfect capital
market in which the element of risk is entirely lacking,
both with respect to the certainty of the expected income-
streams belonging to different individuals, and with respect
to the certainty of repayment for loans." See Fisher,
ibid., p. 118.
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savers is prepared to defer present consumption at each

level of interest. Hence, abstracting from demand-side

elements, the interest rate is determined by the habits of

thrift prevailing in the economy at large. The presence of

commercial banks, finance companies, and other lending

institutions apparently does not render this principle

invalid since these institutions are viewed as merely

extending the chain of intermediation between savers and

17
borrowers. It is important to note that the equilibrium

of neoclassical interest theory is a flow, as opposed to

stock, equilibrium. The interest rate adjusts simultaneous

ly to equate the current flow of saving and borrowing.

The Liquidity Preference theory of the rate of interest

is based on the recognition that the predominant influence

on the rate of interest is not the willingness of economic

agents to defer present consumption but rather the

willingness of wealth-holding units to hold the outstanding

17
Defenders of the loanable funds (time preference)

theory of the interest rate have insisted, that the phenomena
of bank credit-creation requires no essential change in
their theory. For example, Dennis Robertson states; "The
real value of a country's bank money is the same thing as
the amount of real savings which the public has put in the
past at the disposal of industry through the medium of the
banks, and its amount lies in the discretion of the public
and not the banks. The banks determine how much money shall
be outstanding, but it is the public which determines,
through the habits which it adopts as regards the hoarding
and spending of money, what that amount of money shall be
worth." Roberton (1940), p. 53.
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stock of debt instruments. Keynes conceived of the

equilibrium interest rate as a stock equilibrium. The

neoclassical theory leads to the conclusion that yields on

both previously issued debt instruments as well as newly

issued liabilities are determined in the market for new

placements. The Liquidity Preference theory proceeds from

the insight that additions to the stock of debt obligations

(new placements) in a given time period will be very small

in comparison with the stock of debt obligations previously

issued. Hence, yields on newly issued debt instruments m.ust

come into equality with yields on issues already held.

Shackle described the implications of Keynes' insight;

Within any brief interval we care to select,
the quantity of old bonds that can be released for
the purchase of bonds, by a change in the interest
rate, is overwhelmingly greater than the quantity
of net new borrowing and lending that might be
induced by the same change. The market for old
and new bonds combined is dominated by the vast
stock of old bonds and by the great mass of money
which at all times exists in the hands of those

individuals or firms who for the moment fear a

price-fall of securities. Against these
pre-existing masses, always poised for release
onto the market by any sufficient movement of the
interest rate, little influence can be exerted by
the quantities of new bond issues, or of savings
newly accumulated, within a brief past interval,
in the hands of those waiting to return them, via
purchase (directly or indirectly) of new bond
issues, to the business community. It is thus the
interest rate, or the system of r^^es, can be too
high to allow for full employment.

^^Shackle (1967), p. 207.
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Interest rates carried by bonds or other promises to pay

must be sufficiently high to induce economic agents to hold

wealth in the form of debt obligations as opposed to money.

1 QInterest is the "reward for parting with liquidity."

The above analysis is concerned with the determination

of interest rates on financial instruments which are dealt

in highly developed secondary markets and thus possess a

greater degree of liquidity than consumer installment

receivables. As was stated earlier, the secondary market

for installment paper is relatively well developed and the

Federal Reserve will act as buyer of last resort under

certain circumstances. However, the secondary market for

installment paper is not comparable in structure with the

market for, say, short-dated Treasury bills. It is for this

reason that the price of installment credit is not

determined by the willingness of economic agents to hold the

outstanding stock of consumer debt. Owing to the absence of

a continuous spot market with specialist traders acting as

residual buyers and sellers of installment paper, there

exists no set of forces which ensure that yields on newly

created consumer debt obligations will come into equality

with yields on installment paper already outstanding.

Rather, installment lenders act as "price makers" in the

market for consumer credit.

19
Keynes, op. cit., p. 167.
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Given that the price of consumer credit is "adminis

tered" by lending institutions, what factors enter into the

determination of administered prices? Commercial banks

practice third degree price discrimination in their consumer

lending operations. That is, consumers are segregated out

as a special class of borrowers and are typically offered

credit under a different set of terms than other classes of

borrowers. However, it is not the ordinary practice of

installment lenders to engage in first degree price

discrimination. Lending institutions will typically offer

credit on the same terms to all household borrowers deemed

credit worthy. Lenders do not generally adjust interest

rates to reflect differences in willingness to pay among

20
households. Nor is it the case that lenders will

accommodate riskier borrowers at higher interest rates.

Thus, interest rate movements are not the mechanism by which

credit is allocated among competing household borrowers.

There will always be therefore a group of potential

household borrowers which is unable to obtain installment

credit on any terms.

Instead of thinking in terms of a market supply curve

for consumer credit, it is appropriate to think of a

"representative" bank or finance company which administers

20
For a discussion of price discrimination in consumer

credit markets, see Shay (1970), pp. 503-15.
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the price of installment credit. Section 4.2 described the

structure of the installment credit industry. Evidence was

presented in support of the proposition that the installment

credit industry is imperfectly competitive in structure.

Installment lenders face downward sloping demand schedules

for credit and as such possess some degree of power over

market price. The price of credit is determined by a

mark-up over the estimated cost of holding installment

receivables. Relevant costs would include the cost of

processing loan applications, allowances made for collection

costs, attorneys fees, and bad debt write-offs, a charge

made to cover allocated overhead costs, and other costs such

as the payment of interest on bank liabilities, commercial

paper, bank loans, or bonds. The issue of what factors

determine the mark-up over cost is a complicated one. If it

is assumed that installment lenders are profit maximizers,

then the administered interest rate is that rate which is

expected to maximize the net earnings derived from holding

installment receivables.

This analysis bears a resemblance to the mark-up

pricing models attributable to writers such as Kalecki

(1940) and Eichner (1976) . Such models are based on the

observation that in highly developed industrial economies

the manufacturing core is dominated by large, vertically

integrated firms which possess power over price. Under
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ordinary circumstances these firms will have reserve

capacity which could be utilized if firms decide to increase

the rate of output. Technical conditions are such that unit

prime costs of production will remain roughly constant at

different scales of output. Hence firms in most circum

stances will not experience rising unit prime costs due to

the principle of diminishing returns when the rate of

capacity utilization is increased. Prices are determined by

a mark-up over unit prime costs and firms stand ready to

supply all the output the market will bear at the

administered price. Firms are "price makers" and "quantity

takers."

On one level, the mark-up pricing model is appropriate

for analyzing price formation in consumer credit markets.

Installment lenders do possess some market power and the

activity of installment lending is not subject to the law of

diminishing returns. However, installment lenders are in an

important way quantity-makers as well as price-makers.

Lenders are quantity-makers to the extent that they decide

who shall get credit. Transactions in product markets

involve the exchange of money for goods or services.

Transactions in installment credit markets involve the

exchange of promises to pay. The latter type of transaction

s  subject to a moral hazard problem. Refusal to deal is

illegal under Section 3 of the Clayton Act of 1914.
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However, the law applies only to sellers of goods and

services. Lenders may legally refuse to accommodate any

borrower, so long as refusal to deal is not based on sex,

color, race, political conviction, or religious persuasion.

A  supply curve of credit is relevant only to those

households which meet some minimum standards of credit

worthiness.

4.5 Effects of Usury Ceilings

A  complicated issue concerns the effect of usury

ceilings on the hire-purchase terms and availability of

consumer credit. In 1975 there were 48 states with usury

ceilings on consumer loans. Ceilings ranged from a high of

41.7 "APR" in Mississippi to a low of 10% in Arkansas. It

should be noted that usury laws apply mainly to open-ended

or revolving credit. Interest rates on revolving or credit

card debt tend to be 2 to 10 percentage points higher on

average than rates on other installment loans. Though the

terms interest rate and finance charge are used inter

changeably here, spokespersons for major credit card issuers

typically reject this interpretation. They cite the high

administrative overhead costs carried by their credit card

operations as the explanation for the spread on rates

between open-ended credit and, say, the prime rate. The

evidence does not appear to contradict this claim. For
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example, banks pay a fee to the two major credit card

companies for the rights to issue credit cards under the

Visa and Mastercard name as well as for access to the

centralized billing service operated by these companies.

Based on the Federal Reserve's 1973 functional cost

analysis, administrative costs of commercial bank credit

card operations were equal to 70% of the gross income

21deriving from those operations.

In 1986 there was an attempt in the Senate to replace

the myriad of state laws with the Federal usury legislation.

Two bills were proposed. The National Credit Card

Protection Act would impose a ceiling of 5 percentage points

above the "index rate," which was to be average yield in the

preceding calendar year on a six-month Treasury bill. Under

the credit Care Holder Protection Act the rate on credit

cards would be limited to 4 percentage points above the

prime rate charged by banks in the previous six months. The

use of an index rate is based on the assumption that changes

in lender's cost are effectively mirrored in the movement of

some short term rate selected as the index. Martha Seger of

the Federal Reserve Board rejected this view;

21
See Canner and Fergus (1987), p. 2.
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Turning to the specific previsions of the bill
before Congress, it should be emphasized that
credit cards are issued by a broad variety of
retail merchants and financial institutions which
differ both as to their sources of funding and
their liability structure. Under these circum
stances, a single index rate would be unlikely to
mirror charges in the costs for such a diverse
array of card issuers. In any case, short-term
rates, such as the Treasury bill rate or the
Federal Reserve discount rate, fluctuate a good
deal more widely than costs of funds of most
lenders. They do so because a lender's overall
average cost of funds at any point is a blend of
current interest rates and rates on previously
issued liabilities, and because market rates on
longer-term liabilities—which usually make up the
cost of»funds—typically vary less than short-term
rates.

The relationship between lenders' cost and the complex of

short term interest rates is an important issue when

examining the effect of open market operations on conditions

in installment credit markets. If interest charges on

installment contracts exhibit rigidities or do not adjust

fluidly to changing conditions in the market for short term

debt, then it follows that the profitability of holding

installment receivables is sensitive to changes in lenders'

cost. Moreover, if the FED can effectively target the rate

prevailing in the interbank reserve market, i.e., the rate

which perhaps most accurately reflects lenders' cost, then

it may impact on the profitability of consumer lending

operations. A full discussion of this issue is deferred to

Chapter 5.

^^Seger (1987) , p. 340.
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The rationing effect of a usury ceiling is usually

illustrated with a supply-demand diagram and a price ceiling

which falls below the intersection of competitive supply and

demand functions. An upward sloping supply of credit

schedule with respect to the interest rate is apparently

consistent with the loanable funds (time preference) theory

of the rate of interest. It is probably more appropriate to

think of a "representative" bank or finance company which

administratively determines the price of credit and stands

ready to supply all the credit that is demanded by those

borrowers who meet the minimum standards of credit

worthiness. Again, factors influencing the pricing decision

would include the cost of funds, the cost of processing loan

applications, allowances made for charge offs, and the

desired rate of return from the firm's holdings of consumer

paper.

A  legal usury ceiling will obviously affect the

profitability of holding installment receivables if it falls

below the rate which lenders have determined will maximize

the earnings derived from their portfolios of installment

paper. There are three possible reactions on the part of

lenders to the imposition of a usury ceiling. The first

would be to maintain the volume of credit extensions to

households and accept a lower profit rate on consumer

lending operations. The second would be to curtail, or even
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halt, credit extensions to households regardless of the

credit worthiness of the set of potential borrowers. The

second option is more likely to be taken by banks than

finance companies since consumer lending is not a primary

line of commerce. Hence, banks may shift to different types

of loans in the event a usury ceiling is imposed. A third

possible reaction on the part of lenders would be to attempt

to restore profit rates on consumer lending operation

through reductions in costs, specifically, collection costs

and charge offs due to bad debt. This would be accomplished

through a tightening of the minimum standards of credit

worthiness. As was stated earlier, the risk of default on

the part of a certain household borrower can be actualized

reasonably well on the basis of factors such as income,

credit history, length of employment, liquid assets held,

and other outstanding debt obligations. Hence financial

institutions can roughly predict cost savings in the form of

reduced charge offs and collection costs that would be

realized through a tightening of the minimum standards of

credit worthiness. Credit rationing then takes the form of

the crowding out of marginal borrowers under stricter credit

23
standards.

23
For example, where credit scoring systems are used,

potential borrowers are rationed when there is an increase
in the minimum point score required to qualify for credit.
Shay and Dunkelberg studied the effects of credit scoring
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The literature concerning the effect of legal usury

ceilings on credit availability is limited. The most

frequently cited study is the Arkansas case study done by

24
Lynch. Lynch concluded that the 10% usury ceiling had an

adverse effect on the availability of credit to households,

particularly low income households. There was a significant

decline in credit cards issued by Arkansas banks. Lynch

noted, however, that consumers often were able to substitute

"point-of-sale" credit for credit offered by financial

institutions. In the case of retail establishments which

offer point of sale credit, usury ceilings can be

effectively circumvented through an increase in retail

prices. Lynch reported that retail prices for durable goods

were "significantly higher" in Arkansas than in states with

less restrictive usury ceilings. Conner and Fergus point

out that retail establishments are not alone in their

ability to adjust to usury ceilings through price increases:

Although increases in merchandise prices can be
implemented only by retailers, some issuers of
bank credit cards might be able to effect an
indirect form of repricing by raising the fee they
charge merchants for processing credit card sales.
The fee, called the merchant discount is an

systems on credit card use in New York and found that a
substantial proportion of current card holders would not
have qualified for card issue under tougher credit stan
dards. See Shay and Dunkelberg (1975).

24
See Lynch (1968), pp. 592-618.
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operating cost to the retailer. Any increase in
these charges could be passed on in higher prices
of merchandise, including prices paid by customers
who always pay in cash.

Other card-related fees could also be raised.

Seventy percent of more of commercial banks in
1985 charged an annual fee for Mastercard and Visa
accounts. These annual fees could be increased to

help generate higher revenue, and 2^dditional
institutions could implement such fees.

Douglas Greer performed a series of regressions to

determine the relationship between excess demand for credit,

as measured by the rate at which loan applications are

rejected by consumer finance companies, and interest rate

2 6
ceilings. Not surprisingly, for a sample covering 24

states Greer found an inverse relationship between permitted

finance charges and loan rejections at consumer finance

companies.

Are usury ceilings a good idea? The imposition of

usury ceilings can have at least three potentially

undesirable effects. First, it is possible that under

certain circumstances usury ceilings could produce

congestion in the market for installment credit with a

reduction in the volume of consumer spending. Secondly, the

evidence points to the fact that the adoption of such

ceilings invariably results in a tightening of the minimum

standards of credit worthiness. Such changes in credit

25
Conner and Fergus, op. cit., p. 8.

2 6
See Greer, op. cit., pp. 1376-1383.
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policy adversely affects the ability of low income

households, or households without an established credit

history, to obtain finance. In the case where ceilings

result in an increase in the prices of goods and services,

those consumers which do not use credit must nonetheless

feel the effects of the usury ceiling.

The Federal Reserve Board of Governors has been

unwavering in its opposition to usury laws of any kind.

Martha Seger summarized the Board's view in a speech before

the House Committee on Banking, Finance, and Urban Affairs

on March 18, 1987;

From experience with the imposition of credit
controls in 1980 and the sharp, unexpected
contraction in consumer spending that accompanied
them, we know that regulatory measures can have
unpredictable and unwanted consequences. Setting
a federal ceiling on credit cards below those that
currently prevail in many states would most likely
reduce the amount of credit available, forcing
consumers to rely instead upon less convenient and
possibly more expensive substitutes or to lose
access to credit at any rate. Moreover, such a
curtailment would be apt to fall most heavily on
less affluent borrowers with relatively limited
access to other sources of credit.

4.6 Summary

This chapter has described and analyzed supply-side

conditions in markets for consumer installment credit. The

following points were made in Chapter 4. First, though the

27
Seger, op. cit., p. 340.
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installment credit industry is difficult to categorize from

a structural standpoint, the evidence generally supports the

thesis that the installment credit industry is imperfectly

competitive in structure and that installment lenders are

"price-makers." Second, the primary determinant of the

willingness of installment lenders to make credit extensions

to households is the profitability of holding installment

receivables. The profitability of holding installment paper

is determined by the spread between the lender's cost of

funds and the interest rate charged on consumer loans.

Third, bad debt write-offs on consumer installment loans are

regarded as a normal business expense by lenders and can be

predicted reasonably well. Fourth, the price of installment

credit is "administered" by lenders on the basis of a

mark-up over lender's cost. Finally, usury ceilings can,

under certain circumstances, result in quantity-rationing in

markets for installment credit. Usury ceilings have the

effect of reducing profit margins on consumer lending

operations and thus adversely affect the willingness of

installment lenders to accommodate the demand for consumer

credit.

The partial equilibrium analysis of the installment

credit industry undertaken in Chapters 3 and 4 has laid the

foundation for an analysis of the relationship between

policy initiatives of the Federal Reserve System and the
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volume of consumer durable spending, which is the subject of

Chapter 5. Chapter 5 is based on the argument that policy

initiatives of the Federal Reserve Bank impact directly on

consumer durable spending mainly to the extent that such

initiatives exert an influence on conditions in installment

credit markets.
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CHAPTER 5

FEDERAL RESERVE POLICY AND CONSUMER SPENDING:

THE LINKAGES

5.1 Introduction

This chapter will examine the relationship between the

use of discretionary policy by the Federal Reserve System

and changes in the volume of expenditure for consumer

durable goods. Policy initiatives of the Federal Reserve

Bank (hereafter referred to as the FED) can, in principal at

least, act to stimulate or attenuate the level of consumer

durable spending by virtue of both direct and indirect

effects which tend to be mutually reinforcing. For example,

if FED policies are effective in influencing the general

level of business activity, this will affect the volume of

consumer spending indirectly through a change in the flow of

the income accruing to households. The subject of indirect

effects as operating through changes in the volume of

aggregate income is not the subject of this dissertation.

Rather the focus is placed on direct effects which are

defined as those effects of FED policy which impinge

directly on conditions in installment credit markets.

In Chapter 3 consumer spending was divided into two

categories termed and C^- was defined as that
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proportion of total consumer spending which is determined by

factors other than the volume of current income. C2 was in

turn posited to be strongly influenced by the following

variables; (1) the attitude of the household sector toward

debt obligations, and (2) the ability and/or willingness of

commercial banks, finance companies, and other installment

lenders to accommodate the demand for finance by the

household sector. The first shapes the demand schedule for

consumer installment credit while the latter shapes the

supply schedule. Remaining within the partial equilibrium

framework developed in Chapters 3 and 4, the present chapter

will specify and discuss the various mechanisms by which

alternative policy initiatives of the FED are manifest in

changing demand or supply side conditions in installment

credit markets.

The outline of the present chapter is as follows.

Section 5.2 will discuss the rules and requirements

pertaining to the eligibility for discount of consumer

installment paper under the Federal Reserves Regulation A.

This topic is included because the conditions under which

the FED is prepared to exercise its "lender of last resort"

function can have important implications with respect to

bank lending practices. That is to say that the regulations

pertaining to the eligibility for discount of different

types of bank assets render such assets more or less liquid
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and hence are capable of influencing the desired composition

of bank portfolios. The Credit Control Act of 1969 is the

subject of section 5.3. Section 5.4 concerns the direct

regulation by the FED of hire-purchase terms stipulated in

installment debt contracts such as the minimum required down

payment, length to maturity, or minimum collateral

requirements. Section 5.5 presents an interpretation of the

transmission mechanism connecting changes in the conduct of

open market operations by the FED and changes in the volume

of spending for consumer durable goods. The interpretation

set forth in section 5.5 stands in contrast to well-known

interpretations of the transmission mechanism based on net

wealth or portfolio adjustment effects. Section 5.6

explores the effects on consumer durable spending of direct

credit controls imposed under the Credit Control Act as well

as the conduct of open market operations during the

1979-1982 recession, a period during which the FED was

widely perceived to have pursued a "contractionary" monetary

policy.

5.2 The Federal Reserve Act and Regulation A

It was stated in Chapter 4 that consumer installment

paper is held by various installment lenders because it is a

source of income. For commercial banks installment

receivables constitute a part of the portfolio of earning
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assets. But it is also true that, as a general principle,

given a choice among assets which are similar in all

respects save for the degree of liquidity attached to them,

lenders will prefer the asset which offers the highest

degree of liquidity. In enumerating the factors which

condition the willingness of lenders to hold installment

paper, one factor given was "the degree of liquidity

attached to installment paper, or the assessment on the part

of lenders as to the future possibility of discounting

consumer installment paper in secondary markets or at the

FED discount window." Given the preference of lenders for

assets which combine high expected yields with liquidity,

the existence of an institution which acts as "buyer of last

resort" in the secondary market for consumer installment

paper would, other things being equal, tend to facilitate a

continuous flow of credit extensions to the household sector

by making installment paper a more attractive asset in the

view of lenders.^ As was stated in Chapter 4, the secondary

The desire for earnings assets which offer a high
degree of liquidity might offer a partial explanation of the
recent pressure brought to bear by the banking community for
the repeal of the Glass-Stegall Act of 1933, which prohibits
depository institutions from engaging in securities under
writing activities. The repeal of this legislation might
conceivably reinforce the recent trend toward the "securiza-
tion" of assets such as mortgage notes and debts collateral-
ized by automobiles. Commercial banks would underwrite
issues of consumer durable securities and act as market-

makers in the secondary market for such assets, thereby
maintaining their liquidity.
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market for consumer installment receivables does not compare

in a structure sense with markets for other financial assets

such as equities or Treasury issues. Hence there is a much

greater degree of uncertainty attached to the future spot

price and liquidity of installment paper as compared to

alternative assets which commercial banks are legally

permitted to hold in their portfolios. Hence the terms on

which the FED is prepared to perform the "buyer of last

resort" function is capable of influencing the composition

of bank portfolios and the ability of commercial, industrial

and household borrowers to obtain credit.

The Federal Reserve Act of 1913 reflected an explicit

recognition on the part of politicians and other policy

makers of the central banks function as "lender of last

resort." Under the reorganization of the national banking

system in 1913 the Federal Reserve Bank stood ready to

provide for "elasticity of reserves" to the banking system

in accord with the requirements of commerce. Jane Knodell

has described the system as follows:

Banker's dissatisfaction with the reserve
system, together with the changing orientation of
the Federal Government toward the economy,
culminated in the Federal Reserve Act of 1913.
This Act created a mechanism for the supply of
reserves to the banking in a manner responsive to
fluctuation in the banking system's need for
reserves—the discount window. Banks could get
reserves either by borrowing on the collateral of
eligible paper, or by discounting eligible paper
(commercial paper and trade acceptances) with the
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reserve bank, at an administered discount rate.
Reserve banks were essentially buyers of last
resort of bank holdings of short-term paper,
rendering the demand for this paper perfectly
elastic at the stated discount rate. The creation

of a central discounting facility dramatically
transformed the operating environment of
commercial banks by regularizing the supply of
reserves to the banking system. This allowed
banks to regard their loan portfolios as sources
of profits over the long term ar^ not as sources
of liquidity over the short term.

If, as Knodell argues, the Federal Reserve Act resulted in

an increasing preference by bankers for income-earning, less

liquid assets in their portfolios, then the system must have

worked in favor of the growth and maturity of consumer

credit markets. This follows from the fact the installment

paper is held primarily because it is a source of profit.

As was pointed out above, an important method by which

the FED exercises its lender of last resort function is

through the discounting of commercial bank assets or the

acceptance of bank assets as security against advances made

to banks by the Federal Reserve. The Congress and Federal

Reserve officials are in a position to influence some degree

the lending practices of commercial banks by setting forth

guidelines concerning the eligibility of bank assets for

discount or for their eligibility as collateral against FED

3
advances. With respect to the willingness of commercial

^Knodell (1987) , p. 693.
3
The guidelines are contained in the Federal Reserve's

Regulation A.
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banks to acconmodate household credit demand, bankers are

likely to have a more favorable attitude toward consumer

installment paper if such paper is eligible under the

guidelines set forth in Regulation A.

Under the unrevised version of Regulation A, only paper

classified as "self-liquidating" is eligible for discount or

as security against FED advances. The term "self-

liquidating" paper refers mainly to short term industrial

and commercial loans which are made for the purpose of

procuring inventory stocks of intermediate or finished

commodities or for meeting payrolls. Such loans were viewed

as self-liquidating in the sense that they would be repaid

in a relatively short period of time through the sale of

goods and services. Hence, assets eligible under Regulation

A were generally loans made for the purchase of circulating

capital.

Consumer installment paper was not eligible under the

unrevised version of Regulation A. Regulation A was revised

effective October 1, 1937. The revised regulation states

that, "when in judgement of the Federal Reserve Bank circum

stances made it advisable to do so, the bank may accept as

security for such advances any assets satisfactory to it."

Included among these were "obligations which are issued or

drawn for the purposes of financing or refinancing the sale
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4
of goods on an installment basis." The eligibility of

installment paper, which includes paper held by finance

companies, is subject to provisos that it is "sound" paper

and its maturity does not exceed 90 days. The latter pro

viso is important in that the majority of installment paper

held by financial institutions will have a maturity exceed

ing 90 days and thus is not eligible under subsection D.

What factors led to a revision of Regulation A? On one

level it was part of a flurry of new legislation (including

deposit insurance and the Glass-Stegall Act) enacted in

response to the banking crisis of the 1930s. However, there

also might have been a growing awareness of the importance

of installment lending institutions in maintaining a wide

and deep market for consumer durable goods. As is well

known spending for consumer durable goods declined

precipitously between 1929 and 1933. What is less well

known is that exposure to installment paper by banks and

finance companies dropped sharply in the same period. In

October, 1929, installment credit outstanding was equal to

$3.17 billion, a decline of 66% in nominal terms from the

pre-Depression high.^ Keynesian scholars generally

4
See Regulation A, subsection D, "Kinds of Collateral

which may be used as security against such advances," pub
lished in Regulations of the Board of Governors of the
Federal Reserve.

5
These figures are based on estimates made by the

Federal Reserve Board in 1953. See Smith, ibid., p. 354.
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attribute the durable goods slump of the Great Depression to

a  set of demand-side causes including falling personal

income, a decline in personal wealth resulting from the

stock market crash and deteriorating consumer confidence.^

Another element may have worked in combination with these

factors to produce the slump in durable spending. In a

period of recurring liquidity crises within the banking

system, bank officers will have a tendency to reorganize

portfolios in favor of short-term liquid assets which offer

a greater degree of certainty with regard to their future

spot price and liquidity. Epstein and Ferguson state, for

example:

By the middle of the Great Contraction, bank
portfolios in many federal reserve districts were
beginning to assume a curious shape. Either
because bankers were becoming very wary or because
good lending opportunities were difficult to find,
loans were falling off catastrophically. The loan
liquidation effect then took hold. As loans and
many bonds became increasingly risky, bankers
looked around for ways to maintain earnings. In
due course, they began to purchase larger and
larger amounts of the safest asset that remained
available in large quantities—short term
government securities. Whereas in 1929 invest
ments made up less than 30 percent of member bank
earning asset portfolios, by the end of 1933 they
made up almost 50 percent. A large percentage of
the increase took the form of increases in the
holdings of government securities.

^See, for example, Peter Temin (1976)
7,7
Epstein and Ferguson (1984), p. 969. For a detailed

look at changes in the composition of bank portfolios in the
Depression, see Epstein and Ferguson, ibid., Tables I and
II, pp. 970-971.
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Prior to 1937, there was no "buyer of last resort" in

the market for installment credit. Hence, bankers may have

been reluctant to layer their portfolios with installment

receivables for fear that these assets could not be

discounted at a later date to meet a reserve deficiency.

The revisions to Regulation A probably attenuated this fear

by establishing the FED as buyer of last resort in the

secondary market for installment paper.

A case can be made for the further liberalization of

Regulation A guidelines pertaining to FED discount of

installment paper. The volume of spending by households for

consumer durable good depends upon, among other things,

households being able to obtain the credit necessary to

execute buying plans. A general "flight to liquidity" on

the part of commercial lenders will obviously result in a

curtailment of installment extensions to households and

consequent contraction of aggregate demand. The FED is in a

position to counteract such a development by giving

assurances that it will maintain the liquidity of

installment paper should a crisis develop.

5.3 The Credit Control Act of 1969

Under the Credit Control Act of 1969 the Federal

Reserve Board can be authorized to control and regulate

extensions of credit by member commercial banks if the
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President "determines such action is necessary for the

purpose of controlling inflation generated by the extension

of credit in excessive volume." A Presidential authoriza

tion may specify particular categories of loans, e.g.,

industrial, commercial, loans to brokers, mortgage loans,

revolving credit of households, etc., or it may be a request

by the President for general limitations on credit

expansion. In either case, the Federal Reserve board has

wide discretion with respect to the specific means by which

controls are implemented under a Presidential authorization.

These include the direct regulation of interest rates and/or

nonprice terms of credit contracts. Also, the FED maintains

power over the licensing of lending institutions. Hence,

the FED may exert considerable control over both the

direction and volume of credit expansion by virtue of its

power to issue or revoke lending licenses. It should be

noted that the power to revoke licenses is infrequently

exercised in practice. Another means by which the FED can

implement credit controls is by setting maximum loan-to-

deposit or loan-to-asset ratios for creditors or debtors.

Consumer installment credit has been a target of direct

credit controls on one occasion since the passage of the

Credit Control Act of 1969. President Carter, citing the

build-up of household indebtedness as a contributing factor

to both inflationary pressures and a relatively low, by



156

historic standards, savings rate on the part of domestic

households during the recovery from the 1974-75 recession,

invoked his authority under the Credit Control Act on

March 14, 1980. Executive Order 12201 stated the following;

.  . . each covered creditor shall hold a

non-interest bearing deposit equal to 15% of the
amount by which the average amount of its covered
credit outstanding during the calendar month
exceeds its base.

"Covered" creditors meant all suppliers of consumer

credit with a least 2 million dollars of consumer debt

appearing as "accounts receivable" on their accounting

statements as of March 14, 1980. Under this definition, the

majority of commercial banks and consumer finance companies

were covered under the executive order. The extent to which

retail establishments such as major department stores and

appliance retail business were covered by the credit

controls is difficult to ascertain. Though a significant

proportion of consumer credit extensions originate at "the

point of sale," installment contracts offered by retailers

are generally presented to finance companies or commercial

g
banks for discount. Thus, in a given year a particular

retail establishment may offer point-of-sale credit

extensions well in excess of 2 million dollars yet at the

8
Installment contracts offered at the point-of-sale and

then discounted appear as "paper purchased" indirectly in
the consumer credit statistics. Table 1.56, Federal Reserve
Bulletin.



157

end of the year the value of consumer installment

receivables might be substantially less than 2 million owing

to the discount of such paper. Hence, this establishment

would not be "covered" since the guidelines are based on the

stock of credit outstanding and not the volume of extensions

granted in a particular time interval. Table 5-1 shows the

volume of extensions of point-of-sale credit (in millions)

by retailers and the percent of installment paper

outstanding held by retail establishments in selected years.

Data for more recent years is unavailable since the Federal

Reserve discontinued publication of the repayments and

extensions series in 1982. However, the data seem to be

consistent with the view that at least some of the large

regional or national-based retail chains were in the

category of "covered" creditors during the imposition of

direct controls from March, 1980, through January, 1981.

Installment paper held by retailers amounted to nearly 3

billion in 1981. To get a more accurate picture one would

need to know the distribution of installment holding as

among the greater than 10,000 retail enterprises which offer

point-of-sale credit in the United States.

The FED defined "covered" credit to include all

consumer installment debt except loans collateralized by

automobiles, mobile homes, and appliances. It is clear on

the basis of public statements as well as the wording of
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Table 5-1

Extensions of Installment Credit and Installment Debt

Outstanding Held by Retailers

Year

Extensions by
Retailers

(millions of
current dollars)

Percent of

Total Extensions

Installment

Debt Outstanding.
Held by Retailers^

(millions of
current dollars)

Percent

of

Total

1976 29,447 13.9 19,260 9.9

1977 39,133 15.4 23,490 10.1

1978 41,619 13.9 24,876 9.0

1979 46,092 14.2 27.916 8.9

1980 50.959 16.6 29,410 9.4

1981 53,430 15.8 29,551 8.6

Amount outstanding in December of each year.

Source: Federal Reserve Bulletin, Domestic Financial Statistics, Tables 1.56 and
1.57.
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Executive Order 12201 that President Carter's main objective

was to restrain the growth of credit card extensions or

extensions made on revolving account, as they are defined in

the consumer credit statistics. There is, unfortunately,

considerable ambiguity as to the proportion of total

extensions made on credit card accounts which ought to be

properly regarded as consumer loans. Households will

usually have the option of avoiding interest charges if they

pay off their credit card balances in full during the grace

period. The relevant question is what proportion of

consumer debt outstanding on revolving account is typically

paid off within, say, 30 days. This is a particularly

important question since the growth rate of installment

extensions of all types of consumer credit in some years.

For example, revolving credit has been the fastest growing

component of installment debt since 1983. In 1984-85

revolving credit increased by 26%, compared to 20% for

automobile credit and 20% for all other types of consumer

credit. Table 5-2 gives quarterly data indicating the

growth rates of credit card outstanding, total installment

debt outstanding, and debt outstanding on revolving accounts

as a percent of total installment debt. As Table 5-2

reveals, household borrowing was very strong in 1977 and

1978. Debt outstanding on revolving accounts as a percent

of total outstanding installment credit increased by 87%
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Table 5-2

Growth of Consumer Installment Debt, Credit Card Debt, and the Ratio of Revolving Debt
to Total Consumer Installment Debt Outstanding

Year

and

Quarter

Annual Rate of Growth in

Outstanding Debt (Percent)

Total Installment

Debt

On Revolving
Accounts

Debt Outstanding on
Revolving Accounts
as a Percent of

Total Installment Debt

1975: 1.... 4.1 18.3 4.9

2.... 1.9 13.2 5.0

3 • • • • 2.1 10.1 5.2

4.... 4.5 10.1 5.4

1976: 1.... 7.3 16.8 5.3

2.... 10.4 18.9 5.2

3.... 11.5 20.6 5.5

4.... 12.5 21.9 5.9

1977: 1.... 18.1 16.1 5.4

2 17.6 21.3 5.6

3.... 15.6 24.6 5.9

4.... 17.5 28.7 6.3

1978: 1.... 16.7 -.8 6.0

2.... 20.8 42.3 8.2

3.... 16.0 35.7 8.6

4.... 15.8 21.4 9.2

1979: 1.... 17.5 21.3 8.8

2 13.7 27.4 8.9

3.... 13.2 25.1 9.2

4.... 10.4 14.5 9.2

Source: Business Conditions Digest, Series 66 and the Federal Reserve Bulletin,
Domestic Financial Statistics, A46, Teible 1.56.
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between the first quarter of 1975 and the fourth quarter of

1979. Hence, borrowing on credit card accounts drove the

growth rate of total installment debt outstanding to an

increasing extent throughout the period, the exceptions

being the first quarter of 1978.

As indicated earlier, the consumer debt figures may,

however, be overstated in so far as they include convenience

use of credit card accounts. Luckett and August adjusted

the consumer debt figures for convenience use by assuming

that about one-half of the debt outstanding on charge

accounts was owed by "revolving users" and hence ought to be

considered as consumer debt, and that the other half was

owed by "convenience users" and should be omitted from the

statistics on consumer debt. The assumption concerning the

division of credit card debt between "convenience use" and

"revolving use" was based on the results of FED-sponsored

"Survey of Consumer Finances" published in 1967 and 1983.

The estimates of Luckett and August are shown in Table 5-3.

As can be seen by Table 5-3, the convenience-adjusted

figures are systematically lower than the actual growth rate

of installment debt outstanding in the period indicated.

9Borrowing on credit card accounts is typically weakest
in the first quarter of any given year. The consumer credit
statistics are not seasonally adjusted.
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Table 5-3

Convenience Adjusted Rate of Growth
of Consumer Installment Credit

Year

and

Quarter

Annual Rate of Growth

in Outstanding Debt

Convenience
Actual Adjusted

1977: 1 18.1 18.5

2 17.6 16.3

3 15.6 15.6

4 17.5 15.9

1978: 1 16.7 16.0

2 20.8 19.8

3 16.0 14.8

4 15.8 15.1

1979: 1 17.5 16.0

2 13.7 12.2

3 13.2 12.0

4 10.4 9.5

1980: 1 7.4 8.3

2 -8.3 -9.7

3 (2) (2)
4 2.2 1.8

1981: 1 6.9 6.3

2 6.9 5.9

3 7.8 7.6

4 .4 .1

1982: 1 5.0 4.5

2 6.5 5.8

3 2.8 2.5

4 5.0 4.9

1983: 1 8.6 8.0

2 11.6 10.6

3 14.7 14.4

4 20.4 19.2

1984: 1 18.5 17.4

2 23.4 22.0

3 16.8 16.3

4 17.1 16.3

"Convenience-adjusted" debt is actual
cumulative growth in convenience credit.

debt minus

Source: Luckett and August (1985), p. 398.
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The effects of the direct credit controls imposed in

1980 on the volume of installment credit extensions and

consumer durable spending will be discussed in section 5.6.

A few points may be raised here concerning the general

desirability and effectiveness of direct controls on

consumer credit. With regard to the desirability of direct

controls, the important question is: What purpose are

credit controls ostensibly designed to serve? That

President Carter's main objective in invoking the Act was to

attenuate the inflationary spiral of the late 1970s should

not be doubted. Might direct controls be purposefully used

in the pursuit of other policy objectives? In principle,

direct controls might be deployed in an effort to reshape

commercial bank portfolios in favor of assets which are

comparatively less risky from an actuarial standpoint. The

benefits of such controls would presumably derive from fewer

bank insolvencies and reduced pressure on the Federal

Deposit Insurance Corporation Fund. As was pointed out in

Chapter 4, consumer installment loans are not a particularly

risky proposition for commercial banks. Consumer lending

offers a means by which banks can diversify their portfolios

of earnings assets. Also, with the exception of loans on

revolving accounts, installment loans are typically

collateralized by consumer durable goods. Charge-offs are

regarded as a normal cost of making installment extensions.
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and this cost is reflected in the higher interest charges

households pay on average relative to conmiercial and

industrial borrowers. In suiranary, a convincing arg\iment for

credit controls on the ground of limiting the riskiness of

bank portfolios is difficult to make.

An argument can be made, however, for the use of

selective credit controls to smooth the growth rate of

installment debt outstanding. Holding the average maturity

of installment debt contracts and the growth of installment

debt outstanding means that a larger fraction of disposable

income in succeeding months and quarters will be claimed by

debt servicing. Hence, the stock of household debt

constitutes a near-term constraint on household spending.

The use of direct controls to prevent a sudden build-up of

consumer debt thus may serve to stabilize aggregate

expenditure by limiting the extent to which debt servicing

claims purchasing power from current income. As was

discussed in Chapter 3, durable spending is influenced by

the household attitude toward debt obligations. A rapid

acc\imulation of debt on household balance sheets can set the

stage for an episode of household debt deflation if it

contributes to a general aversion on the part of households

to additional debt liabilities. Hence the use of direct

controls to target the growth rate of installment extensions

might be useful in stabilizing the level of consumer

spending by reducing the risk of debt deflation.
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The use of direct controls as an antiinflation weapon

is obviously based on the assumption that household

borrowing is a contributing factor to inflation. Is this a

tenable assumption? The relationship between installment

borrowing, consumer durable spending, and the average prices

of durable goods is the subject of the Appendix.

Are direct credit controls effective in restraining the

volume of installment borrowing and lending? The Federal

Reserve Board is on record in opposition to the direct

regulation of credit extensions of any type. In fact, FED

officials have argued in favor of the repeal or modification

of the Credit Control Act of 1969. The FED's opposition

appears to be based on two arguments. First, credit

controls don't work. Second, direct controls interfere with

the efficient operation of financial markets. Nancy Teeters

of the Board of Governors outlined this view as follows;

The nature of financial markets in this country
makes credit controls both unneeded—save for very
exceptional circumstances—and extremely difficult
to administer. Our credit markets reflect the

borrowing and lending decisions of vast numbers of
consumers nd businesses and are an important means
through which our economic resources are
efficiently allocated among competing uses. The
market is so large and fluid that credit is
generally available to all qualified borrowers,
though the price—that is, interest rate—will
vary as to ration the supplies o funds.

Imposition of controls in such a free,
well-functioning market inevitably invokes a
response by market participants, who attempt to
circumvent the controls. Lenders seek the most

profitable outlets for their funds, whether at
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home or abroad. And borrowers, who may be blocked
out of one market, may seek funds in another. The
fungibility of money and credit makes it most
difficult to administer credit controls selective
ly, and enhances the likelihoods that oire set of
controls will only give rise to another.

Teeters did not mention the efficacy of hire-purchase

restrictions on installment debt contracts in her policy

statement. The use of hire-purchase controls to target the

volume of consumer credit lending is the subject of

section 5.4.

5.4 Regulation of Hire-Purchase Terms

The direct regulation of hire-purchase terms is one

practical way by which the FED can target the flow of

installment credit extensions forthcoming from both the

commercial banking system and nonbank financial institu

tions. The hire-purchase, or nonprice, terms stipulated in

installment debt contracts constitute a very important

element in the household decision to borrow. Nonprice terms

include the minimum required downpayment, maximum length top

maturity, as well as specific collateralization require

ments. As was stated in Chapter 3, the purchase of consumer

credit serves to alleviate a cash flow problem which

ordinarily arises in the procurement of big-ticket durable

goods. It is for this reason that nonprice credit terms may

^°Teters (1979), p. 467.
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often weigh more heavily in the judgment of household

borrowers than the actual price of credit as expressed by

the average percentage rate. Thus it will often be the case

that borrowers will be willing to pay a higher price for

credit if they can obtain more liberal nonprice credit

terms. The liberalization of hire-purchase terms will

typically increase the total amount paid by the consumer

over the life of the installment contract; however, the

allocation of weekly or monthly household income to debt

servicing will not be as large as would be the case under

more stringent nonprice terms. A reason frequently given

for the rapid build-up of household indebtedness after the

Korean War was the general liberalization of hire-purchase

terms on installment debt contracts. Particularly important

was the introduction of the 24 month auto loan.^^

Within the framework of the partial equilibrium model

of the installment credit market developed in Chapter 4, the

direct manipulation of hire-purchase terms by the FED has

the effect of shifting the household demand curve for

finance. Along a demand schedule derived with respect to

the price of credit, the set of nonprice terms attached to

installment contracts is held constant. A change in

hire-purchase terms can be expected to shift the demand

^^See, for example, Enthoven (1957).



168

curve for finance because a change in the minimum

downpayment or in the maximum repayment period will have the

effect of exerting more or less pressure on the short-term

budget constraint for a loan of a given amount. The

effectiveness of hire-purchase regulations in stimulating or

attenuating the volume of household borrowing clearly

depends on the magnitude of the shift in demand for finance.

As was pointed out in the previous section, Federal

Reserve officials have stated that direct credit controls

are ineffectual in accomplishing their stated purpose and

produce frictions in credit markets as an unintended side

effect. This argument cannot be made uncategorically with

regard to hire-purchase controls since the record on this

count is extremely limited. Direct regulations on

hire-purchase terms have been imposed on only two occasions

in the United States. Controls were imposed by the FED from

1942-1945 and again from 1948-1952. The controls were

imposed during the Korean War because it was feared that the

public, with the experience of the World War II shortages

fresh in their memory, might resort to a flurry of panic

buying. The controls of the 1948-1952 period required a

minimum downpayment on durable purchases of 20% and limited

maturities on installment debt contracts to twelve months.

As was discussed in Chapter 2, the best known empirical

study of the effects of Korean War controls on consumer
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12spending was done by Hamburger and Zwick. As is the case

in many empirical studies of consumer durable spending,

Hamburger and Zwick used the stock adjustment model, which

supposes that households have a "desired" stock of consumer

durables and an "actual" stock and then attempt, through

spending for durables, to eliminate some fraction of the

difference between the desired and actual stock each

quarter. The hire-purchase variable specified as an

independent variable generated modest explanatory power.

The use of hire-purchase controls to moderate spending has

been a more frequent practice in the United Kingdom. The

Report of the Committee on the Working of the Monetary

13
System, more commonly known as the Radcliffe Report, noted

that "the controls of hire purchase terms have had a

sizeable impact, of a once-and-for-all kind, on each major

change," but that "these sizeable effects on total demand

have implied major directional effects which, though

sometimes deliberately sought, have in general been

14
detrimental to industrial efficiency." Chapter 2,

section 2.4 reviewed the empirical literature pertaining to

the British experience with hire-purchase controls on

installment debt contracts.

12
See Hamburger and Zwick, op. cit.

^^Cmnd. 827 (HMSO, August 1959).

^'^Ibid., para. 469.
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5.5 Open Market Operations and Consumer Spending; An

Interpretation of the Transmission Mechanism.

The nature of the relationship between money and

effective demand is the subject of a vast body of

scholarship in the economics discipline. The present

section will offer an interpretation of the causal

relationship linking open market operations, that is, the

purchase and sale of U.S. government securities by the

Federal Reserve Open Market Committee in the secondary

market for government debt, and changes in the volume of

spending for a particular category of final goods defined as

consiimer durables. Chapter 2 reviewed the literature which

sets forth well known interpretations of the transmission

mechanism based on interest rate, net wealth, or portfolio

adjustment effects. The contrast between those treatments

of the transmission mechanism and the interpretation in the

present section can be summarized briefly. The volume of

consumer durable spending depends in part on the flow of

consumer credit extensions obtained by the household sector

which in turn depends partly on the willingness of

installment lenders to accommodate the demand for credit

regulated to the household finance motive to liquidity.

Consumer installment receivables are held in the portfolios

of the various consumer lending institutions because they

are a source of income in excess of lender's cost. Open
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market operations impact on the flow of consumer credit

extensions, and hence the level of consumer durable

spending, by virtue of the effect on such operations on

lender's cost and thus the profitability of consumer lending

operations. The transmission mechanism described here is

based on the assumption that lender's cost is sensitive to

movements in the complex of short term interest rates. It

will be argued that this is in fact a realistic assumption.

Moreover, it will be argued that the sensitivity of lender's

cost to short term interest rates has become more pronounced

as a result of three developments of recent years: (1) the

widespread adoption of sophisticated cash-management

techniques on the part of institutional depositors; (2) the

proliferation and growing acceptance of money substitutes;

and (3) the removal of ceilings on interest paid by

depository institutions which were imposed under the Federal

Reserve's Regulation Q.

Under the fractional reserve system instituted under

the Federal Reserve Act of 1913, commercial banks are

legally required to hold a specified sum on account against

their deposit liabilities. As the story is typically told

in money and banking textbooks, banks are constrained with

respect to the volume of loans they can safely make by their

reserve position. Hence the power of the Federal Reserve

Bank to influence the volume of lending activity, and the
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stock of money appearing as a result of such activity,

essentially derives from its capacity to influence the

reserve position of commercial banks. This is accomplished

primarily through open market operations. The concept of

"reserve-constrained" deposit expansion is consistent with

the theoretical notion of an "exogenously" determined

nominal money stock that is determined independent of

variables such as the level of planned transactions, the

level of money wages, the preferences of wealth holding

units, with respect to the division of portfolios between

money and the less liquid assets. Given a stable,

predictable relationship between the quantity of high-

powered money and the nominal money stock, the FED may

effectively target the growth rate of the money stock by

conducting its open money operations in such a way that the

quantity of high-powered money in existence is sufficient to

achieve the desired growth rate.

But is the volume of lending activity reserve-

constrained? That is to say is it realistic to treat money

stock as an exogenous variable? Two points need to be made

here. First, it is not within the power of the FED to

prevent the nominal money stock from falling below some

threshold level. In credit-money economies a large

^^High-powered money consists of currency and coin in
circulation and reserves on account of commercial banks.
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proportion of the nominal money stock takes the form of bank

deposits. Bank deposits came into existence primarily by

way of loan. Hence a decrease in the demand for bank credit

must necessarily result in a dimunition of the nominal money

stock. Keynes as well as Davidson have argued that one

thing which distinguishes money from "all other goods" is

that money has a zero, or negligible, elasticity of

productivity, m.eaning that the creation of additional demand

deposits in favor of borrowers requires a negligible

commitment of real resources. An important implication of

this special property of money is that there can never be an

excess supply of bank deposits inasmuch as these deposits

cannot come into existence unless there is a demand for

17
them. That is to say that the nature of bank-created

money is such that banks do not manufacture and inventory

bank deposits in anticipation of sales to willing borrowers.

Hence, owing to a lack of willing borrowers, the stock of

bank money may fall precipitously and no amount of activity

by the FED in the secondary bond market can reverse such a

trend.

^^Davidson, op. cit., p. 215.

^^Davidson argues that the "spot price" of money cannot
fall below the "long run supply price" in a world of uncer
tainty. That is, there can never be a cantango in the spot
market for money." See Davidson, ibid., pp. 215-217.
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A more complicated issue concerns the extent to which

the FED, by the conduct of its open market operations, can

place an upper limit on the volume of credit expansion

throughout the banking system. On one level, the debate

often hinges upon whether one regards the FED's support

function to be inherently more important than its control

function. That is to say that there is fairly wide

agreement that the FED could severly constrain the capacity

of commercial banks to accommodate credit demand by

households and firms. However, the pursuit of such a

strategy would require the FED to abdicate its central

responsibility, which is to provide for the elasticity of

reserves to the banking system in accord with the need of

commerce and to stabilize the prices of financial assets

which are held by m.ember banks. For instance, Basil Moore

has noted that a major source of disagreement between the

monetarists and the Post-Keynesians involves contrasting

perspectives with respect to the FED's major function:

Insofar as money itself is concerned perhaps
the most fundamental point of difference between
post-Keynesians and mainstream economists concern
their views as to how the stock of money comes
into existence. Post-Keynesians, in sharp
contrast to monetarists, regard the stock of money
as being simply endogenous, responding and
accommodating to changes in the level of money
wages. In his Treatise, Keynes insisted that
money "comes into existence along with debts—in
other words, that the supply of money is related
to production contracts and any debts which they
necessitate. Money does not enter the system like
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manna from heaven—or from the sky via Milton
Friedman's helicopter. Nor is it simply the
creature of the central bank's policies. The
central bank determines the stock of legal tender,
or what is called the high-powered money base.
The public decides the amount of legal tender it
wishes to deposit with the banking system and
other near-bank financial intermediaries, and the
banks decide the amount they wish to maintain as
cash reserves and the amount they wish to hold as
earnings assets. Conventional analysis assumes
that because these ratios are stable, the money
stock is exogenous. This point of view ignores
completely the historical fact that the purpose of
central banks has been to accommodate the stock of

money to changes in the needs for trade.
Post-Keynesians rank the supportive responsibil
ities of cep^ral banks above their control duties
[in ital.].

Moore outlined the implications of an "endogenous"

money stock in a recent paper:

Money endogeneity implies that central banks do
not exogenously determine the quantity of credit
money in existence, but rather the price at which
it is supplied, that is, the short-term interest
rate. The money supply is endogenously determined
by market forces. Credit money is credit driven,
so that loans make deposits rather than the
reserve. In all modern economies, so long as
borrowers have large unutilized lines of credit or
overdraft facilities, the quantity of loans
outstanding is determined by bank borrowers, not
by banks. But the supply of credit money is also
demand determined.

The central argument for the endogeneity of
credit money may be very simply put: Banks are
price setters and quantity takers in^gboth their
retail loan and their deposit markets.

^^Moore (1979), pp. 125-126.

^^Moore (1988), p. 381.



176

Moore has inferred the horizontality of the bank credit

flow supply schedule on the basis of data which indicate

that unutilized overdraft facilities in the United States

are very substantial, perhaps equal to as much as one-third

of the reported nominal money stock. Moore's argument seems

to run something like this; if IBM has unutilized overdraft

facilities, it must be the case that, within a range, the

credit supply schedule is horizontal since borrowers have

obtained all the credit they wish at prevailing bank-

administered interest rates.

As was argued in Chapter 4, section 4.4, installment

lenders are to a very important extent quantity-makers as

well as price-makers. A credit supply schedule is only

relevant provided one has been granted credit. Potential

borrowers are not viewed as homogeneous by lenders concerned

with the likelihood of their making good on contractual debt

obligations. Hence there will always be a set of potential

installment borrowers who will not qualify under the

standards of credit worthiness set by installment lenders.

Thus, some potential borrowers are quantity-rationed in the

market for credit. Moreover, quantity-rationing need not

depend on "reserve-constrained" deposit expansion. The

phenomena of quantity-rationing in the market for consumer

loans is therefore generally consistent with Moore's

definition of an endogenously determined money stock. The
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basic difference is that the approach here assigns a much

more important role to commercial banks and other

installment lenders in determining the volume of credit

expansion. The two approaches are in total agreement in

that they regard the short-term interest rate, and not the

nominal money stock, as the FEDs primary control variable.

Figure 5-1 is a schematic diagram which illustrates a

step-by-step chain of causation which begins with the open

market sale of short-dated Treasury securities in the

secondary market by representatives of the FEDs Open Market

Committee and ends with a contraction of consumer durable

spending.

Assuming that the primary effect of open market

activity by the FED is to impinge on the prices and yields

of short-dated securities, does it follow that interest

charges on newly issued installment credits will fluidly

adjust to reflect a change in the price of financial assets

such as equities. In contrast to these markets, there is

not set of forces operating in the installment credit market

which insure that yields on debts issued in the "primary

issue" market will be brought into equality with those debts

previously issued. Hence, interest rates on newly issued

consumer credit extensions are unlikely to change as a

result of portfolio substitution effects. Ralph Young,

formerly of the Federal Reserve Board, addressed this

problem as follows:
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Open Market Sale of Short Dated Treasury
Issues in Secondary Market

Upward Pressure on Bill Rate

Adverse Clearing in the Commercial
Banking System

Increased Activity in the Interbank
Reserve Market

Upward Pressure on Federal
Funds Rate

Increased Risk of Deposit Shift
by Institutional Depositors

Increase in Lenders Cost

Decline in Profitability of Installment
Lending Operations

Upward Pressure on Administered
Finance Charges on Installment

Loans

Quantity Rationing in
Installment Credit

Markets

N
Contraction in Consumer

Durable Spending

Figure 5-1

Open Market Operations and Consumer Durable Spending;
The Transmission Mechanism
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Use of credit by consumers is not subject to
direct restriction by higher interest rates in the
credit market. Consumer credits are generally
extended on fairly standardized terms and at
relatively high and inflexible credit charges.
Thus, changes in interest rates in the credit
market have a less than corresponding effect on
the charge for credit to consumers. Nevertheless,
the interest cost is one important element in
lender's cost, and the general tightness or ease
tends to be transmitted to consumer credit through
its influence on the strictness or leniency of
credit standards applied by consumer credit-
granting institutions. Alterations of credit
standards is a method by which lenders in this
area control other elements of costs,2qnamely
collection costs and the costs of default.

The comments of Young as well as the chain of causation

depicted in Figure 5-1 are consistent with the view that

consumer credit expansion is in an important sense

"profit-constrained" in contrast to the usual interpretation

of reserve-constrained credit expansion. That is not to say

that open market operations do not have powerful effects on

the reserve positions of commercial banks. Through the sale

of government securities the FED is quite capable of causing

an "adverse" clearing in the commercial banking system with

concomitant effect on bank liabilities and nonborrowed

21
reserves in the banking system.

^^Young (1953), pp. 225-26.
21
A bank is said to suffer an adverse clearing when,

after the check clearing process is complete, its claims
against other banks fall short of the claims other banks
have against it. Walter C. Neale defines a central bank as
"a bank so large, with so many financial assets to sell, and
with so much capacity to create acceptable means of payment.
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However, bank liabilities and total reserves are not

variables which fall outside the control of banking

institutions. Standard textbook presentations tend to

abstract from the growth and evolution of institutional and

banking practices which enable banks to adjust their

liabilities, and thereby their reserve positions, to

accommodate the demands of borrowers. Chief among these

innovations in banking is the technique of "liability

management." Moore traces the beginnings of modern

liability management to the introduction of the negotiable

certificate of deposit in 1961.

Previously bankers passively accepted whatever
deposit liabilities the public wanted to hold with
them, and allocated these funds among potential
borrowers. Liability management has enabled
individual banks to target rates of asset growth
and then to adjust liabilities to suit their need
for funds, rather than accepting their liability
structure and tailoring their assets accordingly.
Instead of selling short-term marketable assets to
meet liquidity needs, banks now on their
ability to borrow money when needed.

Other banking practices which fall into the category of

liability management include the sale of negotiable CDs in

the Eurodollar market, borrowing in the interbank (federal

funds) market, and the sale of bank-held government

that by itself it can force almost all other banks into
adverse clearings with itself, or by itself assure almost
all other banks of favourable clearings." See Neale (1976),
p. 75.

^^Moore (1986) , p. 449.
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securities under repurchase agreement. In each case banks

augment their holdings of borrowed reserves. Hence the

commercial banking system is capable, within constraints

imposed by a legal fractional reserve system with

contemporaneous reserve accounting, to maintain a given flow

of credit extensions in the face of contractionary monetary

policy by substituting borrowed reserves for nonborrowed

reserves. However, this cannot occur without impacting upon

the price of reserves, which constitutes an important

element of lenders cost. For example, an open market sale

for securities by the FED should, ceteris peribus, cause an

increase in borrowing in the federal funds market. This in

turn would exert pressure on the price of borrowed reserves,

i.e., the federal funds rate.

Another factor works in combination with the elements

described in the preceding paragraph to exert pressure on

the lending cost as a consequence of contractionary monetary

policy. As was stated at the outset of this section three

developments have tended to make lenders cost more sensitive

to movements in the complex of short term interest rates.

These developments were defined as; (1) the widespread

adoption of sophisticated cash-management techniques on the

part of institutional depositors; (2) the proliferation of

highly liquid near-monies; and (3) the removal, in March

1980, of Regulation Q interest ceilings on savings and time
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deposits at depository institutions. The first two

developments have had the effect of increasing the

elasticity of substitution between bank money and near

monies and for the most part blurring the practical

distinction between the two. Hence, commercial banks face

the risk of "deposit shift" of major institutional

depositors out of bank money and into near monies whenever

there is an increase in the yields of financial assets. To

reduce this risk, banks must offer yields on savings and

time deposits which are competitive with those offered by

money substitutes. The removal of Regulation Q ceilings

make this a viable, if not necessary, option. The effect on

bank lending operations of the increase in the elasticity of

portfolio substitution can be put simply: it means that a

smaller proportion of lender's cost will be fixed in money

terms than would otherwise be the case. Since repayments on

the existing stock of consumer receivables are fixed in

money terms, the spread between lender's cost, as proxied by

the federal funds, and interest charges on installm.ent debt

contracts will narrow anytime there is an increase in

lender's cost. In short, consumer lending operations will

become a less profitable proposition from the standpoint of

lending institutions.

Installment lenders could react in one of three ways to

an increase in lender's cost which erodes profit margins on
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consumer loans. First, banks could continue to accommodate

all household borrowers who m.eet the prevailing credit

standards at an unchanged bank-administered interest rate,

thereby accepting lower profit margins. Or, lending

institutions could adjust administered rates to reflect the

change in lender's cost, in which case the decline in

household borrowing and durable spending would depend on the

interest elasticity of household demand for finance. A

third option would entail quantity-rationing. As was argued

in Chapter 4, the risk of default on the part of a

particular household borrower with a given age, income,

credit, and employment profile can be predicted reasonably

well through the application of actuarial principles. Thus,

financial institutions can roughly predict cost savings in

the form of reduced charge-offs and collection costs that

would be realized through a tightening of the minimum

standards of credit worthiness. As a practical matter,

credit rationing takes the form of the crowding out of

marginal borrowers under stricter credit standards. For

example, where credit scoring systems are used, potential

borrowers are rationed when there is an increase in the

minimum point score required to qualify for credit. Shay

and Dunkelberg studied the effects of credit scoring systems

on credit .card use in New York and found that a substantial

proportion of Mew York residents holding credit cards during
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the period would not have qualified under slightly tougher

23
credit standards.

Of course lenders may pursue a strategy which includes

both options two and three. The end result will be a

contraction in the flow of installment extensions to the

household sector and a corresponding decline in spending for

consumer durable goods.

5.6 The Effect of Direct and Indirect Credit Controls in he

1979-1982 Recession

Apart from the most recent contractionary episode,

there is little evidence to support the contention that

credit availability effects are a major factor underlying

post WWII slumps in durable goods spending. Rather, it

appears that the supply of credit schedule facing households

has been relatively elastic. Moreover, credit conditions

have been such that financial institutions have been able to

accommodate the enormous secular increase in the household

demand for credit without a tightening of terms. Hence,

quarterly fluctuations in the growth rate of installment

extensions or changes in the level of household debt

outstanding have resulted primarily from changes in the

^^See Shay and Dunkelberg (1975).
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24
demand for credit. However, the evidence does indicate

that discretionary monetary policy, in the form of both

direct and indirect credit controls, was effective in

attenuating the growth rate of installment extensions as

well as debt outstanding beginning in 1978 (see Table 5-4).

Though there exists no device equivalent to the high

employment budget to detect periodic shifts in the conduct

of monetary policy, the statement that FED policy was

"contractionary" in the 1978-82 period would not generate

25
much controversy. The sustained increase in the general

price level experienced throughout the 1970s combined with

the rising influence of the new quantity theorists led to a

basic change in the FED's operating procedure in October,

1979. Prior to that time, the FED's discount and open

market operations were based on control of the federal funds

rate, i.e., the overnight rate for borrowed reserves, as a

device for targeting the growth rate of monetary

24
Peterson is a notable dissenter on this point.

Peterson found that commercial banks cut back disproportion
ately on installment extensions in the "tight money" phases
of 1969-1 to 1970-2 and 1973-1 to 1974-4. See Peterson

(1976).

25
A statement typical of this period by Paul Volcker,

speaking before the House Committee on Banking, Finance, and
Urban Affairs on November 19, 1980; "Looking at the recent
situation, I believe it should be unambiguously clear that
the Federal Reserve has been leaning hard against excessive
monetary growth and that we mean to maintain firm control as
we look ahead."
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Table 5-4

Consumer Durable Spending, Growth Rate in Installment Debt Outstanding,
and the Debt to Income Ratio, 1977-1982

Net Change in Ratio of

Year

Consumption Annual Growth Rate Outstanding
Expenditures for Durables in Installment Installment

and (Annual Rate, Billions Debt Outstanding Debt to Personal
Quarter of 1982 Dollars) (percent) Disposable Income

1977: 1 10.0 18.1 14.9
2 5.1 17.6 15.1
3 4.4 15.6 15.2
4 4.9 17.5 15.5

1978: 1 -8.5 16.7 15.8
2 19.8 20.8 16.0
3 -1.5 16.0 16.2
4 3.0 15.8 16.3

1979: 1 -5.0 17.5 16.6
2 -6.0 13.7 16.8
3 8.0 13.2 16.9
4 -7.5 10.4 16.9

1980: 1 -2.8 7.4 16.7
2 -28.7 -8.3 16.2
3 10.8 .5 15.7
4 5.9 2.2 15.2

1981: 1 10.1 6.9 15.0
2 -10.3 6.9 15.2
3 7.1 7.8 15.2
4 -15.3 .4 15.2

1982: 1 7.3 5.0 15.1
2 1.4 6.5 14.9
3 2.7 2.8 14.9
4 10.2 5.0 15.1

Credit controls in effect.

Source: Business Conditions Digest, series 233 and 227, and the Federal Reserve
Bulletin. Domestic Financial Statistics, Table 1.57.



187

2 6
aggregates. Beginning in October, 1979, the FED's

strategy involved the day-to-day targeting of unborrowed

reserves. Steven Axilrod of the Federal Reserve summarized

the practical import of the FED's change in procedure:

The shift to the new procedure, which meant
that day-to-day fluctuations in the funds rate
would freely reflect variations in the market
demand for reserves, was made in an effort to find
a more reliable2yay to control the money supply in
the longer run.

The FED's reluctance to supply reserves to the banking

system resulted in a marked increase in volume in the

federal funds market with consequent upward pressure on the

cost of borrowed reserves. The federal funds rate, which

stood at 4.6% in March 1977, rose steadily thereafter to a

peak of nearly 18% in the 2nd quarter of 1981. The indirect

credit controls in combination with the consumer credit

restraint program put into effect in March 1980 greatly

curtailed the extent of commercial bank participation in the

consumer finance industry (see Table 5-5). Extensions of

installment credit by commercial banks fell a staggering

18.6 billion between 1978 and 1981. In addition, whereas

commercial banks accounted for approximately 54% of total

installment extensions in the 2nd quarter of 1978, that

2 6
The FED formally announced its intention of targeting

monetary aggregates, specifically M^, M2, and M^, in 1978.

^"^Axilrod (1982), p. 19.
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Table 5-5

Consumer Installment Credit Extensions and Repayments to Outstanding Debt,
1977-1982

Quarter

Extensions of

Installment

Credit by All
Suppliers

(Millions of
1982 Dollars

Extensions of

Installment

Credit by
Commercial

Banks

(Millions of
1982 Dollars)

Change in
Commercial

Bank

Share

(percent)

Ratio of

Repayments
to

Outstanding
Debt^

1977: 1 79,739 37,067 -1.8 .23
2 83,852 41.082 2.5 .23
3 84,194 41,375 .2 .23
4 86,466 43,187 .8 .23

1978: 1 87,783 43,116 -.8 .22

2 93,761 50,283 4.5 .26
3 104,563 50,158 -5.6 .26
4 105,491 49,989 -.6 .25

1979: 1 103,080 48,614 -.5 .25

2 106,767 49,857 -.5 .25
3 104,273 48,370 -.3 .25
4 98,556 44,230 -.5 .24

1980: ^2 97,216 42,860 -.9 .24
2^ 91,297 31,589 -9.4 .24

3 89,291 38,007 8.0 .25
4 90,354 39,211 .8 .25

1981: 1 93,743 38,030 -2.8 .26
2 92,707 39,358 1.9 .25
3 91,757 38,465 -.6 .24
4 84,097 37,534 2.7 .24

1982: 1 82,994 37,398 .5 .24
2 88,111 39,250 -.6 .25

3 82,967 37,435 .6 .24
4 88,627 41.229 1.4 .25

Repayments include liquidiations and charge offs.

2
Credit controls in effect.

Source: Federal Reserve Bulletin, Domestic Financial Statistics, Table 1.57 and
1.58.
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share fell to 35% immediately after direct controls were

imposed in 1980. Of course, it is possible that the decline

in extensions by commercial banks was caused primarily by a

reduction in the demand for durable goods by households in a

situation of falling personal income and rising unemploy

ment. However, if this were true one would expect

extensions by finance companies, credit unions, and

retailers to decline on a percentage basis in rough

proportion to the decline in extensions made by commercial

banks. That is, there is no reason to expect that a general

reduction in the demand for credit would be expressed in a

disproportionate decrease in the demand for bank credit.

Hence, the decrease in the share of total extensions made by

commercial banks was not a purely demand side phenomena.

Whereas extensions made by commercial banks fell 37% between

1978 and 1980 , total extensions fell by only 2.6% in the

same period. Thus while commercial banks were cutting back

on their holdings consumer paper, retailers and finance

companies were increasing both their volume of extensions

and their shares of total installment paper held. For

example, extensions made by finance companies increased by

more than 4 billion between 1979 and 1981.

What factors account for the precipitous decline in

commercial bank participation in the consumer finance

industry? First, the increase in the cost of borrowed
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reserves severely eroded profit margins on consumer loans as

state usury ceilings prevented finance charges from rising

as much as free market rates. The prime rate, which

historically tends to be several percentage points below the

rate on new auto loans, reached 21% in 1980 whereas the

Federal Reserve Bulletin survey of terms of consumer lending

showed that the most common rate on auto loans was 15%.

Table 5-6 shows the federal funds rate and the average

percentage rate (APR) charged by commercial banks on new car

loans between 1976 and 1984. It was stated in Chapter 4,

section 4.3, that the profitability of installment lending

is determined by the spread between the average percentage

rate and lender's cost. The federal funds rate is given as

a proxy of lender's cost. Inspection of Table 5-6 reveals

the following; (1) the change in Federal Reserve operating

procedures resulted in strong upward pressure on the federal

funds rate with corresponding effect on lender's cost; and

(2) the average percentage rate charged on new car loans did

not fully adjust to reflect the increase in lender's cost.

One may infer on the basis of this data that profit margins

on installment loans were squeezed due to the reduction in

the spread between lender's cost and the average percentage

rate.

Another important factor was that many banks reported

increased charge offs and collection costs beginning in
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Table 5-6

Interbank Reserve (Federal Funds) Rate and Average
Percentage Rate on New Car Loans Issued

by Coininercial Banks

Year

Federal Funds Rate

(Average for Period)
Average Percentage Rate
(Average for Period)

1976 5.0 13.2
1977 5.5 13.1
1978 7.9 13.1

1979 11.2 13.5
1980 13.4 14.8
1981 14.9 16.0
1982 12.3 15.9
1983 9.1 12.7

1984 9.7 14.6

Source: The Federal Reserve Bulletin.
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1979, though the delinquency rate on installment debt showed

a marginal increase in 1979 and 1980 and decreased in 1981.

Based on the Federal Reserve's functional cost analysis,

Connor and Fergus reported that pretax net earnings of

commercial banks on holdings of installment paper, expressed

as a percent of credit outstanding, fell below 2% in 1980.

This figure compares with average net earnings of 2.4% on

0 ft
consumer installment credit from 1972 through 1985.

In addition to the indirect controls and subsequent

impact on lender's cost, it appears that the credit

restraint program made consumer lending a less attractive

proposition from the viewpoint of bankers. The Federal

Reserve conducts a quarterly Survey of Bank Lending

Practices. On May 15, 1980, two months after direct

controls were imposed, 76 of 120 senior loan officers

surveyed, or 63%, reported that they were either "moderately

less willing" or "much less willing" to make consumer

installment loans as compared to their position of

February 15, 1980. Only 7 of 120 bankers surveyed indicated

they were "more willing" to make consumer loans. This

attitude was reflected in an 11.3 billion decrease in

commercial bank extensions in the 2nd quarter of 1980.

2 8
See Connor and Fergus (1987), p. 2.



193

Though FED policy was extremely effective in

constraining consumer credit extension by the commercial

banking system in the most recent recession, it was not

nearly so effective in regulating the flow of extensions by

all suppliers of consiamer credit. Consumers who could not

qualify for credit under tougher standards set forth by

banks were often able to substitute credit extended by

finance companies, retailers, and credit unions. A basic

question arises: in so far as all suppliers of consumer

credit are subject to usury ceilings and must finance their

holdings of consumer paper with borrowed funds, why is it

that finance companies and retailers were more willing to

accommodate household credit demand than commercial banks in

the last cyclical downturn? There are two plausible

explanations. First, several of the large finance companies

such as General Motors Acceptance Corporation are

subsidiaries of a major durable goods manufacturer. Under

conditions of tightness in financial markets they act as

lenders of last resort to provide the liquidity necessary

for the purchase of their parent companies output. In the

case of retail establishments which supply "point-of-sale"

credit, increasing costs can be passed on to the consumer in

29
the form of higher retail prices. Thus the FED was

29
Lynch (1968) found that retail prices of durable

goods were significantly higher in Arkansas than in states
with less restrictive usury ceilings.
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frustrated in its attempt to target the growth of monetary

aggregates by the fact that nonbank suppliers of consumer

credit have motives other than profit maximization with

respect to their holdings of consumer receivables.

This section has assessed the impact of Federal Reserve

policy on consumer spending in the 1979-1982 recession. The

effects of the contractionary monetary regime adopted by the

FED in 1978 represent a good fit with the interpretation of

the transmission mechanism described in section 5.5 of this

chapter. The conduct of open market operations during the

period led to a sharp increase in the complex of short-term

interest rates. This development in turn resulted in upward

pressure on the federal funds rate, a key element in

lender's cost. Comjnercial banks sharply curtailed their

participation in the market for installment credit in

response to a decline in the profitability of those

operations. In summary, it has been argued that the direct

and indirect credit controls imposed between 1979 and 1982

were successful in limiting the flow of consumer credit

extensions supplied by the commercial banking system but

were only moderately effective in regulating the flow of

credits granted by all suppliers of consumer credit. Credit

rationing by banks was offset to some degree by an increase

in the volume of extensions granted by finance companies and

retail establishments. Nevertheless, contractionary
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monetary policy remains an important factor in explaining

the consumer durable goods slump in the most recent

contractionary phase of the business cycle.

5.7 Summary

This chapter has evaluated the impact of various policy

initiatives of the Federal Reserve System on the volume of

consumer durable goods spending. The basic unifying

principle of this thesis is restated as follows: because

the purchase of big-ticket consumer durable goods ordinarily

creates a cash flow problem for household spending units,

the volume of consumer durable spending depends partly on

the willingness of households to incur installment debt

liabilities and partly on the fluid operation of consumer

credit markets in supplying a steady flow of installment

credit extensions to the household sector. Chapter 4 has

bee primarily concerned with tracing out the specific

channels through which the various policy initiatives of the

FED affect supply-side conditions in markets for consumer

installment credit.

Section 5.2 discussed the Federal Reserve's Regulation

A, which pertains to the eligibility of different categories

of bank assets for discount at the FED's discount window.

It was stated that a liberal stance toward the eligibility

of consumer installment receivables for discount would,
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other things being equal, contribute to banker's willingness

to hold such assets by rendering installment receivables

more liquid. The Credit Control Act of 1969 was the subject

of section 5.3. Particular emphasis was given to the

controls imposed during the Carter Administration in 1980.

Section 5.4 evaluated the effect of direct regulation of

hire-purchase terms on installment contracts in attenuating

the volume of household borrowing and durable spending.

Section 5.5 presented an interpretation of the monetary

transmission mechanism linking the conduct of Federal

Reserve open market operations to changes in the volume of

consumer durable spending. The key element of the

transmission mechanism was given as the effect of open

market operations on lender's cost, the profitability of

cons\imer lending operations, and hence the willingness of

commercial banks to accommodate the household demand for

finance. Building on the argiaments set forth in the

previous sections of Chapter 5, section 5.6 analyzed the

effectiveness of both direct and indirect policy initiatives

of the FED in restraining the volume of installment credit

expansion during the 1979-1982 recession. It was argued

that the contractionary regime adopted by the FED beginning

in 1978 resulted in a sharp curtailment of commercial bank

consumer credit extensions and was partly responsible for

the dramatic slump in consumer durable goods sales between

1979 and 1982.
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CHAPTER 6

CONCLUSIONS AND POLICY IMPLICATIONS

The purpose of this study has been to describe and

analyze the specific channels through which monetary factors

are transmitted to the behavior of consumer durable

spending. In contrast to theoretical and empirical

treatments of the monetary transmission mechanism which are

based on interest rate effects, net wealth effects, or

portfolio adjustment effects, the interpretation of the

transmission mechanism presented in this thesis places

emphasis on the relationship between the phenomena of bank

money-creation and the level of consumer durable spending.

It was argued that the development of wide and deep

markets for consumer durable goods in the United States

necessarily required the corresponding development of

markets for consumer installment credit. The purchase of a

big ticket durable item ordinarily creates a cash flow

problem for the household and as such a large proportion of

consumer durable purchases are debt-financed. The volume of

consumer durable spending thus depends partly on the

willingness of households to incur contractually enforceable

debt obligations. Moreover, the volume of durable spending

is strongly influenced by the willingness of installment
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lenders to accommodate the household demand for finance.

The activity of bank money-creation, in which commercial

banks create checkable deposits in favor of household

borrowers, is viewed as crucial to sustaining the aggregate

demand for consumer durable goods.

The volume of consumer durable spending depends upon

the existence of mechanisms which provide a regularized flow

of consumer credit extensions to the household sector.

Hence any factor or combination of factors which obstruct

the channels of consumer finance are also likely to exert a

depressing effect on durable spending. Through the

application of partial equilibrium analysis, the thesis

delineated the various sources of instability in markets for

consumer installment credit. These potential sources of

instability were put under two general headings. The first

was defined as "the changing attitude of the household

toward debt obligations." It was argued in Chapter 3 that

episodic shifts in attitudes toward debt are capable of

generating a surge in consumer durable spending.

Conversely, a groundswell of opinion unfavorable to the

practice of installment buying may precipitate an episode of

what was termed "household debt deflation." Debt deflation

is most likely to occur after a sustained period of strong

household borrowing, when existing contractual debt
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obligations exert considerable pressure on the household

budget constraint.

A second source of instability was defined as "changing

supply-side conditions in installment credit markets."

Chapter 4 examined the factors which condition the ability

and/or willingness of installment lenders to hold

installment receivables in their portfolios of earning

assets. The primary determinant of the willingness of

commercial banks to create deposits in favor of installment

borrowers was defined as the profitability of consumer

lending operations. The thesis described the factors which

determine the relative profitability of consumer lending.

Chapter 5 evaluated the effects of Federal Reserve

policy on conditions in consumer credit markets. Aside from

the use of hire-purchase controls or direct restrictions on

the composition of bank portfolios, it was stated that

policy initiatives of the Federal Reserve System are

connected to the volume of installment borrowing by virtue

of their effect on the profitability of installment lending.

Evidence was given in support of the thesis that the

contractionary regime adopted by the Federal Reserve in 1979

in combination with the direct credit controls imposed in

1980 severely eroded profit margins on installment debt

contracts. These developments in turn precipitated a sharp

curtailment in consumer credit extensions made by commercial
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banks beginning in the fourth quarter of 1979. It was

argued that Federal Reserve policy was a contributing factor

to the durable goods slump experienced in the U.S. during

the 1979-1982 recession.

An important issue concerns the appropriate set of

public policies regarding the practice of installment buying

in general and the consumer credit industry in particular.

That the practice of installment buying has contributed to

problems of financial distress on the part of many

households is beyond dispute. However, a key point which

emerges from the thesis is that there is a basic disparity

between the flow of output which society is capable of

producing with its given endowments of economic resources,

technical and organizational knowledge, and the ability of

society to purchase that output on the basis of current

income flows. In an important sense, the development of

markets for consumer credit and the liberalization of

attitudes toward installment buying can be viewed as a

social, institutional, and economic adjustment to a cash

flow problem of enormous magnitude. It is difficult if not

impossible to conceive of an alternative solution to this

problem within the context of contemporary economic, social,

and political organization.

What can be said about the appropriate set of

macroeconomic policies, and particularly monetary policies.
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with regard to the functioning of markets for consumer

finance? The basic function of the Federal Reserve System

is to provide for elasticity of reserves to the commercial

banking system in accommodation of the legitimate credit

requirements of firms and households. Surely the household

demand for finance ought to be regarded as a "legitimate"

credit requirement if for no other reason than a high volume

of household borrowing is a necessary condition for the

existence of a thriving consumer durable goods sector in

market-oriented economies. However, the Federal Reserve

Bank seems to have evolved into an anti-inflation agency in

the past two decades. This development is the result of the

resurgence of the quantity theory of money as a dominant

economic doctrine as well as a political and ideological

stalemate with respect to alternative inflation policies.

The use of open market operations in a heretofore fruitless

attempt by the Federal Reserve to target monetary aggregates

produces powerful side effects and conflicts with the FED's

basic function. Chapter 5 described the effects of the

contractionary regime adopted by the FED in 1979 on consumer

durable spending. It should also be noted that the

day-to-day targeting of borrowed reserves had powerful

repercussions with respect to the entire complex of interest

rates and devastated interest-sensitive sectors of the

economy such a residential construction. The lesson of the
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1979-1982 recession seems to be that one can indeed diffuse

inflationary pressure through the use of contractionary

monetary policy; however, this can be accomplished only at

the expense of billions of dollars of lost output and high

unemployment. Moreover, such policies threaten stability in

the banking system. A strong case can be made that

alternative inflation policies involve less pain and more

fairness. An example would be Tax Based Incomes Policies as

suggested by Sidney Weintraub,^ among others.

That is not to say that some types of credit controls

might not be purposefully used. For example, the direct

control of hire-purchase terms might be appropriate under

certain circumstances, such as in the case of shortages or

bottlenecks due to strike activity. Also, it may be

desirable to use direct controls to smooth the growth rate

of installment debt outstanding. The previous two cyclical

contractions in the U.S. were preceded by a rapid build-up

of household indebtedness. Other things being equal, an

increase in the growth rate of per capita indebtedness above

its historical mean requires that an increasing fraction of

disposable income in succeeding months or quarters be

claimed by debt servicing. Hence, policies designed to

prevent a sudden build-up of debt could ease short term

^See Weintraub (1978), Chapter 6.
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pressure exerted on the budget constraint by debt servicing.

Such a policy would also likely reduce the possibility of an

episode of household debt deflation.

The general subject of consumer durable spending and

its relationship to installment borrowing is one that offers

several possibilities for future research. One possible

topic of analysis would be to examine the likely conse

quences of consumer debt "securitization" on the price and

availability of consumer finance. Secondary markets for

installment receivables continue to be poorly developed as

compared to those for financial assets. However, the

banking industry continues to lobby for the repeal of the

Glass-Stegall Act which would allow commercial banks to

enter the securities underwriting business. If highly

developed secondary markets for installment debt were to

evolve as a consequence of a change in the basic role of

commercial banks in the installment credit industry, it

seems likely that there would be a fundamental change in the

way in which the price of installment debt gets determined.

Administered pricing models such as the one suggested in

Chapter 4 are not adequate to the analysis of pricing in

organized spot markets.

An issue of broader importance concerns the impact of

bank regulatory reform and modern cash-management techniques

on the cost commercial banks must bear to attract short and
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medium term deposits. We now live in an economy in which

even comparatively modest business enterprises seek the most

profitable outlet for their liquid assets. From a purely

economic perspective, the widespread adoption of sophis

ticated cash management techniques surely ranks as one of

the most important institutional changes of the 1980s. With

the proliferation of money substitutes, the competition for

deposits by financial intermediaries has been greatly

intensified. This increased competition has created

something like a ratchet effect on lenders' cost. The

secular increase in lenders' cost, as revealed by the

secular behavior of the interbank reserve rate and rates on

short and medium term commercial deposits, may in turn have

serious repercussions with regard to the price of business

credit, mortgage money, and consumer installment credit.
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CONSUMER CREDIT-EXPANSION AND INFLATION

A  fundamental principle which emerges from the New

Quantity Theory is that an increase in the rate of growth of

monetary aggregates is the cause, not the effect, of

inflationary pressures generated throughout the macro-

economy. The well known preference of monetarists for

monetary policy "rules" is based on this principle.

Chapters 3 and 4 made the argument that in an economy

in which a significant proportion of consumer expenditures

are financed through access to installment credit, install

ment lending institutions have a vital role in sustaining

the level of effective demand. Kence the rate of utiliza

tion of productive capacity depends in part on the willing

ness of households to incur installment liabilities on the

one hand, and the willingness of financial institutions to

accommodate household credit demand on the other. As was

stated earlier, when installment lenders accommodate an

increase in the demiand for finance by the household sector

there is, other things being equal, an augmentation of the

economy's stock of bank money. This augmentation of the

money stock is an expression of the intention of households

to purchase goods and services. However, for this change in

the quantity of money to be "nonneutral" in its effect on

real variables means that a change in the demand for goods
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and services must result in an increase in the rate of flow

of physical output. The concept of nonneutrality of money

therefore requires an interpretation of supply-side

conditions. This section will be restricted to a consid

eration of supply side conditions in durable goods indus

tries .

The New Quantity theorists posit the existence of a

"natural rate" of output and employment which is achieved as

a  result of optimizing behavior on the part of economic

agents facing a vector of relative prices under conditions

of perfect information. The natural rate of output is

determined solely by "real" forces, i.e., endowments of

natural resources, physical and human capital, technical

know how, and the preference maps of agents with regard to

the labor-leisure decision. The long run aggregate supply

schedule, i.e., the schedule which is relevant under

conditions of perfect informiation, is vertical with respect

to the general price level at the natural rate of output.^

The presumption of a "stable" demand for money function and

its corollary, stable velocity of circulation, means that if

the rate of growth of the nominal money stock exceeds the

rate of growth the economy is capable of attaining on the

It could be stated alternatively that the long run
Phillips curve is vertical at the "natural rate" of unem
ployment. See Friedman (1968), pp. 1-17.
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basis of real forces, the increase in the quantity of money

appearing on the left hand side of the equation of exchange

identity must be offset to a corresponding extent by an

increase in the price index appearing on its right side.

This interpretation obviously suggests that money-creation

as a consequence of household borrowing is a source of

2
demand-pull inflation.

The foregoing theory of inflation gained wide currency

in the 1970s, culminating in a change in the Federal

Reserve's operating procedure in 1979. Household borrowing

in the recovery from the 1974-75 recession was frequently

cited as a contributing factor to the inflationary spiral of

the late 1970s. Reinforcing this view was the fact that the

ratio of installment debt liabilities outstanding to

disposable personal income had risen to unprecedented levels

3
in both 1978 and 1979 (see Figure 1-2). Direct controls on

2
Again, this result is based on the assumption of com

plete information. Or more specifically, the information
set possessed by agents is assumed to be sufficient to dis
entangle relative price movements from movements in the
general price level. In Rational Expectations formulations
of the Natural Rate hypothesis, complete information allows
economic agents to "fully anticipate" changes in the rate of
growth of the nominal money stock. See Barro and Rush
(1980) , and Mishkin (1982) .

3
Total household debt outstanding—including mortgage

debt, installment and noninstallment credit and other loans-
—expanded by one third between 1975 and 1977. Mortgage
debt alone increased by nearly 35 billion dollars in the
same period. Seiders and Luckett argued that most of this
increase could be explained by the fact that the median
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consumer credit were imposed under the Credit Control Act in

March, 1980. The effects of the change in Federal Reserve

operating procedure as well as the direct credit controls

are discussed in Chapter 5, section 5.6.

The money-neutra]ity postulate of the New Quantity

theory is based in part on unrealistic conception of supply

side conditions prevailing in the economy. For the

monetarists, the economy apparently consists of an

agglomeration cf atom.istically structured markets in which

demand conditions are revealed to economic agents through

the instantaneous adjustment of relative prices. Such an

economy is far removed from the real world. In the world of

empirical observation, production takes time. Firms must

manufacture and inventory stocks cf goods in anticipation of

sales which may or may not materialize. Prices are

determdned mainly by costs of production of which unit labor

cost is often the micst important element. Peal world

markets are never perfectly competitive, and only rarely do

markets structurally approximate the comipetitive market

model. Firms, and most importantly firms which form the

core of the economy's manufacturing sector, possess a

considerable degree of power over market prices. Finally,

in most real v-^orld m.arkets for manufactured goods, changing

selling price of existing homes doubled between 1970-1977.
See Sediers and Luckett (1978), pp. 157-159.
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demand conditions are not revealed through the fluid,

instantaneous adjustment of relative prices, but rather

through the accumulation or deaccumulation of inventory

stocks of finished goods.

The present section makes the argument that, given a

realistic interpretation of market structure and pricing in

durable goods industries, there is a relatively limited set

of circumstances under which an increase in the level of

household borrowing and spending is a direct source of

inflationary pressures. Moreover, it will be argued that

the increase in the rate of growth of household installment

borrowing in the 1975-1979 period was more the symptom of

the sustained increase in the general price level as opposed

to its underlying cause. Firms often meet payrolls through

short term bank loans. If, owing to a negotiated increase

in average hourly compensation, firms experience an increase

in their wage bill, their borrowing requirements will expand

commensurately. Similarly, the purchase of a given bundle

of consumer durable goods by the household sector will

require a greater volume of installment borrowing if the

prices of those good have increased in money terms. The

chain of causation therefore runs from changes in the costs

of production to ohanges in the prices of goods and services

to changes in the volume of borrowing by both firms and

households. In advanced monetary economiies bank money comes
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into existence primarily by way of loan. Thus, a change in

the growth rate of the nominal money stock is in an

important way an efflux of pressures emanating from the

supply-side of the macroeconomy.

Table A-1 gives four-firm and eight-firm concentration

ratios in selected consumer durable goods industries. The

concentration ratio is defined as the percent of total value

of shipments for a given industry definition accounted for

by an absolute number of the largest domestic firms in that

industry. A frequent criticism of the concentration ratio

is that it fails to measure the imipact on industry structure

of im.pcrt competition. This is a legitimate criticism

inasmuch as the level of import penetration in domestic

consumier goods miarkets has increased substantially in the

past twenty years. For example, in 1985 25.7% of automo

biles purchased domestically were foreign-produced. In 1965

4
that figure was 6.1%. Other areas of heavy import

penetration include consumer electronics and motorcycles.

Even if import competition is taken into consideration,

it is clear that ccnsum.er durable goods industries are among

the most concentrated in the manufacturing sector. As

measured by concentration ratios, the automiobile industry is

the second most concentrated domestic industry after

4
Source: Ward's Automotive Yearbook.
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Table A-1

Four-Firm and Eight-Firm Concentration Ratios in
Selected Consumer Durable Goods Industries

Standard Industrial

Classification

(SIC) Code

Industry
Definition CR4 CRg

37111 Passenger Cars 99 99+

3632 Refrigerators and Freezers 82 97

3633 Laundry Equipment 83 97

36391 Water Heaters 78 98

36361 Sewing Machines 90 96

36394 Dishwashers, Disposals,
and Trash Compactors

73 90

36512 Television Sets 70 93

37510 Motorcycles NA 87

35244 Riding Lawn, Garden,
and Snow Equipment

36 56

36313 Gas Ranges, Ovens,
and Surface Cooking

Equipment

59 82

39311 Pianos 64 90

37161 Motor Homes 39 56

36350 Vacuum Cleaners 69 88

25117 Wood Outdoor Furniture 46 66

2514 Metal Household Furniture 13 22

2515 Mattresses and Bedsprings 18 28

NA: Not Available.

Source: Census of Manufacturers, U.S. Department of Commerce, Subject Statistics,
Volume 1, Table 9.
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turbogenerators. Aside from the degree of seller concen

tration, these industries are characterized by substantial

economies of scale, product differentiation, and stiff

5
barriers to entry. A "representative" firm in consumer

durable goods industries is very large both in absolute

terms and with regard to its share of total market sales.

Such a firm is vertically integrated, has multiplant

operations, incurs heavy costs for advertising and promo

tion, and enjoys a significant degree of power over price.

The predominant market structure in consumer durable goods

industries is oligopoly. Officers of oligopolistic firms

recognize fully that strategic decisions in the area of

pricing, advertising, product design, or capacity expansion

cannot be made without first taking into consideration the

likely reaction of rival firms. Though there are many

exceptions, firms in highly concentrated durable goods

industries do not compete on the basis of price, preferring
g

to adhere to an industry-wide pricing structure. As a

5
Scherer, Beckenstein, Kaufer, and Murphy estimated

minimum efficient scale as a percent of U.S. 1967 output to
evaluate the importance of scale economies in manufacturing
industries. They concluded that the pursuit of scale econ
omies was sufficient to explain the high degree of seller
concentration in numerous durable goods industries, includ
ing autos, refrigerators, and laundry equipment. See
Scherer et al. (1975) .

^The automotive industry is usually given as the clas
sic example of "dom.inant firm" price leadership, with
General Motors acting as price leader. For a discussion of
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general principle, rivals in oligopolistic industries will

engage in nonprice competition to increase market shares.

Such nonprice competition can take m.any forms such as

frequent design modification and persuasive advertising

campaigns.

Another important feature of market structure is that,

under normal circumstances, a dominant firm in a durable

goods industry will have substantial reserve capacity at its

disposal should it decide to increase the rate of output.

Based on estimates made by the Bureau of Economic Analysis,

capacity utilization rates in consumer durable goods

industries fluctuated between a high of 91.1% in 1966 and a

7
low of 70.3% in 1982. The element of reserve capacity is

important for at least two reasons. A shift of the demand

curve for consumer durables will be signaled to manufactur

ers through an acceleration of the rate of outflow of

inventory stocks of finished goods. If inventory stocks

price leadership in the automotive industry, see Markham
(1951), pp. 891-905 and Kahn (1959), pp. 670-578.

7
The BEA measure of capacity utilization is "survey-

based." Respondents at the plant level are asked to esti
mate "practical capacity" based on the maximum number of
shifts per day "consistent V7ith a realistic work pattern."
The difference between "actual" capacity utilization and
practical capacity then gives the capacity utilization rate.
It should be noted that respondents are instructed not to
consider overtime pay, added costs for materials, or other
costs to be limiting factors in setting capacity. For a
description of the BEA measure and ether measures of
capacity utilization, see Frank de Leeuw (1979), pp. 45-55.
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fall below the level desired on the basis of anticipated

future sales, firms ordinarily can return inventory stocks

to the desired level through an increase in the rate of

capacity utilization. An increase in the rate of capacity

utilization will obviously expand the flow of income

accruing to factors of production. The widespread existence

of reserve productive capacity under normal economic

conditions explains why an expansion of purchasing power by

the banking system in consequence of an increase in

household borrowing invariably exerts "real" effects n the

macroeconomy.

Keynes explained the persistence of excess productive

capacity in western industrialized nations in termiS of the

insufficiency of effective demand. In contrast to the

classical viev/ as reflected by Say's Law, there exists no

set of forces operating within the economy which insure that

the volume of investment expenditure will be adequate to

sustain full employment. The phenomena of persistent excess

capacity is a troubling one for the advocates of money

neutrality in so far as it is something which does not fit

in an economy populated by rational economic agents. Given

that the useful life of plant and equipment is measured in

years or decades firms are apparently clairvoyant as to

future points of effective demand when they contemplate

commitments to positions in physical assets. Or, such
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coininitirients are reversible owing to the completeness of

secondary markets for physical capital goods. That being

the case, the phenomena of excess capacity must be traced to

nominal rigidities or monetary shocks which increase

information processing problems for economic agents. The

New Classical economists view factors such as uncertainty,

imiperfect comipetition, and sunk costs as microeconomic

frictions. Such frictions should be abstracted from in

formal models fcr reasons of mathematical tractability or in

the interest of maintaining continuity with received

doctrine. However, v;hat the New Classical economists regard

as frictions are in fact essential features of real world

industrial eccncmties. to abstract from these elements is to

greatly obscure the relationship between money and economic

activity.

Discussion of the factors which determine price

formation in durable goods industries is relevant in the

context of the thesis to the extent that it should shed

light on the relationship, if any, between household

borrowing, installment lending, and the prices of consumer

durable goods. The inflationary effect of household

borrowing can be easily demonstrated in the framework for

partial equilibrium analysis. For example, suppose there is

a  "composite" durable good. If, other things being equal,

the household sector desires to increase its expenditures
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for the compcsite durable, and if this demand is made

effective through the accommodation of additional borrowing

requirements by installment lenders, then this will be

represented by a outward shift of the market demand

schedule. The market supply schedule is given by the

horizontal suirjration of short run marginal cost functions of

firms supplying the durable good. Consistent with the law

of diminishing returns, firms are assumed to experience

rising marginal cost in the "relevant range" of output.

Hence, the market supply schedule has a positive slope. A

shift of the demand curve will therefore result in a higher

equilibrium price. Assuming our durable good is weighted in

the calculation of a comiposite price index, the increase in

spending made possible by access to finance is clearly a

source of inflation. Household borrowing results in

demand-pull (diminishing returns) inflation. This conclu

sion derives from a particular interpretation of the supply

schedule in durable goods industries. But does the above

interpretation represent a fair approximation of actual cost

conditions in curable goods industries?

The previous section described some salient structural

characteristics of domestic durable goods industries. Most

of these industries exhibit a high degree of seller

concentration. As is perhaps the most important feature of

oligopolistic market structures, sellers are interdependent.
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And such intei-cependence is in most all cases recognized by

rival firms. The problem of price formation in consumer

durable goods industries is therefore best approached in the

framework of cost-plus pricing models. The present section

will draw heavily on the work of Alfred Eichner in this

area. Specifically, Eichner's model of pricing in

oligopolistic industries with "dominant firm" price

leadership is set forth.

The basic principle underlying cost-plus pricing models

is as follovv-s: in concentrated market structures with

significant barriers-tc-entry, market prices are "adminis

tered" by firms based on a mark-up over unit costs of

production. Supply schedules are highly elastic at

administered prices reflecting the relative constancy of

unit prime costs ever a wide range of capacity utilization

rates. The question of what factors govern the mark-up over

average unit cost has been the subject of considerable

controversy. For Kalecki, it was the much criticized
g

"degree of moncpoly." Eichner approached this issue in

more rigorous fashion, bringing to bear on the problem the

g
A frequent criticism of Kalecki's model is that his

"degree of monopoly" is a tautalogical concept. Kalecki
defined the decree of monopoly as: X = P - MC/P, where P is
unit price Kalecki's degree of monopoly is therefore identi
cal to the Lerner measure of mionopoly. See Kalecki (1939),
p. 43.
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tools of Industrial Organization analysis and especially the

.  . . . 9
contributions of Joe Bain the area of limit-pricing theory.

Eichner regarded his theory as novel in the sense that

the pricing decision of the dominant firm (or megacorp) was

taken to be fundamentally related to the firm's desired rate

of capital formation. The mark-up over unit cost, or what

Eichner termed the "corporate levy," is determined based on

the desired flew of internally generated investment funds:

It follows that any change in price will neces
sarily reflect a change in one of the pricing for
mula's conponents. Assuming variable and fixed
costs remain constant, the change in price will,
then, be due to a change in the required corporate
levy. Any change in the corporate levy will, in
turn, depend on the megacorp's demand for and
supply cost of internally generated investment
funds. Thus, the pricing decision in an
oligopolistic industry is intimat^Jy bound up with
the capital accumLulation process.

In Eichner's model, industry-wide prices are set by the

megacorp-price leader. The institution of price leadership

evolves out of the recognition of interdependence among

rival firms as well as the need to avoid ruinous price wars.

This need is particularly acute where fixed costs are

substantial in relation to total operating costs. Formally,

the model is presented as follows:

^See Bain (1968), pp. 302-386.

^^^See Eichner, op. cit. , pp. 9-10.

^^Eichner, ibid., p. 56.
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where P = absolute price level

AVC = average variable costs

FC = fixed costs

CL = corporate levy

SOR = standard operating ratio, and

ERC = engineer-rated capacity

A few points need further discussion here. Average

variable cost takes its usual meaning. Variable costs can

change due to a change in the price of labor or materials.

With a given production technique and fixed technical

coefficients, average variable costs cannot change due to a

change in relative factor intensities. Eichner put research

and development costs, advertising and promotion expenses,

and dividend payments to equity holders in the category of

fixed cost. Hence the realized corporate levy will accrue

as retained earnings.

The term ERC is defined as

the sum cf capacities of all plants or plant seg
ments, these capacities in turn being specified as
the quantities which, in the judgmient of the
engineers who designed them, each of the plant or
plant segments owned by the megacorp is capable of
producing when operating at maximum efficiency.
It corresponds to the level of output at which,
all plants having been put into operation, margi
nal costs begin to rise sharply and continuously.
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The standard operating ratio (SOR) is

the percentage of total capacity at which, based
on past experience, the megacorp can expect to
operate on the average over the business cycle.
It takes into account the fact that the megacorp
will already have sufficient reserve (^^pacity to
meet any likely fluctuations in demand.

The denominator of equation (1) gives the level of output

the oligopolistic firm is likely to produce at a given point

in time based on forecasts of short-term demand conditions.

If, for examiple, the SOR is 80%, then the firm can increase

its capacity utilization rate by a substantial degree while

m.aintaining constant average variable (prime) costs. This

point is important because it means that, under normal

circumstances, aggregate demand fcr consum.er durable goods

could expand by a significant amount without generating

diminishing returns inflation. Hence, in Eichner's model,

prices are supply-determined and quantities are demand-

determined .

The ex ante per unit corporate levy is determined by

the firm's desired flow of internally generated investment

funds. The realized corporate levy is an ex post phenomena,

i.e., it depends upon total sales volume. If demand

forecasts are accurate, then the firm will realize a flow of

retained earnings consistent with its investment plans.

What factors place an upper limit on the per unit corporate

12"'Eichner, ibid., p. 62.
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levy or on industry prices generally? Eichner listed three

factors: (1) the substitution effect; (2) the entry factor,

and; (3) the possibility of meaningful government inter

vention. The first factor depends on the availability of

substitutes or cross-price elasticity relationships. With

respect to the second factor, firms in oligopolistic

industries enjcy market power because potential entrants

suffer disadvantages in comparison with incumbent firms.

Disadvantages suffered by potential entrants, defined by

Eain as barriers-to-entry, can take many forms. Bain

defined three types: (1) barriers due to economies of

scale; (2) barriers due to absolute cost advantages, and;

13(3) barriers due to product differentiation. Incumbent

firms will have a strong incentive to price their products

at a level below that which would induce entry of new firms

into the industry. Ordinarily, firms will not price their

14
product above Bain's "maximum entry-forestalling price."

This element constitutes a limiting factor on the size of

per unit corporate levy.

The threat of government intervention also enters into

the determination of the mark-up. Excessive profits mdght

result in price regulation, antitrust prosecution, or other

13 .
Bain, op, cit., pp. 255-256.

^^Ibid., p. 259.
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government responses. The excess profits tax imposed on the

domestic petroleum industry during the Carter Administration

is a recent example.

A graphical presentation of Eichner's model is given in

Figure A-1.

AFC* ACL

AR- MR

MC

I'C * AFC

AVC

60 100

Per cent

engineer-rated
capacity

Figure A-1. The Pricing Decision.

Source; Alfred Eichner, The Megacorp and Oligopoly, p. 64

The standard operating ratio is assumed to be 80%.

Based on the required corporate levy and other elements of

the pricing formula, the firm sets a price of Pq and stands

ready to supply what the market will bear at that price.

Note that diminishing returns does not set in until the

capacity utilization rate exceeds 100% of engineer-rated

capacity. The BEA estimates of capacity utilization in

durable goods industries indicate that capacity utilization
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rates fluctuate between about 90% at the peak of the

business cycle and about 70% at the trough. As capacity

utilization rates increase, firms could experience rising

unit prime costs for two reasons. The first reason would be

dimiinishing returns as represented by a continuous,

positively sloped marginal cost schedule. An alternative

explanation would be that as the rate of output increases

there is pressure exerted on the prices of materials and

labor. This would be represented by a broken, or discontin

uous, marginal cost schedule. Though the principle of

diminishing returns is conceptually appealing when applied

to the problem of agricultural production, it makes a less

than smooth transition to the realm of heavy manufacturing.

Specifically, it is very difficult to accept the proposition

that diminishing returns is relevant in normal conditions

when reserve capacity is the rule and not the exception. It

follows that an increase in aggregate demand for consumer

durable goods will not generate inflationary pressures due

to dim.inishing returns except under highly unusual circum

stances .

The foregoing argument should not be taken to suggest

that the volume of consumer durable spending has no

relationship whatsoever to the general price leve]. The

volume of durable spending can contribute indirectly to spot

price inflation by virtue of derived demand relationships.



237

Many primary conmiodities are traded in spot markets which

fit the general description of Kicksean "flex price"

markets. In these spot markets trading occurs within the

Marshallian market period, meaning that avaiJable stocks of

commodities cannot be adjusted in response to changing

m.arket conditions. Thus a change in demand is manifest

solely in the adjustment of the spot price. As an example,

the spot price of bauxite ore is strongly influenced by

worldwide demand for aluminum. The demand for aluminum

depends in part on the demand for automobiles since autos

contain many aluminum parts. Hence by virtue of derived

demand, an increase in the demand for autos can exert upward

pressure on the spot price of bauxite ore. This in turn

wouDd be reflected by an upward shift of car manufacturers

marginal and average variable cost schedules. Given our

cost plus pricing form.ula, the change in production costs

must lead to higher car prices. The change would not be

immediate, however, since an increase in the spot price of

commodities does not affect the costs of production for

cars already ir.anufactured and inventoried.

A more complicated issue concerns the relationship

between aggregate demand and the price of labor. The wage

bill is typically the most important element of prime cost

in durable gooes industries. For the most part, workers in

durable goods industries are unionized and their compen-
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sation is set as part of the terms of collective bargaining

agreements. The labor market is not a spot market and wage

rates tend to le sticky. If organized labor is successful

in negotiating increases in money compensation, and if the

growth rate of money wages exceeds gains m^ade in labor

productivity, then the price of durable goods must increase

due to higher unit labor costs. This phenomena is referred

to as incomes inflation. It is a common observation that

labor finds its position strengthened and exhibits greater

truculence when the general level of business activity is

comiparatively high. Thus, an increase in aggregate demand

might contribute to incomes inflation in a very indirect way

if labor is able to exploit the situation and gain wage

increases.
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