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Abstract

Arkansas provides an excellent case study of the effects that restrictive rate ceilings have on consumer
financial markets. The Arkansas ten percent usury law is the most restrictive in the nation, and it has been in
force long enough for its effects to be fully realized. Thus, this study analyzes the behavior of consumers and
creditorsin Arkansas to determine how, if at all, their behavior differed from that of consumers and creditors
located in other states.

The empirical tests of this paper were based on comparisons between the behavior of consumers and
creditorsin Arkansas and the behavior of consumers and creditors in states with higher rate ceilings. Some sur-
prising results were found. For instance, while loan terms were generally more restrictive in Arkansas, thiswas
not always the case. Loan sizes were larger and maturities shorter, but downpayment requirements were not
significantly different in Arkansas than in states with less restrictive ceilings. In addition, while a higher
percentage of Arkansas consumers reported being rejected for credit, many Arkansas creditors reported
relatively low credit rejection rates--possible because rejected consumers shopped fewer sources for credit in
Arkansas due to low, or zero, variations in rates. Also, in spite of the fact that a higher percentage of consumers
in Arkansas reported past credit rejections, overall, Arkansas consumers had acquired just as much debt as
residents of other states. They were able to obtain the same amount of credit because, even though they held
significantly less cash credit, they held significantly more credit originated at the point-of-sale (by dealers or
credit-card issuers).

The structure of the Arkansas credit market was affected by the usury law. Small loan credit was not
readily available because consumer finance companies had discontinued operations, and banks and credit unions
often refused to make small loans. As aresult, Arkansas pawnbrokers proliferated. In addition, consumers,
particularly high-risk consumers, more frequently used credit originated by retail dealers. Dedlers, in turn, sold
their credit paper on less advantageous terms to creditors than was the case in other states. Presumably, they
could afford to do so only by raising prices of retail goods. However, data obtained in this study were not
adequate to determine if prices of credit-related durable goods were higher in Arkansas than elsewhere.
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IMPACT OF A TEN PERCENT USURY CEILING
EMPIRICAL EVIDENCE
Richard L. Peterson and Gregory A. Falls*

I ntroduction

Much has been written on the potential effects that rate ceilings have on consumer credit markets.ml n
addition, numerous erﬁpi rical studies have analyzed the impact of rate ceilings on mortgage |oans and housing
construction markets.~"However, the empirical impact that loan rate ceilings have on consumer financia
marketsin genera has not been well documented. Such documentation is needed, however, because most
theoretical models of consumer loan markets cannot predict with certainty the precise consequences of
restrictive rate ceilings.

A magjor problem involved in documenting the effect of restrictive rate ceilings on consumer financial
marketsis that possible effects are highly diverse. There are many margins of adjustment along which both
creditors and consumers can adjust their behavior in response to rate ceilings. Thus, even though potential
margins of adjustment can be specified theoretically, an empirical investigation is needed to determine what the
actual effects of consumer credit rate cellings are likely to be.

This study tests various theoretical propositions by comparing the behavior of consumers and creditors
located in Arkansas which, at the time of the survey had a nearly universal ten percent usury law, with the
behavior of creditors and consumers located in states with less restrictive rate ceilings.

The data used in the study were obtained as part of an extensive study sponsored by the National Science
Foundation of the impact of rate ceilings and restrictions on creditors remedies on consumer financial markets.
In the study, four well-defined local credit markets with generally similar socio-economic characteristics, but
far different consumer regulations, were selected for intensive study. Those markets were: Little Rock/North
Little Rock, Arkansas; Racine/K enosha, Wisconsin; Waukegan/North Chicago, Illinois; and Lake Charles,
Louisiana. In each market, interviews were conducted with nearly every bank and savings and loan association,
half of al finance companies and credit unions, a sample of credit-holding retailers, and alarge sample of
ConNsumers.

In total 3,572 consumers were interviewed. The sample frame called for interviews to be conducted with
1,000 consumers each in the Illinois and Wisconsin markets as those areas had the most similar
socio-economic characteristics and the least similar legal environments (rate ceilings were generally high and
creditors remedies were relatively unrestricted in Illinois while the reverse was true in Wisconsin). It also
called for 750 interviews to be conducted in both the Arkansas market (where the ten percent usury law
severely restricted |oan rates while creditors abilities to collect on defaulted debts were relatively unrestricted)
and the Louisiana market where creditors abilities to collect on defaulted debts were highly restrictive but
consumer credit rate ceilings were generally relatively high). All interviews of both consumers and creditors
were conducted in early 1979, when the Arkansas rate ceiling was substantially below rates of charge on
consumer credit offered el sewhere.

! See, for instance, [1], [2], [3], [6], [7] [8], [9], [10], [11], [12], [15], [16], [17], [18], [19], [20], [23], [24], and [32].
% See[4], [21], [29], [30], [36].



The fact that data were collected simultaneously from both consumers and creditors made it possible to
test various propositions from both the credit supply and credit demand side of the market. In many cases the
data provided insights that otherwise would not have been available.

. Impact of Rate Ceilingson Consumer Credit Markets

Theoretically, effects of restrictive rate ceilings on the consumer financial markets are many and diverse.
Creditors can adjust to restrictive ceilings in numerous ways. Consumers also can adjust to their modified
environment in anumber of different ways.

A. Creditor Adjustments

The creditors problem isto establish policies for rates, fees, credit terms, credit availability, and related
product pricing that generate maximum profits. If rate ceilings prevent creditors from charging the most
advantageous rate, they can make numerous possible adjustments in an attempt to earn adequate profitsin spite
of the rate constraint. Such adjustments can include:

(1) Adjustmentsin credit-related fees. Application fees, credit investigation fees, or appraisal fees (for
real property) can all be adjusted in lieu of rates.

(2) Adjustmentsin credit availability. Credit can be denied to riskier customers, or offered only on
restrictive terms that have the effect of reducing credit demanded by riskier potential borrowers. In the extreme
case of credit denial, lenders who specialize in making loans to risky customers may either refocus their efforts
so they lend only to low-risk customers or discontinue their operations entirely.

(3) Adjustmentsin credit terms. Such adjustments could include: increasing downpayment, collateral, or
cosigner requirements; shortening maturities; or refusing to make loans for less than a (large) minimum size.
Increasing downpayment, collateral, and cosigner requirements reduces defaults and credit collection costs.
Raising minimum loan size requirements reduces |oan origination and collection costs per dollar of credit
extended (see Peterson [22]). Both types of policies may make it harder for low-income, high-risk potential
borrowers to qualify for credit.

(4) Adjustments in terms and prices on credit-related products. Retail creditors can adjust the prices that
they charge on credit-related products. Further, creditors that buy credit from retail dealers can adjust the terms
on which they buy such credit to reduce their risk or increase their returns. In addition, depository institutions
may impose requirements that borrowers be depositors and alter nonrate fees charged depositors or others
deemed eligible to borrow at the statutory rate. For instance, bank "preferred depositor" memberships could be
sold that made the member eligible for safety deposit boxes, free checking, and auto loans on terms that would
not otherwise be available to the depositor. Finally, other credit-related services, such as credit insurance,
possibly could be marketed at a premium price and sold as a condition for obtaining credit.

B. Consumer Adjustments

Consumers, too, can adjust to restrictive rate ceilings in various ways. They can adjust their credit use,
their credit composition, or their credit search efforts.



(1) Adjustmentsin credit use. Consumers who find they still can obtain credit where rate ceilings are low
may find it less costly relative to cash purchases than consumersin higher-rate states. Thus, they may expand
their consumer credit use relative to the amount they would have acquired at higher rates. Thisis particularly
likely to be the case for low-risk customers who might find themselves able to pay low rates (without incurring
search costs to find creditors specializing in low-risk, low-rate credit) in states with restrictive rate ceilings.

Consumers who were rationed out of the cash credit market might use less credit or seek alternative credit
sources. If their transactions costs of searching for suitable credit sources exceeded the reduction in credit rates,
their aggregate credit use likely would be reduced.

The aggregate impact of rate ceilings would depend on the relative importance of these two effects. If
greater credit use at lower rates by qualifying customers exceeded reductions in credit use by rationed
customers, total credit use might increase. Otherwise it would decrease.

(2) Adjustmentsin credit composition. Consumers who were rationed out of the cash credit markets
might alter their sources of credit. In particular, they might seek to obtain credit from retail dealers who could
mark up the price of goods to compensate for low rates of return on credit balances. Other consumers might
substitute relatively cheap and flexible consumer credit for other forms of credit™in states where rate ceilings
hold consumer credit rates down. Further, consumers may adjust the forms of credit they hold if (for instance)
they cannot obtain small cash loans because of low rate ceilings.

(3) Adjustmentsin credit search. Consumers may search less for credit in a state with uniform rates
because rate variance is low. However, more consumers in such a state may be forced to search for credit if the
low rate celling causes credit rejection rates to rise.

[11.  Empirical Findings

For both consumers and creditors many avenues of adjustment to low consumer credit rate ceilings are
available. Different avenues may be chosen by differently situated individuals and creditors. Thus, it is of
interest to determine how creditors and (differently situated) consumers actually respond to low rate ceilings.

Creditor and consumer data collected in all four survey states in 1979 were analyzed for this study. The
Arkansas ten percent rate ceiling was, by far, the most restrictive rate ceiling of al. In Wisconsin, where rate
ceilings were dso relatively low, average loan rates frequently approximated rates charged on similar contracts
in lllinois, where rate ceilings were not highly restrictive. Thus, throughout this study, all information for
Wisconsin, Illinois, and Louisiana was pooled and contrasted with equivalent information on the behavior of
consumers and creditorsin Arkansas.

A separate analysis of behavior in Arkansas and Louisiana was also conducted, since both are Southern
states with similar cost-of-living conditions, and Louisiana provides the most extreme contrast in rate ceilings.
However, because the Arkansas-L ouisiana comparisons were highly similar to the more comprehensive
Arkansas-"all other" comparisons, only the latter data are reported in this study.

® For instance, Peterson and Sullivan [28] found that consumersin low rate states were less likely to acquire consumer durable goods
with their homes. In low rate states, a smaller percentage of consumers total mortgage debt was used to finance durable goods
acquisition, and credit card credit usage was elevated relative to mortgage credit use.
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A. The Price of Credit

Table 1 summarizes data on consumer credit rates charged in Arkansas as compared to similar ratesin
other states. With the exception of some rates charged by Federal credit unions (which had a nationally
applicable rate cellings of 12 percent regardless of their state of location), rates charged in Arkansas were
significantly lower than rates charged in other states.

When banks were asked if they took any action in response to the rise in market interest rates that had
occurred in the "past year," 21 of 24 banks outside of Arkansas reported that they had increased |oan rates, while
none of the Arkansas banks had done so. The evidence suggests that the Arkansas banks took other action
(Table 2) to offset the effect of rising rates. Four of the seven Arkansas banks reported they had limited credit to
depositors, while others reported that they had reduced credit availability or restricted loan terms. In contrast, in
other states only one of the, three banks that did not raise rates, altered its consumer credit policiesin response
to itsrising costs of funds.

Table 3 presents information on fees charged for credit evaluation and property appraisal in Arkansas
versus other states. While those charges were uniformly higher in Arkansas, only credit investigation charges
were significantly higher in Arkansas than in the other states.

TABLE 1 CREDIT RATESIN ARKANSASVS. CREDIT RATESIN OTHER

SURVEY STATES (WISCONSIN, ILLINOIS, LOUISIANA)
Commercial Banks. Most Likely Rate

Loan Type AR Other States t-value
36 month new car 10.07 10.95 7.98*
36 month used car 10.07 12.44 12.25*
48 month new car 10.00 11.52 14.35*
48 month used car 10.00 11.94 8.87*
12 month, $1000, uns. personal 10.07 14.13 10.63*
24 month, $2000, uns. personal 10.07 13.65 11.71*
24 month, $2000, secured 10.08 13.58 8.69*
First mort. 10-19% down 9.75 10.50 .98
First mort. 20-29% down 10.06 10.33 1.26
Savingsand L oan Associations: Most Likely Rate

First mort. 10-19% down 9.50 10.62 4.31*
First mort. 20-29% down 9.70 10.38 3.95*
State Credit Unions. Most Likely Rate

36 month new car 10.00 11.10 4. 10*
36 month used car 10.00 11.68 8.69*
48 month new car 10.00 11.48 6.63*
48 month used car 10.00 11.92 24.00*
12 month, $1000 uns. personal 10.18 11.92 9.24*
24 month, $2000, uns. secured 10.25 11.74 4.08*
Federal Credit Union: Most Likely Rate

36 month new car 10.78 11.15 .76

36 month used car 11.28 11.73 .89

48 month new car 10.70 11.12 .60

48 month used car 12.00 11.60 -1.00
12 month, $1000, uns. personal 11.77 11.86 .34

24 month, $2000, uns, personal 12.00 11.85 -1.00
24 month, $2000, secured 12.00 11.70 -1.53

Indirect Auto Credit (Creditor Rate)




Commercia banks - 36 mo. new car 10.16 10.80 1.84*

Commercial banks - 24 mo. used car 10.16 11.82 2.47*
Auto finance companies -.36 mo. used car 10.00 12.71 N.A.
Rates Reported by Consumers

Main family car 9.99 10.78 4.45*%
First mentioned durable good 9.98 14.27 6.66*
First mentioned hobby & recreation credit 10.35 12.24 2.65*
First mentioned home improvement credit 9.61 10.85 3.95*
"Other" credit (first mention)** 9.30 12.23 8.51*

* Significantly different at the 10 percent confidence level.
** |ncludes student loans at subsidized rates.
SOURCE: CRC 1979 Consumer Financial Survey and CRC 1979 Creditors Surve'yslZI

TABLE 2

COMMERCIAL BANK ADJUSTMENTSTO RISING MARKET RATES

Raised Rates Did not Raise Rates Did not Raise Rates Did not Raise Rates
and Did Nothing Else but Took Other
Action
Arkansas Banks 0 7 1 6
Other Survey Banks 21 3 2 1

SOURCE: Peterson and Hancock [26].

TABLE 3
FEES AND CHARGES

Mortgage Credit Fees AR Average Other t-Value
Commercial banks
Appraisal Fees $88.33 $62.52 1.60
Credit investigation fees 23.33 11.57
Savings and loan Associations ~ $87.50 $71.66 0.99

18.33 10.35 1.22
Bank Check Group Means Group Means Group Variance  Group Variance t-Value
Charges AR Other AR Other
Minimum Balance
0-99 dollars 4.21 a7 1.23 2.44 5.43*
100-199 dollars 3.10 1.90 1.76 1.57 1.96*
200-299 dollars 174 1.06 1.15 1.04 1.99*
300+ dollars .80 0 1.70 0 2.35*
Bank Check Overdraft AR Average Other t-Value
Charges (Average Value)

$6.21 481 1.97*

*Significantly different at the 10 percent confidence level.
SOURCE: CRC 1979 Creditors Surveys

* The CRC 1979 Consumer Financial Survey is described by Dunkelberg [5] and the CRC 1979 Creditors Surveys are described by
Johnson [13], Peterson and Hancock [25], Peterson and Schallheim [27], Sullivan and Dennis [33], Sullivan and Drecnik [34], and
Sullivan and Linn [35].



Statistical tests of data on deposit charges compiled by Sullivan [32] were constructed to determine if
banks charged their depositors more to use their checking accounts in Arkansas than in other states (Table 3).
Charges for the use of checking accounts and for check overdrafts were significantly higher in Arkansas than
they were in other states. When one considers that Peterson and Hancock [26] found that banks frequently
limited consumer credit to depositorsin Arkansas, in lieu of raising loan rates, it makes sense that Arkansas
banks charged higher fees on their deposits. In that way they could realize profitable revenues from their joint
product activities--deposit services and loans--in spite of the fact that their charges on loans, per se, were
limited.

Credit insurance can provide creditors with additional revenues and reduce potential losses to some
degree. If credit insurance were profitable, one would expect creditors to offer it. However, rate ceilings
permitting, it can either be priced explicitly or offered “free” by incorporating its cost in the finance charge. If
rate ceilings are restrictive, one would expect credit insurance to be less frequently offered "free." Also, if rate
ceilings were restrictive, and required insurance did not constitute a violation of the rate ceiling (even though,
under Regulation Z it wasincluded in the A.P.R.) one 'might expect creditors to "require" credit insurance more
frequently. Thus, one might expect to find credit insurance to be "free" less often and "required” more frequently
in Arkansas than in other states.

Table 4 presents data on consumer use of credit insurance and on consumers’ perceptions of creditors
marketing practices. The datain Part | refer to consumers most recent credit acquisitions of $200 or more. The
datain Part |1 refer to reports by the (three) major auto finance companies.

Thedatain Part A of Table 4 indicate that fewer consumers report that they have credit insurance in
Arkansas than in the other survey states. The datain Part IB indicate that thisis so primarily because credit
union borrowers are significantly less likely to have credit insurance in Arkansas than elsewhere. That fact plus
the fact that store and dealer credit (where insurance isinfrequently acquired) is much more important as a
source of credit in Arkansas, seems to account for the reduced overall credit insurance usage in Arkansasthat is
documented in Part IA.

Parts IC and ID of Table 4 address credit insurance marketing practices. The chi-squared statistic of part
IC indicates that credit insurance is marketed differently in Arkansas than in the other survey states. From
inspection of percentage differencesin individual responses, it appears that the greatest percentage discrepancies
were the following: (1) credit insurance was "recommended" less frequently in Arkansas, (2) credit insurance
was "required” more frequently in Arkansas, and C3) credit insurance was offered "free" less frequently in
Arkansas. The last two findings are consistent with our expectations. However, when the relative incidence of
"free” versus "required” insurance in Arkansas was compared to other survey states in Part ID, the x> statistic
was nhot significant.

Finally, Part Il of Table 4 indicates that credit contracts purchased by auto finance companies were much
more likely to include credit insurance in Arkansas than in other survey states. Because there were so few
companies, however, reasonable tests of significance could not be constructed.



TABLE 4
CREDIT INSURANCE USAGE

AR Other States X? (for Yes/No Absolute Per centage
Difference) Difference (high/low
value x 100)

I. On Most Recent Credit Acquisition of $200 or M or e Residents of:

A. Had insurance 62.3 72.2 11.670*
B. Sour ce of Credit (and % of consumerswith insurance)
Store or dealer 47.0% 53.6% 0.837
Bank 63.4 69.4 1711
Finance company 77.2 73.8 0.268
Credit union 71.8 86.9 6.131*
C. Insurance was
Never mentioned 24.8% 21.2% 17.0
Mentioned, low key 18.0 15.2 184
Recommended 24.8 33.6 35.5
Strongly recommended 8.1 8.8 8.6
Required 15.8 12.0 317
Free 6.8 8.3 221
Other 1.6 0.7 14.247* 128.6
D. Number reporting " free" versus"required" insurance
Free 22 91
Required 51 132 2.653**
II. Auto Finance Company Paper, Percent of Contractswith Credit Life Insurance

67.5 36.1
*Significantly different at the 10 percent confidence level.
**p= 1034

SOURCE: CRC 1979 Consumer Financial Survey and CRC 1979 Creditors Survey

B. Credit Availability and Restrictionson Credit Terms

Creditors can change credit termsto alter their risk and losses. Restrictionsin credit terms reduce the
proportion of people who desire and can qualify for consumer credit. If rates cannot be raised, creditors can till
ration credit either by rejecting higher risk borrowers or by raising downpayment requirements, shortening credit
maturities, or taking other steps to reduce the number of people who qualify for and desire credit on those terms.
Such changes in credit terms can be used to reduce defaults and credit collection costs.

1. Credit Terms

Table 5 summarizes available evidence on consumer credit terms. At both commercia banks and credit
unions, the average minimum size personal loan that an Arkansas institution would make was two and one-half
times or more the average minimum size of loan that non-Arkansas lenders would grant. This difference was
highly significant for commercial banks. It reflects the fact that costs of |oan origination and servicing cause net
yieldsto fall far below contract rates on relatively small consumer loans (see Peterson [22]). If loan rates cannot
be raised sufficiently so that adequate net yields can be earned after loan servicing costs are taken into account,
lenders will not make small loans. The statistics suggest that, due to this phenomenon, fewer lenders were
willing to make small cash loans in Arkansas than in other states.
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The datain Table 5 also suggest that creditors were more likely to require cosignors on loansin Arkansas
than elsewhere. While cosignor requirements may reduce |loan demand, they also reduce creditors risk, and
thereby can increase the expected rate of return on fixed-rate |oans by reducing expected losses. Thus, it is not
surprising that Arkansas creditors, who could not raise rates, more frequently sought to increase expected
returns by requiring cosignors.

TABLE 5
CREDIT TERMS

AR Average Other t-Value
A. Minimum Personal L oan Size Requirements
Commercia banks $1,571.52 579.54 8.24*
Credit Unions 280.56 112.86 1.19
B. Cosignorson M ost Recent L oans (Consumer Data)
Family Auto Purchase 12.7% 6.7% 6.437*
"Personal” Loan 13.0% 8.0% 2.822*
C.Loan Maturities
Consumer data for Average Loan Maturity
First family car 37.36 mo. 39.07 mo. 27*
Second family car 35.41 37.48 1.65
Consumer data on % of Auto Contracts with maturities Over 36 mo.
First family car 33.9% 38.3% 0.5383
Second family car 20.6% 23.5% 0.0116
Bank data on % of Banks Making 48-month Auto Loans
New auto loans 47.9% 87.5% 3.888*
Used auto loans 42.9% 66.7%
Credit union data on % of Credit Unions Making 48-month Auto Loans
State credit union
new car 36.4 84.0 2.143
used car 18.2 48.4 1.948
Federal credit union
new car 55.6 55.6 new car
D. Loan-to-Dealer Cost Ratios
Commercia Banks
Loan to dealer cost Group means (%)
36 month new car loan 75.83 85.21 .80
36 month used car loan 78.33 84.29 A48
48 month new car loan 87.50 85.00 -.29
48 month used car loan 90.00 77.00 -1.33
State Credit Unions
36 month new car loan 83.50 83.18 -.09
36 month used car loan 95.71 85.13 -2.19*
48 month new car loan 83.25 83.87 A3
48 month used car loan 100.00 84.00 -4.34*
Federal Credit Unions
36 month new car loan 82.50 78.88 .98
36 month used car loan 91.25 90.25 A2
48 month new car loan 86.66 79.00 1.14
48-month used car loan -- -- --
Auto Finance Companies
36 month used car loan 93.1 95.9 N.A.
48 month new car loan 88.6 92.2 N.A.

*Significantly different at the 10 percent confidence level.

SOURCE: CRC 1979 Consumer Financial Survey and CRC 1979 Creditors Survey



Creditors may also ater loan maturities to adjust loan risk. Longer maturity loans reduce current cash
flows and are usually thought to be potentially more risky for the creditor--as the more distant future is less
certain. Many consumers prefer longer maturity credits, however, because they reduce monthly payment
requirements.

The evidence presented in Table 5 on consumer credit maturities in Arkansas and other statesis mixed.
Consumers reported shorter average maturities on their auto loans. Relatedly, a significantly lower percentage of
banks made 48-month auto loans in Arkansas. While there was not a statistically significant difference between
Arkansas and the other states in the percentage of credit unions that made auto loans of 48-months, only a very
small percentage of state-chartered credit unions made such loansin Arkansas. Finally, while alower percentage
of Arkansas residents than in other states had auto loans over 36-months, the difference was not statistically
significant. Thus, while the available evidence shows that auto loan maturities were lower in Arkansas than in
other states, the differences were not always statistically significant.

Evidence on downpayment ratios was less consistent than evidence on loan sizes, cosigner requirements,
and maturities. While auto finance companies, generally made loans with more restrictive loan-to value ratios In
Arkansas than in other states, credit unions did the opposite. In addition, bank data were mixed, with Arkansas
banks having more restrictive downpayment requirements on 36-month auto loans, and less restrictive
downpayment requirements on 48-month auto loans. The only statistically significant results suggest that
state-chartered credit unions made used car loans on more lenient terms in Arkansas. Finally, consumer data
(not shown in Table 5) did not show significant differences in downpayment requirements across states. Thus,
overall, the evidence does not suggest that, in general, downpayment requirements were more restrictivein
Arkansas than in other states.

2. Credit Rgection Rates

Data on credit rejection rates vary according to whether consumer data or creditor data are being
considered. Compared to consumers in the three other states, a much larger proportion of Arkansas consumers
(28 percent vs. 16 percent) reported that they had been rejected when they applied for consumer credit at some
time in the past. The difference was highly significant statistically. In addition, in Arkansas, lower percentages
of consumers reported that they could get al the credit they wanted after having been either rgjected or granted
less credit than desired.

Creditor data did not show uniformly higher rgjections for Arkansas consumers, however. On one hand,
customer rejection rates at commercial banks often were significantly higher in Arkansas. Rejection rates were
also higher at savings and loan associations. On the other hand, customer rejection rates reported by auto finance
companies and credit unions were lower in Arkansas than in other states--albeit, they were significantly lower
only at Federal credit unions (which could charge equal ratesin all states).

One way that these disparate findings can be reconciled (Peterson [231) is to assume that consumers apply
less frequently for credit in Arkansas once they have been rejected for credit. This makes sense if consumers
feel that once they have been rejected for ten percent credit they cannot go elsewhere to obtain credit at a higher
rate. If thisistrue, the weak applicants would apply for credit less frequently in Arkansas. As aresult creditors
would reject alower portion of applicants, even though a higher portion of the population had been rejected at
least once. Another possible explanation for this disparity could be that creditors engage in more "face-
screening” in Arkansas. Because credit is not readily available they might discourage all but obviously credit-
worthy potential customers from even bothering to fill out aformal application. Consumers' perceptions of
rejection, then, might be based on these verbal exchanges, while creditors' statistics would be based only on
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formal applications for credit. A third possible explanation for these findingsis that Arkansas residents may
have been more frequently rejected for ten percent credit in their (more risky) youth, but did not experience
substantial difficulty in qualifying for ten percent credit once they aged somewhat or |earned which types of
creditors would be most likely to accept their credit applications. Thus, over their life cycle, alarge proportion
of consumers may have experienced credit rejection in Arkansas even though creditors rejected arelatively
small portion of credit applicants at any point in time.

3. Credit Use

Unless consumers found ways to evade the effects of credit restriction, one would expect that the higher
credit rejection rates they reported could cause them to hold less debt in Arkansas than in the other states
surveyed. Table 7 provides evidence on consumers total debt holdingsin column (a). Overal, the data
presented in that column indicate that Arkansas residents held as much credit as consumers located in other
states. In the aggregate, in fact, the total amount of consumer debt per household held by Arkansas respondents
insignificantly exceeded the average amount of consumer debt held by other respondents in the sample. Further,
when debt holdings were disaggregated by customer risk (as measured by a major bank's credit scoring system)
and income levels, little difference in average debt holdings was apparent--with the exception that two of the
three lowest income classes in Arkansas surprisingly held more debt on average than respondents with
equivalent incomes in other states. Thus, overal, the datain column (a) do not support the hypothesis that credit
islessreadily available in Arkansas than in other credit markets--and they are particularly inconsistent with the
hypothesis that |ow income borrowers receive less credit in Arkansas.

The other data provided in Table 7. give asomewhat different picture, however. In particular, the datain
column (b) show that, if only cash credit (i.e., credit not obtained from dealers at the point of sale or on credit
cards) is considered, Arkansas residents generally held significantly less credit of that sort than residents of
other states. The differenceis statistically significant for the lowest income borrowers and for two of the three
highest-risk deciles of consumers. Thus, the evidence presented in column (b) is consistent with the hypothesis
that cash credit will not be readily available--particularly to high-risk borrowers--if rate ceilings are highly
restricted.

The disparate findings of columns (a) and (b) can be explained by the fact that consumers have shifted
their credit usage toward point-of sale sourcesin Arkansas. Since point-of sale credit isinitiated by dealers, they
can raise prices on goods to compensate for any losses they incur on their credit operations. Thus, if cash credit
isnot readily available due to low rate ceilings, we expect borrowers to be able to obtain consumer credit more
readily at point-of-sale credit sources. This, in fact, is what happened in Arkansas. Column (c) of Table 7
indicates that the ratio of point-of-sale credit to total consumer credit held by consumersisfar higher in
Arkansas than in other states. The difference is highly significant statistically, not only in total, but also for
many income groups, including the lowest income group and the riskiest three deciles of the population. These
results are consistent with the hypothesis that (where credit rates are limited by rate ceilings) point-of-sale credit
will be substituted for cash credit by borrowers (particularly risky borrowers) who experience difficulty in
obtaining cash credit.

Table 8 addresses the question of how consumers alter their credit sources because of the effect of rate
ceilings. In Table 8,point-of-,sale credit is separated into dealer installment sales contracts and credit card
credit. Overall, Arkansas residents used significantly -more credit of each type than residents of other states.
However, in relation to residents of other states, Arkansas customersin the riskiest half of the risk distribution
used relatively more dealer sales credit, while Arkansas consumers in the highest-end of the income
distribution had more debt outstanding on credit cards, Thus, there was some tendency for the source
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TABLE 6

REJECTION RATESON CONSUMER LOANS
Rejection Rates Reported by Consumers

Group Mean (%)

AR Average Other t-Value
All consumers (% rejected) 28.0 16.0 6.84*
Consumersthat eventually received the credit they wanted after being rejected outright.
Number rejected 11 42
Percent receiving all the credit  27.3% 40.5%
they wanted
Consumersthat eventually received all the credit they wanted after initially not receiving as much credit asdesired.
Number receiving less than 35 110
they wanted
Percent eventually obtaining 34.3% 37.3%

all the credit they wanted
Rejection Rates Reported by Credit Grantors
Commercia Banks

Type of loan

New car 21.83 12.59 +1.92*
Unsecured personal |oan 39.66 21.31 +2.63*

Savingsand L oan Associations
First mortgages 8.33 5.80 +.92
State Credit Unions
New car 2.87 5.73 -1.45
Unsecured personal 3.36 7.91 -1.69
Federal Credit Unions
New car 2.00 15.75 -3.72*
Unsecured personal 4.14 9.33 -1.54
Auto Finance Companies

New auto financing 135 18.3 N.A.
Used auto financing 19.6 317 N.A.
Total auto financing 17.0 24.0 N.A.

*Significantly different at the 10 percent confidence level.
SOURCE: CRC 1979 Consumer Financial Survey and CRC 1979 Creditors Surveys

TABLE 7
TOTAL HOUSEHOLD DEBT HOLDINGS, BY RISK AND INCOME

(a)Total Consumer Debt (b)Non-point-of-Sale (c)Ratio of Point-of-Sale
Outstanding (including Consumer Debt Outstanding  Credit (Including Credit
Credit Card Debt) Per (Excludes Dealer-Originated Cards) To Total Consumer

Household & Credit Card Debt) Debt — Average Ratio Per
Household
By Credit Rick AR Other  t-value AR Other  t-value AR Other  t-value

Riskiest 5% 1267.00 951.13 -.99 563.28 699.54 .48 .7519 4644 -3.19*
Next riskiest 5% 122752 1698.72 1.35 626.26  807.02 .71 .6226 4145 -2.04*
Second risk decile 1645.92 1990.74 .91 652.78  1275.69 2.53* .6862 .3905 -4.01*
Third risk decile 1587.53 1863.42 .76 591.81 1017.21 2.03* 16483  .5079 -1.81*
Forth risk decile 1864.98 154541 -.95 91290 92810 .05 .6861 .5834 -1.39
Fifth risk decile 2468.93 1614.65 -2.19* 93537 887.29 -19 .6768 .6100 -.90
Sixthrisk decile 1477.73 1729.39 .67 596.88  1238.83 2.60* 7202 .5446 -2.11*
Seventh risk decile 1288.36  1437.07 .34 53576 87712 131 7769 .6025 -2.17*
Eighth risk decile 1246.44 1089.69 -.49 466.08 835,57 150 7911 .6484 -1.76*
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Ninth risk decile 1093.39 808.78  -.87 75732 58510 -.60 .7829 .6988 -1.05
Least risky ten 33035 30835 -.15 53.00 179.21  2.21*. .9053 .8989 -12
percent

By Income AR Other  t-value AR Other  t-value AR Other  t-value
$1 -3500 148.67  150.20 .02 3.55 68.53 2.55* 9231 .6800 -2.18*
$3501-5500 675.68  188.80 -2.75* 201.97 10263 -.74 .8529 .7891 -.03
$5501-8250 697.65  406.67 -1.86* 34529 20385 -1.09 7287 .6230 -1.25
$8251-10500 987.00 599.05 -1.65 368.87 391.12 .14 7841 .5550 -2.56*
$10401-13250 114054 123090 .36 47754 63659 .90 7524 .6070 -1.82*
$13251-18750 197435 1679.14 -.99 858.04 99789 .62 .7039 .5694 -2.37*
$18751-23750 3027.86 2097.91 -1.98* 1099.26 1232.03 .44 .7030 .5464 -2.53*
$23751-27500 2419.29 2642.78 .45 667.00 157396 3.14* .7610 .5467 -2.77*
Over $27500 2876.48 2664.52 -.45 1430.14 1884.61 1.35 .5657 5574 -12
Tota 145571 1367.68 -0.81 605.59 84852  3.28* .7286 .5845 --6.22*
*Significantly different at the 10 percent confidence level.
SOURCE: CRC 1979 Consumer Financial Survey

TABLE 8

HOUSEHOLD HOLDINGS OF POINT-OF-SALE CREDIT COMPONENTS

(a) Dealer-Originated Consumer (b) Total Credit Card Debt
Installment Debt
AR Other t-value AR Other t-value

By Credit Risk
Riskiest 5% 585.93 256.58 -1.76* 166.04 98.75 -1.26
Next riskiest 5% 421.62 562.26 .63 189.73 256.73 73
Second risk decile 704.72 412.50 -1.17 252.54 240.93 -.18
Third 692.94 557.17 - .62 346.32 264.53 -.93
Fourth 803.21 424.02 -1.69* 413.95 227.24 -1.83*
Fifth 1011.53 362.67 -2.19* 490.90 366.24 -1.04
Sixth 616.88 325.07 -1.38 323.84 275.83 -.73
Seventh 330.58 278.57 -.37 341.16 295.13 - .44
Eighth 358.68 167.84 -1.24 445.04 214.24 -1.93*
Ninth 61.21 98.65 .95 279.31 201.25 -.98
Least risky 10% 161.96 0 -1.68* 160.28 150.31 -.22
Annual Income
1-3500 116.00 46.39 -.75 33.64 33.12 -.03
3501-5500 383.25 45.19 -1.96* 83.02 44.37 -1.38
5501-8250 233.29 122.76 -1.10 135.01 130.27 -.12
8251-10500 372.51 161.41 -1.39 146.34 90.88 -1.18
10501-13250 385.57 342.14 -.25 248.56 204.28 -.75
13251-18750 703.47 449.70 -1.41 378.79 268.74 -1.94*
18751-23750 1339.85 426.83 -2.79* 589.68 369.57 -2.59*
23751-27500 1020.49 576.52 -1.45 510.05 492.09 -.17
Over 27500 699.98 436.77 -1.29 855.09 430.50 -2.44*
Total 539-33 298.72 -3.86* 323.02 243.41 -2.84*

*Significantly different at the 90 percent confidence level.
SOURCE: CRC 1979 Consumer Financial Survey
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of point-of-sale credit to vary differently with the risk and income of the consumer in Arkansas than in other
states.

Overall, then, we found that the total amount of credit used by Arkansas consumers did not vary from that
used by consumersin other states, but that the composition of consumer credit was quite different Cash credit
was used less frequently and both credit card credit and dealer originated credit were used more extensively.
Thus, consumers in Arkansas, particularly the riskiest consumers, used significantly higher ratios of
point-of-sale credit to total credit than consumersin other states.

C. Costs of Related Goods

The greater use of point-of-sale credit relative to cash credit in Arkansas is consistent with the hypothesis
that retailers can continue to sell on credit even if credit rates are low because they can increase the price of.
goods to offset reduced income from finance charges. In previous work, Lynch [15], [16] has found that prices
of durable. goodsin Arkansas averaged severa percentage points higher than prices on exactly the same items
in major citiesin surrounding states. While retailers can raise prices of. goods, cash creditors cannot. However,
if creditors purchase consumer paper from retailers who issue the credit at the point-of-sale they may be able to
raise charges to the retailers to compensate for low interest rates. They also will purchase consumer credit
contracts at lower prices,(greater discounts) than equivalent contracts with higher finance rates. Retailers, in
turn, can pass these on elevated charges and discounts in the form of higher prices on goods with credit sensitive
demand.

Datarelating to dealer-creditor relationships suggest that creditors did pass on to retailers both extra fees
and risk when thelir interest rates were restricted (Table 9). First, merchant discounts on bank credit cards were
higher in Arkansas than in other states, thereby enabling the banks to earn more than ten percent (gross) on their
credit card receivables. Second, finance companies received alower yield on auto credit contracts purchased in
Arkansas than in other states. They partially compensated for that fact by eliminating the profit (dealer rate
spread) that dealers usually earn by selling their contracts to auto finance companies at a premium. In addition,
they apparently made the dealer absorb 100 percent of the credit risk associated with those contracts--as
Arkansas was the only state in which al auto finance companies specified in their contracts that they had full
recourse to recover from the dealer any credit losses on the contract. These provisionsincreased Arkansas auto
deders costs of doing business as well asthe risk they incurred. As aresult, we hypothesize that Arkansas auto
dedlers raised prices on vehicles or took steps to limit their risk on their installment sales of automobiles,

D. The Structure of the Credit Market

When rate ceilings are restrictive, one would expect that high risk cash creditors would leave the
consumer loan market and high risk borrowers would obtain credit at the point-of-sale, In this section, we look
at the total number of creditors operating in each of the consumer credit markets surveyed to determine how the
institutional structure of the credit market in Arkansas differed from other states.

The datain Table 10 indicate that no consumer-finance companies operated in Arkansas, while such
companies operated in states with higher rate ceilings. Apparently, companies that traditionally serve the
higher-risk end of the cash loan market could not operate profitably in a state where rate ceilings were highly
restrictive.
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TABLE9
DEALER-CREDITOR RELATIONSHIPS

Average Discount Paid on Bank Credit Cards

AR Wi IL LA

5.5% 3.3% 2.0% 3.6%

Auto Finance Companies: Rates and Rate Spreads
48 months new auto

Consumer rate 10.0 12.5 13.8 14.1

Creditor rate 10.0 11.9 12.1 12.2

Dealer rate spread 0 0.6 1.7 1.9
36 months used auto

Consumer rate 10.0 15.16 17.62 17.61

Creditor rate 10.0 12.55 12.68 12.89

Dealer rate spread 0 261 4.94 4.72

Auto Finance Companies, Security Requirements
Full recourse required?

Yes% 100% 33% 33% 67%

SOURCE: CRC 1979 Consumer Financial Survey and CRC 1979 Creditors Survey

A second interesting observation that can be made from Table 10 is that pawnbrokers were far more
prevaent in the Arkansas market than in al other credit markets combined. Pawnbrokers extend small amounts
of cash credit. Further, by under-appraising the value of collateral, they can earn a profitable rate of return (on
defaulted loans) even if they earn only aten percent rate of return on pawns that are redeemed. Because of their
pricing flexibility and the absence of consumer finance companies in the Arkansas market, it appears that
pawnbrokers have entered the market to provide consumers with small cash loans,

In addition to pawnbroker credit, it also appears that many consumers who could not obtain small cash
loans used retail credit as a source of funds (Table 7). Asaresult, the riskiest 30 percent of Arkansas
households held significantly higher proportions of retail originated credit.

IV. Reconciliation of Findings

The data presented in this paper indicate that the ten percent usury law has had a number of effectsin
Arkansas. Some of the findings were unexpected. For instance, the finding that consumers reported they were
more frequently rejected for credit in Arkansas was consistent with the notion that more credit rationing occurs
when rate ceilings hold down loan rates. However, the finding that consumers held as much credit in Arkansas
asin other states was unexpected given the elevated rejection rates reported in Arkansas.

These potentially disparate findings can be reconciled, however, if retail creditors serve consumers who
are rgjected for loans by cash lenders. Retail creditors can do so by raising prices on goods to generate any given
rate of return on their total (goods plus credit) operations--subject to limitati org imposed by competition from
retailers who do not offer credit, and other determinants of consumer demand.

® Anecdotal evidence indicates that Arkansas retailers may adjust services aswell as prices. For instance, they may charge for delivery
or wrapping packages or offer less choice (fewer inventories) in their stores (see Schlendler [31]).
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TABLE 10
STRUCTURE OF CREDIT MARKET
(Total Number of Firmsof Each Typein the Market)

AR WI IL LA Total
Commercia banks 8 14 7 5 34
Credit unions 54 34 28 21 137
Savings and loan 7 5 6 3 21
associations
Consumer finance 0 18 13 31 62
companies
Pawnbrokers 7 0 2* 1 10*

*One pawnbroker in Chicago advertised in North Chicago/Waukegan, the other was a local, pawnbroker.
SOURCE: CRC 1979 Creditors Surveys

Table 11 indicates that aretailer can earn the same cash flow from a good that is sold at a high price on a
credit contract that carries alow interest rate as on agood that is sold at alower price, but with a higher interest
rate. Thus, in states where all rates are restricted, retailers can elect to increase cash prices on goods that are
typically sold on credit, Such a strategy would let them maintain their cash flows even if nominal rates of return
on their credit contracts were held down by low rate cellings.

Because retailers can adjust cash prices on credit-related. goods, as well as interest rates, they generally
can charge any price necessary to serve consumers of any. given level of risk, Some "inner city" merchants for
instance,-may double cash prices and still sell goods on credit to customers who otherwise would be too risky to
qualify for credit, Similarly, Arkansas merchants should be able to serve relatively risky customersif their cash
prices are high enough, Thus, it is not surprising that the riskier borrowersin Arkansas were more likely to use
dedler-originated credit than risky borrowersin other states.

TABLE 11
RELATIONSHIP OF INTEREST RATES, PRICES, AND RETAIL CASH FLOWS
Interest Rate Price of Good Maturity of Credit Contract* M onthly Payment (Cash
I nflow)*
18% $1,000 24 mo. $44.92
15% $1,029.65 24 mo. $44.92
12% $1,060.56 24 mo. $44.92
10% $1,081.90 24 mo. $44.92

*These cal culations assume that all consumer credit contracts are repaid as scheduled.

The effect of raising cash prices to compensate for reduced interest revenues cannot be expected to have
neutral effects on consumers, however. In particular, the cash price of goods will rise relative to the credit price.
Further, credit users will have fewer incentivesto repay credit quickly. While higher cash prices may discourage
some sales of goods, low credit costs may encourage credit buyers to acquire and retain larger credit balances
than would otherwise be the case. As aresult of these two effects, consumers may purchase retail goods on
credit contracts relativel )gnore frequently and repay their debts more slowly than would be the case in states
with higher rate ceilings.” This response could account for the fact that Arkansas residents, on average, held just

® Some anecdotal evidence reported by Schlender [31] is consistent with the notion that consumers will use credit more frequently to
buy retail goods in Arkansas. A regional department store chain reported 52 percent of its salesin Arkansas were credit sales, as
opposed to 45 percent of its salesin stores located in other states. Presumably, the same type of merchandise would be sold in each
store, so interstate differencesin credit costs accounted for the difference in credit use.
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as much consumer credit as residents of other states--in spite of the fact that credit rejection rates were elevated
and small cash loans were not readily available 'in Arkansas.

V. Conclusions

The evidence presented in this paper demonstrates that the ten percent rate ceiling in Arkansas has had a
number of effects. Principal findings were that the ten percent Arkansas rate ceiling:

(i)

(i)

(iii)

(iv)

(v)

(vi)

reduced loan rates and increased some (but not all) credit related fees and charges. -,One of the
most interesting findings here was that commercia banks evidently altered their deposit pricing
policiesin response to restrictive loan rate ceilings;

eliminated conventional cash creditors who serve high-risk customers from the market, and
allowed pawnshops to proliferate;

caused customersin genera and high-risk customersin particular to change their credit sources
from cash credit to dealer originated credit;

caused consumers to report higher credit rejection rates. However, possibly because of reduced
credit search or greater "face-screening,” creditors did not consistently report elevated rejection
rates. Also, overall, consumers obtained as much credit per household as consumersin other
states;

caused some loan terms (principally minimum personal loan sizes, cosignor requirements, and
loan maturities) to be restricted but did not have much, if any effect on downpayments; and

caused creditor-dealer relationships to become more restrictive from the viewpoint of the dealer.
Institutions purchased consumer installment contracts at higher discounts in Arkansas thanin
other states and imposed a greater risk of credit loss on auto dealers.

Overdl, the principal findings of this study suggest that consumer credit rate ceilings have a much greater
effect upon the structure of the consumer credit market, the composition of consumer credit, and the terms of
consumer credit contracts than they do on aggregate consumer credit use.
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