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If 9871 Fees

Sec. 6.203. (1) A person requrred to_ file notification shall on or before
gﬁgu)ary 31 of each’year pay to the [Administrator] an annual fee of $10 for
(2) Personsrequrred o file notification who are sellers, lessors, or lenders
shaI ag an additional fee at the time and in the manner stated in subsection
10 for each $100,000, or part thereof, in excess of $100,000, of the
orr maI unpard balances arrsrngh rom consumer credrf sales consumer Ieases
consumer oans]ma e In this Sfate within t rece m% ga end ear
and held either by the seller, Iessor or lender. for mo e th an3 ays aft
Inception of the sae lease, or_Joan grvrng rise to_the obli atrons or by an
assiqnee who has not filed notificationr. A Tefinancing of a sale, Jease, orloan
resulting In an increase in the amount of an obligation Is considered a new
sale, leaSe, or loan to the extent of the amount of the Increase.

(13) Persons required to file notification who are assignees shall pa an
additional fee at the time and In the manner stated In subisection (1)

for each $100,000, or part thereof, of the unpaid balances at the t rme of the
assignment of obligations arising from oonsumercredrt sales, consumer leases,
ang consumer loans made in this State aken assrgnment durrn the pre-
ceding calendar year, but an assignee need not h)arf/ a fee with respect to an
obligdtion on which the assignor or other person fas already paid a fee.

PART 3— council of advisors on consumer credit

[H 9883 Council of Advisors on Consumer Credit

Sec. 6.301. (1) There IS hereb%creafed the Councrl of Advjsors on Con-
sumer Cre it consisting of A bers, who shall be ag pointed by he Gov-
ernor. Qne of the Advrsors shall be desronated by the G vernoras C airman,
In appointin members of the Council, the Governor shall seek to_achieve a

rehpreseg ation from the various segments of the consumer credit idustry

2
those( embers first agorn four] shall be appornte or a ter
ear, [four] fora term ]years [our] fora term of ears, and [for
or @ erm of “P{ears mem r chosen to fill a yacancy rrsmr{; otherwise
than by expiration of term shall eappomted for the unéxpired term of the
member whom he is to succeed. A member of the Council is eligible for
reappointment.

_ g?al Members of the Council sha. tvc without comﬁensatron brét are
entitled to reimbursement of expenses incun.J in the performance ol their duties.

[fl 989] Function of Council; Conflict of Interest

Sec, 6.302. The Councrl shall advise Cand consulf wrfh the Administrator
concerning the exercise of his powers under this Act and may make recom-
men ations to him. Members of the Council may assist the Adminjstrator m
0 farnrng compliance with this Ao Since 1t IS dan 0bj ectrve of this Part to

obtain _com et nt represenfatrves of credr tors an ublic to serve on the
Council and to assist and cooperat with the Ad mmrs rator_in eu'hieving the
br{ectrves of this Act, 3ervrce on the Counor shall not In itself constitlite a
conflict of interest regardless of the occupations or associations of the members,

1989

The term of. offr e ff each member of the go ncil is I%4] F .
3
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Cll 9901 Meetings

. Sec. 6.303. The Council and the Administrator shall meet together at a
time and place deshgn,a,ted by the Chairman at least twice each ‘year. The
Council may hold additional meetings when called by the Chairman.

[PART A— ADMINISTRATIVE PROCEDURE AND JUDICIAL REVIEW]

[11 991] [Applicability and Scope]

;Sec. 6.401. This Part applies to the Administrator, prescribes the pro-
cedures to be observed by him' in exermsmg his powers_under this Act, and
supglements the provisions of the Part on Powers and Functions of Admin-
Istrator FgPart 1) of this Article and of the Part on_Regulated and Supervised
Loans (Part 5) of the Article on Loans (Article 3).]

[11 992] [Definition: in Part]

_[Sec. 6.402. In this Part (1) “Contested case” means a proceeding, includ-
ing but not restricted to one pursuant to the provisions on administrative
entorcement orders (subsection ,il) of Section 6.108) and licepsing, In which
the legal rights, duties, or Prlweges of a party are required by law to be
determined by the Administrator after an oppaortunity for hearing.

(2) “License” means a license authorizing a person to make supervised
loans. pursuant to the provisions on authority *o make supervised loans
(Section 3.502).

(3) “Licensing” includes the Administrator’s. process respecting the
g]gantl,denlal, revocation, suspension, annulment, withdrawal, or amendment
0f a license.

(4) ‘Party” means the Administrator and each person named or agmitted
gsp%rﬁ);rty, or'who is aggrieved by action taken and seeks to be admitted as

(5? “Rule” means each rule specifically authorized by this Act that applies
generally and implements, mterprets or préscribes law of policy, or each state-
ment by the Administrator that applies generally and describés the Adminis-
trator’s procedure or practice requirements or the organization of his office.
The term includes the amendment or repeal of a prior rule but does not include

(a). statements, concerning only the internal management of the
Administrator’s office and not affecting private rights or procedures avail-
able to the public;

(b)..declaratory ruIi_n?s issued pursuant to the provisions on declara-
tory rulings by Administrator (Section 6.409) ; or

(c) intra-office memoranda.]
COMMENT

_These definitions are derived from Sec- cedurc Act (hereinafter referred to aS the
tion 1 of the Uniform Law Commissioners” "Revised Model Act”).
Revised Model State Administrative Pro-

1990
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[l 993] tPubiic Information; Adoption of Rules;
Availability of Rules and Orders]

[Sec. 6.403. (1) In addition to other rule-making requirements imposed
by law, the Administrator shall:

_(a) adopt as a rule a description of the organization of his. office
stating the general course and method of the operations of his office ar,
the methodS whereby the public may obtain information or make sub-
MIssions or requests:

ﬁb% adoPt rules of practice setting forth the nature and reguireme,nts
of all Tormal and informal procedures available, including a description
of all forms and instructions used by the Administrator or his office,

(c) make available for public inspectjon all rules and all other written
statements of policy or mter%retatlons formulated, adopted, or used by
the Administrator i the discharge of his functions:

éd) make available for public inspection all final orders, decisions,
and opinions,

,(22 No rule, order, or decision of the Administrator is valid qr effective
against any person 0.' party, nor may it be invoked by the Administrator for
an Purpose until it has been made av%lable for pubil.c inspection as herein
required. Tan rovision is not applicable in favor of any person or party
who has actual Knowledge thereof.

COMMENT

This Section ir. derived from Section 2 of
the Revised Model Act.

[l 994] [Procedure for Adoption of Rul s]

ASec._ 6.404. (1) Prior to the adoption, amendim , or repeal of any rule,
the Administrator shall

(a) give at least 20 days’ notice of his intended action. The notice
shall ‘include a statement of either the terms, or substancedof the intended
action or a gescription of the subjects and issues Involved, and the time
when, the place where, and the manner in which interested persons may

resent their yiews thereon. The notice shall be maijed to all persons
ho have made timely request of the Administrator for advance notice
of his rule-making proceedings and shall be published in [here insert
the medium of publication appropriate for the adopting State] ,

(b) afford all interested %rsons,reaso,n,able o#portum%y to submit
data, Views, or arguments, orally or in writing. In case of substantive
rules, opgortumty for oral hearing. must be granted if requested by 25
Rers,ons, a governmental subdivision or agency, or by an association
aving not less than 25 members. The Administrator shall consider fully
all written and oral submissions respecting the proposed rule. Upon
adoption of a rule the, Administrator, 'if reqiiested to do so by an inter-
ested person either prior to adoption_ or within 30 days thereafter, shall
Issue a concise statement of the principal reasons for and against its
adoption, incorporating therein his reasons for overruling the considera-
tions urged against ifs adoption.

11994



120 Uniform Consumer Credit Code

(2) No rule is valid unless adopted in substantial compliance with this
section. A proceeding: to. contest any rule on the ground of non-compliance
with the procedural tequirements of'this_section must be commenced within
2 years from the effective date of the rule.]

COMMENT

This Section is derived from Section 3 of
the Revised Model Act.

[Il 995] [Filing and TaWng Effect of Rules]

!Sec 6.405. (1) The Administrator shall file in the office of the [Secretar
of S ate% a certified copy of each rule adopted by him. The [Se,cretar%{ 0
State] shall keep a permanent register of the rules"open to public inspection

(2) Each rule hereafter adopted js effective 20 days after fiIinq
that, if'a later date is specified in the rule, the later date Is the effective da

COMMENT

This Section is derived from Section 4 of
the Revised Model Act.

, éxcept
e]

[U 996] [Publication of Rules]

, £Sec 6.406. (ll) The [Secretar of Stafe] shaIIcomgiIe,,index, and Pub-

lish all effective rufes adopteg by te Administrator. Compilations shall he

supplemented or revised as often”as necessary. _
(21),, Compilations shall be made available upon request to [fagenmes

and officials of this Statel tree of charg,e,and to other ge,rsons at prices fixed

by the [Secretary of State] to cover mdiling and publication costs.

COMMENT

This Section is derived from Section 5 of
the Revised Model Act.

[11 997] [Petition for Adoption of Rules]

[,Sec 6.407. An interested person ma getlpon he Administrator re-
questing the promulgation amendment, or repeal of a rule. The Administrator
sh%II ,gr_escrlbe biy fule the form for. Petmons and the roc?dure for their
syomission, consideration, and dl,sRosnon. Within 30 days after submission
of aﬁ)_etltlon, the Administrator either shall deny the petition in writinf]- (stat-
Ing his reasons for the denials) or shall initiate rule-making proceedings in
a,ccordances with the provisions on procedure for adoption of rules (Sec-

tion 6.404).] COMMENT

This Section is derived from Section 6 of
the Revised Model Act.

[11998] [Declaratory Judgment on Validity or
Applicability of Rules]

, 489&,6.408. The validity or applic,abilitey of a rule may be determined
in an action for declaratory judgment in thé [. . . court], if it is alleged

11995
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that th" rule, or its threatened application, interferes with or impairs, or
threatens to interfere. with or impair, the iegal rights or privileges of the
plaintiff. The Administrator shall be made a partY to the action. “A declar-
atory judgment may be rendered whether or not the plaintiff has requested
the ‘Administrator fo pass upon the validity or applicability of the rule in

question.]
COMMENT

This Section is derived from Section 7 of
the Revised Model Act.

[U 999] [Declaratory Rulings by Administrator]

[Sec. 6.409.. The Administrator shall provide by rule for the f||,|ngD_a_nd
prompt disposition of petitions or declaratorY rulings. as to the applicability
of any statutory provision or of any rule of the Administrator. Rulin;;s dis-
posm% of petitions have the same Status as decisions or orders in contested

cases
COMMENT

This Section is derived from Section 8 of
the Revised Model Act.

[fl 1000] [Contested Cases; Notice; Hearing; Records]

[Sec. 6.410. (1), In a contested case, all parties shall be afforded an
opportunity for hearing after reasonable notice.

(2) The notice shall include:

Ea) a statement of the time, place, and nature of the hearing;

b) .a statement of the legal authority and jurisdiction under which
the hegring IS t0 %e held: J y and ]

. f\% a reference to the particular provisions of the statutes and rules
involved:

_(d) a short and plain statement of the matters asserted. If the Ad-
ministrator or other party is unable to state the matters in detail at the
time *hc notice is served, the initial notice may be limited to a statement
of the 1ssues involved. Thereafter upon application a more definite and
detailed statement shall be furnished.

. (3) Opportunity shall be afforded all parties to respond and present
evidence and argunient on all issues involved.

(4) Unless precluded by law, informal disposition may be made of an%/

contested case by stipulation, agreed settlement, consent “order, or default.

(5) The record in a contested case shall include;

a) all pleadings, motions, intermediate rulings;
b) evidence received or considered;
c) a statement of matters officially noticed;
d) questions and offers of proof, objections, and rulings thereon;
¢) pnnosed findings and exceptions, . o
hearif)g' any decision, opinion, or report by the officer presiding at the

n 1000
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(g) all staff memoranda or data submitted to the hearing officer
or meémbers of the office of the Administrator in connection with their
consideration of the case.

6) Oral proceedings or any. part thereof shall be transcribed on request
of an&)pary [pbutathlsgexpensg P 1

Sg s of fact_shall be based exclusively on the evidence and on
matt cralg/

noticed.]
COMMENT

This Section is derived from Section 9 of
the Revised Model Act.

Hi 1001] [Ruler of Evidence; Official Notice]
[Sec 6.411. In contested cases:

irrelevant, immaterial, or unduly repetitious evidence shall be ex-

cIuded The ryles. of eV|dence as applied 1n [non-jury] civil cases in the
.. . court of t hlf State]e all be followed. When necessary to ascertain
acts not reasonanly susceptiole of proof under those rules,” evidence not
afdrnwmble thereunder may be admitted (exce t where preclnjde(% by statuth)
It 1t 1S of a type commonly relie reasona ent niep I the
conduct of h}eﬁ)r affans %/he A3m|ﬁ|s ratyor shaII |ve e?fect to the rules
Janw ege recognized )ﬁ Jectlons 0 evi entlary offers may be made
an ne noted |n the record. Subject to these re(éunements when a
nearing WI|| be expedited and the inferests of the parties will not be preju-
diced substantially, any part of the evidence may be received in written form;

2) documentary evidence maY be recelved in the form of coples or
excerpts, If the original |s not readily available. Upon request. parties shall
be glven an opportunity to compare 1 he copy with the original]

g gartﬁ/ ma conduc t cross-examinations required for a full and true
disclosure ot the f

g (3( ice ma be taken OfJUdICIa” cognizable facts, Tn addition, notice
may ta en of eneraII recognlze echnical or scientific facts within the
Ad ministrator’s special |ze Know ed%e Parties shall be notified either pefore
or during the hearing, or by reference |n preliminary reports or otherwise, of
E]he matenal noticed, |ncIu ing any staff memoranda or data, and thev shall
e afforded an orﬁ)gortunltx to cortest the material sq poticed. The Admin-
strator’s experience ical competence, and specialized knowledge may
be utilized |n the evaluation of the ‘evidence,]

COMMENT

This Section is derived from Section 10 of
the Revised Model A 't.

[Il 1002] [Decisions and Orders]

[Sec. 6.412. A final decision .or order adverse to a party in a contested
sg shaI be In wrltlng of stated in the record. A final decision shall include
in gfs of fact and ¢ nclusmns of law, separately stated. Findings of fact,

| set ort In sta% ory an ua e, shall be accompanied by a conelse and ex-
plicit sta emento eunde gfacts supporting the findings. If, In accora-
ance with rules of the Admlnls trator, a party submitted proposed findings of

I 1001
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fact, the decision shall include a ruIrng upon each proposed findings. Parties
shall be notified erther ersonall mail of any decision or, order. Upon
request a COP of the decision 0 ord?r shaII e delivered or mailed forthwith
tc ‘each party and to his attorney of record.

COMMENT

This Section is derived from Section 12 of
the Revised Model AC

[f[l 1003] [Licenses]

e[Sec 6.413. éI)When the grant or denial of a license s required to he
receded by notice and opgoriunrty for hearing, the provisions of this Part
concerning-contested cases

62) No revocation, suspension, annulment, or. withdrawal of a license is
lawful “unless, prior to. the  institution of proceedings by the Administrator
he gave notice' by mail to t he licensee of facts of conduct whrch warrant
the Intenaed action, and the licensee was %rven an opporfunity to show com-
pliance with all Tawful requrrements for the retention of the license.]

COMMENT

This Section is derived from Section Hof
the Revised Model Act.

[11 10n4] [Judicial Review of Contested Cases]

[Sec. 6,414, (1) A person who has exhausted aII dmrnrstratrve remedies
available before the Admrnrst torand Who Is a grreve Fya final decrsron In a ¢on-
tested case Is entitled rcra review. under this Part. This section does

not limit utilization of or he. scope of udrcral revrew ava rIabIe under other

means of revrew redress, relief, or trial dc novo, provided b pre-
liminary roce dural, rfr intermediate action or ruIrn? of the Admrnrstrator 1S
It review of the final decision of the Administrator

rmmedrate reviewab
would not rovrdeana equate remedy.

(2) Proceedings for review are instituted by filing a petition in the
1\ courtlwrthrn 0&] da%s after [mailing notice of] .the final decision of the
dministrator or, | earing Is, requested, within [30] a s after the
decision Ah |reon Copies of the petition shall be served upon the Adminis-
trator and all parties ~ record.

(3) The filing > the petition docs, not itself stay enforcement of the
decision of the Admiiustrator. The Admrnrstratormaygrant or herevrewrng
court may order a sl vupon appropriate terms.

(4 P Within 3d] days after the service of the petition, or within further
time a Iowed b?]/ g coutt, the Admrnrs%rahor shaII transmrt} the review|n
court the origihal or a certrfred co eentrre record of the roceedrn

under revrew My str&y ation of a arties t review grocee Ings,
record may be shorten party un easonably refusrng {0 trfru ate ¢ Irmrt
the record may he taxed by the court for the additional costs. The court
require or pefmit subsequent corrections or additions to the record.

5) If, before the date set for hearing, Pplrcatron IS made to the court
for leave to present additional evidence, and it Is shown to the satisfaction of

I 1004
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the cour# h?t the additional evrden%e IS materral and that her e were %ood
reasons for tailure to present the proceeding before the Administrator
the court may order that the additional evidence be taken before the Adminis-
trator upon_‘conditions determrned by the court. The Admrnrstrator ma
modify his findings and decision by reason of the additional evidence and shafl
file that evidence”and any modifications, new findings, or decisions with the
reviewing court.

(6).. The review shall be conducted by the court Wrthout a jury and shall
be confined fo the record. In Cases g Irre uarrtres In" procedure
pefore the Adm nistrator, not shown in t erec rd, progt thereon may be taken
in tthe cgurtf The court, upon request, shall hear oral argument and receive
written briefs.

(7) The court shaII not substitute its judgment for that of the Adminis-
rator%s 0 the Wero of the evidence on quéstions of fact. The court ma
affirm edecrsron of the Administrator or remang the case for further proceed-
Ings. The court may reverse or modify the decision if substantial rights of the
appellant have been prejudiced because the administrative findings, inferences,
conclusions, or decisions are:

a) in violation of constitutional or statutory provisions;

b) in excess of the statutory authority of the Administrator;
¢) made upon unlawful procedure;

d) affected by othererror of law;

e). clearly erroneoys in view of the reliable, probative, and substan-
tial evidence on the whole record ; or

‘ arbrtrar of ca ricious, of, characterized by abuse of discretion or
clear unwarra ted ex reise of discretion. ]

COMMENT

This Section is derived from Section 15
of the Revised Model Act.

[fl 1005] [Appeals]

[Sec. 6.415. An a grreved Party may obtain 4 rev w of any final judg-
ment of t he [. .. court] under this Part by appeal to the (... Court]. " The
appeal shall be taken as in other civil casesﬁ

Article 7.-— Reserved for Future Use

Note: Provisions concerning consumer credrt counselin

afgencres are bernﬁ consrdered py the Sgecra Committee an
roved by the National Conference after 1968, will be
proposed as Artrcle 7 of the Uniform Consumer Credit Code.

Article 8.— Reserved for Future Use

Note: Provisions concerning wage earner recervershrgs

%re berno\lconsrdered by the Spefc 1al Co mrttee and 8Erov
atrﬂna Conference "after 196§ he prop

Artrcle80f e Uniform Consumer Credit Code.

I 1005
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Article 9.— Effective Date and Repealer

[fl 1006] Time ofTaking Effect; Provisions for Transition

Sec, 9.101. Except as otherwise provided in this section, this Act
takes e(tfectat 12: 61)a m. op n | ﬁ P

2 the extent appropriate fo permit the Administrator to prepare
for o(pgratron of this Actp\k)rhe% rat akespeffect and to act on apEIrcatr%nspfor
Ircenses to make supervised loans under this Act_(subsection f Section
03), h Part on Regulated and Supervised Loans (l art b) oftheArticle
OPe T (T\ ticle 3) and the Artrcl on Administration (Articleb)takes

Note: Insert in lieu of brackets at the end of subsectron )neither
rmmedratel¥ or the earliest time pos t%e under the con-
stitutional ot statutory requirements o the enacting State.

g3) Trapsactions fntered into before t]hrs Act takes effect and the rrghts
duties,” and nterests flowing from them thereafter may be ermrnated -
Pleted consummated, or en orced as req&trred or r%ermrt % by ang/ ute
ule of law, or other law amengde | repealed, or modified 15 Act &s though
the repeal, amendment, or modrfrcatron had not occurred, butthrs et applres

(a)  refinancings, consolidations, and deferrals made after this Act
takes effect of sales, leases, and loans whenever made;

(hba sales or loans. made after this Act takes eftectpursuant 0 revolv-
rn charge accounts (Section 2108) and revolving loan accounts (Section
?082 entered Into, arranged or contracted for before this Act takes

ef
(c) aII credit transactions made before this Act takes effect insofar
g? c”r]eedratrr)trlsm on remedies and penalties (Article 5) limits the remedies

w Witn respect to revoIvrnrlr harqe aceounts gSectron 21082 ang
revolving Ioan accounts (Section 3.108) entered Into, arranged, or contracted
for before this Act takes effect, disclosyre pursuant to the provisjons on dis-
closure (Section 2.310 and Section 3.309), shall be made not Tater than 30 days
after this Act takes effect.

COMMENT

The 30- da&)errod in subsectron (4) is de-
rived from CCFA Section 127(c

[fl 1007] Continuation of Licensing

. Sec. 9.102. All persons licensed or otherwise authorized under the pro-
visions of [Ilrst statutes] on the effective date of this Act are Ircensed to make
supervised 1oans underthis Act pursuant to the Par t on Regulated and Super-
vrsed Loans Part 5 of the Article on Loans (Article 3) and ﬁll Provrsrons

that. Part prﬁy the persons so é)revrousl Ircene or lltt orized. The
Admrnrstrator ut 1s not required to, deliver evidence of licensing to the
Persons so prevrously licensed or authorized.

COMMENT

This section provides automatic licensing  viously licensed under the State’s licensed
under Article 3, Part 5, for all lenders prc- lender statutes prior to the effective date.
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No application or administrative action is
required and the formal license under the
prior statute, which will be repealed, will bx
a license under Part 5 of Article 3. The
Administrator may, ,t such time as his new

[H 1008]
Sec. 9.103

a
b
gc} [and s0 on]

Uniform Consumer Credit Code

dudes under the Code permit him an oppor-
tuni'y, substitute new licenses for those in
the lenders' possession, but this is entirely a
ministerial act.

Specific Rep_ealer and Amendments
(1) The following acts and parts of acts are repealed:

(2) The following acts and parts of acts are amended:

a
:
¢) [and so on]

Note re Repealer and Amendatory Provisions

_This Act is a comprehensive statute de-
signed to regulate most aspects of consumer
credit, maximum charges that may be made
for consumer credit and_ rates of interest
generally. Consumer credit covered includes
Sales crédit related to the sale to consumers
of goods or services, consumer loan credit,
some credit related to the sale or flnancmﬁ
of homes and some agricultural credit, A

States have one or more acts re?ulatln,g
consumer credit and rates of interest and in
many States additional provisions perform-
ing ‘the same function appear in various

other acts. To accommodate existing law
to_this Act, each State enacting this Act
will need to repeal one or more exXisting acts
or particular provisions in acts and” may
have to amend one or more other acts. The
purpose of this Note is to suggest to the
statute.z/ revisor or other person pre?_armg
this Act for introduction into a particular
State Legislature the acts which should be
repealed or amended. To produce the uni-
formity which the Commissioners believe
desirable, acts should be repealed or
amended as recommended in this Note.

Acts to Be Totally or Substantially Repealed

Sub&ect to other specific suggiestlons of
this Note, certain existing .acts devoted
pnmanlg to regula,tm% consumer credit
should be repealed in their entirety, The
revisor or draftsman should insert”in this
section the appropriate_statutes or. provi-
sions to be repealed. To help quide the
search for these acts or provisions, a list of
some of the common poRUIar names of these
acts follow, although there may be others
In any particular jurisdiction:

Small loan acts, personal loan acts, con-
sumer loan acts and acts licensing personal

loan lenders, sales finance companies and
consumer finance companies.

Instalment loan laws.

_ Retail instalment sales acts, motor vehicle
instalment sales t.cts, all goods acts.

tRevolving sales credit acts, revolving loan
acts.

Truth-in-lendir g acts.

Home solicitation sales acts.

Home improvement sales and loa.i acts.
Insurance premium financing acts.

Acts Imposing Maximum Charges for Credit and General Usury Acts

Repeal of the above listed consumer credit
regulatory acts will automatically repeal
provisions in these acts imposing maximum
charges for the tgp_es of credit dealt with in
the acts. In addition, all general usury
statutes and all other provisions in acts
imposing maximum charges for loans, for-

11008

bearance or the extension of credit should
be refnealed, excepting only provisions, it
any, for maximum charges to be made by
pawnbrokers.

_ Statutes providing for a "legal rate” of
interest, that is, the rate to be” applied for
judgments, notes and other cases where
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there is no agreed, rate or no agreement is
possible (as in a Jud%ment) should not be
repealed.  If these statuteS are so inter-
twined with maximum contract rates, e.g.,
usury provisions, that it is difficult to sep-
arate the two types of provisions, total repeal
of the usury and legal rate statute plus the

127

addition of the folllowingS provision in this
Act or elsewhere in the State statutes may
be In order:

"If there is no agreement or provision of
law for a different rate, the interest of
money shall be at the rate of six percent per
annum.

Provisions of Existing Statutes Affecting Powers of Organizations

In some States provisions relating to
rates of interest are intertwined with “pro-
visions relating to powers of particular types
of organizations, e.g., small loan and Sales
finance companies, commercial banks and
thrift institutions. In these cases provisions
should be repealed, preserved or amended
to comply with Section 1.108 of this Act.
As indicated In Section 1.108, provisions
relating to maximum charges should be
repealéd in all cases (subsection (1) of Sec-

tion 1.108), provisions prescribing maximum
amount or duration of any consumer credit
sale or consumer loan should be repealed in
statutes. applicable to sellers, small loan
companies consumer and sales finance com-
panies, commercial banks and trust com-
panies (subsection (2) of Section 1._1082,
and other provisions granting or limit-
ing powers of organizations should be ?Ire-
ielre)/g)d (subsections (3) and (4) of Section

Industrial Banks, Morris Plan Banks and the Like

~As a result of evolutionary development
industrial banks and Morris Plan banks
made small loans at effective rates and in a
manner similar to small loan companies hut
they also have power to receive de?osn_s.
In “statutes providing for banks of this

type, only those provisigns prescrlbjng
maximum “rates and regulations of the kin
applied to small loan Companies should be
t" -icalcd. Provisions authorizing the Qr(t;an-
ization of these banks and the receipt of
deposits by them should be preserved.
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CHAPTER 1

INTRODUCTION

Purpose of the Study

This research was designed to determine the economic impacts of Initia-
tive 245. The Initiative was passed by a vote of the people of the State of
Washington in the general election of November 5, 1968. Its principal pro-
vision limited the interest rate (or ''service charge'™) which could be assessed
legally on various kinds of consumer credit to 12 per cent per year computed
monthly at a rate of 1 per cent per month. It related to installment plans,
revolving credit plans and credit cards whether these devices were used by
retailers or financial institutions. The state has a basic usury™ law, limit-
ing interest to 12 per cent annually, which had been amended earlier to permit
a charge of 18 per cent, per year (1 1/2 per cant per month) on retail credit
contracts.”™ Bank credit cards were classified in an opinion by the Washington
Attorney General as '"retail contracts,”™ makin; them eligible for the 18 per
cent charge. Initiative 245 reduced the maximum rate on retail credit from
18 to 12 per vent.

The Initiative did not affect the rates aharged by small loan companies.
They still may charge 3 per cent per month (3d per cent per year) un loans
under $300, 1 1/2 per cent per month (18 per :ent per year) on loans between
$300 and $500, and 1 per cent per month (12 per cent per year) on loans over
$500. Further, since state usury laws alread " limited banks to 12 per cent
per year— except for credit cards which have 1 legal status similar to other
forms of retail credit— the effect on banks was the removal of the retail

credit exception to the usury laws.

iR.C.W. 63.14.120.

"Banks and Banking— Sale— Regulation of Bank Credit Card Transactions,"
Attorney General Opinion 1968, No. 6, State of Washington, Olympia, Washington,
February, 1968.



Study Objectives
The study set out to determine:

1. What changes in credit policies, due to management decisions,
have occurred as a result of the passage of the law.

2. What price changes, if any, are related to the new law.

3. What changes stemming from the new law have occurred inretail
sales patterns (such as total retail sales and cash/credit sales
relationships).

4. What effects on consumers can be inferred from the information

obtained.

Procedure

There were five principal elements of the study. These were (1) a survey
of the lite ature, (@) a field survey of retailers, banks and small-loah
companies utilizing personal interviews, (3) a series of price-comparison
studies in which identical items were priced in Seattle and Los Angeles to
determine the extent of price movementsduring the second quarter of 1969 with
the objective of relating price changes to the law, (4) a number of surveys of
aggregative data sources as a check against questionnaire responses andIntra-
firm data of several kinds, and (6) certain special studies to seeto what
extent data on topics such as credit insurance, auto dealer pricing and gross
margins, auto and appliance financing methods and sales contract registrations
with county auuitors could provide by way of evidence of the impact of the Jaw.

Survey of the Literature. The 11 erature was examined for both theore-
tical and empirical content.

Field Survey (personal interviews) of Retailers, Banks and Small l.oan
Companies. This was carried out during the third quarterof 1969. The
questionnaires which were used are shown in the Appendix.

"Hie business Tfirms surveyed were as follows: (in some cases a complete
census approach was used)

1. Census of banks.

2. Census of department stores.



3. Census of chain small loan institutions and a sample of
smaller ones.

4. The largest furniture and appliance stores and a sample of
smaller ones.

5. Sample of new auto dealers.

6. Sample of used au™o dealers,

Responses to the questionnaires were obtained through personal interviews.

The specific respondents selected, by institution, were:

1. Banks: Vice President (or other title designating chief

officer) for consumer credit division

2. Department Stores: Credit Manager

3. Small Loan Companies: President or Manager

4. Large Furniture and Appliance Stores: CreditManager

5. Small Furniture and Appliance Stores: Owner or Manager
6. Large Auto Dealers: Credit Manager

7. Small Auto Dealers: Owner or Manager

When data had been gathered from these questionnaires, they were tabulated
and analyzed.

Pricing Studies 0| Credit Sensitive lItems. Working from a list of brands
(by specific model numbers) prices were recorded from price books and/or sales
tags on refrigerators, washing machines, dryers, cooking ranges, and colored
television sets In stores in Seattle and Los Angeles. The list was made up by
the comparison shopping bureau of a xarge retailer. The list Included descrip-
tions, brand names, model numbers, pictures and additional identification
materials. Items were '"shopped"™ in conventional department stores, Sears
Roebuck and 1. C. Penney department stores, discount housas and appliance
s"ores. This procedure, which was used in the first two price surveys (April
1969 and August 1969) was found to have the weakness that too few of specific
model numbers appeared in both markets. Illenct in the third price survey
(January 1970) a new list of specific model numbers was prepared through field
work in Seattle and which permitted the identification of 30 or more models

of particular appliances in both Los Angeles and Seattle markets.



Survey of Aggregative Data Sources. To determine the extent to which
published and unpublished data from secondary sources verified the survey
results, data were collected, tabulated and analyzed. Relevant data were

obtained from the following sources:

1. Federal Agencies. In addition to a variety of publications
additional information was obtained through calls on the
offices of the Federal Reserve Board and the Federal Deposit
Insurance Corporation.

2. State Agencies. These included all of the agencies dealing
with financial institutions, retailing institutions, insurance
institutions, motor vehicles and general economic information.
Existing publications of the agencies were supplemented with
special tabulations available from computer storage but not
yet published.

3. Relevant trade associations.

The kinds of data were quite varied and in addition to the verification
purpose mentioned above, were used to determine changes in local economic con-
ditions and, for purposes of comparison, the state economy with the national
economy.

Special Studies. In addition to data from the State Insurance Commissioner
and insurance trade associations, data were obtained from private insurance
companies involved in credit insurance. We were thus provided with data on all
of the credit Insurance business done in the state for 1968 and 1969.

Since two large automobile dealers were willing to open their records, a
detailed study of auto dealer sales contracts was made for the periods 1968 and
1969 to determine changes that had occurred in types of credit employed, credit
criteria and the credit roles of the firms involved.

One large national manufacturer of automobiles provided complete records
for the state necessary to determine dealer pricing and gross margin changes.
It also provided similar information on the State of Oregon which does not
have a credit limitation law.

A complete tabulation of installment sale registrations was made from the

records of the King County (which includes Seattle) Auditor®s records. The



periods covered were the twelve months prior to December 5, 196b .store the
law took effect) and the twelve months following. These data showed the types
of financial institutions involved and the firms from which purchases were made
This was followed by a re-survey of the institutions making the registrations
to determine the extent to which management policies were responsible for

observable trends.

Economic Environment of the Study

Ideally, for purposes of investigating tJe impacts of Initiative 245, the
study would have been conducted in an environment in which all other economic
factors would have remained somewhat equal. Unfortunately, this was not the
case. Attempts to verify the statements of businessmen obtained in field
interviews through analyzing external or aggregative data were made difficult
by the changes in the economy other than the Initiative and its effects. The
impacts which might have been expected from the change in the law were in the
same direction as impacts which might be expected from the tightness and cost
of money, economic recession in the area, and inflation. The first two
(interest rates and recession) were strongly influenced by federal monetary
policy, and the third- inflation- seemed beyond the reach of federal monetary
policy during the period of the study. Hence, it is important at this point to
describe the economic environment pertaining at the time of the research for
this report.

There is ample evidence available on the behavior of the Washington state
and the United States economies since .January of 1968 to suggest that a number
of highly adverse economic influences have prevailed. That is, from the point
of view of the businesses in the state all costs of doing business have con-
tinued to spiral on the supply side and the growth of revenues has noticeably
slackened in most sectors on the demand side.

The behavior of these elements in the economy isaffected by many economic
variables which add to the results from the reductionof business revenues with
the imposition of a 12 per cent interest rate ceiling. Needless to say, it is
difficult to sort out, quantify, and measure the pure effects of rate ceiling

change when other economic factors introduce high degrees of variability.



It is the purpose of this section then to point out the behavior of
several of the more indicative and influential macro-economic factors at work
in the environment during the period in which this study analyzed the impacts
from Initiative 245.

On the supply side the wholesale price index nationally for durables con-
tinued to climb. In January 1968 it was 103.0 for furniture and household
durables and by January of 1969 it had risen to 105.3, up 2.3 points. As of
June 1970, it was 108.6, up 5.6 from the beginning of the time period under
study.

By the same token, the lowest possible cost of money to business (the
prime rate) rose from 6.0 per cent in November 1967 to 7.0 per cent by January

1969, and to the high of 8.5 per cent on June 19, 1969. (See Table 1-2.)

TABLE 1-1

THE PRIME RATE

Date Prime Rate
November 20, 1967 6.00%
April 19, .1968 6.50
September 25, 1968 6.00-6.25
November 13, 1968 6.25
December 1.8, 1968 6.75
January 7, 1969 7.00
March 17, 1969 7.50
June 19, 1969 8.50
March 25, 1970 8.00
September 25, 1970* 7.50

*Prediction as of September 23, 1970.

Source: Manufactures Hanover Trust Special Repor* ,
June 1970.



This represents an increase of at least 2.5 per cent in the cost to businesses
of financing Inventories, trade credit and consumer credit during the study
period.

On the demand side the economic indicators are as equally bleak. Tables
1-2, 1-3 and 1-4 clearly indicate a substantial decline in buying power both
at the state and national level with above average increases in the unemploy-
ment rate occurring at the state level. While the unemployment rate increased
through 1969 at the state level it remained quite stable through 1969 at the
national level. When both 1968-1969 and 1969-1970 changes are compared for
Washington state it is found that while the unemployment rate in 1963 was on.ly
4.09 in January of 1968, it was 4.65 in 1969 and continued to rise to 5.29 in
January of 1970.

There 1is evidence that unemployment rates might be worse if businessmen
reacted more strongly to their problems. The Seattle-First National Bank
Newsletter in mid-1970 stated:

F.veryone talks about higher costs (labor) and the squeeze on

profits; inventories are being closely controlled and staff has

been reduced here and there; quite a number of retail establish-

ments have absorbed cost increases; the consumer is getting a

break.

Since the beginning of the study the state unemployment rate has always
been higher and climbing at a faster rate than that of the national, average.
Hence, the impact on demand of goods and services could conceivably be quite
large.

The Consumer Price Index (Tables 1-5, 1-6 and 1-7) reflect the. behavior
of prices in the Seattle area when compared with the U.S. average. Tradi-
tionally, Seattle indices are higher than national averages. As demand
slackens it is to be expected that the state and national indices will more
nearly equate and that occurred in early 1970 (see Table 1-5). Throughout the
period of the study the Seattle consumer price index for all goods lias declined

relative to U.S. averages to reflect the depressed demand situation that faces

state businesses.

rseattle-First National Bank, oWMamj of Pacific VocLhwest Industries3
July, 1970, p. 4.



TABLE 1-2

WAGE AND SALARY EMPLOYMENT
WASHINGTON AND UNITED STATES

1968 1969 1970
Per Cent Per Cent Per Cent Per Cent
Change Change Change Change
Over Over Over Over
Month Wash. U.S.** Wash . 1968 U.S.** 1968 Wash. 1969 U.S.** 1969
January 1086.5 66720 1113.8 +2.5 69199 +3.7 1138.7 +2.2 70992 +2.6
February 1088.6 67165 1114 .4 +2.4 69487 +3.5 1131.8 +1.6 71135 +2.4
March 1089.9 67286 1123.6 +3.1 69 710 +3.6 1114.3 -0.8 71256 +2.2
April 1086.8 67466 1125.2 +J.5 69992 +3.7 1108.0 -1.5 71163 +1.7
May 1092.0 67550 1128.5 +3.3 70172 +3.9 1097.4 -2.8 70852 +1.0
June 1094 .6 67816 1128.8 +3.1 70347 +3.7 1086.8 -3.7 70598 +0.4
July 1102.7 67945 1126.2 +2.1 70400 +3.6 1082.3 -3.9 70455 +0.1
August 1108.6 68088 1123.9 +1.4 7049 7 +3.5 n.a. n.a.
September 1105.9 68195 1127.0 +1.9 70567 +3.5 n.a. n.a.
October 1109.7 68427 1129.0 +1.7 70836 +3.5 n.a. n.a.
November 1112.2 68664 1229.0 +1.5 70808 +3.1 n.a. n.a.
December 1116.1 68875 1128.8 +1.1 70842 +2.9 n.a. n.a.

*Thousands of persons

**Adjusted

Source: Washington: Washington State Employment Security Department. United States: Economic
Indicators, Dates.



1968
Month Wash.
January 55.4
February 55.2
March 57.4
April 59.4
May 59.8
June 61.4
July 59.7
August 58.8
September 59.3
October 59.4
L jvember 60.8
December 59.0
*Thousands of persons,
Source: Washington:

Indicators,

U.S.

2795
2929
2881
2774
2810
2914
2897
2776
2847
2798
2654
2603

Wash.

64.7
66.5
62.0
61.2
62.7
63.7
65.1
69.3
72.4
74.6
77.8
76.5

TABLE 1-3

UNEMPLOYMENT*
WASHINGTON AND UNITED STATES

seasonally adjusted.

Washington State Employment Security Department.
Dates.

1969 1970
Per Cent Per Cent Per Cent Per Cent
Change Change Change Change
Over Over Over Over
1968 U.S. 1968 Wash. 1969 u.s. 1969
+16.8 2645 -5.4 75.6 +16.8 3172 +19.9
+20.5 2627 -10.3 80.6 +21.2 3427 +30.5
+8.0 2728 -5.3 97.8 +57.7 3657 +34.1
+3.0 2845 +2.6 98.2 +60.5 3948 +38.8
+4.8 2809 +0.0 117.7 +87.7 4106 +46.2
+3.7 2763 -5.2 119.3 +87.3 3900 +41.2
+9.0 2858 -1.3 129. 8 +99_4 n.a.
+17.9 2846 +2.5 n.a. ii-a.
+22.1 3131 +10.0 n .a. n.a.
+25.6 3078 +10.0 n.a. n.a.
+28.0 2851. +7.4 n.a. n.a.
+29.7 2846 +9.3 n.a. n.a.
United States: Economic



TABLE 1-4

UNEMPLOYMENT RATE*
WASHINGTON AN” UNITED STATES

1968 1969 1970
Was! . uU.S. Wash. Change U.s. Change Wash. Change U.S. Change
January 4.09 3.5 4.65 +0.56 3.4 -0.1 5.29 +0.64 3.9 +0.5
February 4.06 3.8 4.77 +0.71 3.3 -0.5 5.64 +0.87 4.2 +0.9
March 4.21 3.7 4.43 +0.22 3.4 -0.3 6.86 +2.43 4.4 +1.0
April 4.35 3.5 4.35 +0.00 3.5 +0.0 6.95 +2.60 4.8 +1.3
May 4.38 3.6 4._.47 +0.09 3.5 -0.1 8.36 +3.89 5.0 +1.5
June 4.46 3.7 4.55 +0.09 3.4 -0.3 8.53 +3.98 4.7 +1.3
July 4.36 3.7 4.66 +0.30 3.5 -0.2 9.19 +4.53 5.0 +1.5
August 4.29 3.5 4.93 +0.64 3.5 0.0 n. a. 5.1 +1.6
September 4.31 3.5 5.14 +0.83 3.8 +0.3 n.a. n.a.
October 4.31 3.5 5.29 +0.98 3.8 +0.3 n.a. n.a.
November 4.39 3.4 5.49 +1.10 3.5 +0.1 n .a. n.a.
December 4.26 3.3 5.39 +1.13 3.5 +0.2 n .a. n.a.

*Seasonally adjusted.

Source: Washington: State Employment Security Department. United States: Bureau of Labor Statistics.



February

May

Augus t

November

Source:

TABLE 1-5

CONSUMER PRICE INDEX-
WASHINGTON AND UNITED STATES

1968 1969
Seattle u.s. Seattle u.s.
120.2 119.0 125.9 124.6
121.1 120.3 127.6 126.8
123.2 121.9 129.5 128.7
124.5 123.4 130.0 130.5

1970
Seattle U.S.
132.2 132 5
133.9 134.6
n.a. n.a
n.a nede

U.S. Department of Labor, Bureau of Labor Statistics, The Consumer Price

Index 1968, 1969, 1970.



February

May

August

November

*The household furnishings and operation category of the CPI
Household furnishings (textiles,
housekeeping supplies and services).

items:

appliances,

Source:

U.S.
Price

CPI- HOUSEHOLD FURNISHINGS AND OPERATION*

1968

Seattle

109.4

110.9

110.5

112.0

Department of Labor,

index 1968,

TABLE 1-6

SEATTLE AND UNITED STATES
1969
U.s. Seattle U.S.
111.2 112.7 115.8
112.5 113.3 117.4
113.3 113.2 118.5
114.8 114.5 119.6

1969,

1970.

1970
Seattle U.Ss.
116.3 120.8
117.4 122.5
n.a n.a.
n.a n.a

includes the following

furniture and bedding, floor coverings,

Bureau of Labor Statistics, The Consumer



TABLE 1-7

CP1—- PRIVATE TRANSPORTATION *
SEATTLE AND UNITED STATES

1968 1969 1970
Seattle U.S. Seattle U.S. Seattle U.S.
February 119.2 116.4 121.1 119.3 123.3 123.3
May 118.4 110.8 120.0 121.2 124.0 125.9
Augus t 120.7 117.7 121.8 121.3 n.a. n.a.
November 121.1 118.9 119.3 122.7 n.a. n.a.
*The private transportation category of the C.P.l. includes new and used autos,

gasoline, tires, oil, repairs, insurance, registration, parking fees.

Source: U.S. Department of Labor, Bureau of Labor Statistics, The Consumer
Price Index 1968, 1969, 1970.



Bank Loans
(Millions $)

Bank Debits
(Millions $)

Demand Deposits

(Millions $)

Time Deposits
(Millions %)

Personal
Income
(Millions $)

1st
2nd
3rd
4th

1st
2nd
3rd
4th

1st
2nd
3rd
4th

1st
2nd
3rd
4th

1st
2nd

3rd
4th

Qtr
Qtr
Qtr
Qtr

Qtr
Qtr
Qtr
Qtr

Qtr
Qtr
Qtr
Qtr

Qtr
Qtr
Qtr
Qtr

Qtr
Qtr

Qtr
Qtr

1968

Wash.

2675
2759
2886
2972

58058.
57974.
62831.
67118.

2091
2055
2111
2200

2157
2190
2265
2317

968
1013

1045
1058

PR oo

TABLE 1-8

GENERAL ECONOMIC INDICATORS
WASHINGTON VS. UNITED STATES

1969- 1970
1968 vs. 1969 1969 vs. 1970
Per Cent Per Cent
Change Change

U.S. Wash. U.S. Wash. U.S. Wash. U.S. Wash. U.S.
233570 3089 264970 +15.5 +13.4 3321 288230 +7.5 +8.8
244580 3179 283850 +15.2 +16.1 3314 293280 +4.2 +3.3
251920 3184 284300 +10.3 +12.9

265259 3222 295547 +8.4 +11.4
7218700 67446.3 8723500 +16.2 +20.8 69979.3 9842900 +3.8 +12.8
7948500 76666. 7 9384800 +32.2 +18.1 69650.6 10143900 -9.2 +8.1
8368400 83657. 8 9737200 +33.1 +16.4
8755800 73561. 4 9560400 + 9.6 + 9.2

168420 2139 180610 + 2.3 + 7.2 2209 189230 +3.3 +4.8
182807 2190 199426 + 0.5 + 9.1 2109 190110 -3.7 -4.7
179020 2137 188160 + 1.2 + 5.1

204911 2.169 212760 -1.4 + 3.8

n.a. 2342 n.a. + 8.6 2340 n.a. -0.1

n.a. 2362 n.a. + 7.9 2439 n.a. +3.3

n.a. 2320 n.a. + 2.4

n.a. 2313 n.a. - 0.2

55195 1062 59948 + 9.7 + 8.6 1120 64168 +5.5 +7.0

57236 1110 62263 + 9.6 + 8.8 1140 65000 +2.7 +4.4

(est)) (est.)
58455 1137 62290 + 8.8 + 6.6
59755 1136 64032 + 7.4 + 7.2



TABLE 1-8 (Continued)

1968 1969 1970
1968 vs. 1969 1969 vs. 1970
Per Cent Per Cent
Change Change
Wash. U S. Wash. U.S. Wash . U.S. Wash. U.S. Wash. U.S.

Help Wanted 1st Qtr 208 194 218 231 + 4.8 186 194 -14.7
Index-Seattle 2nd Qtr 182 197 235 228 +29.1 186 175 -20.9
vs. U.S. 3rd Qtr 207 218 204 235 - 1.4
1957-59 = 100 4th Qtr 220 225 199 217 - 9.5
Building Permit 1st Qtr S9.1 80.2 -19.1 68.2 -15.0
Seattle-King 2nd Qtr 102.0 108.2 + 6.1 64.5 -40.4
County Only 3rd Qtr 99.4 78.6 -20.9
(Millions %) 4th Qtr 98.6 79.7 -19.2
Mortgages 1st Qtr 8698 7709 -11.4 4698 -39.1
Recorded 2nd Qtr 10785 9013 -16.4 5127 -43.1
King County 3rd Qtr 9688 7051 -27.2
(by number) 4th Qtr 8864 6054 -31.7
Deeds Recorded 1st Qtr 10601 12328 +16.3 10054 -18.4
King County 2nd Qtr 11906 14613 +22.7 1.0526 -28.0
iby number) 3rd Qtr 12771 13346 + 4.5

4th Qtr 13950 11678 -16.3

Source: Economic Research Department, Seattle First National Bank, Economic Indicators, Federal
Reserve.
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Table 1-8, which lists a variety of indicators, further supports the
decline in demand proposition and in a number of instances where the U.S.
rates are up substantially the state rate is significantly declining. A case
in point is demand deposits where in March of 1969 deposits had increased
2.3 per cent in Washington and 7.2 per cent for the U.S. In December of 1969
demand deposits had declined to 1.4 per cent below that of 1968 and the
national figure remained 3.8 per cent above demand deposit levels in 1968.

A basic problem in utilizing financial data such as appear on Table 1-8
is that some of the adjustments which have been made by businessmen have been
in the form of what might be called "credit portfolio adjustments.” That is,
businessmen iIn many cases changed internally the relative proportions of
various types of credit business (such as open book, installment credit,
revolving credit, and credit card sales). Such changes may not be visible
in general economic data. For example, the recorded figures for volumes of
business done by banks and/or consumer finance companies might show little
change in total, even though relatively drastic measures affecting consumers
might have been taken by the financial institutions. Financial institutions
have tightened up on credit-granting procedures, which has taken certain con-
sumers out of the market for some intended purchases. At the same time, the
efforts of retailers to decrease their credit costs might have shifted more
credit business to the financial institutions, thus keeping up the volume of
loans made by financial institutions. These counter-balancing actions on the
part of the two groups of businessmen might result in a fairly stable aggre-
gative figure for loans from financial institutions even though there may have
been some serious effects on consumers who happened to be marginal credit
risks. By the same token, an increase or a decline in aggregative volume
would not necessarily warrant conclusions that any such changes resulted from
Initiative 245, because:

1. Tha portfolio adjustments might be invisible,

2. The portfolio adjustments and other responses might have been

in reaction to money supply or interest rate increases, or
3. The portfolio adjustments (which in the current period would

tend to diminish volumes of loans by financial institutions)
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might be counterbalanced by shifting of the credit burden from
retailers to financial institutions or— to some extent— by the
shifting of the credit burden from one financial institution to

another (e.g., from banks to consumer finance companies).

Table 1-8 points out many other such declines that are indicators of the
behavior of the marketplace which directly or indirectly affect the ability of
businessmen to perform in their economic environment. Further, the impacts of
these economic changes are bound to be felt throughout the state economy.

In summary, the general economic environment has contributed many complex-
ities and introduced a number of barriers to the drawing of firm conclusions
from available external economic data ..oncerning Initiative 245. \Whereas, the
nation moved into a recession during the period of the study, full-blown
depression struck at the state of Washington. The anomaly of a depression at
a time of inflation and high interest rates wiped out the neat condition of
"all other things being equal'™ which economists like to see when studying

specific issues.

Hypotheses

Based on the theoretical knowledge of the researchers, supplemented with
a consideration for theoretical and empirical research into credit limitation
laws, the following hypotheses were developed for the original study. As a

result of the credit limitation law it was hypothesized that:

Prices of merchandise frequently sold on a credit basis have
gone up.

Leasing of similar merchandise has increased.
Banks and merchants are doing less business on a credit basis.

Lenders are diverting business to the most profitable types of
loans or credit arrangements.

Small-loan companies are doing more business.
Credit losses have decreased.

Different products and businesses have been affected in different
ways by the new laws.
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More poor people have been affected by the new law than middle or
upper income people.

Marginal credit standing has been redefined to exclude some higher
risks.

Some people have not been able to buy such products as used cars
because of the law (sales have been adversely affected).

Financing charges other than interest rates have increased.

Businessmen have become more strict in the application of rules
on delinquent accounts.

ization of the Report
The balance of this report is divided into four chapters. Chapter 11 is
mary of the findings. Chapter 11l presents the relevant prior research.

Chapter 1V deals with the credit implications of the law and Chapter V covers

the product related impact of the law. Following a brief concluding chapter,

the Appendix includes a definition of terms and the questionnaires used

field

interviewing program.

in the



CHAPTER 11

SUMMARY OF FINDINGS

Scope of This Summary

This summary reports on findings from the survey of retailers, financial
institutions and secondary sources of information.

The retail survey included the sixty-five retailers in the State which do
the vast majority of business in credit-sensitive ('big-ticket'") merchandise.
The survey also covered all of the chain banking units in the state, banks in
cities of 10,000 or more population, a sample of single-unit banks in smaller
towns, all chain consumer finance companies and a sample of smaller firms, a
sample of other financial institutions, a sample of auto dealers selling both
new and used cars, and a sample of auto dealers selling only used cars. The
managements of these institutions were interviewed as to the actions that they
had taken in response to Initiative 245.

The implications for consumers are drawn from the changes businessmen
made. The feasibility of surveying consumers was tested, but the results indi-
cated that useful information could not be readily or easily obtained from
this source. An opportunity existed to determine the accuracy of the consumer
responses that were obtained and it was found that these responses were grossly
undependable.

In addition to the survey of businessmen, the research involved the study
of secondary sources of information in an attempt to verify or negate the kinds
of conclusions which might be drawn from the survey. Data wore gathered from
federal, state and local governments, national finance and merchandise firms
operating in the state, individual firms which volunteered to provide infor-
mation, and previous studies. The government data of course covered all units
(for example, all commercial banks, all savings institutions, all credit unions,
all consumer finance companies and all retailers including auto dealers).

Based on the field interview results, the verification studies, and the

analysis of the information available from all sources, certain conclusions
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seem warranted. For purposes of exposition, the brief statements of this
summary are organized under the following headings:

Availability of credit

Price of credit

Price of products and services
The conclusions take the form of series of statements concerning impacts and
changes occurring after the passage of Initiative 245 followed by selections

from the research data which support the statements.

Availability of Credit

Since Initiative 245 reduced the income retailing and financial institu-
tions could achieve from credit charges, they could be expected to make up
their loss of income by either reducing costs related to retail credit trans-
actions or by developing new sources of income to compensate for the loss— or
some combination of these actions. A prime potential for reducing a retailer”s
costs is to reduce risk through restricting his own credit granting, by
switching consumers from more expensive (for the retailer) to less costly types
of credit, and by sending consumers to some other source of credit. There is
evidence of all three forms of risk and cost reduction and the net effect of
these actions appears to have been a reduction in the availability of retail
credit.

Consumers considered "marginal'™ or "slow pay'" credit risks are increas-
ingly being rejected when they apply for retail credit financing

Sixty-six per cent of the sample of retailers report that they now

must reject applicants whom they would have accepted prior to
Initiative 245.

Credit application rejection rates of retailers Increased by an
average of 9 per cent in 1969 as compared with 1968.

The increase in rejection rates for bank credit card applicants
was 4.1 per cent for .1989, but the increase was much higher in
the last half of the year, averaging 8.6 per cent and reaching
13 per cent in December.

Forty-two per cent of the auto dealers reported an increase of
14 per cent in the rejection rate (on both new and used cars) of
credit applications in 1969 over 1968.
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New customers for bank credit cards are given lower credit 3ines than
those granted prior to Initiative 245.

Credit lines represent lower percentages of consumers®™ incomes.
Acceptance criteria (such as length of time on the job, or in
the city) have also been strengthened.

Many customers, who might have obtained "open book"™ (or free) credit
prior to Initiative 245 now are unable to get such credit and must use revolv-

ing or instalment forms of credit instead.

OFf 47 retailers offering open book credit prior to Initiative 245,
17 per cent have eliminated this form of credit.

An additional 13 per cent have cut 60- and 90-day open-book accounts
to 30 days, after which maximum interest is ch ed.

Of the total 65 retailers, 43 per cent have encouraged consumers
to switch from one type of credit to another. Over 50 per cent
of furniture and appliance dealers have encouraged consumers to
switch from using their credit to cash sales.

Consumers are often boln”_asked by retailers to get outside financing for

their purchases of durables.

Financing from outside sources become cash sales for retailers. The
sources to which consumers are turning include credit unions, banks,
and small loan companies.

Among auto dealers, 13 per cent report advising consumers to arrange
their own financing. They reported an increase in the practice of
"mousing"” (consumers putting together multiple small loans either to
make a downpayment or pay in full to the. dealers).

Retailers in the sample show an average decrease of 3.8 per cent in
the ratio of credit to total sales in 1969 as compared with 1968
(first quarter). Changes in the ratio of credit to total sales were
reported by 26.2 per cent, of the retail merchants in the sample.

OFf these 7.7 per cent reported an average increase in the ratio of
6.8 per cent, with a range of +1 to +20 per cent increase. However,
18.5 per cent reported an average decline of 13.4 per cent, with a
range of -1 to -30 per cent decline.

Some marginal credit risk consumers, formerly able to get credit, now must
forego making purchases of products that require loans.
These consumers have been taken out of the market because of an

inability to borrow from any source on terms that would permit them
to handle repayments out of future income.
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The Price of Credit

Some of the ways in which retailers can reduce their risks or recover the
credit income losses incurred with the passage of Initiative 245 can involve
higher costs to consumers. The switch from open book to revolving credit can
mean a consumer pays interest charges which he did not pay before. If a con-
sumer must go to a small loan company, he will pay as high as 36 per cent
annual interest, as opposed to the 12 per cent he would pay if he received
retail or bank credit, or the 18 per cent he might have paid for revolving
credit prior to Initiative 245. If a consumer must pay a higher downpayment,
and/or if loan maturities are shortened, he may be forced to forego purchases
he otherwise could afford. If fees other than interest charges are raised, and
if consumers must pay charges (such as filing fees and insurance premiums) not
required prior to Initiative 245, the finance-related costs to him may increase

despite the attempt of the law to reduce interest charges.
Some low risk consumers are paying more for purchases made on credit.

By means of switching customers from open book to revolving credit
plans retailers have passed on higher credit costs to low-risk cus-
tomers who were previously being subsidized by cash customers and
users of other credit plans (instalment and revolving).

Consumers now pay an increased minimum service fee on revoltng accounts.

In some cases consumers are charged the minimum revolving credit fee
of one dollar on a purchase if their balances are less than $50 and
greater than $2.

In a number of cases, retailers and banks have instituted minimum
service fees or Increased existing fees since passage of Initiative
245. (The law allows a service charge of $10 as an alternative to
computing the 1 per cent per month on balances.)

Some creditworthy consumers who bought on credit before and after the

passage of the Initiative may have benefited from the law.

To the extent that price adjustments on merchandise usually bought

on credit may not have been large enough to balance the consumers®

savings in interest payments due to the reduction from 18 per cent

to 12 per cent per year in the cost of credit, credit customers may
have gained.

Price adjustments which were made were not necessarily made on the
specific merchandise sold on credit. In fact, the majority of
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respondents to the interview survey reported that they raised prices
on all merchandise. By this means they could recover losses in credit
income without raising prices just on those items frequently sold on
a credit basis. This could provide creditworthy customers a net
reduction in total cost (including interest costs) for goods bought

on credit.

To the extent that retailers may have become more efficient in response to

credit income losses, consumers in general may have benefited.

The reduction in gross profit margins due to the reduction in interest
rates has also probably worked to the advantage of consumers by en-
couraging businessmen to strive for greater efficiency in their
operations.

Businessmen have to some extent improved procedures and reduced waste
in order to achieve cost reductions and thereby re-establish the gross
profit margins in effect prior to the passage of the law.

Cash customers of stores selling credit items are in all likeLihood paying

somewhat higher prices but receiving no benefits.

The actions of retailers to raise prices, to institute new or higher
charges for ancillary services, and to increase gross margins through
adjustments in merchandise offerings will increase net costs to cash
customers. Those persons who were on open book accounts prior to the
passage of the law and who are still in the same category have been
effected in essentially the same manner as have cash customers.

Consumers const.’ered to be marginal credit risks may now pay more for money

that they borrow.

Banks and merchants will no longer grant credit or, in effect, lend to
them at the new lower rates, hence they may have to obtain funds from
small loan companies (at rates up to 36 per cent) or from Illlegal
lenders (at unlimited rates).

Retailers have moved to shorten maturities to reduce risks and the costs
of selllng sales contracts.
In selling paper, retailers have had their situation change from

2 per cen participation to 2 per cent discount per year on the
average. They shorten maturities to lessen discount costs.

Among auto dealers, 18 per cent reported shortening maturities by
an average of six months.
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Consumers are having to pay higher downpayments on durable goods purchases.

Sixty per cent of auto dealers reported an average increase of down-
payments on new cars of 11 per cent and 15 per cent for marginal
credit risk buyers.

Sixty-nine per cent of the used car dealers surveyed increased down-

payments an average of 21 per cent, but downpayments for marginal risk

buyers were raised 31 per cent.

More consumers who make instalment contracts are being asked to purchase
credit life and credit health and accident insurance.

There was an increase of 20 per cent iIn the number of retailers
requiring credit insurance.

Retailers and banks not only reduce their risk with credit insur-
ance, but they derive revenue from premiums amounting to 40 per
cent of the premium as well.

Thirty-five per cent of the auto dealers state they have been "pushing
credit insurance harder™ since Initiative 245 became law.

Price of Products

The most direct means for retailerr to recover the credit earnings lost
due to Initiative 245 is to raise prices on the products usually bought on
credit. IT the market permits, this approach probably also is easiest of the
various alternatives open to them. Another approach is to raise the prices on
all merchandise in a store. The effective net price of the product to the con-
sumer may also be raised by raising the price for ancillary services, or
instituting charges for services which formerly were free. A third method of
raising the net price to the consumer is to lower the discounts given for
trade-ins in businesses where trade-in3 are appropriate. Evidence of all of

these approaches to increasing revenue were found in the study.

In one form or another consumers are paying higher prices for merchandise
as a result of Initiative 245.
The majority (56 per cent) of retailers said that they raised

prices on all merchandise on the average of 5 per cent in response
to the passage of Initiative 245.
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Sixtv-four per cent of furniture and appliance dealers said that
they raised prices on ''credit-sensitive" items. Thirty-one per
cent of department stores said that they did the same.

Several retailers stated that they were adjusting their merchandise
offerings to obtain nigher ave age mark-ups than existed prior to
Initiative 245.

Forty-three per cent of auto dealers reported raising prices (net
realized price) on new cars. Those that reported the magnitude
had increases averaging 5.3 per cent.

Forty-one per cent of used car dealers reported raising prices.
The average increase of those reporting the magnitude of increase
was 11 per cent. Checking auction prices showed that wholesale
prices of one-year old cars increased by 5 per cent in 1969 com-
pared with 1968 in both Seattle and Denver. Six-year-old cars,
however, are significantly lower priced in Seattle than in 1968-
and are significantly lower than prices in Denver. This suggests
that dealer margins increased percentage-wise on older used cars.

A special compilation of dealer margins covering 15 per cent cf

used cars sold in Washington in 1968 and 1969 (entire years) showed

an increase of dealer gross margins of 13 per cent in 1969 over

margins aceived in 1968.

Some retailers have instituted fees for services which were given to the
consumers free of charge prior to Initiative 245.

The product-related fees for services formerly furnished free of

charge have been assessed on check cashing, wrapping and packaging,

lay-away, parking (in some cases parking fees were simply increased),
delivery and product installation.

Tentative Conclusions

On the basis of the evidence that we have gathered, a number of conclu-
sions appear warranted.

The low-income people who are marginal credit risks seem to have suffered
the most so far from the enactment of Initiative 245. Since prices have been
raised, customers who pay Crash have suffered. At the time of the surveys
(summer, 1969), the burden of supplying a service (credit), the cost of which
may exceed the price that can be charged for it, seemed to have fallen on the
merchants and possibly the banks. The merchants and banks had taken some steps

to maximize their revenue, given the constraints under which they must work,
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but they did not have a great deal of leeway. They also appeared to have made
efforts to reduce their costs, but once again there appear to be significant
limits to what can be done along these lines. The merchants and banks seem to
be placing their main hope in raising the rate that they can charge. If this
does not materialize, it seems to us that the banks and merchants will have to
take what might be called drastic actions and these actions would, in all
likelihood, have an adverse affect on a significant number of borrowers and
cash buyers. We anticipate that these drastic steps would involve price rises,
tighter restrictions and decisions not to do business on a credit basis for
small sums (i.e., something less than $200, $300 or $500 per transaction or
per year). Buyers in this category would be encouraged to borrow directly from
personal finance companies, credit unions or other TfTinancial institutions. In
fact, merchants might very well decide to get into the small-loan business,
since it can be handled profitably.

It seems unlikely that merchants will be able to institute dramatic price
increases in order to make up for the revenues lost as a result of the imposi-
tion of the 12 per cent rate ceiling. If they were to do this, they would put
themselves at a disadvantage on readily comparable merchandise vis-a-vis those
merchants who stress cash sales, which, of course, could be consumated at lower
prices. Rather, it is likely that merchants will opt for a combination of moves
Including some price raises, adjustment of credit portfolios and merchandise
assortments, tightening credit-granting criteria and raising charges or Insti-
tuting new charges on ancillary services.

It seems to come down to this: the resolution of the banks and mer-
chants®™ dilemma calls for drastic action on their part in the face of the very
substantial decline in the iInterest rates (service charges) that they are
allowed to charge their customers. Banks and merchants have Uiken many of the
smali. steps that can be taken but their basic problem is still unresolved
because its solution requires more than that. Some consumers (notably, the
credit-worthy) may be benefiting as a result of the inertia that banks and
merchants have displayed since Initiative 245 became law. One of two things
has to happen. The rate ceiling will have to be raised or banks and merchants

will have to reduce costs and/or iIncrease revenues from other sources.



CHAPTER 111

RELEVANT PRIOR RESEARCH

The General Importance of Interest Rates

Economists always have favored a free market for money or credit as well
as for products and services. As Milton Friedman has said: (commenting on
the writings of Jeremy Bentham in 1787 in which Bentham opposed interest limi-

tation laws)

I know of no economist of any standing from that time to this who

has favored a legal limit on the tate of interest that borrowers

could pay or lenders receive— though there must have been some.

I know of no country that does not limit by law the rates cf

interest— and 1 doubt that there are awy.-*

This quotation highlights a problem that is basic to this study. Economists
regard interest rates as a regulating mechanism in a free market economy and
think they should be free to respond to market forces; government bodies, on
the other hand (even those which strive for free market prices in general),
tend to set legal limits on the price (interest rate) which may be paid or
received on money or credit. These limits are set for political and generally
non-economic reasons although justification of such acts are usually couched
in economic terms.

The theoretical essence of the economic issue involved in legal limita-
tions on interest is rather simple and straightforward. It is that regulating
the price of one key component in a market economy inevitably causes disloca-
tions in the system and results in misallocations of resources.

The importance of tiie role of interest rates in an economy can be seen in
macro economics (i.e., economics of the total economy) where there is general

agreement that interest rates affect not only the monetary system, but the rest

~Milton Friedman, '"On Defense of Usury," Nﬂonmmek3 April 6, 1970, p. 79.
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of the economy as well. The usual measure of the status of a total economy is
the Gross National Product for the nation. On the expenditure side, it
induces consumption (which usually accounts for nearly two-thirds of GNP),
business investment (plant and equipment plus net change in inventories— called
"Gross Private Domestic Investment'), government expenditures (federal, state
and local) and net exports (exports minus imports). The first '"general theory"
to describe the total economic system was that of J. M. Keynes. Although
arguments have raged concerning Keynesian economics, if certain additional
factors (such as stocks of money and real assets and varying employment levels)
are added to the Keynesian system, it is quite compatible with classical
economics. In simplified form, Keynes related key factors in an economy as

follows:
With the supply of money given:

Money Supply is equal to the Demand for Money (Liquidity
Preference) applied to the Interest Rate and Income.
(Money Supply and Demand for Money in relation to each
other determine the Interest Rate.)

Consumption is a function of Income and the Interest Rate.
Investurint is a function of the Interest Rate and Consumption.
Consumption plus Investment equals Income.

In practical terms, this means that consumption expenditures can be
increased by decreases in the rate of interest or decreased by increases In
the rate of interest that consumers must pay, all other things being equal.
Since the total economy really revolves around consumption expenditures, and
business investment is derived from consumption spending (i.e., businessmen
raise or lower investment according to their perceptions as to whether the
markets for their goods and services are going up or down), it is clear that
interest rates can affect the total economy through inducing gains or declines
in consumer buying activity. Likewise, in a free market, declines in expendi-
tures induced through high interest rates tend toward reducing interest rates.
The lower Interest rates then induce higher expenditures. Thus, interest rates

can play an adjustment, or equilibrating, role in the economy.
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In practical terms, low interest rates also induce business investment,
A businessman who has determined that there is an additional market for his
products will evaluate the desirability of additional investmen, to handle
this market. He will try to estimate the "marginal efficiency of capital,"”
or the return on investment, and if there iIs a chance chat the estimated
return will be negated or seriously reduced by the cost of the money necessary

for making the investment, the investment will not be made.

The Purpose of Interest Limitation Laws

Each law or regulation on interest strives to favor one side of, or one
party to, a financial transaction. For example, the typical usury law is
intended to benefit the borrower (or, in the case of consumer credit, the
purchaser of goods and services). Since such a law usually takes the form of
setting a fixed interest percentage rate, or fixed scale of rates, it neces-
sarily disregards the overall supply of, and demand for, money or credit.
Further, it disregards the cost of money to the lenders and the non-interest
costs (such as higher prices and extra charges) to borrowers. A usury law in
one state cannot control rates in other states and, even more important, it
does not control prices of goods and services. Since moneyismobile, it can
move to other states at the expense of businesses and consumersin the state
with the usury law in question. And since prices of goods and services are,
in general, not controlled, they can be adjusted to make up for the costs or
losses due to limitations on interest on credit— again at the expense of
businesses and consumers iIn the state with particular laws.

As in the case of laws, limits on interest which are set by regulation
have similar weaknesses. The current Federal Reserve regulation which limits
the interest commercial banks can pay for deposits to per cent for small
savers and 7 per cent for $100,000 depositors disregards supply, demand and
costs (although the higher rate for large deposits presumably is based on
economies of scale). Such limits may tend to favor banks by restraining compe-
tition for funds, but a bank which needs funds and can afford to pay depositors
higher rates is unable to do so. In a market where potential bank depositors
can earn much more through other forms of employment of their funds, the

Federal Reserve regulations may impair tiie banks" supply of money. Further,
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the interest limitation on savings is at the expense of the depositor, par-
ticularly the small saver who does not have feasible alternatives for earning
a better return on his funds, and contributes to inflation by discouraging
saving. One economist has commented on this problem as follows:
Controls on rates payable by financial agencies ignores

the welfare of savers who invest through these agencies. Such

savers perform a vital function in the economy. Rate controls

deny many low income savers the right to a competitive loanable

funds market. High income savers can bypass the controlled

market by investing in equities, etc., but if rate controls

cause them to divert funds or to lose interest income, their
contribution to economic product is reduced.l

The Effectiveness of Interest Limitation

But the most serious limitation of the powers of interest limitation laws
or regulations is that none of them, nor all of them together, really can con-
trol the price of money or credit. Taken individually, they control only a
portion of particular transactions: the portion which formally states an
interest race. But in any such transaction, the true price of money or credit
can exceed the legal limit one way or another. For example, in a mortgage
transaction, the lender can capture a higher rate than specified by government
regulation by means of "discounting™ the loan. In a commercial loan, the bank
can insist on a "reserve" (or compensating balance) on a loan which effectively
raises the rate on the money actually received by the borrower. On a consumer
credit purchase, the seller can raise the price of goods or services, he can
increase the charges for peripheral services and/or add new charges, lie can
reduce the allowance on trade-ins where trade-ins are accepted, he can change
his assortments of goods to increase his average gross margin, and he can
insist on life and/or disability insurance which raises the cost of credit to
the consumer and increases the ''credit"” earnings of the seller. If the
interest limitation causes the seller to refuse any longer to deal in credit,

or to refuse credit to increased proportions of "marginal credit risks,"”

aClifton B. Luttrell, "Interest Rate Controls— Perspective, Purpose and
Problems," Review-Federal Reserve Bank of St. Louis, September, 1968, Reprint
Series No. 32.
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consumers may be sent by suggestion or necessity to a financial institution to
negotiate a direct loan. Since some of chese institutions, for example, can
legally charge up to 36 per cent annual interest, the consumer protection motive
of the interest limitation law is thwarted and the consumer may end up paying
higher interest than he paid prior to the interest limitation law or regulation.

Paul A. Samuelson has pointed out that in setting ceilings too low on
small loan interest rates, funds for the poor may even become unavailable or
are supplied by loan sharks at very high interest rates:

The concern for the consumer and ior the lens affluent is

well taken. But often it has been expressed in a form that has

dene the consumer more harm than good. For Tfifty years the Russel

Sage Foundation and others have demonstrated that setting too low

ceilings on small loan interest rates will result in drying up

legitimate funds to the poor who need it most and will send them

into the hands of the illegal loan sharks. His*' r is replete with

cases where ioan sharks have lobbied in legislatures for -hrealistic

minimum rates, knowing that such meaningless ceilings would permit

them to charge much higher rates.1

Since questions might be raised concerning the setting of a relatively high
rate ceiling as would be the case under the Uniform Consumer Credit Code, or
allowing the market to set its own rate, it is significant that a study of
actual rates charged by two large finance companies operating in several states
suggested that the high ceiling would not necessarily cause rates all to move
to that ceiling. Robert Johnson reported that:

In states where the ceiling rates were $6 per $100 of unpaid
balance per year, almost 18 per cent of the contracts were at the

ceiling. In contrast, where the ceiling was $9 per $100 per year,
less than 2/710ths of one per cent of the contracts were at the
ceiling.-

Blitz and Long point out that historically there have been three objec-

tives of usury legislation: . .. protecting the small borrower

Paul A. Samuelaon, statement in Major Statements in Support of the Uni-
form CrcdiJ Code Filed with the Massachusetts Committee on the Judiciary,
January 29, 1969 (Boston: National <inference of Commissioners on Uniform
State Laws, Chicago, Illinois, 1969), p. 32.

2 .
""Robert W. Johnson, "Why Rate Ceilings in the U.C.C.C.?" Industrial
banker, March, 1969, p. 18.
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- - - curbing the monopoly power of the creditor . . . and regulating the alio
cation of resources. . . They conclude that on the first issue . - it 1is

not possible to determine d priori which group of borrowers will be the main

beneficiaries. . On the second, they argue that usury legislation is '"not

particularly effective" in control of a credit monpolist "when the monopolist
is free to discriminate in a nonhomogeneous market." On the allocation of
resources issue, they feel that capital markets are affected by interest regu-
lation in a manner that is "mostly other than intended and frequently adverse.

On the question of resource allocation they point out:

A well-functioning capital market is likely to promote
change, while a capital market encumbered by an enforced interest

rate of zero is more in keeping with stagnation. In the latter
system there is no interest-rate differential to attract capital
to the more dynamic sectors of the economy. . . Recognizing that

usury legislation may be aimed toward other goals, we would still
point out that, in periods of rapid change, restraints on the price
system, such as a ceiling interest rate, are likely to be a barrier
to the efficient allocation of resources and to growth.3

The nature of the inefficiency 1is brought out by Clifton B. Luttrell in
this quotation from an article in the ReViEW of the Federal Reserve Bank of

St. Louis:

All ceilings which alter normal flows of funds retard
economic growth. Low usury ceilings prohibit the higher rates
necessary to offset the higher risks of business and individual
innovators. Credit tends to be channeled into well-established,
low-risk functions. Low ceilings on rates payable by financial
agencies tend to restrict the flow of funds through usual credit
channels. Loan funds supplies are thereby reduced, affecting
borrowers adversely. . 4

Michael Kawaja, in an analytical essay on the economics of statutory

ceilings on consumer credit, dealt with fixed rates (which set the exact rate

IAR dolph C. ? tz .and T tlard F. Long, "The Economics of Usury Legisla-
tion, ourna 0|”|Ca Conomy, December, 1965, p. 609.

Albid,
3bid. , p. e19.

ALuttrell, Op. CiL
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to be charged) and ceilings (which are set as outer limits to rates). He
suggested that the usual goals of usury legislation can be better achieved by

less direct methods:

The main findings of this aralysis follow. First, there are no
demands or cost-entry conditions inherent in the consumer industry
that would justify rate fixing. Second, rate ceilings may serve
worthwhile purposes in those segments of the credit market in which
there are entry restrictions, but even in these cases they have
serious drawbacks. Third, the disadvantages of ceilings on finance
rates in competitive credit markets o -"eigh their advantages. And,
fourth, the goal of rate ceilings in competitive credit markets is
ill-defined and does not provide a basis for selecting the level

of the rate ceiling or judging its efficacy. Ttiese conclusions
point to the possibility and desirability of making the consumer
credit industry more competitive and substituting the market
mechanism for price ceilings. Therefore, all regulatory efforts
should now be focused upon bringing about the conditions requisite
to the development of effective competition in the industry.1l

Thus, the general conclusions from the literature on effectiveness of
interest limitation are that it has certain noble purposes, that these purposes
are not achieved, and that undesirable effects may be incurred by individual

consumers and by society in general.

The Effects of interest Limitations

on Buyers and Sellers

To some extent the effects of interest limitation laws on buyers and
sellers can be anticipated on a prdsjri grounds. For example R. W. Johnson
has pointed out the differences between cash credit and vendor credit:

If legislation is properly drawn, the cash lender liass no place to

conceal his finance charge, aiti no source of additional income for

his credit services. In contrast, the vendor offering both a time
price and a cash price may juggle these prices any way he cho00ses.2

MichvﬁltKawa' , ""The Economics of Statutory Ceilings on Consumer Credit
€S

Charges," ern e=Conomic Ournal, March, 1967, p. 167.

2
“Robert W_ Johnson, "Regulation of Finance Charges on Consumer Install-
ment Credit,"” The IC |gan Lﬂﬁ eVWML Vol. 66, No. 81 (November 1967), p. 98.



In a footnote to this comment, he explains some of the implications of this

relationship as follows:

This adjustment, however, is not made without cost either
to the retailer or his customers. The demand for credit is
derived from the demand for goods and services financed. Since
the finance charge is a relatively small portion of the total
time price and monthly payment, consumers are probably not as
sensitive to changes in the price of credit as they are to
changes in the cash price of goods or services Tfinanced. In
economic terminology, the demand for credit is probably less
elastic than is the demand for the good or service.

Assume that without rate ceilings a retailer has achieved
his optimum market strategy by allocation of the total time
price between the cash price and finance charge. An imposition
of race ceilings forces him to redistribute a portion of the
finance charge to the cash price. Because the demand for the
good is more elastic than the demand for credit, this shift will
reduce the number of cash sales by an amount greater than any
resultant increase in credit sales. Thus, not only are total
sales likely to be less, but also the credit sales gained are
more costly to service than the cash sales lost. The resultant
reduction in profits will force some marginal retailers out of
the market.1

Although the majority of the authors in the field of credit limitations
favor either a free market for interest races or a ceiling much above the
market rates, proponents of credit limitation such as William Warren, point
out that this relative insensitivity to credit costs poses a hazard for the
consumer :

The danger of ceding to Che dealer the choice of financing agency

lies in the fact that a dealer, in exercising his choice, Iis

likely to be more influenced by the size of the finance-charge

rebate accruing to him than by the reasonableness of the charge
which the buyer will have to pay.2

Maurice B. Goudzwaard, in an article on the impact of rate ceilings on
the availability of credit, provides empirical evidence that: in states having
the highest small loan rates, credit loss rates are higher than in states with

Intermediate or low small loan rates. He concludes as follows:

ifif(., pp. 98-99.

2Wilhiam T- Warren, "Regulation of Finance Charges in Retail Installment

sates,” INE Yale Lcao Journal, vor. es, No. 5 (april, 1959), p. 846.



Lenders appear more willing to accept higher credit losses and

more marginal credit risks if their rate is sufficient to compen-

sate for bad debt, investigation, and collection expenses. In

effect, higher rate ceilings enlarge credit availability to poorer

risks and a*",w lenders to adjust credit standards to accommodate

rate ce™j ..gs. Since lenders have no control over price, low

ceilings force them to reduce costs and restrict lending to the

better risk classes, thereby discriminating against the less

creditworthy and significantly reducing their credit oppor-

tunities. . . But the analysis does demonstrate that any rate

ceiling will very likely affect consumer credit allocation and

that price controls have important economic and credit rationing

effects on credit availability at consumer finance companies.”

Since a knowledge of theory and a minimum of observation would suggest
a hypothesis that the incidence of impact from credit limitation laws would
vary between classes of consumer borrowers, it is logical to anticipate dif-
ferences based on the relative creditworthiness of consumers. It would seem
reasonable to expect that a credit rate limitation set below the charges in
existence before a law took effect would have a marked effect on persons at the
margin of acceptable creditworthiness. The effect on the maiginal credit risk
would, of course, be negative. At the same time, it might be reasonable to
expect that the initial effects of such a law on the fully creditworthy con-
sumer would be positive— that, until the full impact of the law struck home
with businessmen, and they adjusted to it, the creditworthy person would
benefit from a reduced interest cost.

There are of course many facets of the question over and above the mere
interest rate which can create benefit or injury to all classes of consumers.
F. Thomas duster presented the argument that consumers are not '"economic men"
in their use of redit, which leads to the inference that less creditworthy
consumers may use monthly payments as the principal criterion regardless of
interest rates, if such consumers do look principally to the monthly payment
amount, then it follows that they could incur an unreasonably high rate of
interest. On the other hand, the peopxe who could obtain the credit they want

could afford to select sources of credit on the basis of interest rates.

Jus ter concludes that:

.“Maurice B. Goudzwaard, '"Price Ceilings and Credit Rationing,"” Journal
of Finance, march, 1968, pp. 183-183.



Thus the model predicts that the minimum available monthly
payment is a highly relevant proxy for the "real" cost of credit
in an economy where all consumers are rationed [able to borrow
less than they would prefer] in the sense just described. But in
an economy where all consumers are unrationed [actual and preferred
borrowings equal], monthly payments are irrelevant and finance rate
is the relevant price. Thus the marginal borrowing cost model pre-
dicts that consumer response to finance rates will depend on the
relative importance of unrationed consumers in the population.!

Although questions have been raised concerning the nature of Professor Juster®s
research, the concept of differing attitudes toward interest by different
classes (“'rationed” and "unrationed'™) of consumers is important because of its

implications which are outlined in the following quotation:

These results suggest the necessity for qualification of the
widely held view that consumers are unresponsive to changes in the
finance rates on installment credit contracts. Most consumers are
in fact unresponsive, but only because they are constrained to
accept shorter contract maturities than they would prefer.
consumers appear to be unresponsive to finance rates because they
do not have access to anything like a perfectly competitive capital
market. The closer capital markets come to this analytical ideal,
the more sensitive will consumers be to the cost of funds.2

On the business side, Paul Douglas points out that the apparent behavior
of finance company lenders it such that raising and lowering finance rates may
not bring about increases or declines in their profit:

Higher or lower rate ceilings do not raise or lower finance

company profits but rather, determine credit availability. The

higher the ceiling, the more marginal risk borrowers can be

accommodated. This is confir ied by data showing a high positive

correlation between the rate ceiling and bad debt charge-offs.

The higher the ceiling, the riskier the loans and the higher the
incidence of bad debts.”

<¥. Thomas Juster, "Consumer Sensitivity to the Price of Credit,’ Journal
of Finance, may, 1964, p. 227.

Ibid | p. 233.

au oy ement in Major Statements in.Support of the .Uniform
SionsumFér SrHe{idg CokFiled With the Majssachuset ormltteg b the Sudlmary
anuary 2 (Boston: National Conference of Comm|SS|oners on Uniform

State Laws, Chicago, I1llinois, 1969), p. 11. Douglas footnotes this comment
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The real question to any business is the relationship between costs, revenues
and volumes, so that for consumer credit institutions costs of money must be
related to allowable interest rates. If the ceilings are relatively low, ov
the costs of money relatively high, consumer finance companies and others can
adjust their profits by changing credit granting criteria. Profits could
literally be increased as long as there is a margin between costs and revenues
by making credit less available to people most likely to cause losses. Thus
it is possible for finance companies to increase profits in the face of low
interest rate ceilings and tight money.

Several other empirical studies have concluded that credit rate limita-
tions create real problems for grantors of consumer credit and that these
problems are passed along to the consumers.

Jan Robert Williams who studied the Arkansas situation found that the
Arkansas constitutional 10 per cent limitation on credit charges has caused
serious problems for both businessmen and consumers. From an examination of
cost-revenue relationships of retailers, Williams concluded:

Credit costs are greater than credit revenues generated by maximum

legal service charges. This condition lias a profound influence on

the general store operations of retailers and the customers pur-

chasing merchandise both on credit and for cash.l

Williams reports that retailers limited their credit business, even though
they saw credit as a device to increase sales. One form of limiting credit
business was to set rigid standards for credit granting which made it impossible
for many marginal credit applicants to obtain credit. In this regard, he points
out that:

These would-be purchasers either are unable to purchase or they

must seek borrowed funds under conditions which may allow lenders
to take advantage of the borrower®s situation.2

with a reference to Robert P. Shay, "State Regulation and the Provision of
Small Loans,” in John M. Chapman and Robert P. Shay (eds.), Consumer Finance
Industry (New York: Columbia University Press, 1967), p. 100.

_>=n Robert williams, An Analysis of Retail Credit Costs of Selected
Retail Stores in Arkansas (Unpublished Doctoral Dissertation, University of
Arkansas, 1970), p. 125.

Mbid. Yy p. 126
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The merchants were hurt by having to "receive undesirable terms in the
financing of installment accounts with banks and other financial institutions.
These terms included high rates of discount, large compensating balances, and
full recourse arrangements."”

One of the worst effects of the Arkansas rate limitation was the 'credit
subsidy," described by Williams as follows:

The credit subsidy is perhaps the greatest inequity caused

by the 10 per cent limit on service charges in the State. Simply

stated, the cash price of goods must be increased in order to

cover losses on credit operations which result when credit ccsts

exceed credit revenues. . . The credit subsidy, which is equal

to the increase in the cash price to cover credit losses, is paid

by the cash buyer and received by the credit customer.2

Williams also concludes that the credit limitation law had restrained
economic development in the state, particularly in border areas. Firms were
discouraged from entering business in Arkansas and the law also hurt the.
further expansion of stores already located in Arkansas."

Gene C. Lynch also studied the Arkansas case and had similar conclusions
relative to the retailers®™ costs of credit. He also discussed the problems of
financial institutions and provided evidence that credit availability was
restricted in Arkansas. In addition, he did a survey of prices on major
appliances in Little Rock, Arkansas, and cities in states in the "Arkansas
Region”™ (including Texarkana, Texas, Monroe, Louisiana, Greenville, Mississippi,
Memphis, Springfield, Missouri, Tulsa and Denver). He found that if Little
Rock were given an index of $100, the indexes of the other cities ranged from
about $93 to $97."* Lynch suggests that these and other price data show the
retailers™ response to credit rate limitation:

The only factor that can logically account for the higher
cash prices in Arkansas is the ten per cent usury limitation.
The cause of higher prices is not higher absolute costs, but

1bid .

wwiltians, OP. @ll., pp. 126-127.

ngene c. Lynch, Consumer Credit at Ten Per Cent Simple: The Arkansas

Case (Fayetteville, Arkansas: College of Business, University of Arkansas,
1969), p- 16.
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lower revenues from credit sales. The legal finance charge dif-

ferential between Arkansas and surrounding states is too great

not to have an effect on store pricing policies.1l
In the Lynch study, prices were found to be higher in the state (Arkansas) with
the lowest limit on credit charges in the region, although questions might be
raised as to whether a causal relationship between the interest rate limita-
tion and product prices had been established.

A number of studies have been made of the credit cost-revenue relation-
ships for retailers and financial institutions. The basic conclusion is that
consumer credit is not a very profitable business even in the absence of low
rate ceilings on credit charges. The Federal Reserve Bank studies show that
there are economies of scale in loans and that breakeven loan sizes decrease
with the length of maturity and increase as interest rates decline. It is
rather obvious that as the cost of money rises the break-even size of loans
increases considerably at any given rate of interest charged. When this situa-
tion is capped by a credit limitation law at a relatively low figure (12 per
cent per year) as is true in Washington there is a cost-price squeeze on the
credit-granting institutions.

The best-known study of retail credit costs and revenues is that sponsored
by the National Retail Merchants Association, a department store trade group.
In 1963 and again in 1963, the accounting firm of Touche, Ross, Bailey and
Smart gathered credit operating data from department stores, and in the 1968
study an economic analysis of the data was provided by Robert W. Johnson.0 The
study showed that the stores lost money on all three forms of credit (30-day
charge account, revolving credit and installment accounts). Conclusions
included:

Study findings indicate that providing credit in the department
store field was a costly undertaking. . . It is clear, therefore,
that credit must be justified economically by the department store

Mbid.. p. 2.

~Robert W. Johnson, "Economic Analysis of Credit R venues, aaﬂ]Costs in
D?partment Stores,"™ in Touche, Ross, Bailey and Smart, Conon"C aracter|S“CS

Deparﬂnent Store (:re | (New York: National Retail Merchants Association,
1969) .
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as a selling tool- not as a separate business venture. . . The

small stores had greater deficiencies of revenue over costs.l
An unpublished study by Touche, Ross, Bailey and Smart on costs in stores in the
state of Washington for the fiscal year ending January 31, 1966 also found that
there were losses in all forms of credit.

The importance of credit to furniture and home appliance retailers was
stressed in an empirical study wnich included the city of Spokane, Washington.
The study, which covered Boise, ldaho as well, was published in 1963 and
reported the following:

All of the furniture and appliance retailers in the two cities
granted credit to their customers. All of the retailers sold mer-
chandise under conditional sales contracts. All but two retailers
gave credit on open account. In approximately one-third of the
establishments the credit business was a major enterprise both from
the volume of credit and the income from the credit business, which
was treated as a separate department in a few instances. An analysis
of opinions expressed by retailers indicates that essentially all of
the retailers realize that credit operations are very important to
their overall operations and may be important even as a separate
enterprise.3

The study was made at a time when the most common rates charged by the banks
for short-term borrowings by retailers was 6 per cent and the range was from
5 to 8 per cent per annum. On paper carried by financial institutions, the
rates charged by banks averaged 14.5 per cent and that carried by consumer
finance companies averaged 22.3 per cent. Bank rates ranged from 8 to 23 per
cent and finance company rates ranged from 11 to 40 per cent and ''there were

isolated cases beyond these limits.”~ If the average bank rate of 14.5 per

cent, or 8" per cent above the "most common”™ short-term rate to retailers, was

Mbid., pp. s0-51.

ATouche, Ross, Bailey and Smart, 'Study of Consumer Credit Costs in Retail
Stores in Washington (Unpublished report to Washington Retail Council, 1966).

. Norman Nylroten, Ralph H. Farmer, Russel L. Chrysler and Paul 0. Groke,
Credit Practices of Retailers and Financers of Furniture and Home Appliances
in Two Northwest Cities (Moscow, Idaho: University of Idaho, May, 1963),

p- 75.

Ibidp e
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based on reasonable net earnings for the banks, then reasonable net earnings
for banks in 1970 would require an average rate of at least 18 per cent or
more. Hence, it is logical to assume that the rate ceiling of 12 per cent per
year imposed by Initiative 245 provides additional evidence that it is un-
likely that credit grantors in general can provide consumer credit without

incurring operating losses.

Summary

In summarizing the concepts from extant literature, it should be kept in
mind that the issue of rate ceilings, or any particular form of ceiling, is
controversial. It seems to the researchers in this study, however, that the

weight of opinion favors certain key concepts:

1. The. objectives of credit rate limitation by law or regulation
usually are to protect the small borrower (assumed to lack
power and/or knowledge to handle his own financial affairs),
to limit the monopoly power of creditors and lenders (assumed
to have a bargaining advantage in dealing with borrowers), and
to foster a more rational and equitable allocation of resources
than would occur without regulation. The majority opinion seems
to be that-legal rate limitations fail Ln all three objectives.

2. Economists generally see the interest rate as an equilibrating
mechanism which should function in a manner resembling the free
markets preferred for goods and services. They consider
restrictions on the free money market as a source of maladjust-
ment and misallocation of economic resources.

3. Rate restrictions tend toward restrictions on the availability
of credit, particularly for small, less creditworthy borrowers
and also tend to lead to Increases in rates for small borrowers
when their only alternatives are consumer finance companies (with
higher legal rates) or illegal lenders (who can charge what the
traffic will bear).

4. Low rate ceilings cause creditors and lenders to try to make

up for loss of interest income through other means. For example,
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the retailer who is faced with rates too low to cover his costs
(or with a decline in interest income whatever his cost) tends
to recoup his losses by raising prices on merchandise, raising
charges on ancillary services, or by shifting the consumer to
outside, sources of credit.

5. Where interest ceilings are to be used, economists favor setting
the ceilings distinctly higher than ordinary market rates of
interest, so that a relatively free market can operate without

reaching the ceilings.

Empirically, it has been shown that retailers probably lose money (in
terms of cost/revenue relationships) on all forms of credit, even where the
rate charged is higher than 12 per cent per year. It is evident, moreover,
that financial institutions suffer from a cost-price squeeze, particularly in
this period of high interest rates and tight money. The break-even size of
loans for banks is much above the amount needed for purchases of virtually any
durables except housing and automobiles.

The cash customer may be forced to provide a subsidy for credit customers
through paying higher prices on goods and services.

Creditworthy consumers who bought on credit before and after the passage
of the Initiative may have benefited through a net reduction in interest costs.
The benefits could derive from the possibility that the stores from which they
made purchases may not have adjusted completely to the Initiative, or from the
possibility that the stores may have been trying to recover credit income
losses through a combination of reducing costs (including credit granting
costs) or by raising prices on all items, or on items not ordinarily bought on
credit. The raising of prices on all items, or on items not ordinarily bought,
on credit, would tend to subsidize the credit customers at the expense of cash
customers by giving them a net reduction in total cost (including interest) on

goods purchased.



CHAPTER 1V

CREDIT RELATED EFFECTS

Credit Helated Hypotheses

The credit related hypotheses established at the outset of this study were

as follows:
Banks and merchants are doing less business on a credit basis.

Lenders are diverting business to the most profitable types of
loans or credit arrangements.

Small loan companies are doing more business.

Credit losses have decreased.

More poor people have been affected by the new law than middle- cr
upper-income people and marginal standing from a credit standpoint

liass been redefined to exclude some individuals classified as higher
risks.

Financing charges other than interest rates have increased.

Businessmen have become more strict in the application of rules

on delinquent accounts.

The passage of Initiative 245 resulted in a number of changes in the manner
in which a large number of Ffirms do business on a credit basis with their cus-
tomers. These effects were felt primarily in three major areas.

1. The volume of sales done on a credit basis by retailers and

financial institutions.

2. The charges imposed by retailers and financial institutions as
well as tiie costs of providing credit services for customers.

3. The credit-related effects of the new law on consumers generally.

Each of these three major headings will be discussed in this chapter.



The Volume of Business

The 12 per cent interest ceiling which became effective with the enactment
of Initiative 245 does not apply to direct consumer loans obtained from con-
sumer finance, or 'small loan" companies, as they are sometimes called. Auto-
mobile finance companies such as GMAC are restricted to the 12 per cent interest
limit. The latter organization and its counterparts in the auto and appliance
fields are also sometimes called 'captive" or sales finance companies.

The volume of business that banks and consumer finance companies are doing
in indirect loans to consumers that originate with retail merchants has, as
might be expected, declined. Sixteen out of 23 retailers made changes tending
to diminish indirect loans and Table 4 shows an overall decline in indirect
loans. This decline is attributable primarily to a falling off in the volume
of business done between financial institutions and furniture and home appliance
retailers. A sample representing a substantial proportion 0"; the total indirect
dealer paper purchased by the state and national banks in Washington revealed a
41 per cent decline in the number of appliance and home furnishings contracts
purchased in 1969 when compared to 1968. The total dollar volume decline amounted
to 33 per cent, indirect dealer paper in automobiles declined 10 per cent in
the number of contracts and 5 per cent in dollar volume. Indirect marine (boat
and motor) paper declined 6 per cent in number of contracts, but increased 25
per cent in dollar volume. In ell three categories, the number of contracts
declined by 15.5 per cent and the dollar volume by 5.8 per cent and the average
size of contract increased. That these events can proba! ly be attributed to
Initiative 245 also seems to be indicated by the fact that the experience of the
banks and finance companies in Washington State apparently runs counter to the
experience of similar institutions iIn the rest of the country. The extent of
this divergence is shown below in Tables 1, 2 and 3. A survey representing
approximately 60 per cent of bank consumer loans in the State of Washington in
1968 and 1969 is summarized in Tables 4 and 5.

There was also a decline of 15 per cent in filings of retail installment
contracts in King county in 1969 compared to 1968. Table 6 shows in the last
six months of 1969 an even sharper 25 per cent decline in filings by retailers
and 33 per cent by banks. Small loan companies, however, showed a decline of

only 12 per cent, which was less than the total or average decline. This



TABLE 1V-1
COMMERCIAL BANKS, CONSUMER FINANCE AND SALES FINANCE COMPANIES

INDIRECT LOANS — 1968 and 1969
(millions of dollars)

EXTENDED OUTSTANDING (Dec. 31)
1968 1969 % Change 1968 1969 % Change
Washington $203.9a $192.3a -5.7 $172.4 $182.0 +5.6
United States $13,313* $14,272* +7.2 $39,907 $42,567 +6.7

Does not include consumer finance company data for state.

*Includes all finance companies.
(Commercial banks are omitted- data unavailable)

Sources: Washington: Division of Banking, Sales Finance Companies, Commercial
banks. United States: Federal Reserve



TABLE 1V-2
ALL FINANCE COMPANIES

INDIRECT LOANS — 1968 and 1969
(millions of dollars)

EXTENDED OUTSTANDING (Dec. 31)

1968 19C9 % Change 1968 1969 % Change
Washington n.a. n.a. $34.9 $35.6 +2.0
Uniteci States $13,313 $14,272 +7.2 $15,794 $17,030 +7.8

Sources: Washington: Sales Finance Companies, Supervisor of Banking Report
(Consumer Finance Companies). United States: Federal Reserve-



TABLE 1V-3
SALES FINANCE COMPANIES

INDIRECT LOANS — 1968 and 1969
(millions of dollars)

1968 -1969 % Change 1968 1969 % Change
Washington $16.4 $15.8 -3.7 $14.0 $14.5 +3.7
United States $12,011 $12,942 +7.8 $14,835 $16,049 +8.2
Sources: Washington: Sales Finance Companies. United States: Federal

Reserve.



TABLE 1V-4

NEW CONSUMER LOANS MADE BY SELECTED
BANKS IN THE STATE OF WASHINGTON

1968-1969
Per Cent Change
1968 1969 1969 over 1968
$ $ No. $ Volume Average Loan
No. (000) No. (000) ) ) Size )
Direct
Auto 36,166 69,389 31,916 63,399 -11.8 -8.6 +3.5
Personal 62,753 54,577 47,061 47,558 -25.0 -17. .9 +16.2
Total Direct 98,919 123,966 78,977 110,957 -20.2 -10.5
Indirect
Auto 78,514 170,826 70,781 161,900 -10.0 -5.0 +5.1
Appliance 18,334 10,688 10,837 7,157 -40.9 -33.0 +13.3
Marine 2,679 5,973 2,521 7,485 -6.0 +25.0 +33.1
Total Indirect 99,527 187,487 84,139 176,542 -15.5 -5.8

Source: Survey of Banks in Washington State.

8V



TABLE 1V-5

CONSUMER LOANS OUTSTANDING IN SELECTED
BANKS IN THE STATE OF WASHINGTON

1968-1969
Per Cent Change
1968 1969 1969 over 1968
$ $ No. $ Volume Average Loan
No. (000) No. (000) ) ) Size (%)
Direct
Auto 48,556 65,883 45,742 63,358 -5.8 -3.8 +2.1
Personal 50,182 50,063 40,784 45,314 -18.7 -9.5 +11.3
Total Direct 98,738 115,946 86,526 108,672 -12.4 -6.3
Indirect
Auto 80,994 123,023 84,725 131,546 +4.6 +6.9 +2.2
Appliance 17,771 7,908 14,098 6,620 -20.7 -16.3 +5.5
Marine 3,425 6,485 3,703 8,223 +8.1 +26.8 +17.3
Total Indirect 102,190 137,416 102,526 146,389 + .3 +6.5

Source: Survey of Banks in Washington State.



Finance =
1968
1969

Banks:

1968
1969

Retail:
1968
19 69:

Credit
1968
1969

Union:

Savings & Loan:

1968
1969

Other*3
1968
1969

Total: 1968

1969

Jan.

2690
2402

210
159

843
602

132
91

13
29

114
151

4002
3434
-14%

Feb.

2651
2402

206
184

706
763

145
129

17
18

101
116

3826
3612
-6%

Mar .

2441
2349

244
253

781
719

150
121

20
19

111
123

3747
3584
-5%

Apr.

2603
2349

286
303

738
860

129
139

13
13

115
168

3884
3832
-2%

May

2690
2193

310
271

754
820

163
140

14
26

155
168

4086
3618
-12%

TABLE

1968

June

2519
2240

244
262

800
729

158
159

18

122
207

3852
3615
-6%

aContracts on sales of untitled goods— "FS" only.

Source:

King County Records.

KING COUNTY U.C.C.

1V-6
FILINGSa
vs. 1969
July Aug. Sept. Oct.
2772 2580 1791 2255
2183 2132 1962 2065
329 213 221 254
203 174 133 160
883 841 77 926
691 562 597 708
170 159 157 147
115 126 150 99
8 10 10 9
12 13 16. 20
163 138 95 124
142 118 169 144
4325 3941 3051 3715
3346 3125 3027 3196
-33% -21% -1% -14%
bOther category includes

Nov.

2026
1786

195
134

773
659

105
96

13
10

105
118

3217
2803
-13%

Dec.

3126
2717

167
125

884
604

143
105

16
16

182
184

4518
3751
-17%

Total
(Last
6 mos.)

14550
12845
(-12%)

1379
929
(-33%)
5084
3821
(-25%)

881
691
(-22%)

66
87
(+32%)

807
875
(+ 8%)

22767
19248
-15.5%

mortgage companies.

Total
(Annual)

30144
26780

(-11%)

2879
2361
(-18%)
9706
8314
(-15%)

1758
1470
(-17%)

152
210
(+38%)

1525
1808
(+18%)

46164
40943
-12%
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combination of percentages suggests a relative shift of installment credit
business from banks and retailers to small loan companies.

The decline in the total of installment credit financing, and particularly
the greater decline in bank and retailer business in this field, appear related
to Initiative 245. Since state records do not show a decline in retail sales
for the 1969 period covered in Table 1V-6, and since a resurvey of firms which
filed contracts revealed no change in policy regarding filings in 1969 versus
1968, it is obvious that many purchases which might have been financed through
installment credit in 1968 were financed by other means in 1969. Of the twenty-
eight retailers who said that they encouraged consumers to switch from one form
of credit to another, eleven reported that they now ask the customer to arrange
his own financing. Another stopped granting extended credit and required his
customers to pay cash in thirty days. In all twelve of these cases, some cus-
tomers were undoubtedly getting direct loans from credit unions and small loan
companies which had no connection with the merchandise purchases, and were using
the loan proceeds to make '"cash" purchases at the retail stores. In other
cases, even where there was no effort to suggest alternative forms of credit,
people considered marginal credit risks were turned down for credit by banks
and retailers and had to obtain the funds Cor "cash"™ purchases from small loan
companies. Further, although the interviews with retailers did not turn up a
trend toward switching people from installment credit to bank credit cards,
later research suggested that many retailers did shift other forms of credit
to bank credit cards.

Further, the price that the banks and finance companies charge the dealers
with whom they do business is not controlled by law and it has gone up, reflect-
ing the rising cost of money to t’ese fTinancial institutions. (See Table 1V-7.)
Instead of paying dealers 'participation,” a practice which involved having the
bank share the interest proceeds received from the consumer loan with the mer-
chant, the financial institutions began instead to discount dealer paper. In
the case of auto dealers, for example, 19 out of the 24 dealers who responded
to a question on participation stated that at the time of the survey (summer,
1969) they had lost an average of two per cent in revenues on indirect paper.

In other words, if they had been receiving one per cent participation (or

""commission'™) on the business they took to banks and finance companies, by the



TABLE 1V-7

MARKET INTEREST RATES AND THE PRIME RATES

Daily Av.
3 Mos. Finance Bkers. .

Treasury Paper Accepts. Federal

Prime Rate Bill (3-6 Mos.) (90 Day) Funds

Jan., 1964 4.50 3.52 3.82 3.70 3.48
Dec. 6, 1965 5.00 4.37 4.60 4.55 4.32
Mar. 10, 1966 5.50 4.58 5.02 4.96 4.65
June 29, 1966 5.75 4.50 5.39 5.39 5.17
Aug. 15, 1966 6.00 4.95 5.63 5.67 5.53
Jan. 26-27, 1967 5.50-5.75 4.72 5.50 5.23 4.94
Mar. 27, 1967 5.50 4.26 5.01 4.68 4.53
Nov. 20, 1967 6.00 4.72 5.17 4.98 4.12
April 19, 1968 6.50 5.37 5.60 5.75 5.76
Sept. 25, 1968 6.00-6.25 5.20 5.61 5.63 5.78
Nov. 13, 1968 6.25 5.45 5.75 5.97 5.81
Dec. 18, 1968 6.75 5.94 5.86 6.20 6.02
Jan. 7, 1969 7.00 6.13 6.14 6.46 6.30
Mar. 17, 1969 7.50 6.01 6.38 6.66 6. 79
June 19, 1969 8.50 6.43 7.25 7.99 8.90
Mar. 25-6, 1970 8.00 6.63 7.68 7.60 7.76

Source: "How Interest Rates Got So High," Speala.l Repor'[ by Manufacturers® Hanover
Trust Company, June, 1970.
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summer of 1969 they were paying a 1 per cent discount on this indirect paper.
Both the participation prior to Initiative 245 and the discounts charged after
the Act took effect tended to vary between dealers. At the time of the survey,
small used-car dealers reported paying discounts as high as 5 per cent.

The principal reason for this shift in policy on the part of the financial
institutions was that the paper generated as a result of credit transactions
between consumers and retail dealers now carried an interest rate of only 12
per cent. Prior to the enactment of Initiative 245 on December 5, 1963, retail
credit contracts could have been written with up to 18 per cent per annum.

Thus the dealers were being forced to assume the burden of the mandatory reduc-
tion through the discounting of the contracts. Understandably the net result

has been a decline in the volume and number of new indirect loansthrough the
consumer and sales  finance companies and commercial banks.

In addition to the reluctance of retail merchants to pay so much fcr money
that they suffer losses on credit, some of them have also been affected by
changes in the lending policies of the banks with whom they do business. These
modifications are not uniform throughout the banking system but, for example,
many banks will no longer handle indirect loans for older model automobiles,
particularly those five years of age and older. When older modelcars are sti
financed on an indirect basis, it is because the automobiledealers involved
are especially imnortant customers of the bank. A small number of banks no
longer make indirect loans for amounts of less than $500 average loan size.

This particular policy change affects furniture and appliance dealers primarily.
One large bank with several branches is no longer handling any indirect paper
from any household goods dealer in the state and another bank no longer handles
consumer paper emanating from any appliance dealer. A third bank has cut out
indirect paper originating with the hospitals in its community. Still another
will handle only indirect paper when it originates with an individual who is
also a depositor of the banks as well as a customer of the merchants.

The foregoing observations imply that the volume of business ttiat banks
do, both directly and indirectly, with consumers has been adversely affected
except perhaps for credit cards. As mentioned earlier, indirect loans primarily
for furniture and home appliances declined significantly (40.9 per cent for

appliances) even though such loans have risen substantially on the national



54

level. The total volume of automobile loans in 1969 handled by Washington banks
through automobile dealers declined 10 per cent in number and 5 per cent in
volume below the level that it was prior to the enactment of Initiative 245.

At the national level, however, indirect bank auto loans outstanding rose by
5.6 per cent ir> volume. (See Table 1V-1.)

Direct consumer loans made by major Washington banks declined in 1969
relative to 1968. Direct auto loans declined 11.8 per cent in number of con-
tracts and 8.6 per cent in dollar volume. Personal loans declined 25 per cent
in number and 12.9 per cent in dollar volume. The total of direct bank con-
sumer loans declined 20.2 per cent in number of loans and 10.5 per cent in
dollar volume in 1969 relative to 1968. There were similar, though less pro-
nounced, declines in the amount of consumer loans outstanding in 1969 relative
to 1968. The total outstanding consumer loans declined 12.4 per cent in number
and 6.3 per cent in dollar volume. In all of the above categories of loans,
there was an increase in the average loan size. Although the average size of
auto loans increased only 3.5 per cent, the average size of personal loans
increased 16.2 per cent due largely to the setting of higher minimum loan sizes
and a shift toward more affluent customers.

The dollar volume of new indirect consumer loans made by commercial banks,
consumer Tfinance companies and sales finance companies combined in 196" was
5.7 per cent less than in 1968. There was a slight increase in indirect loans
by consumer finance companies, but not enough to materially affect the above
figure.

Information obtained about the first quarter of 1969 from interviews with
automobile dealers throughout the state during the third quarter of 1969 Iled
us to believe that there had been a significant movement toward the financing
of automobiles through consumer finance companies, especially In the case of
older used cars because of the difficuTty encountered in financing these auto-
mobiles through banks. Some corrot crating evidence was uncovered when it was
observed that a number of automobile dealers said that they had experienced an
increase in the number of cars sold for cash. It would appear reasonable to
assume that in those instances where this was observed or encouraged by the
dealers, direct loans from small loan companies were the most probable source

of funds, although credit unions and banks may have been involved.
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TABLE 1V-8

UNITED STATES CONSUMER INSTALMENT CREDIT OUTSTANDING BY
TYPE AND BY HOLDER, 1969 BY MONTHS
(in millions of dollars)

All Finance Other

Companies Commercial Financial Automobile

Combined Banks Institutions Dealers Total
Automobile Paper
December (1968) 10,1.24 19,318 4,368 320 34,130
January (1969) 10,087 19,268 4,339 319 34,013
February 10,098 19,270 4,366 319 34,053
March 10,124 19,392 4,426 320 34,262
April 10,232 19,661 4,515 325 34,733
May 10,384 19,908 4,609 329 35,230
June 10,577 20,184 4,710 333 35,809
July 10,673 20,315 4,758 335 36,081
August 10,703 20,372 4,834 336 36,245
September 10,687 20,407 4,891 336 36,321
October 10,822 20,511 4,928 338 36,599
November 10,854 20,701 4,958 337 36,650
December 10,866 20 A4 4,996 336 36,602
Source: National Consumer Finance Association, April 6, 1970, p. 49.
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On the other hand, an examination of the operating results of small loan
companies in the state for the entire year did not reveal any appreciable growth
in the dollar total of loans made during the year. This was a somewhat sur-
prising finding. There is, of course, evidence of a relative shift in avail-
able consumer credit business toward consumer finance companies as compared
with retailer and bank financing. The installment contract filings referred
to earlier in tne chapter showed that total installment filings declined, but
that the decline in consumer finance filings was less than the average decline
and that the decline in retailer and bank filings were much above average. In
the face of an increased opportunity it was expected there would be an increase
in the volume of business that these small loan companies would transact.
Instead, the small loan companies appear to have taken advantage of the oppor-
tunity to improve the risk quality of their loan portfolios. Net earnings
before interest on borrowed funds was up by more than 10 times the average
increase during the previous three years and the change in the number and
amount of loans charged off was up by about 11 per cent and 14 per cent respec-
tively. A Tive year summary of the small loan company operating results in

Washington in shown in Table I1V-9.

Charges and Costs

The retail businessmen and financial institutions have, as expected, cried
to reduce the costs associated with credit transactions and loans and to the
extent possible to maximize the potential revenue obtainable under the law.
Since these affected businessmen have been unable to do much on the revenue pro-
ducing side, they have understandably enough devoted their primary efforts to
cost reduction, at least as far as the strictly financial side of the matter is
concerned. The major emphasis in trying to achieve an upward revision of
revenues has taken place in the area of product price adjustments. This
activity is discussed in the following chapter.

One of the ways in which commercial banks have made an effort to reduce
costs is in the handling of loans for small amounts, i.e. under $500. Such
loans have been made on their credit card systems whenever possible. The main
reason for this development appears to be the lower cost of handling loan

transactions of that size in this manner. Service charges and other fees such



FIVE-YEAR ANALYSIS OF SMALL LOAN

Number of Licensed Offices
Number of Offices Reporting
Total Loans Made

Amount of Loans Made

Total Loans Outstanding
Amount of Loans Outstanding
Number of Contracts (Indirect)
Amount of Contracts (Indirect)

Number of Other Loans (Indirect)

Amount of Other Loans (Indirect)

(12% loans, i.e., over $500)
Total Assets

Net Earnings Before Interest

on Borrowed Funds

Monthly Rate Collected
Number of Loans Charged Off
Amount of Loans Charged Off

Source: Supervisor of Banks,

TABLE

1905

252

251

185,255

$ 98,648,377
164,665

$ 76,498,429
32,011

$ 7,170,699
5,899

$ 12,138,211

$119,244,126

$ 5,154,839
2.13%
5,819
$ 2,138,160

State of Washington.

1v-9

1966

258

258

1/5,608

$ 93,602,730
171,447

$ 79,276,833
39,984

$ 11,252,947
7,288

$ 13,529,029

$128,316,772

$ 5,208,337
2.08%
6,074
$ 2,329,656

COMPANIES

1967

265

265

176,680

$ 97,139,667
174,503

$ 82,160,588
41,795

$ 13,037,682
8,683

$ 15,542,635

$135,970,123

$ 5,273,576
2.10%
6,286
$ 2,463,840

1968

271

271

184,940
$103,979,909
181,524

$ 87,557,136
64,153

$ 20,994,248
8,487

$ 15,499,419

$146,718,231

$ 5,350,203
2.13%
6,719
$ 2,687,767

196$

286

286

185,552
$109,101,461
189,058

$ 92,704,367
68,339

$ 21,128,176
7,023

$ 12,031,459

$149,694,907

$ 6,124,868
2.11%
7,440
$ 3,059,731



as those for late payment have also b en either raised or instituted wherever
they are allowed and have not heretofore been in effect.

Banks have also attempted to lower their costs of doing business by making
qualitative changes in their consumer loan portfolio. Virtually all financial
institutions and retailers have tightened their lending policies in one or more

of the following areas:

1. Down payment requirements have been increased.

2. Maturities on loans have been shortened.

3. The discretion of local lending officers to waive require-
ments on consumer loans such as minimum uncommitted monthly
income, minimum residence, and minimumlength of time on the

job has been substantially curtailed.

The impact of these policy changes has been reflected in operating results.
One bank reported that their bad debt losses, for example, had been reduced by
one-third.

Additional evidence concerning the efforts of businessmen to increase the
monetary size of credit transactions is also furnished from a review of the
installment sales contracts filed in King County. The average size of these
contracts increased from $589 in 1968 to $670 in 1969. These data may also be
an indication of the success that banks have had in switching consumers to bank
cards which, as we pointed out before, appear to be a form of credit which is
less expensive administratively from the lending institutions point of view.

Retailers as well as financial institutions appear to have made a serious
attempt to reduce the time period over which they are willing to do business
o.1 a credit basis. Eight auto dealers reduced maturities by six months, and
one reduced maturities for marginal buyers from a possible 36 months to spans
of 2-6 months. By doing so they are able to reduce the dolla"™ amount of the
discount on the paper that they sell to financial institutions.

In addition to the reduction in the amountof interest permitted, retailers
have also had to contend with a reduced servicecharge ceiling on consumer
loans. The amount allowed prior to the enactment of the law was $15; this was
reduced to $10 or 1 per cent per month on the unpaid balance. On the other

hand, according to our survey, many banks and retailers have apparently
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instituted such charges for the first time in their efforts to generate addi-
tional revenues. In this connection it may also be noted tnat some retailers
have raised their interest charges to 12 per cent in those cases where they
had been charging consumers less.

Most large-scale retailers have not found it feasible to eliminate the
free credit grantedto a significant portion of their retail customers as a
result of a tradition of open-book accounts. What has happened, however, is
that the time period granted to customers on open-book accounts has been
reduced. Merchants who were offering 90-day open book accounts say they have
cut this to 60 daysand the 60-day accounts have been cut to 30. Regular
accounts as well asslowpay accounts have been encouraged to switch to sales
contracts, revolving accounts or bank cards.

Retailers, and particularly the automobile dealers, have also compensated
for their decline in income on credit transactions by selling more of their
customers credit life and credit health and accident insurance policies.
Around one-third of the auto dealers reported that they were pushing much
harder to sell credit insurance, and in some cases began to require customers
to purchase the insurance after the passage of the Initiative. The consumer
who purchases either a health and accident and/or life insurance contract incurs
an additional cost to himself that is determined by the amount of the loan
that he has negotiated and the applicable rate for the coverage involved. The
maximum legal rate established for credit life insurance in Washington is 60
cents per $100 per year. The rate for health and accident insurance coverage
on credit transactions varies with the benefits offered in the particular
policy.

In addition to a desire to increase their revenues (through receiving
40 per cent of the premiums), there are other reasons why retailers have
emphasized the sale of these types of insurance. First of all in the eventof
sickness or disability on the part of the consumer his payments are made by the
insurance company. Second, the contract between the merchant and the consumer
is also more salable if credit insurance is associated with it. Many finance
companies will either reject the paper or discount it an additional point if

the purchaser is not insured.
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About one-third of the automobile dealers interviewed reported that they
increased their emphasis on credit insurance inconnection with the sale of
automobiles. Secondary sources of information representing about 90 per cent
of the auto credit insurance transactions in the state also substantiate these
dealer responses. The evidence is even more convincing when Washington and
the neighboring bortier states of Oregon and ldaho are compared. As may be
seen from an examination of Table 1V-10 the amount of life and health insur-
ance premiums on automobile sales in Washingtonincreased by 23 per cent in

1969 while there was only a negligible increasein both Oregon and Ildaho.

Table 1V-11 shows the changes between 1968 and 1969 in total credit insurance.

Table 1V-12 provides data or. northwest states and the United States for credit

life insurance in force in the years 1958 through 1969.

TABLE 1V-10

CREDIT LIFE AND HEALTH INSURANCE PREMIUMS ON AUTOS

(in thousands of dollars)

1968 1969 Per Cent Change
Washington $1666 $2056 23%
Oregon $ 739 $ 741 0%
Idaho $ 272 $ 273 0.4%

Source: Major insurance companies specializing in automobile credit
insurance.



Type

Individual Life

Group Life

Total Life

Group A & 1L
Other A & H

Total A & H

Total Credit Insurance

Source: Life iInsurance

TABLE 1V-11

NEW CREDIT INSURANCE BUSINESS
STATE OF WASHINGTON

1968 AND 1969

1968 1969
$ 205,067 $ 135,534
$8,902,190 $9,384,760
$9,107,257 $9,520,294
$2,732,741 $3,438,7s9
$ 141,097 $ 12,095
$2,873,838 $3,450,844
$11,981,095 $12,971,138

company annual reports.

Per Cent Change

-43.9%
+ 5.4

+ 4.5

+25.8

+20.0

L NIV



