
Consumer Credit Quality— 
A Search for an Answer

The postwar growth in the level of outstanding consumer credit has 
been spectacular. Aided by a stimulative monetary credit policy, most 
sectors of the economy have shared in the growth. Consumers added to 
their present consumption at the expense of future income; merchants 
and retailers increased their sales; lenders received interest income from 
extending credit; and other segments felt the impact through the growth 
in aggregate demand.

This continuing uptrend in the use of consumer credit is reflected 
in a current level of outstanding debt in excess of $90 billion. Not 
only has the level of debt grown, but the ratio of consumer credit to 
disposable personal income has advanced, indicating that consumer 
credit has become increasingly more pervasive.

Has this growth in private indebtedness been so rapid as to warrant 
grave concern and worry? Whether or not the current level of out
standing debt has become excessive depends upon the prospects of its 
repayment. If the growth in debt has been offset by an increase in the 
ability and desire to repay, there may be little need for worry. However, 
many persons fear that more and more marginal borrowers have been 
coaxed into borrowing, leading to the greater possibility of defaults. This 
idea is often given as an indication of the deterioration of credit 
“quality.” While it is difficult, if not impossible, to define credit quality 
exactly, at least two meanings are commonly associated with its 
current usage.

One focuses on the likelihood of an individual loan, or a portfolio of 
loans, being repaid. Another meaning, which uses aggregate figures, cen
ters around the likely effect of a change in the overall performance of 
the economy on the number of loan foreclosures and repossessions. A 
sharp increase in foreclosures and repossessions would be direct evidence 
of a deterioration in credit quality, of course. Attempts to gauge such 
an occurrence in advance of its actual happening have led to the wide
spread use of aggregate measures to assess the strain of private debt on 
the economy. One measure, the ratio of instalment repayments to dis
posable personal income, has increased, along with the growth in the 
level of outstanding credit. Today, about 14.5 cents out of each dollar 
of the consumer’s take-home pay is committed to repaying instalment 
debt, compared with 10 cents a decade ago and only 4 cents immediately 
following World War II.

Measuring credit quality by aggregate figures has serious limitations. 
Attitudes toward borrowing have changed. The proportion of the popu
lation making purchases on credit has grown. In addition, an average 
increase of 6 percent per year in per capita income over the past 20 
years has caused a shift in consumer spending patterns. Today’s con
sumer, differing in many respects from his counterpart of 20 years ago, 
buys a larger proportion of items with credit. Growth in the ratio of 
repayments to personal income may not signal a lowering of quality, 
but merely an increase in the proportion of credit-type purchases.

In the final analysis, the quality of credit is determined by the bor
rower’s repayment of an obligation in accordance with the original con-
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tract. Perhaps the rise in consumer credit has been ac
companied by an increase in the creditworthiness of bor
rowers. If so, the quality of credit measured in the aggre
gate may not be the same as that derived from adding the 
qualities of individual loans.

The most realistic approach to solving the dilemma of 
credit quality is based on the disaggregation of data. This 
method employs either a detailed analysis of individual 
loans, which are then added together for a measure of the 
quality of total outstanding credit, or an analysis based on 
average values or the distribution of certain characteris
tics for entire portfolios of loans. The ability of present- 
day computers to handle large amounts of detailed infor
mation makes both of these approaches feasible.

But what specific characteristics of borrowers are most 
important in judging loan quality? A great deal can be 
learned from the individual lender whose portfolio quality 
depends largely upon his judgment of those borrowers who 
will most likely repay. In practice, he knows that some 
risks must be taken in order to compete for loan business. 
But after deciding the level of risk, he must then deter
mine on what basis loans will be accepted or rejected.

Bankers have generally scored each loan application by 
a number of borrower characteristics. But even the most 
experienced banker is not sure of the individual merits of 
these characteristics. To test the reliability of these “rules 
of thumb,” and also, to take a closer look at the quality 
of consumer credit, the Federal Reserve System is con
ducting a special study. The objective is to determine if 
the loan portfolio outstanding at any particular time is 
stronger or weaker than that which existed at some earlier 
date. Once the measurement technique is developed, the 
System hopes to be able to measure changes in the quality 
of loan portfolios from year to year.

To accomplish this task, a questionnaire was designed 
to get borrower and loan characteristics for individual 
consumer loans at banks. This questionnaire was first de
veloped and tested in 24 banks across the United States 
to work out problems in design and data processing and to 
provide data for preliminary analysis. Following the pilot 
phase of the study, consumer loans in an entire metropoli
tan area are being sampled. With these data, changes 
in quality that take place in that area can be identified. It 
will also be possible to compare various areas for regional 
differences in credit quality and to develop a national 
index, or measure of consumer credit conditions. Mobile, 
Alabama, was the first metropolitan area selected for this 
study. However, banks in Cleveland, Ohio, have since 
started supplying data to the Federal Reserve System, and 
other banks will soon be participating in the study.

Personnel in the Consumer Loan Department of each 
Mobile bank participating in the survey are completing 
four types of questionnaires. One obtains data on indi
vidual borrower and loan characteristics for about one- 
tenth of all new loans made during each working day. A 
similar questionnaire samples loans as they are repaid. In
formation is acquired for loans when the borrower de
faulted. Questionnaires are also completed for part of the 
rejected loans.

As the questionnaires are received at this Bank for 
analysis, the information is transferred to punched cards 
and fed into our computer. A large quantity of data is
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processed, showing the average and percentage break
downs for a number of different classifications of bor
rower and loan characteristics.

Thus far, over 5,000 individual questionnaires have 
been received from Mobile banks. For purposes of this 
report, all personal loans, repair and modernization, and 
other consumer goods loans have been grouped into a 
single category—nonautomobile loans. However, the same 
information is also available for automobile loans.

Mobile, Alabama
One of the reasons Mobile was selected as the first area 
to be studied is that its population of 412,000 contains a 
good cross section of American consumers. Engaging in 
industry, shipping, farming, and tourism, Mobile has been 
similar to the nation in the growth of retail trade and 
consumer indebtedness. The large increase in Mobile’s 
credit is the result of a rapid growth in personal income 
and spending on more credit-type purchases. Personal in
comes have increased approximately 7 percent per year. 
Similarly, per capita incomes, probably a better indicator 
of the economic well-being of Mobile residents, have 
moved steadily upward. Meanwhile, retail spending has 
advanced at about the same rate.

Although some important differences exist between 
Mobile and the U.S., the composition of Mobile’s com
mercial bank consumer credit resembles that of the nation. 
Automobile loans, the largest single component of in
stalment credit outstanding, account for about one-half of 
the total in both Mobile and the nation. Since mid-1962, 
these loans have contributed only about one-third of the 
growth in Mobile’s consumer debt, while accounting for 
two-thirds of the nation’s. However, personal loans have 
advanced more rapidly in Mobile than in the nation. The 
growth rates in other consumer goods and repair and mod
ernization loans have been about the same in Mobile and 
the U.S. Since mid-1962, instalment debt at Mobile banks 
has grown by nearly 40 percent, or about 10 percent an
nually. During the same period, the national figure was 
about 18 percent per year, on average.

The 1,683 nonautomobile loans in our study revealed 
that the typical borrower from the commercial banks in 
Mobile was 41 years old, had lived in the area slightly

Consumer Instalment Debt Held by 
Commercial Banks

Mobile, Alabama 
June 1962— July 1966

Millions of Dollars Millions of Dollars

1 9 6 2  1 9 6 3  1 9 6 4  1 9 6 5  1 9 6 6
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over ten years, and had been with his firm for about the 
same time. His household income averaged a little over 
$6,500. Not all of the borrowers were indebted before 
they made their new loans, but those that were, owed $96 
per month, on average. Their new debt to the bank aver
aged $596, to be repaid in 15 months at the rate of $39 
a month.

The characteristics of the borrowers that defaulted 
were significantly different from those of all borrowers. On 
average, they were younger, had lived in the area a shorter 
time, had been on the job fewer years, and received some
what lower incomes. The amounts of their new loans were 
higher, as well as their monthly payments.

This general picture is useful in evaluating the differ
ences between borrowers who defaulted and those who 
repaid their indebtedness, but some significant changes 
may be hidden in the averages. For example, while the 
average borrower that defaulted was one year younger 
than those who repaid their loans, borrowers between 20 
and 30 years old had the highest default ratio. Similarly, 
nearly 70 percent of all borrowers that defaulted had 
lived in Mobile for five years or less, even though these 
short-term residents accounted for only 50 percent of the 
loans. Borrowers who worked for the same firm for five 
years or less also had a considerably worse repayment 
record than those who had been employed longer.

These yardsticks of the quality of individual loans ap
pear to measure the maturity and attitude of the borrower, 
as well as the stability of his income and whether he will 
still be in the area when the final payments come due. It 
is not clear, however, how these variables are interrelated 
or what is the relative importance of each in determining 
the quality of loans.

The variables are obviously good proxy measures for 
the borrower’s maturity and attitude toward repayment. 
Nevertheless, income and indebtedness of the borrower 
are significant in that they measure the borrower’s ability 
to repay. The table shows that average incomes for bor
rowers that defaulted were much less than for other 
borrowers. As expected, a more detailed review of written- 
off loans revealed that borrowers with low incomes (less 
than $2,000) had relatively poor repayment records.

However, further analyses showed that borrowers with 
household incomes of $10,000 or more also had rela
tively poor repayment records. Sixty-nine percent of all 
borrowers with high household incomes had more than 
one source of income, primarily a working spouse. Con
versely, borrowers with household incomes of less than 
$10,000 had two or more sources of income in only 15 
percent of the cases. Combining the two average level in
comes may add to the family’s ability and desire to incur 
debt, but the additional income may not always be fully 
available for retiring debt. Thus, the income variable 
alone is perhaps not sufficient information on which to 
base credit quality.

While the borrower’s household income measures his 
potential repayment ability, monthly instalment indebted
ness both before and after the loan measure his approxi
mate net ability to retire his debts. Borrowers not in
debted before negotiating loans had better repayment 
records. Meanwhile, borrowers with preloan indebtedness 
of $60 to $100 had the highest default ratio. This level

of indebtedness did not seem too great, but adding a 
new debt apparently overburdened many borrowers.

Characteristics of Nonauto Consumer Loans 
at Mobile, Alabama, Area Banks1

July 1965— June 1966

Borrower and 
Loan Characteristics

Average Values 

Defaults Loans Repaid Difference2

A g e  o f  B o r r o w e r 4 0 . 0 4 1 . 0 -  1 . 0

Y e a r s  R e s i d i n g  i n  A r e a 7 . 2 1 0 . 4 -  3 . 2

Y e a r s  w i t h  F i r m 8 . 6 1 0 . 5 -  1 . 9

H o u s e h o l d  I n c o m e  ( Y e a r l y )  $ 6 , 2 1 2 $ 6 , 5 1 1 - $ 2 9 9

M o n t h l y  P r e l o a n  D e b t
( I n d e b t e d  B o r r o w e r s  O n l y 3 )  $ 7 7 $ 9 6 -  $ 1 9

A m o u n t  o f  L o a n $ 6 8 5 $ 5 9 6 +  $ 8 9

N u m b e r  o f  M o n t h l y  
P a y m e n t s 1 4 . 3 1 5 . 2 -  0 . 9

A m o u n t  o f  M o n t h l y  
P a y m e n t s $ 5 4 $ 3 9 +  $ 1 5

JData based on simple averages, 
difference between defaults and loans repaid.
“Includes reported monthly payments for auto, rent, mortgage, and other 
debts before bank loan was made.

These characteristics are normally used by bankers 
considering loan applications. Perhaps equally important 
in assessing the possibility that a loan will be repaid are 
the characteristics of the loan itself. Is the repayment 
period so long that future events place the loan in 
jeopardy? Is the loan too large or too small in relation to 
the borrower’s income or previous debt? Answers to these 
and other questions may give further insight into the 
quality of loans.

The table shows that the average borrower who de
faulted borrowed more money and tried to repay it with 
less, but larger, monthly payments. One might conclude 
that borrowers with larger, short-term loans have the worst 
repayment record. This is partly true in that relatively 
more loans defaulted when they totaled $1,500 or more 
and were to be repaid with 12 monthly payments of $90 or 
more. Loan contracts placing greater pressures on bor
rowers’ present incomes appear to reduce loan quality. 
However, borrowers with small loans requiring a few 
small monthly payments also had relatively poor repay
ment records. Many had very low incomes and were faced 
with the problem of becoming overburdened.

Measuring Future Credit Quality
The comparisons of borrower characteristics suggest that 
they are significant measures of the repayment potential of 
prospective borrowers. However, bank data may be 
utilized to measure many other aspects of credit quality. 
For example, a consideration of the importance of age, 
relative to income, may be desirable. What exactly do 
age, years residence, or other variables measure? Ap
parently, the ultimate quality of a bank’s or a nation’s 
loan portfolio depends, in part, upon the borrower’s at
titude toward indebtedness and repayment. Do these 
variables provide proxy measures of attitudes or should 
other characteristics be reviewed? Is it possible to quantify 
a borrower’s attitude toward indebtedness?

Just as attitude is important in evaluating credit quality, 
so is the borrower’s ability to repay. Bankers have a gen
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eral idea of the repayment capacity of their borrowers, 
but are they always fully aware of their current outstand
ing indebtedness? Should they evaluate net, rather than 
gross, income of the borrower? How does the number of 
dependents affect a borrower’s repayment potential?

So far, this study has raised many questions, but it has 
clarified enough issues to guarantee that, as these and

other data are studied, many more questions will become 
answerable for the first time. As information is collected 
during periods of changes in the rate of economic growth, 
it will become more possible to adequately measure and 
quantify changes in credit quality in local areas. Then, the 
quality of the national consumer loan portfolio can be 
better measured by totaling the regional changes.

R o b e r t  E. S w e e n e y  a n d  J o e  W. M c L e a r y

What Happened to State and 
Local Government Borrowing?

Late last year state and local governments in the South
east found it increasingly expensive to borrow. As the 
consumer may have found it necessary to go into debt to 
purchase a car, governmental units may have had to bor
row to finance the building of a road. What effects 
have the rising costs of borrowing had on state and local 
governments in the Sixth District states of Alabama, 
Florida, Georgia, Louisiana, Mississippi and Tennessee?

State and local governments, like most any individual 
or company, must pay a price for using someone else’s 
money. That price is measured by the net interest cost 
(NIC), at an annual rate. In order to analyze this cost 
movement in the District states, this Bank computed 
weighted average NIC (weighted by dollar volume) on 
new issues, by rating.

The price state and local governments must pay is a 
function of credit quality, which is measured by ratings 
of one or more national rating organizations. As with 
other debt securities, a large number of tax-exempts are 
rated from Aaa to C. Table I shows the weighted average 
NIC, by rating, for the 1964-66 period and so far as pos
sible for available data. This period was selected because 
it represents approximately equal portions of time before 
and after the recent rapid climb of NIC’s.

By third quarter 1965, NIC’s had begun their rapid 
climb. Preliminary data for the third quarter of this year 
indicate that they were still advancing at an increasing 
rate, but had started some firming in October. A com-

Table I: Weighted Average Net Interest Cost of 
New Issues for State and Local Governments

Sixth District S tates

(In Percent)

Quarters A aa A a A Baa Ba

1 9 6 4 I 3 . 3 6 3 . 0 7 3 . 3 2 3 . 6 5 4 . 0 1

1 9 6 4 I I — 3 . 0 8 3 . 3 3 3 . 6 4 3 . 9 3

1 9 6 4 I I I — 3 . 2 7 3 . 4 8 3 . 7 5 4 . 0 8

1 9 6 4 I V — 3 . 2 7 3 . 3 9 3 . 5 3 —

1 9 6 5 I 3 . 2 9 3 . 2 3 3 . 2 7 3 . 5 1 3 . 9 3

1 9 6 5 I I 3 . 2 2 3 . 2 2 3 . 3 7 3 . 6 3 —

1 9 6 5 I I I 3 . 2 2 3 . 2 8 3 . 4 9 3 . 6 5 4 . 0 0

1 9 6 5 I V — 3 . 6 4 3 . 6 7 3 . 8 4 3 . 8 7

1 9 6 6 I — 3 . 6 8 3 . 8 4 4 . 1 1 —

1 9 6 6 I I — 3 . 8 3 3 . 9 4 4 . 1 5 —

Source: Computed from information in The W eekly Bond Buyer and M oody’s 
Bond Survey.

parison of the weighted average NIC for first quarter 1964 
and second quarter 1966 shows that Aa rated issues have 
increased .76 percentage points; A issues, .62 points; and 
Baa, .50 points. The lower rated Baa’s gained less, on 
average, because they tend to be smaller issues, have more 
interest for local investors, and are somewhat insulated 
from movements in the national markets. Another factor 
contributing to the smaller gain in Baa’s net interest cost 
is the continuing long-term trend resulting from an in
crease in investors’ confidence in lower-rated issues.

What effects have these rising costs had on state and 
local governments? Assume that an “average” state or 
local government had a rating of A in first quarter 1964 
and second quarter 1966 and that in both periods it 
issued a $5 million, 20-year bond. Over the life of the two 
bonds the second would have cost $620,000 more.

Some analysts believe that when NIC’s rise normally, 
there is little, if any, downward movement in the volume 
of offerings. Even if this is generally true, we are now in 
an “abnormal” market. Some state and local governments, 
having reached their legal interest rate ceilings, have cur
tailed their issuance of debt. Other state and local gov
ernments are faced with a problem similar to that of 
the consumer who late last year realized that he needed 
a new roof but postponed his purchase in hopes that the 
cost would go down. Now the roof is leaking and he must 
buy a new one even though the cost is higher.

Like the consumer, most state and local governments 
have acted in terms of postponements, not cancellations. 
The amount of new securities offered by state and local 
governments in the District states has increased in every 
postwar year. In 1965, volume reached over $2 billion. 
However, the first half of 1966 was approximately one- 
quarter billion dollars below the same period for 1965 
and the same as the second half of 1965. This decline 
was associated mainly with the relatively low level of 
issues in first quarter 1966, which may have resulted from 
the postponement of some issues by state and local gov
ernment debt managers because they felt that NIC’s were 
too high and would soon drop. Cancellations and bid re
jections also contributed to the decline. Quarterly totals 
for District states are listed in Table II.

This year the distribution of the volume of new issues 
has been rather exceptional to the normal seasonal pattern. 
Normally, the first quarter is the highest; the third quarter, 
the lowest; the second quarter, somewhat above average;
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