
USURY: THE RECENT 
TENNESSEE EXPERIENCE
by Robert E. Keleher and B. Frank King

In March 1978, the Tennessee electorate 
voted to remove a 10-percent usury 
ceiling from the state constitution. This 
usury vote was apparently a response both 
to events which took place in the state 
during the period of high interest rates 
in 1974 and to an important judicial 
decision made in August 1977 pertaining 
to interest rates on consumer loans. 
Empirical studies have examined the 
effects of the Tennessee usury ceiling in 
1974, but documentation of tne more 
recent consumer lending experience has 
been minimal at best.1 Tnis article reports 
on a study of that experience.

Historical Background. Prior to March
1978, the state constitution limited 
interest rates on most loans made by 
Tennessee lenders to Tennessee borrowers 
to 10 percent. Whereas most states have 
adopted numerous exemptions to their 
usury statutes, Tennessee's ceiling was 
comparatively comprehensive ana 
difficult to amend. Consequently, when 
short-term market interest rates exceeded 
10 percent between April and November 
of 1974, its usury ceiling applied to a 
wide spectrum of credit transactions. 
Other studies have demonstrated that 
during this period, the usury ceiling 
significantly disrupted credit flows in 
Tennessee and propagated the use of 
nonprice credit rationing.2

As a response to these events in 
Tennessee (as well as in two other states), 
the Congress of the United States passed, 
and President Ford signed into law, the

1 For an examination of the 1974 Tennessee experience, see R.E. Keleher, 
"State Usury Laws: A Survey and Application to the Tennessee Experience,” 
Working Paper Series, Federal Reserve Bank of Atlanta, January 1978.

2 See Keleher, op. cit.

Mansfield-Albert Bill (Public Law 93-501) 
at the end of September 1974. This bill 
allowed most financial institutions in 
the state to charge interest rates higher 
than those allowed by the Tennessee 
(or any other state) Constitution. It 
thus relieved the financial disruption 
in Tennessee. In early 1975, while this law 
was still in force, short-term interest 
rates fell below the 10-percent level.
In mid-1977, the Mansfield-Albert Law 
expired, so that if interest rates regained 
double-digit levels, Tennessee would 
again be susceptible to credit disrup
tions arising from the usury ceiling.

During tnis entire period, consumer 
lending in Tennessee was generally 
unaffected by the usury ceiling. A 
number of statutes which effectively 
granted exceptions to a simple 10-percent 
interest ceiling had been enacted over 
the years by tne state legislature. In 
particular, the Industrial Loan and Thrift 
Act permitted various add-ons, discounts, 
and fees which, in effect, exempted 
direct consumer lending by finance 
companies from a strict 10-percent annual 
percentage rate usury ceiling. Provisions 
in other acts gave banks and credit unions 
similar latitude in rates charged on their 
direct consumer loans. Moreover, the 
Retail Instalment Credit Act allowed finance 
charges on retail credit purchases which 
permitted effective rates to exceed 10 
ercent. This latter law was construed 
y the courts to give legal support to the 

"time-price differential" doctrine 
whereby the difference between a cash 
price and a time price was not considered 
to be interest and, thus, not subject to the 
constitutional usury ceiling. The time- 
price differential was said by the courts
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to apply to credit cards, merchant- 
originated credit (like store credit ac
counts), and conditional sales contracts. In 
addition, subsequent purchases of such 
receivables were not covered by the usury 
ceiling. These laws and the courts' 
interpretations of them effectively 
insulated most forms of consumer lending 
from the 10-percent usury ceiling.

On August 22, 1977, however, these 
circumstances were changed when the 
Tennessee Supreme Court invalidated that 
part of the Industrial Loan and Thrift 
Act which had permitted finance com
panies to charge effective rates in excess 
of 10 percent. The court's interpretation 
was that interest could not exceed a 
10-percent annual percentage rate 
on direct consumer loans. Technically, 
the court decision did not apply to laws 
other than the Industrial Loan and Thrift 
Act; however, the statutes covering 
commercial banks and credit unions were 
clearly vulnerable to similar interpretation. 
Thus, most banks and credit unions 
interpreted the decision to apply to their 
direct consumer lending. In general, 
however, the decision was not considered 
to apply to forms of lending covered 
by the Retail Instalment Credit Act.

When the court decision was rendered, 
a constitutional convention was consider
ing an amendment to change the usury 
ceiling as well as other amendments to the 
state constitution. The convention 
subsequently recommended an amend
ment removing the usury ceiling. This 
amendment was endorsed in the March 
referendum. As a result of this vote, the 
interest rate provisions of the Industrial 
Loan and Thrift Act were reinstated as of 
March 31—the election certification 
date. Thus, between the Supreme Court's 
usury decision in August 1977 and the effec
tive date of the constitutional amendment, 
a binding usury ceiling on direct consumer 
lending was in effect in Tennessee.

This seven-month period has several 
earmarks of a laboratory experiment on 
the results of an effective usury ceiling. 
Market rates on consumer instalment 
loans were above 10 percent prior to the 
August 1977 decision. The court's imposi
tion of a strict 10-percent annual percent
age rate ceiling was rather sudden 
and not entirely expected. Lenders and

borrowers had made few prior adjust
ments. The decision left several different 
alternatives for lenders and borrowers; 
thus, a variety of reactions could be 
observed. In addition, the ceiling was 
lifted after a time, allowing observation 
of market participants' readjustment 
to a freer environment.

Tennessee's unintended experiment has 
provided an opportunity to see if the 
effects of a binding usury ceiling coincide 
with a rather fully developed body of 
economic principles and evidence about 
such ceilings. To examine these effects, 
we conducted a series of interviews 
with persons who were knowledgeable 
about lenders' and borrowers' reactions 
to the ceiling and analyzed the available 
data. We found that wnile the ceiling 
was binding, less credit was available. 
Borrowers and lenders sought credit 
alternatives that were not covered by 
the usury ceiling. Some lenders stopped 
lending almost entirely; others used non
price rationing techniques to reduce 
lending that was covered by the ceiling. 
Some borrowers could not get credit; 
many of those who could get credit 
borrowed at rates above the ceiling. Those 
who had the most difficulty in borrowing 
had low incomes, wanted to borrow 
small amounts, and did not have well- 
established credit. The usury ceiling 
protected these borrowers from high 
credit costs only to the extent that it made 
credit unavailable to them at any cost.

All of our findings are consistent 
with orthodox economic principles that 
have been articulated often ana for many 
years. In addition, the findings parallel 
those of most other studies of actual 
experiences with effective usury ceilings. 
These facts add further to the confidence 
that one can have in both the theory 
and the evidence concerning the effects 
of usury laws. In the rest of this article, we 
proceed first with an outline of the 
economic principles that relate to the 
effect of usury ceilings. Following that, we 
present an account of the Tennessee 
evidence and then a statement of 
conclusions.

THE THEORY
When market interest rates exceed 

the usury ceiling, some credit market
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distortions can be anticipated. Interest 
rates subject to the usury ceiling are 
prevented from performing their credit 
rationing function—borrowers demand 
more credit than lenders are willing to 
supply at the legal interest ceiling. This 
situation is normally referred to as an 
excess demand for credit. The portfolio 
adjustments made by lenders and bor
rowers in response to this excess demand 
will largely determine the impact of the 
usury ceiling on various sectors of 
the state economy. These responses may 
take the form of shifts in the supply and 
demand for credit, as well as a more 
extensive use of nonprice credit rationing.

Shifts in Supply and Demand. When 
market interest rates are above usury 
ceilings, lenders are prohibited from 
earning market-determined returns on 
credit instruments subject to usury. 
Lenders observe that assets not subject 
to usury ceilings (either local instru
ments not covered by the ceiling or out- 
of-state instruments) offer more attractive 
returns and that safer (lower risk) instru
ments can be acquired at rates equivalent 
to the ceiling. Consequently, lenders 
may shift funds into tnese substitute 
assets in order to obtain a better risk- 
return mix in their portfolios.3 In so 
doing, lenders affect the allocation of 
credit within the state as well as between 
states.

Certain financial institutions such as 
finance companies, however, may be 
limited by regulation or convention to 
very specialized portfolios and thereby 
may be prevented from shifting into 
alternative assets. Moreover, if the cost 
of funds to these specialized institutions 
is market-determined (and, consequently, 
at high levels during a period when the 
ceiling is effective), they may be forced 
to reduce the size of both sides of their 
balance sheet by paying off liabilities 
as well as by extending fewer loans.

These portfolio adjustments have 
implications for the supply of credit 
subject to the usury ceiling. Specifically, 
as the interest rates on credit instruments 
not subject to usury rise relative to the

3 First, however, lenders will normally accommodate prior loan 
commitments and lines of credit.

usury ceiling, the supply of loans covered 
by the ceiling will diminish. Since credit 
is highly mobile, particularly in an 
integrated national credit market, the 
speed of these supply shifts may be 
quite rapid. The more open the state 
economy and the larger the set of allow
able exemptions in the usury statute the 
greater will be the degree of contraction 
of the usury-covered credit supply.

In addition to reducing the supply 
of credit which is subject to usury, 
effective usury ceilings will increase the 
demand for tnat credit. Borrowers within 
and outside of the state will attempt 
to shift out of the higher priced market- 
regulated credit and into the lower 
priced credit covered by the ceiling. As 
a consequence, the demand for credit 
instruments subject to usury will be 
greater than it would have been in the 
absence of the ceiling. These shifts in 
both demand and supply will work to 
expand the excess demand created by the 
effective usury ceiling.

Portfolio changes made by lenders and 
borrowers in response to effective 
usury ceilings will have several important 
consequences. First, to the extent that 
lenders shift out of loans subject to usury 
ceilings and into out-of-state instruments, 
credit will leave the state economy. 
Borrowers in the area will have access to 
less credit, and to the extent that expendi
tures are credit-financed, expenditures 
and income will be lower.

Second, financial institutions which 
have narrow, specialized portfolios and 
sources of funds with costs that are 
market-determined will be forced by 
lower earnings to diminish (or cease) 
lending. On the other hand, lenders 
which nave diversified portfolios and 
are able to quickly (and inexpensively) 
adjust by shifting into credit instruments 
not covered by the ceiling will not be 
adversely affected to any substantial 
degree. Borrowers using the specific type 
of credit covered by the ceiling will find 
less accommodation, particularly if 
they do not have access to alternative 
sources of credit not subject to the 
ceiling. Borrowers with access to alter
native sources will be able to obtain 
credit but at market rates above the usury 
ceiling. In sum, if the portfolio adjustments
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described here were the only responses 
of lenders, then it could be anticipated 
that specialized financial institutions, 
borrowers with access to few alternatives, 
and certain credit-dependent sectors of 
the state economy would be more 
adversely affectea than would diversified 
lenders and borrowers.

Contract-Related Forms of Nonprice 
Credit Rationing. Shifting into higher 
yielding assets not covered by usury 
ceilings, however, is not the only option 
available to lenders. Given the excess 
demand created by the usury ceiling, 
lenders may attempt to continue to make 
some loans covered by the ceiling. If some 
loans are still profitable at the usury rate, 
lenders will use nonprice rationing devices 
based on the characteristics of the loan 
customer or contract to choose profitable 
loans and weed out unprofitable ones.

Nonprice rationing methods are 
intended to increase the profitability 
of loans that remain subject to an effective 
usury ceiling. Profitability can be improved 
by (a) lowering costs, (b) reducing risk, 
or (c) increasing the effective (as opposed 
to nominal) interest rate. Forms of 
contract-related nonprice credit rationing 
normally employed by lenders are adapta
tions of these three possibilities. They 
include, for example, the fo llow ing:4

1. increases in collateral (lower risk 
and lower investigative and monitor
ing costs);

2. increases in the compensating 
balances required (increase effective 
return);

3. alterations in maturity structure
or repayment schedules (lower risk 
and increase effective yield);

4. increases in fees, such as service 
charges, commitment fees, insurance 
charges, down payments, etc. 
(increase effective yield); and

5. increases in the size of the loan 
(lower cost).

Although use of these indirect forms 
of paying interest may not perform the 
rationing function so efficiently as direct 
interest charges, lenders and borrowers 
may nonetheless be able to avoid some

4 For more detailed explanations as to the rationale for these nonprice 
rationing devices, see Keleher. op. cit.

of the effects of a usury ceiling by adopting 
them. The use of these nonprice rationing 
devices will cause more credit to be 
supplied and less to be demanded at the 
ceiling rate. That is, at a given contract 
interest rate, lenders are willing to 
offer more loans if collateral is higher, 
compensating balances are higher, or 
various charges and/or fees are higher; 
conversely, borrowers will demand 
fewer loans. The effects of the usury 
ceiling on credit supply and demand are 
thus mitigated.

This form of nonprice rationing has 
some important implications for certain 
sectors of the state economy as well as 
for financial institutions. First, ceiling- 
constrained credit sectors of the economy 
are not so adversely affected as when 
financial institutions exclusively shift 
funds into assets not covered oy the 
ceiling. Credit is still available in these 
sectors, albeit at an effective price 
higher than the usury ceiling; more 
consumers dependent upon credit can 
still obtain funds. Second, the earnings 
of financial institutions, particularly those 
with specialized portfolios, will not be 
so adversely affected, since nonprice 
rationing devices merely substitute for 
higher interest charges.

Although nonprice forms of rationing 
are generally less efficient than price 
rationing (higher transactions and informa
tion costs are involved), they do function 
as substitutes for direct price changes.
If these methods are easily and extensively 
employed, there does not appear to be 
much reason to have a usury law, since 
the law will only be circumvented with a 
less efficient form of rationing.

Customer-Related Forms of Nonprice 
Credit Rationing. Borrower character
istics may also be employed as nonprice 
rationing criteria. These characteristics 
relate both to the risks of lending to 
a particular borrower for specific purposes 
and to the desirability of accommodating 
those borrowers who have maintained a 
continuing and profitable relationship 
with the financial institution. The most 
extensively used customer attributes 
are those that relate to the quality of the 
individual's credit—wealth, income, 
stability, and indebtedness. In addition, 
the length and profitability of the
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customer's relationship to the lender 
may be used as an inaex of both risk and 
future profitability.

If financial institutions respond by 
employing these customer-related non
price rationing criteria, unique effects 
on borrowers, the state economy, and 
state financial institutions will result.
First, since low risk borrowers will most 
likely receive credit at the usury ceiling— 
at rates below those determined in the 
market—they may benefit from the 
ceiling. However, borrowers with lower 
incomes and asset sizes who have not estab
lished long-term customer relationships 
will find credit more difficult to obtain. 
Moreover, such borrowers are less likely 
to have access to alternative types of 
credit not covered by the ceiling. Even if 
they have such access, however, they will 
pay interest rates above the usury ceiling. 
In short, effective usury ceilings may 
result in the price of credit being lower 
only for low risk, well-establishea bor
rowers. For riskier borrowers without 
established customer relationships, 
credit may either be unavailable at any 
price or available only at rates above the 
usury ceiling.

Second, if  financial institutions continue 
to accommodate a large number of long
term customers at the usury ceiling, 
profits of these institutions will be lower 
than they otherwise would have been.
This is particularly true if lenders accom
modate these well-established customers 
with money purchased at market rates. 
Under these conditions, lenders will 
eventually shift funds into assets not 
covered oy the ceiling or begin to apply 
contract-related forms of nonprice credit 
rationing more intensively.

Three general categories of lender 
response to an effective usury ceiling 
have been reviewed; namely, shifts into 
alternative credit instruments and the use 
of contract- and customer-related 
forms of nonprice credit rationing. The 
initial response of borrowers would be to 
seek more credit at the usury ceiling 
rate. Finding it available only under 
nonprice rationing schemes or unavailable, 
borrowers would try to meet the nonprice 
rationing criteria and to find alternative 
sources of credit. Failing that, some 
borrowers may not borrow at all.

Each of these responses has unique 
implications for particular sectors of the 
state economy as well as for the financial 
institutions themselves. Although it is 
likely that these three reactions will be 
simultaneous, to some extent their impact 
may be felt in different time frames.
For example, the longer the usury law 
remains effective the more likely that 
financial institutions will shift into assets 
not subject to usury and adopt contract- 
related forms of nonprice credit rationing, 
even if it means a de-emphasis of accom
modating their best, well-established 
customers. In view of these three possibil
ities, if it is observed that loan volume 
has been significantly affected by an 
effective usury ceiling, then it can be 
concluded that either the contract- 
related nonprice rationing measures were 
not employed, customer relationships 
were o t  minor importance, or that these 
effects were offset by shifts of funds 
into market-regulated instruments. If it is 
observed that loan volume was not 
significantly influenced by an effective 
usury ceiling, then either nonprice 
rationing was employed or long-term 
customer relationships were of substan
tial importance.

THE TENNESSEE EVIDENCE
In order to determine the influences of 

the August 1977 usury decision on bor
rowers and lenders in Tennessee, we talked 
to a group of people whom we expected to 
be familiar with both borrower and lender 
reactions. This group included finance 
company and commercial bank lenders, 
consumer representatives, and one state 
regulator of finance companies. All were 
located in the Chattanooga and Nashville 
areas. We chose them because we thought 
they would have information useful to 
us and because they were accessible.
The group was not a scientifically repre
sentative sample, but the seven finance 
companies included large and small, 
local and national concerns, and the 
six banks included large and small 
institutions, with Federal Reserve members 
predominating. We also drew information 
from several statistical reports that we 
felt were relevant. Information gathered 
from all sources was remarkably consistent.

Immediate Lender Adjustments. The 
pattern of reactions that showed up in
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our interviews and our statistics corre
sponded generally to what we expected 
on the basis of the theory expounded 
above. We concentrated our attention 
on banks and finance companies because 
these lenders made most of the loans 
affected directly or indirectly by the 
August decision. Each reacted within the 
context of its legal powers and the 
types of customers that it served. Finance 
companies were the more seriously 
affected.

Finance Companies. Prior to August 1977, 
the finance companies from which we got 
information had been making loans at 
well above the annual percentage rate of 
10 percent imposed by the courts. These 
loans were primarily to individual con
sumers, but two larger companies did 
substantial financing of equipment 
and inventories for small businessmen. 
Generally, the finance companies that we 
interviewed stopped making new loans 
in Tennessee after August 22. The very 
few new loans that they reported were 
loans to established customers who 
had emergencies or loans already 
committed before August 22. These 
finance companies let most of their 
existing loans run off during the seven- 
month period from August 1977 through 
March 1978. Those with loans that they had 
expected to be refinanced when they 
made them generally accepted a partial 
payment ana extended the balance at the 
10-percent ceiling rate, and those that 
got applications for extensions from 
customers who could not pay generally 
honored these requests.

The finance companies ceased making 
loans because they felt that they could 
not raise money, administer loans, 
take risks, and make a profit at the 10- 
percent rate plus the state's maximum 
service charges. They pointed out that 
they operated on borrowed funds, could 
spread fixed costs of originating and 
administrating loans only over small- 
denomination loans, ana made loans with 
a relatively high default risk. The default 
risk associated with their loans varied; 
two reported that many of their customers 
also had bank credit cards, and two others 
reported that most of their customers 
could not get a card. Nevertheless, all

companies reported that they were 
unable to make a profit at the 10-percent 
rate.

We got a general impression that these 
finance companies were somewhat less 
aggressive in their collection policies 
wnile the usury ceiling was binding.
They reported that they had "carried" 
quite a few customers with problems, 
although they might not have under other 
circumstances. Their softer policies 
seemed to arise from their impression 
that customers were being squeezed by a 
credit shortage, had few alternatives 
for borrowing to pay or consolidate 
loans, and were likely to take personal 
bankruptcy if pushed to make payment. 
These companies also treated tne usury 

roblem as temporary and were thus 
esitant to jeopardize long-term seasoned 

relationships tnat might provide profitable 
business after the crisis was over. Banks 
reported the same thing. Further, this 
tendency toward ease on collections was 
confirmed by one local consumer credit 
counseling service that reported a large 
decline in the number of new clients 
between August 1977 and February 1978 
and a jump toward previously normal 
levels in March of tnis year after the 
constitutional amendment passed.

The finance companies with offices 
outside Tennessee made some referrals 
to those offices and forwarded credit 
information on referred borrowers. One 
company purchased an out-of-state office 
primarily for referrals; another attempted 
to unsuccessfully. Customers that they 
referred were generally those with the 
least risk and requests for the largest 
loans. A large proportion were small 
businesses at tne two companies that 
served this group. The finance companies' 
Tennessee regulator reported that loans 
from out of state were not more prev
alent because Tennessee had long had a 
rule that the physical presence of an 
out-of-state lender or his agent in the 
state to collect a loan caused its interest 
rate to revert to the 10-percent usury 
ceiling, retroactive to the date the loan 
was extended.

Despite some extensions of new loans, 
some refinancing, and a less aggressive 
collection policy, each finance company
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that we talked to reported a substantial 
decline in loans outstanding from August
1977 through March 1978. Their estimates 
of the drop ranged from 20 to 35 percent 
and are consistent with those of tneir 
regulator, who estimated a 30-percent 
reduction in outstandings for all Tennessee 
companies during the period. This repre
sents a decline in outstandings of about 
$150 million.

The finance companies used funds gen
erated by this decline in several ways 
which were much influenced by the 
individual situations of the companies. 
The funds generally went to pay off 
various sorts of debts, usually commercial 
paper or bank lines. Those companies 
with out-of-state offices allocated some 
funds to them—probably to handle 
Tennessee business, at least in part. Two 
companies attempted to expand their 
purchases of conditional sales contracts 
from merchants. In doing this, they could 
acquire consumer loans that had been 
exempt from the usury ceiling by the 
time-price differential interpretation 
discussed above. One succeeded, but the 
other met stiff competition from banks 
and captive finance companies such as 
GMAC and had little success. Both of the 
finance companies were affiliated with 
bank holding companies which have 
bank subsidiaries in their market areas. 
The independent companies that we 
interviewed did not expand lending of this 
sort—commonly called indirect lending— 
because their managements felt that they 
could not survive in the indirect market 
alone. They wanted as few encumbrances 
as possible to closing shop if the usury 
ceiling were not increased.

Banks. Commercial banks depended 
much less on consumer lending and had 
a larger proportion of low risk consumer 
loan customers than finance companies. 
Those that we talked to planned to stay 
in the consumer lending business whether 
or not the usury ceiling was raised, but 
they intended to make substantial changes 
in tneir approach if the usury amendment 
failed. They tended to make a broader 
range of adjustments and to go further 
toward the positions they would have 
adopted if tne ceiling had been set 
permanently at 10 percent. In contrast to

the finance companies, which generally 
stopped lending, the banks made many 
of the partial adjustments described in our 
discussion of usury.

Five of the six banks we talked to 
shifted funds from types of loans that were 
covered by the 10-percent ceiling to those 
that were not. Under Tennessee law, the 
types of consumer loans that were not 
covered were instalment loans that fell 
under a time-price differential concept. 
They included loans made directly by a 
merchant for merchandise and then 
discounted to the bank. Credit card 
purchases also fell under this concept.

Two banks made no attempt to divert 
funds from loans subject to the 10- 
percent ceiling to consumer loans that 
were not covered. They simply reduced 
their consumer loans. One of these was 
trying to lower its loan-deposit ratio 
anyway. The other was a small bank 
that had no base of dealer discount 
business to start with and only a small 
credit card business. It allocated funds 
to other assets such as business loans.

The most general bank reaction was to 
increase indirect automobile and equipment 
lending by discounting dealer paper on 
this merchandise. The banks that tried 
to maintain consumer lending made 
some moves to increase their indirect 
lending. Two of the larger ones were 
particularly aggressive, bringing on new 
dealerships and expanding programs with 
existing dealers. From comments by 
banks and finance companies, it is evident 
that captive finance companies also 
increased their efforts at indirect lending, 
apparently seeing an unexploited market 
made more attractive by the lower usury 
ceiling.

Two of the banks that expanded indirect 
lending quite aggressively also successfully 
channeled requests for smaller consumer 
instalment loans into credit card advances 
and preauthorized personal lines of 
credit, feeling that tne costs of making and 
administering these loans were lower.
They selectively raised credit limits on 
credit cards and notified their customers 
of new or increased personal credit lines. 
They stepped up their efforts to market 
this type of credit.
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TABLE I

AVERAGE YEAR-TO-YEAR CHANGE IN MONTHLY EXTENSIONS 
OF INSTALMENT CREDIT, SEPTEMBER 1977-MARCH 1978, 

REPORTED BY SMALL SAMPLES OF BANKS IN EACH STATE

Tennessee
Percent Change

Automobile Loans
Alabama Georgia

Purchased Paper 39 34 64
Direct Loans -29 19 12
Total 7 24 29

Credit Cards
Retail Purchases 21 22 26
Cash Advances 89 39 10
Total /■ t'v'V. 30 23 25

Other Instalment
Loans for Personal Expenses -31 21 12

Other Consumer Loans -18 44 - 8

Total Instalment Credit 1 23 21

At best, the banks we interviewed held 
consumer lending steady by replacing 
declining direct consumer loans with 
indirect loans, credit cards, preauthorized 
overdrafts, and personal lines of credit. 
None reported gains in overall consumer 
lending; some were unable to keep 
total consumer loans constant. One of 
their problems, in addition to stiff com
petition in indirect lending, may have been 
the public's belief that consumer credit 
was not available. A couple of the bankers 
admitted (dolefully) that their own state
ments may have helped to promote this 
misconception.

Data on consumer lending by Tennessee 
banks are sparse but quite consistent 
with the statements made by the bankers in 
our interviews. The Federal Reserve Bank 
of Atlanta collects detailed instalment 
lending data from banks in its District as 
part of a national sample. Seven of these 
banks are in Tennessee. We compared 
the monthly reports of these banks with 
those of control groups of nine banks in 
Alabama and eleven in Georgia. The 
groups are dominated by larger banks 
and are not necessarily representative of 
their states, but statistics on their behavior 
conform very closely to the results that 
both our theory and interviews lead us

to expect. The details are reported 
in Table 1.

During the period when the usury ceiling 
was binding on consumer loans in 
Tennessee, direct automobile loans at our 
group of Tennessee banks declined 
sharply; these loans rose sharply at 
the banks in Alabama and Georgia. Indirect 
automobile loans rose in all three states, 
as Tennessee banks apparently transferred 
auto lending business from direct to 
indirect loans. The Alabama and Georgia 
banks outdistanced those in Tennessee 
in growth of total automobile loans.

In addition, the use of credit cards, 
particularly of cash advances, grew more 
rapidly in Tennessee. Extensions of other 
consumer instalment loans, most of which 
were covered by the 10-percent ceiling, 
fell off sharply; this contrasts with the 
gains of Alabama and Georgia banks. Overall, 
tne seven Tennessee banks barely 
increased their consumer loan extensions 
during the period, while at banks sampled 
in the other two states, these extensions 
grew by more than 20 percent.

Besides diverting funds to other 
instruments, bankers also modified their 
contracts on loans affected by the ceiling. 
They changed credit contracts in two 
ways. All raised the minimum size of
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consumer loans made under the 10-percent 
ceiling in order to spread fixed costs 
of administering and originating each 
loan over larger loans. Tne data on bank 
consumer lending, described above, 
show no greater increase in the average 
size of consumer loans at the Tennessee 
banks than at those in Alabama and 
Georgia during the August 1977-March
1978 period, indicating that the Tennessee 
banks may have been making few loans 
at the minimum size to begin with.

Most banks decreased the maturity of 
their consumer loans. Two that had been 
making direct auto loans with a four-year 
maturity cut back to three years; another 
put a two-year maximum on all direct 
consumer lending. Regarding the usury 
problem as probably temporary, some 
banks shifted from their normal equal 
instalment loans to 18-month or 12-month 
balloon notes—that is, notes with a large 
final payment. They hoped to refinance 
the large final payments at a higher rate 
when tney came due. Other banks made 
few or no balloon notes because they 
felt that the expense of making a new loan 
for the balloon portion was likely to be 
more than the gain from a higher rate.

Two characteristics dominated the banks' 
customer-related responses—risk and 
relationship. Each bank reported tightening 
its credit risk standards in order to 
reduce the cost of loans made under the 
10-percent ceiling. However, none 
reported asking for more pledged 
security on their loans. Tightening of 
credit standards is confirmed by a sub
stantial volume of complaints to the state 
overnment from bank customers who 
ad previously been eligible for loans 

but who were refused on the grounds of 
credit risk shortly after the August 1977 
decision.

In addition to tightening credit 
standards, each bank also promulgated 
rules that no loans would be made to 
customers who had no prior deposit 
relationship. Interestingly, the smaller 
banks reported that they interpreted 
these rules flexibly and made loans in some 
cases if a customer would shift his deposit 
from another bank. The larger banks' 
rules seemed to have been considerably 
less flexible.

The banks' reactions underscore the 
effect of the usury ceiling on profits from 
a particular type of lending. Tney con
tinued lending to much the same group 
of customers by way of instruments not 
affected by the 10-percent ceiling or 
in ways that were less costly to administer. 
They sought to lower the unit costs of 
lending by raising the minimum size of 
loans, serving customers they already 
knew, and cutting out the most risky 
borrowers. They also sought to ensure 
future profits by taking care of existing 
customers.

Anticipated Long-Run Lender Adjust
ments. Actions of both types of lenders 
that we interviewed were influenced by 
the possibility that the August decision 
would be in effect only temporarily. 
Despite the sharp decline in lending 
volume, no finance company that we 
visited closed offices because of a lower 
usury ceiling. (Many offices were closed 
by other firms, usually large national 
companies.) These firms maintained 
offices in order to keep a vital staff 
intact, to have a convenient place to 
collect payments, and to maintain a 
presence in a familiar location (and to 
satisfy lease requirements in some cases). 
However, each reported cutting its staff 
by 30 percent or more. Each banl< reported 
that it tried to keep its staff intact, pri
marily through reassignments.

We asked tne lenders what they planned 
to do if the March constitutional amend
ment failed. Each finance company 
planned to stop making new loans, to 
close offices, and eventually to leave the 
business in Tennessee. The largest firm 
that we talked to described rather elabo
rate plans to consolidate its Tennessee 
offices by stages before closing up 
entirely. Banks spoke of some staff 
reductions and a small number of branch 
closings; they indicated that more 
shifts toward alternative types of consumer 
credit might have been made.

Such anticipated moves are similar to 
those actually made by Arkansas financial 
institutions under a 10-percent usury 
ceiling that is even more comprehensive 
than tnat of Tennessee. Studies of the 
Arkansas experience indicate that a 
permanent effective usury ceiling is
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accompanied by increased use of security 
requirements, service fees, insurance 
charges in credit contracts, a reduction 
of credit availability within the state, 
and the disappearance of finance 
companies from the state's consumer 
lending business5.

Borrower Reactions. Borrowers reacted 
to the lower usury ceiling by conforming 
to lenders' requirements, by seeking 
alternatives of various sorts, by stretching 
existing credit, by reducing additions to 
savings deposits, and by postponing 
purchases. That commercial banks 
continued to make loans under the 10-

Cercent ceiling indicates that some 
orrowers adapted to the ceiling by meet

ing the requirements of larger loan 
size, better risk, close relationship, 
and shorter maturity. That banks were 
unable to maintain direct lending volume 
and finance companies virtually stopped 
making new loans show that not all 
borrowers were able to adapt in these 
ways.

In states bordering Tennessee, some 
borrowers were able to get loans from 
commercial banks and finance com
panies that were not subject to a usury 
ceiling of 10 percent. As mentioned above, 
some Tennessee finance companies 
referred some customers to tneir out-of- 
state offices, usually customers who 
were better credit risks and wanted to 
borrow relatively large amounts. In 
explaining this, the persons that we 
interviewed noted that borrowers of small 
amounts were generally reluctant to 
travel far for loans. More important, 
however, was the state rule that required 
out-of-state lenders who entered the 
state to collect a loan to bring the loan 
into conformity with Tennessee usury 
standards.

Borrowers who were referred to out-of- 
state offices were joined by many who 
crossed state lines without referral. 
Managers at two finance companies and 
one bank across the Georgia state line 
from Chattanooga reported numerous 
inquiries from potential customers in 
Tennessee during the six weeks following 
the August 22 decision. The Georgia

5 See, for example, K.J. Burns, R. Daigler, and L.S. Scruggs, “ The Impact of 
Restrictive Interest Rates on Consumer Credit,” October 1977, and the several 
references therein to research on the Arkansas case by Lynch.

banker complained that Chattanooga 
banks served the best customers from 
both states at 10 percent and all of the 
rejects came to him. (He reported that 
many became his rejects also.) The 
Georgia finance company that served 
Tennessee's small loan customers 
doubled its outstandings in seven months 
and reported that all finance companies 
in the area were very busy during the 
period.

In areas both near to and far from the 
state lines, borrowers sought other 
alternative means of borrowing. Banks' 
ability to expand their indirect lending 
for cars and equipment and the aggressive 
moves of captive finance companies 
in this type of lending indicate that 
consumers who purchased large durable 
goods increased their direct borrowing 
for merchandise on notes that were 
then discounted to financial institutions. 
This alternative may have worked well for 
purchasers of larger consumer durable 
goods, but it had limited use in financing 
other purchases.

A more generally applicable type of 
credit for smaller purchases and small cash 
loans was the credit card. Several banks 
reported heavier bank credit card volume 
during the period. One had more requests 
for increased borrowing limits than usual, 
and another raised limits on many of 
its card accounts of its own accord. 
Further, two of the finance companies 
reported that a greater-than-usual 
proportion of their business during the 
period immediately after the ceiling 
was lifted involved loans to refinance 
credit card outstandings that had reached 
credit limits.

The consumer credit data reported in 
Table 1 indicate greater increases in 
extensions of credit card credit in the 
Tennessee banks than in the Alabama and 
Georgia banks. The increases were 
particularly great in cash advances. In 
Tennessee, cash advances had generally 
carried a 10-percent rate even before the 
August 1977 decision, but they were 
available at least to some credit card 
customers. Those customers apparently 
increased their use of this available credit 
in the face of loss of other types.

In addition to bank cards, retail stores' 
credit programs seem to have gotten more
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use. Two bankers and one finance 
company manager who were familiar with 
the business reported that the larger 
retail stores did a larger-than-usual credit 
business while the 10-percent ceiling 
was effective.

Like indirect borrowing, however, use 
of credit cards had its limits. Some 
finance company managers doubted that 
many of their customers could have used 
the credit card alternative to any great 
extent. These customers' incomes and 
assets were too low and their credit 
was insufficiently established to make them 
eligible for credit cards. Customers in 
these categories who could get cards 
generally had low credit limits.

A further credit-related alternative 
used by some borrowers was limiting 
payments on outstanding credit. Only 
one institution that we talked to reported 
that consumer loan delinquencies were 
less than usual; that was a bank which 
had changed its collection system during 
the early summer of 1977. Generally, 
the arrival of Christmas and winter, with 
its higher utility bills, touched off a 
greater-than-usual increase in delinquen
cies. We reported above that lenders, 
knowing alternative sources of credit were 
scarce, tended to carry more borrowers 
for longer than usual. Thus, they allowed 
borrowers to use outstanding credit 
as a substitute for new extensions.

Some of the persons that we interviewed 
speculated that some consumers had 
drawn down savings deposits and other 
liquid assets in order to continue spending. 
One reported hearing talk of “ too much 
cash" from some automobile dealerships. 
Data on net time and savings deposit 
changes at Tennessee banks and savings 
and loan associations are consistent 
with such behavior. Although it remained 
positive, the growth rate of these deposits 
in Tennessee declined relative to that 
of similar deposits in Alabama and Georgia 
during the six months following the August 
usury decision.

All of the credit alternatives used by 
borrowers were apparently inadequate to 
maintain spending. Existence of these 
credit alternatives, coincidence of other 
spending influences, and the probable 
diffuseness of the usury ceiling's spending 
impact make the magnitude of this

TABLE 2 N

CHANGE IN ESTIMATED RETAIL SALES  
BEFORE AND AFTER USURY DECISION*

(average monthly percent change, 
seasonally adjusted data)

March 1977- September 1977-
State July 1977 January 1978
Alabama 2.5 0.5
Georgia 1.2 0.8
Tennessee 1.4 - 2 .2

'Estimates are based on sales tax collections

negative spending influence difficult to 
measure. Analyzing the influence from 
the lender's side, we found that the banks 
we talked to were able at most to maintain 
their overall volume of consumer credit, 
that the finance companies virtually 
ceased to make new loans, and that 
access to out-of-state lending was 
generally limited to residents of border 
areas wno were less risky borrowers of 
larger amounts. One doubts that expanded 
retail credit, delinquencies, and other 
alternatives overcome this diminution. 
Analyzing from the borrower's side, the 
increase in delinquencies and the surge of 
new borrowing since the ceiling was 
raised on March 31 indicate that at 
least some borrowers were strapped for 
credit and put off spending until credit was 
available to them.

Changes in retail sales in Tennessee 
during the five months after the August 
usury decisions are consistent with some 
negative effect on consumer spending. 
The average monthly change in sales 
during the five months prior to the 
decision was a positive 1.4 percent; during 
the five months after, a negative 2.2 
percent. Average growth in the neighbor
ing states of Georgia and Alabama also 
dropped in the September 1977-January
1978 period, but the drop was not so 
severe and gains continued (see Table 2).

The bankers that we interviewed were 
split on whether businesses that they 
normally made loans to had experienced 
severe ill effects. About half saw little 
appreciable impact; the others felt 
tnat small retailers without credit plans, 
particularly sellers of furniture, appliances, 
and used cars, had been adversely 
affected in a serious way.
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Borrowers, then, like lenders, sought 
and used available alternative sources 
of credit. These included out-of-state 
lenders, dealers who could discount 
credit they granted directly for merchan
dise, both bank and retail consumer 
credit card programs, and extensions of 
existing credit either through formal 
arrangements or delays in repayment. 
There is some indication that tne alterna
tives failed to completely make up for 
the sharp decline in direct credit and 
that total spending in the state was lower 
than it otherwise would have been, but 
estimates of the amount of this impact 
are difficult.

Apparently, borrowers of small amounts, 
with lower incomes, without established 
credit, and with needs for nondurable 
goods or services were most often unable to 
get credit as a result of the 10-percent 
ceiling. The least risky customers of banks 
were generally able to get bank loans 
either directly under the 10-percent

ceiling or through dealer paper. Durable 
goods buyers with established credit 
generally found financing available at the 
dealer; those with credit cards could 
use these up to their assigned credit 
limits, and less risky borrowers of large 
amounts in border areas could find out- 
of-state sources.

The Theory and Our Evidence. Our
interviews and the available data are 
generally consistent with the predictions 
of economic theory about the effects of 
the August 1977 usury decision. That 
theory—and its predictions—is by no 
means novel. Indeed, economists have 
often (and almost unanimously) indicated 
that effective usury ceilings will redirect 
credit flows, will make credit more 
difficult to get, and will fail to produce 
their intended effect—to allow small 
borrowers credit at low rates. The 
Tennessee experience, then, constitutes 
additional support for these contentions.H
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SOUTHERN BANKS AND THE 
CONFEDERATE MONETARY EXPANSION
by John M. Godfrey

In the past, the role of southern banks 
in the Confederate monetary expansion 
was never adequately explained because 
researchers had not assembled the rele
vant data in a comprehensive and logical 
way. New and revised data, which fill in 
missing information and correct misinfor
mation, have been compiled from U.S. 
Treasury reports, state documents, and

surviving bank reports and records. An 
analysis of the new data reveals that 
banks contributed much less to the 
monetary expansion than has generally 
been reported. Even when bank notes and 
deposits were advancing most rapidly, 
the growth contributed only moderately to 
the Confederate monetary expansion. 
And after early 1862, the increase in bank
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