
USURY CEILINGS: 
SHIELD OR SCOURGE? 
Usury ceilings, originally designed to protect mortgage borrowers against high 
market interest rates, have been raised by state legislatures responding to 
increasingly vigorous opposition from lenders and home builders. This opposition 
has created controversy about how usury ceilings actually influence mortgage 
lending and home building. What ceilings usually do is divert at least some of the 
money and borrowers into exempt mortgages with rates higher than the usury 
ceiling. Where these exempt mortgages are available, ceilings may have only a 
small impact on home building. If usury ceilings covered all mortgages, home 
building probably would decline. 

by B. Frank King 

Usury ceilings on home mortgage interest 
rates have been hailed as a shield pro-
tecting borrowers against high credit costs 
and damned as a scourge driving away 
financial flows necessary for home build-
ing. Evidence gathered in several studies 
of the effects of these ceilings strongly 
suggests that they are seldom a shield and 
that they may not be a particularly power-
ful scourge. Since most states exempt a 
significant number of mortgages from their 
ceilings, the claims of both advocates and 
opponents of mortgage usury ceilings are 
typically overstated. 

Usury ceilings date from early in the 
history of commerce. They have been sup-
ported for a variety of reasons. In recent 
years, advocates have argued primarily 
that such ceilings are necessary to ensure 
low cost credit and to protect borrowers 
who have little knowledge of credit markets 
or who have desperate need for credit 
against credit costs that are excessively 
high. By limiting the interest rates and 
finance charges that lenders are allowed 
to levy on these borrowers, the ceilings 

keep credit costs within limits consistent 
with legislators' concept of protecting 
the public. 

Although this argument seems to have 
been generally appealing to voters and 
their representatives (only two states 
have no usury ceilings at all), the states 
have chosen many different ways of orga-
nizing usury protection. Among the states, 
ceilings differ in several ways. Maximum 
rates, allowable fees and service charges, 
and approved methods of interest com-
putation vary substantially. The categories 
of credit are differently defined, and 
what is covered in one state may be exempt 
in another. 

Usury ceilings on home mortgages share 
in the state-to-state variation. As of 
August 1979, 45 states sought to give some 
protection to home buyers with usury 
ceilings on first mortgages secured" by 
single-family residences, but the extent 
of the protection varies widely. Although 
only five states cover none of these home 
mortgages with usury ceilings, most states 
exempt certain types of home mortgages 
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from their coverage. The most important 
exemption applies to loans backed by 
the Federal Government. Thirty-seven 
of the states with usury ceilings on home 
mortgages do not apply them to FHA and 
VA mortgages. Other exemptions occur 
much less often. They are generally based 
on the institution making the loan (e.g., 
Florida's exemption of mortgages originated 
by savings ana loan associations and the 
Federal exemption allowing national banks 
to charge one percent above the Federal 
Reserve discount rate) or on the size of 
the loan (e.g., Kentucky's exemption 
of loans of more than $15,000). In addition, 
at least 16 states have recently adopted 
home mortgage usury ceilings that adjust 
to some national index of market interest 
rates. 

In spite of the exemptions and floating 
rates, the recent acceleration of inflation 
and the accompanying rise in interest rates 
have raised opposition to usury ceilings 
on mortgages in several states. Where 
ceilings have been low relative to market 
interest rates and where exemptions have 
not been quite liberal, legislators and 
governors have been asked to raise usury 
ceilings and, implicitly, to explain to 
their constituents why they have done so. 
This has concentrated attention on the 
issue of how usury ceilings actually affect 
mortgage lending and home building. 

During the past decade, several econ-
omists have reported on research that 
attempted to answer this question. Their 
results form a fairly consistent pattern 
when their work is carefully analyzed, but 
to accomplish the analysis, one must 
consider both of the basics of the eco-
nomic analysis of price controls and the 
arguments of the opponents of binding 
usury ceilings. 

Economists analyzing usury ceilings have 
generally argued that, in a market economy, 
usury ceilings set below market interest 
rates will have two primary effects. First, 
when market interest rates exceed the 
usury ceiling on a certain type of loan, 
funds will be diverted by lenders from 
that type of loan to loans or investments 
that carry higher rates and greater profits. 
This diversion may be to other types of 
loans that are not subject to a binding 
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ceiling or to loans in other states where 
usury ceilings do not exist or do not bind. 
A corollary to this conclusion is that 
borrowers who are not inhibited by the * 
market interest rate itself will seek other 
sources of credit where it is available— 
in other types of loans or in other places. 
Second, lenders will react to binding usury 
ceilings, particularly when the market rates 
exceed the ceiling by small amounts, by h 
attempting to reduce their costs of loans 
covered by the ceiling. Various analysts 
have suggested that costs may be reduced 
by making credit standards tougher or 
requiring more collateral, thus reducing 
losses from default; by raising minimum 
loan size, thus reducing fixed costs per 
dollar of loan; and by raising service 
charges or fees, if possible, thus covering 
some origination costs directly. 

Opponents of binding usury ceilings i 
have used this analysis to argue that bind-
ing ceilings will be either detrimental to 
a state's economy or ineffective in pro-
tecting the consumer. They argue that 
ceilings will divert credit flows from types 
of economic activity that depend on credit 
covered by the usury ceiling. However, 
opponents continue, if borrowers and 
lenders can find a financing method that 
is not covered by the ceiling, the flow may 
be brought back to the activity, but with 
credit costs exceeding the usury ceiling. 
Opponents also claim that lenders' ad-
justment of credit standards and terms will 
raise actual credit costs of loans covered 
by the ceiling toward the market rate. 

This theory tells one what to expect 
when usury ceilings bind. What, in fact, 
have the studies of effects of binding 
usury ceilings on home mortage lending 
and home building shown? At first glance, 
the studies seem to support the old saw 
that one always gets at least as many con-
clusions about a subject as the number of 
economists studying that subject. Closer 
analysis of the studies leads to four 
relatively firm conclusions: > 

1. Usury ceilings divert money and bor-
rowers from covered mortgages. 

2. Some (possibly all) of the diverted 
money and borrowers go to loans that 
are not covered; these may be 
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government-backed mortgages, mort-
gages made by exempt institutions, 
or mortgages above a specified size. 
Whatever the reason for the exemption, 
borrowers effectively pay more than 
the usury ceiling on these loans. 

3. Usury ceilings cause terms on covered 
mortgages to be toughened, making 
loans more costly and more difficult 
to get for borrowers perceived to be 
less credit worthy. 

4. Whether usury ceilings reduce home 
building is not entirely clear from 
the evidence. Their effect seems to 
depend in part on whether there are 
types of mortgages that are exempt 
from the ceilings. If there are, the 
impact of binding ceilings may be 
small. If there are not, home building 
is likely to be significantly reduced. 

We have reviewed nine recent studies 
of the effects of mortgage usury ceilings 
on home building and/or mortgage 
credit in the United States.1 (These are 
summarized in the Appendix.) Three of 
these have dealt with cross sections of 
states or metropolitan areas during one 
particular year when usury ceilings were 
binding in some of the areas. Two dealt 
with a group of metropolitan areas over 
time. Four followed a single area during 
a period in which usury ceilings were 
binding part of the time and not binding 
at other parts of time. 

Five studies dealt with the effects of 
binding usury ceilings on conventional 
mortgage lending. They reached uni-
form conclusions. Conventional lending 
was reduced in the face of binding 
ceilings. Estimates of the magnitude of 
the reduction ranged from a low of a 7-
percent reduction in the value of origi-
nations to a high of a 23-percent 
reduction in the number of originations. 

'Two additional studies were not reviewed. Their results are reportedly 
consistent with those covered here. The studies are D. V. Austin and D. A. 
Lindsley, "Ohio Usury Ceilings and Residential Real Estate Development," 
American Real Estate and Urban Economics Journal, spring 1976, and 
R. Lindsay, "The Economics of Interest Rate Ceil ings," The Bulletin, 
Nos. 68-69, New York University Graduate School of Business Administration, 
Institute of Finance (December 1970). 

Two studies analyzed the effects of a 
binding mortgage rate ceiling on credit 
terms. They found some of the terms of 
conventional mortgages to be significantly 
tougher under binding usury ceilings on 
such mortgages and no terms to be easier. 
Lenders ten< Jed to charge greater closing 
costs and to require higher down pay-
ments, but they did not appear to shorten 
loan maturity. 

Despite general agreement that there 
was a significant decline in conventional 
mortgage lending when usury ceilings 
bound, the studies that dealt with overall 
effects of such ceilings on home building 
did not agree. Many, but not all, of their 
differences seem to turn on their treat-
ment of the usual practice of exempting 
FHA and VA mortgages from the ceilings. 

Of the four cross-section studies that 
dealt with effects of binding ceilings on 
the number of housing starts or building 
permits, two found significant reductions 
and two found little or no reduction. 
Such wide differences in conclusions 
among studies that differ mainly in the 
areas and time periods covered and, to a 
lesser extent, in the variables in their 
economic models lead one to doubt any 
of the studies. 

A flaw common to these studies was 
first pointed out by Rolnick, Graham, 
and Dahl in a report on the effects of a 
mortgage usury ceiling in Minnesota 
between 1968 and 1978. The analysis of 
these economists suggests a reason for the 
differences and, at the same time, explains 
how conventional mortgage lending can 
decline without a concurrent decline in 
home building. 

A binding conventional mortgage ceil-
ing in areas where FHA and VA mort-
gages or mortgages made by certain 
institutions are exempt might be expected 
to divert funds from covered conventional 
mortgages and to shift potential mort-
gage borrowers from covered conventional 
to FHA or VA and exempt conventional 
mortgages. These borrowers would 
generally pay credit costs greater than 
the usury ceiling in order to induce lenders 
to make the exempt loans, but credit 
flows into housing would be maintained. 
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Evidence from Minnesota and New York 
indicates that with a binding usury ceil-
ing on conventional mortgages and an 
exception for FHA and VA mortgages, 
conventional lending declined and FHA-
VA lending increased. The evidence from 
Minnesota goes a step further to indicate 
that the binding ceiling had little or no 
effect on the number of single-family 
building permits issued. 

A recent study of the effects of Georgia's 
mortgage usury ceiling indirectly lends 
further support to this line of reasoning. 
In this study, the analysis showed that 
binding ceilings reduced savings and loan 
associations' mortgage originations. 
However, it found no diminution of the 
number of building permits issued for 
single-family houses. Although the study 
ignored the effects of the ceilings on 
FHA and VA lending, Georgia's exemption 
of government-backed loans from its 
usury ceiling seems likely to explain how 
the decline in conventional mortgage 
lending could have occurred without a 
reduction in home building.2 

Although substitution of exempt for 
covered mortgages by both borrowers and 
lenders seems likely, the substitution may 
not fully offset the impact of binding 
usury ceilings. In the most sophisticated 
work yet on the effects of mortgage rate 
ceilings, Rosen recently found significant 
declines in home building in some housing 
markets when ceilings bound but no 
declines in others. He covered eight 
metropolitan areas over a ten-year period, 
and each area but one had the same 
exemptions. Thus, his results are much less 
subject to the flaw of ignored exemptions 
than most others. 

These studies, despite their differences, 
paint a consistent picture when their 
evidence is properly interpreted. They 
indicate that both borrowers and funds will 
shift from types of mortgages covered by 

2A study of the Canadian mortgage market also reinforces the explanation 
based on exemptions. This study found that originations of mortgages 
subject to Canada's interest rate control declined when the rate ceiling was 
below market rates but that orginations of exempt mortgages increased 
to cover a large portion of the decline. 

binding ceilings to types that are not 
covered but that the shift may not include 
all borrowers and funds affected by the 
ceiling. Borrowers who shift choose not 
to be protected from mortgage credit costs 
that state governments consider excessively 
high. The studies also indicate that if all 
types of mortgages are covered by binding 
ceilings, mortgage lending and home 
building will decline. This evidence 
strongly suggests that the twin goals of 
protecting mortgage borrowers from high 
market interest rates and maintaining 
home building are incompatible. Full pro-
tection will most likely reduce home 
building. Avoiding such a reduction will 
most likely require that ceilings be in-
effective on some types of mortgage credit. 

Even if they accept these conclusions, 
many state lawmakers and their constituents 
remain concerned about naive or des-
perate borrowers. How can these persons 
be protected without other undesirable 
results? Five general approaches have 
been tried (sometimes in combination). 
Federal and state "truth-in-lending" laws 
have attacked this problem by requiring 
that borrowers be informed in detail about 
the terms of their loan. Two other ap-
proaches seek to protect borrowers but 
nave no specific usury ceiling. They 
depend on borrower-initiated remedies 
to unconscionable credit costs. Under one 
approach, the borrower may ask a court 
to declare an interest rate usurious, free 
him from his obligation, and penalize 
the lender under general legal guide-
lines. Under the other, he is allowed to 
refinance any loan without penalty for pre-
payment and may thus avoid continuing 
to pay an interest rate that is above 
the market rate. 

A fourth approach applies the usury 
ceiling only to loans below a certain size. 
An assumption that naive and desperate 
borrowers are concentrated in the market 
for small loans underlies this policy. The 
approach does not avoid undesirable 
economic effects, but it limits them (as 
it limits protection) to borrowers of small 
amounts. 

Recently, a fifth approach has become 
more popular. Until the high inflation 
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and interest rates of the past 15 years, 
most usury ceilings in the United States 
were moderately above market interest 
rates. They did not impede credit flows, 
but they protected the vulnerable bor-
rower from unconscionable credit costs. 
In many cases, these fixed ceilings became 
binding as interest rates rose. In response, 
several states have adopted ceilings floating 
moderately above market interests. In most 
cases, these flexible ceilings allow mort-
gage and housing markets to function 
with little impediment, but they still pro-
vide some limit to rates charged on mort-
gages covered by the ceiling. 

The effects of these approaches have 
not been systematically studied. We do 
not know the extent to which borrowers 
use the courts or free refinancings to 
escape usurious interest rates when there 
are no specific usury ceilings. Whether, 
under a binding ceiling on small mort-
gages or a floating ceiling, most vulnerable 
borrowers shift (or are shifted) to loans 
with higher rates is also uncertain. 
However, the strong general evidence that 
borrowers and lenders shift from mort-
gages with binding ceilings to those without 
makes shifting by specific borrowers and 
lenders seem quite likely. Further study 
may find that isolated vulnerable bor-
rowers are as difficult to protect as 
borrowers in general. • 

SOURCES 

Empirical Research 
Dahl, D. S., S. L. Graham, and A. J. Rolnick, "Minnesota Usury Law: 
A Réévaluation," Ninth District Quarterly, Federal Reserve Bank of 
Minneapolis (spring 1977), pp. 1-6. 

France, C. F., Pennsylvania's Floating Usury Ceiling: An Economic Evaluation" 
(Pittsburgh: Federal Home Loan Bank of Pittsburgh), Working Paper No. 1,1975 

Kohn, E., C . ). Carlo, and B Kaye, "The Impact of New York's Usury Ceil ing 
on Local Mortgage Lending Activity" (Albany: New York State Banking 
Department), 1976. 

McNulty, J., A Reexamination of the Problem of State Usury Ceilings: 
The Impact in the Mortgage Market" (Washington: Federal Home Loan Bank 
Board), Invited Working Paper No. 21, 1979. 

Ostas, J. R., "Effects of Usury Ceilings in the Mortgage Market , " Journal of 
Finance, Vol. 31 (June 1976), pp. 821-834. 

Robins, P. K., The Effects of State Usury Ceilings on Single-Family Home 
Building," Journal of Finance, Vol. 29 (March 1974), pp. 227-235. 

Rolnick, A. J., S. L. Graham, and D. S. Dahl, Minnesota's Usury Law: 
An Evaluation," Quarterly Review, Federal Reserve Bank of Minneapolis 
(April 1975), pp. 16-25. 

Rosen, K., "The Impact of State Usury Laws on the Housing Finance System 
and on New Residential Construction," mimeo, Princeton University, 1978. 

Smith, L. B., " O n the Economic Implications of the Yield Ceiling on Govern-
ment Insured Mortgages," Canadian Journal of Economics and Political Science, 
Vol. 33 (August 1967), pp. 421-431. 

Strangways, R. and B. Yandle, Jr., ' Effects of State Usury Laws on Housing 
Starts in 1966," Journal of Financial and Quantitative Analysis, Vol. 6 
(January 1971), pp. 665-669. 

Yandle, B., Jr. , and J. Procter, "Effect of State Usury Laws on Housing Starts: 
Comments," Journal of Financial and Quantitative Analysis, Vol. 13 
(September 1978), pp. 549-554. 

Surveys 
Nathan, H. C . , "Economic Analysis of Usury Laws: A Survey, "Working Paper 
Nc. 78-7, Federal Deposit Insurance Corporation, 1978. 

Parliment, T. J., et al, "Usury Ceilings: The Threat to Housing," Economic 
Working Paper No. 25, United States League of Savings Associations, 1979. 

FEDERAL RESERVE BANK O F ATLANTA 115 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

September 1979



APPENDIX 
A SUMMARY OF RECENT STUDIES OF THE INFLUENCE OF USURY 

CEILINGS ON MORTGAGE LENDING AND HOME BUILDING 

Author(s) Activity Studied 
Time Period/ 

Area(s) Analytic Method Results 

Strangways and 
Yandie 

permits for single-
unit houses 

1966 
50 states 

cross-section multiple 
regression 

usury ceil ings not an 
influence 

Yandle and Procter permits for single-
unit houses 

1970 and 1974 
50 states 

cross-section multiple 
regression 

1970—usury cei l ings 
not an influence 

1974—usury cei l ings 
reduce permits 
about 7 percent 

Robins starts of single-
unit houses 

1970 
77 SMSAs 

cross-section multiple 
regression 

usury cei l ings reduce 
starts 16 to 28 percent 

Ostas permits for single-
unit houses 

conventional loan terms 

1965-1970 
15 SMSAs 

pooled time series 
cross-section 
multiple regression 

usury ceilings reduce 
permits 11 to 18 
percent; most 
terms made tougher 

France loans closed at savings 
and loan 
associations 

1966-1970 
Philadelphia 

time series multiple 
regression 

usury cei l ings reduce 
loans; closed about 
23 percent 

Kohn, Carlo, and 
Kaye 

outstanding loans 
secured by 1-2 unit 
in-state houses 

outstanding loans 
secured by multi-
family and commer-
cial property 

outstanding loans 
secured by 1-2 unit 
out-of-state houses 

1966-1975 
New York 

(state) 

comparisons over time in-state outstandings of 
home loans a t S & L s 
fell ; did not change at 
banks and MSBs 

outstandings of multi-
family and commercial 
loans rose 

out-of-state outstand-
ing home loans rose 

Rolnick permits for single-
unit houses 

value of conventional 
loans originated 

value of FHA-VA loans 
originated 

1968-1978 
Minnesota 

comparisons over time 
within Minnesota 
and among states 

usury ceilings not an in-
fluence on permits 

usury ceil ings reduced 
conventional mortgage 
lending 

usury cei l ings increased 
FHA-VA lending 

McNulty loans closed at savings 
and loan associations 

permits for single-unit 
houses 

1966-1977 
Georgia 

time series multiple 
regression 

usury ceil ings reduced 
conventional mortgage 
lending 

usury ceil ings not an 
influence on permits 

Rosen permits for single-unit 
houses 

conventional loan 
terms 

1965-1975 
15 SMSAs 

time series multiple 
generalized least 
squares for each 
area 

usury cei l ings reduced 
permits and tightened 
mortgage terms in 
some markets; did not 
do so in others 

Smith loan approvals, 
government-backed 
loans (rate fixed) 

loan approvals, con-
ventional loans 
(market rate) 

1951-1963 
Canada 

time series multiple 
regression 

usury ceil ings reduced 
government-backed 
mortgage lending 

usury ceil ings increased 
conventional 
mortgage lending 
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