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CONSUMER INSTALMENT CREDIT

By
ERNST A. DAUER

Division o f Research and S ta tistics  
Federal Deposit Insurance Corporation

Delivered before the Conference o f the Executive Committee o f the National 
Association o f Supervisors o f State Ranks and the Supervising Examiners 
o f the Federal Deposit Insurance Corporation, Thursday, April 25, 1946

Gentlemen:

In view o f the short time assigned to this subject, I shall lim it the 

material presented and shall: ( l )  indicate the dollar magnitudes involved in 

consumer instalment cred it; ( 2) describe b r ie fly  some o f the ,,plansn which wo 

have been hearing about; and ( 3) touch on the examination problems involved.

I

Prior to 1920, consumer financing on an instalment basis was practi­

cally nonf-existent; by the end o f 1929 the amount outstanding was over $3 b i l ­

lion; and by 1941 i t  had increased to $6 b i l l io n , With the imposition o f 

Regulation W, with the lack o f consumer durable goods to be financed, and with 

the repayment o f outstanding accounts, this figure dropped rapidly to $2 b i l ­

lion in 1943, where i t  remained until the fa l l  o f 1945, In the la st  six months 

there has been an increase o f about 25 percent, to $2.5 b i l l i o n .^

These figures may sound low to you: They are fo r  consumer instalment 

credit, and do not include single-payment loans made by banks to consumers, 

charge accounts at department and other stores, or so-called  service cred it, con­

sisting o f doctor b i l l s ,  hotel b i l l s ,  etc. These have amounted to $3 or $4

—/  Betailed estimates covering consumer instalment credit outstanding at the end 
of 1929:, 1941 and 1943, and at January 31. 1946 are shown in the tablo at the 
end of th is pap or.
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■billion dollars on various dates over the la st  10 years. Speakers who include 

them quote a total consumer credit figure o f $10 h illio n  fo r  1941. However, the 

widespread current interest o f hankers in consumer credit is  not directed toward 

those types o f cred its. You know, even better than I, that hankers have always 

made consumer loans, hut these have heen technically, at lea st, on a single pay­

ment basis*

The interest o f hanks in consumer instalment credit did not become 

widespread until a fter the hanks had had some very favorable experience with IHA. 

insurod repair and modernization loans from 1934 on. As a resu lt, by 1941, 88 

percent o f a ll  insured commercial hanks were in the consumer instalment business. 

They held almost one-half —  45 percent —  o f a ll consumer ^direct loans*1, i* e . ,  

the type o f loan in which the borrower receives cash. They held, however, „less 

than on e-fifth  o f the re ta il instalment sale ored it, designed to finance the 

sale o f a sp ecific  commodity, and in which the borrower ordinarily does not 

handle the money,

Sale cred it amounted to the larger share — almost $4 b i ll io n  — of 

the $6 b il l io n  outstanding in 1941; furthermore, i t  is  this form o f instalment 

credit which fluctuates the most and hence should show the greatest increase 

when durable goods become available in quantity. It is  small wonder, therefore, 

that bank interest is  focused currently upon th is type o f instalment cred it. In 

the past the sales finance companies and the originating reta ilers  held fouiu 

fifth s  or more o f th is paper; in fa ct , p ractica lly  a ll o f i t  except that held by 

commercial banks.
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II

Current controversy among 'bankers resolves about the method o f getting 

as large a share as possible o f this business* In broad outlines three approaches 

are discussed. The f i r s t  involves adopting a ll o f the methods used in the past 

by the sales finance companies» to meet their competition on their own ground.

This applies particu larly  to automobile financing. The second approach proposes 

to finance instalment sales by means o f d irect loans to customers* The third 

approach is  directed to the financing o f goods other than automobiles*

Meeting the sales finance company on it s  own ground is  admittedly the 

best approach for  securing a large volume o f automobile business rapidly. An ex­

ample o f this approach is  the American Bank Credit (A.B.C.) Plan. The A.B.C.

Han is  $>onsored by the American Instalment Credit Cfojpporation, a wholly-owned 

subsidiary o f the Morris Plan Corporation o f America. (Arthur J. Morris, founder 

of the Morris Plan Banks, is  i t s  originator).« The national organization proposes 

to make contracts with manufacturers, to provide f ie ld  men to develop new business 

and maintain contacts with the dealers, and to supply advice and assistance, These 

fie ld  men w ill handle defaults and repossessions and check dealer*s inventories.

The national o f f ic e  w ill also provide insurance fo r  a ll cars through a subsidiary.

Ono or more banks in each community w ill be given a franchise to d is ­

count the paper originated by loca l automobile dealers and to finance the unsold 

a s on the dealer*s f lo o r . The dealer makes out a l l  the papers on re ta il trans­

actions and delivers them in finished form to the bank. Credit risks not accept­

able to the lo ca l bank may be refused, and are then to be referred to a bank 

which supervises a c t iv it ie s  within the respective d istrict*

The plan provides fo r  uniform standard down-payments and time periods. 

Proposed charges, and the division o f those charges are as follow s!
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■AMERICAN M K  CREESE T PLAN

Floor plan financing 
o f dollar

Retailing new cars

Total cost—/  
to  the 

borrower
Division of Gross Income

A*B*C• Local Bank
Dealer

(Through "Reserve” ) 

nothingW
simple

interest
+

1%
simple

interest
+

3%
simple

interest
insurance
coverage

insurance
premium

5%
o f  original 

Unpaid 
balanoe 

+

1%
o f  original 

unpaid 
balance 

+

o f original 
Unpaid 
balance

1%
o f  original 

unpaid 
balance

insurance
coverage

insurance
premium

Retailing used cars
o f  original 

unpaid 
balance 

+
insurance
coverage

o f original 
unpaid 
balanoe 

+
insurance
premium

W P
o f  original 

unpaid 
balanoe

ttpaok”
(or  service fee)

^ ? +?-OCa?- b?nk ^  not mak0 charges exceeding the to ta l shown. i F i t s  o targes are less— ----
2 /  The 1 ocal\an^acrees^t bank sil3ce 'ttie ^ oun|s going to ABC and to the dealer do not change*
~  o f  the reserve aferue to the b ^ .  rGSGrV° ° f  *  ° f  o f  loan; unusfd balance*
3 /  The lo ca l bank agrees to sot up c. le w  rosonjo o f  1 percent «* original principal amount.
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We should also mention the Nash^Kelvinator plan b r ie fly . lo ca l deal** 

ers are asked to select either a loca l bank or sales finance company which w ill 

finance both wholesale and re ta il paper. The lo ca l bank agrees to pay sight 

drafts for  Nash autos shipped to the dealer during the current model year, and 

makes its  own arrangements with the lo ca l dealer on rates etc.

The,.second approach proposes d irect loans to purchasers in a ll cases, 

with the borrower paying the re ta ile r  in cash for  the item purchased. The Bank 

and Auto Agent Plan, typical o f  this approach, is  sponsored by the American Bank­

ers Association and the National Association o f  Insurance Agents, who are supply­

ing forms, pu b licity , advice and directions to lo ca l banks and lo ca l insurance 

agents.1 This plan is  based upon the se lf-in terest o f  loca l bankers and lo ca l 

insurance agents in referring customers to each other, with each handling his 

part o f  each transaction. The bank w ill make out a l l  papers covering each loan, 

its e lf , unless i t  provides some forms to insurance agents.

ghe third approach can be illustrated  by the plans o f two regional 

groups o f  banks, organized to finance the purchase o f  household appliances and 

agricultural implements. One is  the Bankredit Time Plan, sponsored by the Bank 

of America and approximately sixty other banks west o f  the Eockies. The other 

is the National Sales Finance Plan, consisting o f  twelve large banks in strate­

gic centers, and 1,100 o f  their correspondent banks in th irty states east o f  

the Eockies. The la tte r  has been called  the Bank o f  Manhattan Group. A coordi­

nator^ central o f f ic e  w ill make contracts with household appliance and farm

^  ®le American Bankers Association Consumer Credit Department, has published “5 
* entitled w3)irect Automobile Financing", "Home Appliance Financing"

and A ircraft Financing", describing credit requirements and operating pro-* 
cedure, as part o f  i t s  program to assist the loca l banker. It proposes to 
ssue other booklets and guides and has made surveys to determine the number 

anks which propose to make personal loans, and to acquire through d irect
or ndirect means, automobile paper, other equipment paper, and modern! zar* 
tion paper.
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implement manufacturers, These are nonexclusive contracts. The manufacturers 

agree to publicize the financing fa c i l i t ie s  available, and to supply the banks 

with l i s t s  o f dealers and distributors and price l i s t s .  But the individual bank 

makes i t s  own contact and arrangements with the lo ca l re ta ile r  or distributor 

for the business, both to finance dealers1 inventories and to purchase re ta il 

instalment paper. On re ta il transactions, banks w ill carry l i f e  insurance on 

the borrower, including this in the interest charge. Contract forms covering 

sales w ill be f i l l e d  in by the re ta ile r .

The group is  making no contracts with auto manufacturers} in order to 

avoid becoming involved in the ethical problems related to dealer*s reserves.

Local banks in the group may handle auto loans on either a d irect or a dealer 
basis.

I l l

Now what are the problems from the viewpoint o f a bank examiner in a ll 

of this? B rie fly , there are the broad problems ( l )  related to a ll consumer lend­

ing; ( 2) relative to f lo o r  financing o f dealers; ( 3) relative to paper acquired 

from reta ilers ; and (4) relative to direct loans.

( l )  With respect to j 11 consumer instalment lending, there are throe out-

standing fa cts  which bankers should have learned from their prewar eapcrienco, 

tfirst, i t  is  a high cost business because there are many transactions each in­

volving a small amount o f money. Second, charge-offs need not be high. Third, 

any reduction o f down payments or increase in repayment periods, decreases the 

purchaser* s equity and increases the likelihood o f lo s s . Now on the la st fa ct , 

so long as Begulation V continues in e ffe c t , the time periods o f contracts w ill 

probably be conservative, l l s o ,  in the case o f sale cred it, down payments w ill 

Le adequate. The examiner should see that Regulation W is  adhered to .
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Now with respect to the f i r s t  two facts* I know o f no figures show­

ing costs incurred ^com m ercial frank3 on consumer instalment loans alone. We 

do have figures for  a ll insured industrial hanks, whose business would he most 

comparable to that which the commercial hanks would he lik e ly  to undertake. A ll 

operating costs (not including interest on time deposits or other borrowed funds) 

amounted to a l i t t l e  le ss  than 8 percent o f average outstanding loans fo r  1941. 

This included net charge-offs o f le ss  than one-half o f  1 percent o f outstanding 

loans. This amounts to almost 4 percent and one-fourth o f 1 percent, respective­

ly , in terms o f the original face amount o f a 12 month instalment loa n .V

To me, this indicates*

(a) that the hanker should know his costs pretty well before engaging in rate 
cutting in any form;

0>) that streamlining the handling o f  such loans to reduce costs i s  important, 

and that requires an adequate volume (the average insured industrial hank 

—* without the six largest had outstanding loans o f $1 m illion in 1941);

(c) that a reserve should he set up, based on the volume o f loans made, to pro- 

vide fo r  inevitable charge-offs;

(a) that O fficers and other personnel must he trained and qualified  to handle 
this type of loan,

(2) Now, relative to f lo o r  financing o f dealers. The two ohief problems

are overextension o f cred it, and subsequent in a b ility  to moire inventories.

^ M i n c W ^ o ^ V 1^  respe?t t0 the 00st o f loan operations o f each o f the 
Chanter^ garner instalment financing agencies is  presented in 
i „ „P, __ S.omParatlve. Operating Experience o f Consumer Instalment Pinane-

s T "™1"1 19^9~41‘ *  Ernst A- Pauer. (N ationa l■oureau o f Economic Research, New York, 1944)
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These factors w ill not become important generally until the current seller*s 

market disappears; yet, they could he important to an individual hank and an in­

dividual re ta iler  even under present conditions. Under both the National Sales 

Finance Plan and the Nash Plan, the loca l bank determines the reta iler*s credit 

line, and the manufacturer is  advised o f i t ,  and is  advised p eriod ica lly  how 

the dealer*s account stands. Thus» overloading the dealer is  avoided, Also 

under the National Sales Finance Plan, the manufacturer agrees to repurchase 

inventory» i f  the dealer defaults* The A,B,C*Plan is  silent on both o f these 

questions.

The technical auditing or examination questions relative to f lo o r  

financing are fam iliar to you. The examiner should ascertain that a ll forms 

used by the bank in i t s  agreement with the reta ilers  have been checked fo r  legal 

loopholes* He should check or spot-check the chattel mortgage conditional sales 

agreement or trust receipt covering cars on the dealer* s f lo o r  and demonstra^ 

tors; also the f ir e  and theft p o licy  on both, indluding a c o llis io n  clause on 

the demonstrators* Also the bank should carry insurance to cover conversion or 

other fraudulent acts o f the dealer* In the period ic v er ifica tion  o f the inven­

tory on the dealer*s flo o r  —  which is  an absolute essential —  proper precau­

tions should be taken to avoid collusion between the bank representative pwfl the 
dealer*

(3) Problems relative to re ta il paper acquired from dealers*

Every plan under which paper originated by a dealer is  discounted, 

forces the bank to give up some measure o f control over the seclection  o f i t s  

risks, i f  i t  wishes to keep the dealer sa tis fied . Today and tomorrow,
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vith business volume lim ited by a b ility  to get, not to ¿ e l l  goods, this w ill be 

less o f a problem than la ter . Under the Nash and National Sales Finance Plans, 

there w ill be variation from bank to bank in it s  a b ility  to se ll the lo ca l re­

tailer on the maintenance o f acceptable credit standards. The A.B.G. Plan con­

tains a threat right in it s  contract, that the loca l bank w ill lose  i t s  fran­

chise i f  i t  “repeatedly or un justifiably" refuses to discount paper offered by 
the loca l dealer.

So as an examiner you are faced with the prospect that banks, which 

discount dealer paper, lik e  sales finance companies, w ill rely  le ss  on the cre­

dit o f the re ta il purchaser, and more on the dea ler 's  reserve or repurchase 

agreement, or the resale value o f the repossessed a r t ic le . This creates an en­

tirely  new set o f technical questions to be examined. Por example, on a l l  car 

credits, particu larly  used oars, i t  is  essential that the puiported sales prices 

cf cars be checked against o f f ic ia l  or aocepted l i s t s  o f value. Over-valued car 

ntracts should preferably not be accepted, or, at any rate, be protected by a 

dealer's repurchase agreement. The examiner w ill want to inquire into the 

character and value o f the dea ler's contingent l ia b i l i t y ,  i f  any, looking into 

both the adequacy o f  the dea ler 's  reserve and the credit worth o f the re ta ile r .

It is  desirable to look into the rapidity with which the banker acts a fter  a 

ault oocurs because i t  is  almost axiomatic that a borrower who neglects to 

Pay also neglects to maintain the a r t ic le  which can be repossessed.

On paper indirectly  acquired, the bank presumably has low acquisition 

costs and is  assured o f a high volume o f business once i t  has made the necessary 

ontracts with re ta ile rs . But you w ill want to know that the bank has not cut
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rates, or agreed to spllb the gross income with the re ta ile r , or with A*B#Ci 

promoters, to a point where the “business w ill be unprofitable*

(4) Lastly, problems with respedt to direct loans* A bank which iim its

its  consumer instalment dredit a c t iv it ie s  to direct loans bitker “tinder the Bank- 

Agent Blan, or bn it s  own* mby indur substantial advertising expense and yet 

build up voluiae slowly, I f  i t s  credit standards remain high, i t s  faster step­

ping competitors w ill say that i t  isn ! t serving the entire community, !Uhe 

A.B.A,, however, says that it s  business w ill be cleanr-cut# I t  w ill not be 

building up bad customer relations by giving secret rebates to re ta il dealers, 

Furthermore, i t  w ill keep fu ll  control o f i t s  selection o f credit risks. I f  

its  volume is  low, it s  operations may be unprofitable; i t  may thereby influence 

its  net worth more unfavorably than the relaxation o f credit standards o f it s  

brethern.
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CONSUMEE INSTALMENT CREDIT OUT STAUT) ING-

(Estimates in

TOTAL

Retail Sales Credit ~ Total

Held by Commercial Banks 
Automobile 
Other than auto 

Held by others 
Automobile 
Other than auto

Instalment Loans ~ Total

Made by Commercial Banks 
Direct auto loans 
Direct loans on other artic les  
Repair & modernization loans~^ 
Other loans

Small Loan Companies

Industrial Banking Companies

Credit Unions

Miscellaneous Lenders

Other ERA Insured Repair and 
Modern!zationi/

m illions of dollars)

Dec. 31, Dec. 31, Dec. 31, Jan. 31,
1929 1941 1943 1946

$ 3,167 $ 5,981 Î 2.000 $ 2.427

2,515 3.744 814 882

a (676) (113) (153)
a 411 55 70
a 265 58 83
a (3,068) (701) (729)
a 1,531 120 169
a 1,537 581 560

$ 662 è 2.237 è 1.186 $ 1.545

43 (1,018) (401) (617)
a 310 i 81 154
a 23 10 25
a 234 89 125
a 451 221 313

263 535 372 446

219 298 165 203

32 217 123 123

95 102 86 93

0 67 39 63

federal Reserve Bui 1 et in

^  credit0! ?  “ ° îQavaila'b:Le* Estimates indicate that hank holdings o f re ta il sales

J  s t !t !e t *“ aîv S f °r  ° thor m  Insured Sepair and Modernisation loans are undeiv
ineludn i°„the that Eopair and Modernisation Loans held hy Oommoroial Bank

e loans in this category which are not insured.
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