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REGULATION W — ITS ROLE IN 
ECONOMIC STABILITY 

I am very glad to be her© today to discuss with you consumer 
instalment credit. A quarter of a century ago, a member of the Federal 
Reserve Board would not have been invited to discuss this subject be-
fore a meeting of your Association, I n fact , your Association would 
probably not have held a public meeting to discuss instalment credit. 
In respectable f inancial circles, consumer instalment credit was re-
garded as a threat to the American inst i tut ion of individual t h r i f t 
and therefore as a taboo subject. 

I n a l l likelihood, the to ta l volume of r e t a i l and instalment 
cash loan credit outstanding twenty-five years ago did-tiot greatly ex-
ceed a b i l l i o n and a quarter dollars, and this represented a very rapid 
growth from the early Twenties. A very creditable and pioneering study 
of such financing, made in that period under the auspices of your Asso-
ciation, fa i led to win endorsement for publication. About the same 
time, too, the supervisory authorities through their bank examiners 
undertook a spot check of the act iv i t ies of banks in the f i e ld , with 
the thought that some bankers might be dangerously transgressing the 
bounds of legitimate banking business, as i t was then considered, by 
encouraging credit spending at the expense of t h r i f t . 

I mention these few facts to remind you that, while i t is no 
longer news for the bankers and a Federal Reserve Governor to be dis-
cussing the subject together in open meeting, i t is s t i l l something of 
a novelty. We have not done i t enough since the banks acquired an 
active interest in consumer credit and since the Board i t s e l f came to 
have some recognised responsibilities for the soundness of credit con-
ditions in the area. I part icularly welcome this opportunity, therefore, 
to be here today to ta lk about a type of financing that has only, in 
re lat ively recent years, become of concern to commercial bankers and 
to Federal Reserve bankers. 

When an economy reaches the stage where i t has a surplus of 
production over immediate survival wants, i t employs that surplus i n 
the output of durable goods. In the f i r s t instance these goods are 
more largely producers1 items. When development has reached the point 
where the stock of producers1 wealth is reasonably ample, the surplus 
tends to be composed increasingly of consumers1 goods. We can gener-
al ize this observation by saying that advance i n the standard of l iv ing 
of the people generally finds more and more expression in the possession 
and enjoyment of durable goods. 

From the standpoint of economic welfare, we can a l l agree 
that this is a highly desirable trend. But i t is not xdthout i ts costs 
to the economy at large. Durable goods are capable of a long span of 
service and users can postpone replacement or purchase for an indefinite 
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period. I n addition, their unit costs are high and instalment credit 
financing is often required for their purchase. Durable goods demand 
tends to be unstable because of changing employment and credit conditions 
or because of the psychological whims of buyers. This instabi l i ty of 
durable goods demand transmits i t s e l f into general instabi l i ty . We can 
accept as a v i r tua l truism that the richer a nation is in i ts stock of 
durable goods, the more unstable i ts economy is l i ke ly to be. 

These broad observations about the role of durable goods in 
economic s tab i l i t y are not without their relevance to our subject of 
discussion this morning. The Congress in the Employment Act of 1946 
declared that " i t is the continuing policy and responsibility of the 
Federal Government . . . to promote maximum employment, production, and 
purchasing power." I f this policy is to be carried out, we shall have 
to solve the problem of unstable durable goods demand a£d output. 

Instab i l i ty in this area, i t is true, has not tjeen a problem 
since before the recent war, but we have been passing through a wholly 
abnormal period of war and postwar prosperity, Tfe would be very foolish 
indeed i f , on the basis of so exceptional a period, we should discard 
one of the well-taught lessons of economic history. I f we are to make 
progress towards greater economic s tab i l i ty , we need to keep firmly in 
mind the sources of instabi l i ty that have been made plain to us through 
painful experience. 

This problem of unstable durable goods production is of v i t a l 
importance to a l l of us. We have attained riches unrivaled by any other 
c iv i l i za t ion the world lias ever known. Our vast wealth is more widely 
shared than has been true of any other economy Ue have developed mass 
production of consumer durable goods and we have invented and developed 
a financing mechanism — instalment credit — for the mass distribution 
of such goods. 

I t can be f a i r l y said, I thin!:, that without instalment credit 
the mass distribution of durable goods would not have been possible. I t 
can also be said in a l l fairness that, i f our mass production economy is 
to sustain i t s expansive character, we w i l l need to have concurrent ex-
pansion of consumer instalment financing. I mean th is , of course, as a 
long-run trend. The instalment credit problem is one of instabi l i ty in 
the short run. 

I regard .the consumer instalment credit problem in the short 
run as one of instabi l i ty because of i ts relationship to durable goods 
sales and beoause that is what the record shows, Instalment credit has 
reflected wide swings accompanying business fluctuations ever since we 
have had a f a i r l y good record of i t s volume. This is not to argue that 
instalment credit has been the sole or even the major cause of those 
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swings but merely to assert that i t has been an important factor. The 
use of instalment financing has increased aggregate consumer demand dur-
ing upswings and decreased aggregate consumer demand during downswings. 
These iraaediate effects, largely in the durable goods area, have been 
accompanied by secondary impacts on to ta l output and employment in the 
economy. -\s a net result , unregulated consumer instalment financing 
has accentuated general economic instabi l i ty . 

One reason why instalment credit has made for instabi l i ty is 
the tendency in boom tines for sellers to expand their sales by easing 
down-payment and contract maturities rather than by reducing prices 
end improving quality and service This encourages competitors to do 
the same. This competitive relaxation in credit terms fosters an un-
sound credit structure in the instalment business as a whole. Lenders 
eventually become loaned up or over-extended. I/hen they get into this 
situation under boom conditions because of easy credit terms, i t is not 
healthy for the economy. 

Another reason for the unstabilizing effects of instalment 
credit is that individual consumers are tempted to incur debt beyond 
their means. Easy credit terns prove far from easy to the consumer who 
must forego other essential consumption in order to meet the discipline 
of regular and costly payments. I t should be remembered, too, that 
even a l ight burden of instalment debt when incomes are at boom levels 
nay be too heavy when a depression comes. Installment credit is a financ-
ing medium for the masses, and at the present time probably one out of 
every three lower-and-middle income family is indebted for instalment 
payments. A surfeit ing of the market for instalment credit through too 
easy credit terns cannot f a i l to have, at some point, far-reaching re-
percussions on sustained consumer buying of durable and other goods. 

T.Jhen to ta l production in the economy is at or close to i ts 
maximum l i m i t , consumer instalment credit is unstabdlizing because i t 
contributes to inflationary pressures. This occurs for two reasons. 
7 i rs t , a large part of instalment credit is financed directly or i rd i rect ly 
through bank credit, '/hen bank credit expansion adds to an excessive 
money supply, i t feeds in f la t ion because more money, in the form of bank 
deposits, comes into existence to bid for the same amount of goods. 
Second, the credit dollars paid for consumer durable goods do not stop 
circulating when received by producers of those ~oods. They continue 
to circulate and become income and money demand for others, Thus} when 
output is already at maxinum levels, expansion of instalment credit can-
not ca l l forth more goods. I t car* only swell demand in relat ion to 
supply. This inevitably means rising prices, not only of consumer dur-
ables but of other consumer goods as well. 

So much for background comment on consumer instalment financ-
ing. You are a l l familiar with the war and early postwar developments 
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i n this f i e l d and with the b i r th , demise, and resurrection — at least 
to June 30 — of Regulation W# I need not remind you that when the 
previous Regulation W was discontinued by Congressional action, there 
was a f a i r l y widespread feeling in business circles that postwar condi-
tions of abnormal consumer goods demands had largely run their course, 
that inflationary pressures had been substantially spent, and that, in 
any case, instalment credit lenders in their own interest could be 
counted on to adhere to conservative financing practices. This appraisal 
of the economic situation proved to be premature. TJithin a few months 
after wartime Regulation W expired, inflationary tendencies again be-
came dominant. A v i t a l factor i n the inflationary development was the 
expansion of a l l forms of credit , including consumer instalment credit. 
Accompanying these trends there was a marked l iberal izat ion of insta l -
ment credit standards u 

• 

I n the face of these conditions and the threat of continuing 
inf lat ion sustained by credit expansion, the Congress, in the special 
session last summer, enacted legislat ion to permit the Federal Reserve 
System to restore Regulation U and also gave the System increased author-
i t y over the reserve requirements of member banks. Armed with this 
authority, the System was able to broaden i ts program of credit restraint. 
That program included somewhat higher short-term interest and discount 
rates, maintenance of high margin requirements on stock trading, re -
imposition of Regulation I I , and higher reserve requirements for member 
banks. Regulation W as reintroduced was merely one part of a policy of 
wide scope. This is important to remember because i t would be a mistake 
to regard Regulation U, alone, as a cure-al l or a sufficient instrument, 
by i t s e l f , to assure sound credit conditions. Considered in this setting, 
Regulation W, as reinstated last September, had the follovring primary 
and subsidiary purposes: (a) to restrain inflationary credit spending 
for consumer durable goods; (b) to reduce the threat to future instabi l -
i t y of excessive instalment debt; (c) to prevent f inancial positions of 
lenders from becoming dangerously over-extended5 and (d) to supplement 
and reinforce a general program of ant i - in f la t ion monetary restraint . 
The regulation was given the same general form that the previous regula-
t ion had when i t lapsed about a year ear l ier . 

Thei coverage and terms of the new Regulation W were designed 
to be restr ict ive enough gradually to eliminate excessive further ex-
pansion in instalment credit. I t was not the objective, as had been 
made clear before Congressional Committees, to force a contraction in 
outstandings The Board f e l t that under the conditions then prevailing, 
the aim should be to slow up the growth in these outstandings. In adapt-
ing the regulation to this end, the Board consulted extensively with the 
trade, either directly or through the twelve Reserve Banks and their 
twenty-four branches. Very careful study was given to conditions and 
practices in the durable goods and instalment financing f ields as well 
as to conditions in the economy generally. 
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Since the present program of credit restraint was in i t ia ted, 
of which Regulation W is only one part, there has been an over-al l 
abatement in inflationary pressures. The slowing down has been gen-
eral. I t cannot be said to be localized in consumer durable goods 
l ines, although the indications are that some of these lines have been 
af?ected. Instalment credit growth has slackened but has by no means 
ceased 

These are salutary developments. They are in part a t t r ib -
utable to general credit policies, including Regulation !J, but they 
are doubtless due also to other economic factors. In any case, i t is 
very desirable to have a more balanced economic condition emerge. Out 
problem has become somewhat different from what i t was last f a l l . The 
problem now is to bring about and then maintain a condition of reason-
able balance between forces of inf la t ion and forces of? deflation, in 
short, to maintain s tab i l i ty at high levels of economic act ivi ty. 

As you are a l l aware, Regulation U has recently been modified 
to take account of the somewhat changed economic situation, particularly 
in the credit area affected by the regulation. A regulation of this 
sort, which applies to one particular type of credit , has the advantage 
of being selective. I t can be tightened or relaxed in accordance with 
conditions in this credit sector, without necessarily signifying a 
f ina l judgment as to the broad economic outlook. Accordingly, i f i t 
turns out la ter that instalment credit is again expanding excessively, 
the terms of the regulation can be made more stringent. Conversely, i f 
economic conditions and the trend in the instalment credit area turn in 
the opposite direction, the terms can be relaxed 

Credit policies are intended to be f lex ib le methods of con-
tributing to a balanced, stable progress. I f changes in policies are 
found to be desirable to meet altered conditions, i t is the responsibility 
of the credit authorities to make those changes. Necessarily," decisions 
as to policy changes have to be related to the over-al l credit and 
economic situation. Studies of changing economic conditions are con-
tinuously being made by the Reserve System and, through the Reserve 
Banks and branches, the Board is constantly and closely in touch with 
shift ing currents of act iv i ty in commerce, industry, and agriculture. 

:Je are always glad to have the benefit of discussions with 
those affected by the Regulation, lie hope that you w i l l always fee l 
free to consult with us either personally or through your Associations' 
representatives. Federal Reserve of f ic ia ls are genuinely appreciative 
of the cooperation and help we have had from your Association and i ts 
officers in connection with Regulation V* and also, of course, in con-
nection with other matters of mutual concern. 
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In concluding my comments to you on Regulation W, I should 
l ike to emphasize the fact that i t is not the expl ic i t purpose of Reg-
ulation W to protect anyone who gives or receives consumer credit or 
to regulate competitive trade practices. At the same time, the Regula-
t ion does have certain desirable by-products. Their tangible effects 
are fewer credit losses for business, fewer cases of family distress 
because of excessive or improvident consumer indebtedness, and credit 
competition that accords with sound credit standards. 

There is the philosophy of rugged individualism which holds 
that i t is not the business of Government to protect businesses or in-
dividuals against their OWE fo l ly . There is also a contrasting phi l -
osophy that regulation which helps to bring about greater economic 
s tab i l i ty is entirely consistent with democratic and capital ist ic in -
stitutions and with the objective of the greatest good for the greatest 
number. Such regulation should, of course, impose a minimum of govern-
mental interference. I am for such regulation — not for regimentation 

We should recognize that instalment credit — carried to un-
desirable extremes — can endanger our economy and our social system. 
"Credit" is merely a more palatable name for "debt." 

Mr. John J. Schumann, J r . , president of one of the large sales 
financing companies, spoke with profound wisdom when he stated in 1947, 
(X quote): 

"tEasy1 credit terms are not easy# They are expensive. 
Every instalment buyer or borrower should understand 
that simple basic fact f As we have pointed out repeatedly 
in the past: the cheapest way to buy a car is to pay with 
onefs own cash. The next cheapest way is to pay down as 
much as possible and pay off the balance as soon as possible. 
The most expensive way is to pay down as l i t t l e as possible 
and string out the balance as long as possible. The sound 
way to buy a car on time payments is to buy i t on the most 
conservative terms one can comfortably afford. 

"A person who buys more credit than he needs is simply 
throwing money away. A person who contracts to pay beyond 
that which he can comfortably afford is begging for trouble 
and w i l l probably get i t # " 

Excessive debt means l iv ing beyond our means. The individual 
whose future income is heavily mortgaged loses that sp i r i t of se l f -
reliance which we a l l recognize as the backbone of our nation* Instead 
of the satisfaction and confidence that come with building up a nest-
egg of savings, he has the misery of trying to keep his head above an 
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engulflag ocean of debt. I f he loses his job or has sickness i n his 
family, he is without resources. Having already used up his borrow-
ing power, he has no place to turn — no place save one: his Govern-
ment, i lu l t ip ly that by several mi l l ion people and you have an appall-
ing problem on your hands. 

You may say that he should not have overcommitted himself, that 
he should worl: out his own salvation. True. But we nay as wel l frankly 
face the' fact of what very probably w i l l happen. Since society en-
couraged the misuse of instalment credi t , society — acting through 
Government — w i l l f ind i t s e l f trying to salvage the situation. We 
saw something of mortgage moratoriums and Government intervention i n 
the 1930 fs. But with mill ions overextended in instalment credi t , the 
1930 experience could be mild by comparison. That would iiqt be a 
pleasant prospect. 

Please do not misunderstand me. I am not an alarmist. I am 
not c r i t i c i z i n g the reasonable use of instalment credit . But when we 
are calmly considering the subject together I think we should real ize 
where the mass abuse of instalment credit can lead. Those who oppose 
moderate restraints on consumor credit , as represented by regulation W, 
would do wel l to consider carefuUy the responsibil i ty or r isk they may 
be assuming. Regulated credit is f a r bet ter , to my mind, than social-
ized credit . 

The Federal Reserve Board of Governors, as you know, lias con-
cluded that reasonable regulation of consumer instalment credit on a 
continuing basis t / i l l make for sounder credit conditions and for greater 
economic s tab i l i t y . IJe have made this recommendation to the Congress, 
with the Presidents endorsement, only af ter extended experience and 
study. He "ould prefer, as you would, to have no regulation of ins ta l -
ment credit terms. Certainly, we do not seek responsibil i ty for the 
regulation — i t is at best an onerous task. We believe, however, that 
the economic record in support of . Regulation W, f lex ib ly administered 
!or the purpose of preventing excessive expansion or excessive contrac-
t ion of instalment credi t , is clear. 

The Reserve Board is under no i l lusions as to the potency of 
Regulation U i n contributing to economic s t a b i l i t y 3y i t s e l f , i t is 
not and cannot be a panacea, a guarantee of economic s tab i l i t y . For 
that matter, i t does not have suff ic ient impact either to prevent a 
boom or to prevent a bust. But i t is unquestionably a useful tool , 
supplementary to reserve requirements and other available instruments, 
to influence credit conditions i n the interest of economic s t a b i l i t y . 
I n recommending legis lat ion to continue Regulation W, the Board has 
t r ied to put the legis lat ive issue in this l igh t . 
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