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Continuous l:igh Interest Rate i~orro\\'ing and Consi.\:r~r ;,elfare: 
An Analysis of :,Iaine's "36 :Ionth Li:-:!itai:lon" on 

Finance Company S~all Loans 

* George J. Benston 

Back,:younc 

Society does not think of "interest" and "credit" siupl), as "prices" 

that consu:::ers pay for "goods." In the past, religious strictures and 

econo~ic beliefs held interest to be immoral and credit a valueless good 

that conSU~,lers should not need or Ivant to purchase. h'hile fe\,' people 

today believe that charging interest for the use of money is immoral, our 

lmvs and regulations reflect the still-held belief that people ought not 

pay more than a given rate of interest and ought ,not borrOl\ without 

rest rictions. 1 Thus state usury and soall loan I a\\'s restrict the amount 

that can be charged and the maximum amount loaneci to individuals anC: some 

state small loan la~s and Federal Reserve regulations restrict (presently 

anJ poteiltlally) the l;iaturi ty of consumer installr..ent loans. 

Unlike supporters of minimum price la\\s (such as "fair trade" lah's), 

~hose position often is based on a crass desire to increase their incoDe 

at the expense of conSl~ers, supporters of interest rate ceilings and 

flaturity lioitations on consumer loans appear notivated by a desire to 

help consuners. Kere it not for usury lm ... s and lir:1itations on maturities, 

they belie\'e, some conS:.lr:1ers might be charged too ouch for crecii t and be 

enticed or tricked into long-term "econoJ:lic s la\'ery." A good expr.:::ssion 

* Professor, Graduate School of ~lanage!Tlent and Center for Research in Govern­
ment Policy and F'Jsiness, University 0:' :\oc~ester. This paper \,2S supported 
b:. and ?repared ::'or the \ational CO:T,;:~ission on Consl\f;er Finance, ,·:ho have 
not as :'et accepteu the paper and do not :1ecessarily sUPFort the views 
eX:HcsseJ here iL. r:~lI1ks are due to \ci 1 : ;'::':';~::, J 3.~:es l\ershner and Dan 
Sulliv:la of the L'ni\'ersity of ~!aine "';10 s'l~)e:''.'ised and conducted the survey 
0::" b01T.Y,:crs, ):~C>:,i',: roulos and (~er:llJ CY1e \'::-.0 pro\'i(!eJ. background docu­
me:1t.s, the finJnce cO':'[lanies and the State or '~aine Sanking Depart~ent \.;ho 
gl'nerollS I;, pro\'i~eci L~lta h'i thout kIlO'.·iing ,,'hether these \l'Ould be used for or 
against them (or 0sed competently and honestl:', as I hope has been the case), 
anJ Kim Eenston, .Toe Safier and ~brie r;OQal'e \,!lo aided in rescar.:h and typing. Of 
CO~lrse, they are n"t responsi ble for and "lay not agree \d th the paner. 
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1. Doubt about the mocality and value to society of money lending, par­
ticularly by high rate lenders, still underlies much legislation, as 
illustrated in speeches of Maine State Senator Peter Mills, the leading 
proponent of the restrictive finance company legislation analysed below: 
"As I said a while ago, you would think that [the finance companies] 
were manufacturing shoes or producing something good for the economy 
if you read the official reports in regard to [t]heir expansion over 
the State. I don't t '1ink it is a good thing for the Sta[t]e to have 
eight or ten of them in Augusta, or five or six in Skowhegan, and I 
will explain why. They ire not like banks. They are not doing a 
banking business. They are not in there providing a service to 
people who need money in trouble. They are pandering these loans. 
They are pushing these loans onto people I"ho shouldn't have them." 
Journal, :·Iaine State Senate, June 8, 1967, debate on Senate Amendment 
Tl"j\IT"t"ODill "An Act Revising Laws Relating to Licensed Small Loan 
Agencies" (H.P.468)(L.D.E81). 
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of this belief is given by Richard Poulos, Referee in Bankruptcy for the 

Southern District of :!aine; 

1. 

High interest has always plagued civilization. ~ost regu­
lation has concentrated on controlling the rate of interest by 
setting maxi:nulTI statutory limits. But thisiSnot enough. Any 
problems about interest must be resolved by also considering 
(1) the arnount of t11e loan and (2) the length of time for \~hich 
it \lias granted. And the effectiveness of whatever restrictions 
may exist as far as these two factors are concerned must be 
tested against their possible evasion by the device of renewals. 

Loans for short terms, even at high rates of interest, are 
not overly burdensome for most poor persons. The cost to meet 
some monetary emergency by a loan of 000 or two years is not 
exorbi tant. Bt~t no one, let alone a low income person, can long 
endure (1) high rates of interest (2) on relatively large amounts 
of indebtedness (3) over long periods of time, from 3-8 years or 
more. 

For example, it costs a borrower from a small loan company 
'P.p:1rly $44() for t1~~ 11S(' of '1:2JOr)n -f0T::l y~flT . . 0f"tcn thi:3 re:r!'e­

sents between 10-15% of his take hOr.1e pay. Defaults, a common 
occurrence, create serious problems because interest mounts 
rapidly. In a situation where the borrOlver j s periodically in 
default of four months or more, the amount of the interest due 
(because of the high rate) may become greater than the aDount of 
the installment payment. Unless their installments are greatly 
increased, something which rarely happens, nearly all subsequent 
payments are applied to interest and, therefore, the loan can 
never be repaid. As a result, indefinite extensions of the loan 
occur, year after year, through frequent renewals. 

Renewals soon convert short term loans into long term obli­
gations thereby subj ecting the debtor to economic slavery. This 
has the effect of diverting large wnounts of money from a debtor's 
li:ni ted income [aerel), for the lJurpose of paying interest, thus 
ha:1pering him from meeting the basic necessities of life for him­
self and his fa~ily. His financial strength is sapped to a point 
where any COl"...'110n hazard of life such as illness, loss of employ­
ment, divorce, etc. inevitably leads to a personal financial 
catastrophe co~pelling him to seek relief from welfare agencies 
or, ul ti::late iy, froEl the bankruptcy court. 

RicharJ E. Poulos, "ProposeJ Revisions for the Treatl~lent of Uncontro­
vert.:lb Ie Claims in Chapter XII I Proceedings," unpub hshed, undated 
p~per, pp. 24-25. 
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In large measure, due to the efforts of Referee Poulos and Gerald Cope. Mr. 

1 
Poulos' Trustee in Bankruptcy. the 103rd legislature of th~ State of Haine 

adopted. in 1967. the "36 month limitation." This law reduced the maximum inter-

est rate that licensed loan agencies could charge to 8 percent on any small loan 

remaining unpaid at the expiration of 36 months. This limitation has bee~ applied 

very strictly; the maturity of a loan ~s dated from its inception. and extensions. 

rewritings and additional cash advances are not considered new loans. Nor can the 

effects of the "limitation" be avoided by splitting loans. since this practice was 

previously (and still is) prohibited. Much the same arguments as those quoted 

above were made in support of the legislation and in Governor. Kenneth Curtis' veto 

in 1969 of a law that sought to relax somewhat the 36 month limitation. 

Perhaps as a consequence of the 36 month limitation. the number of small loan 

offices in Maine went from 116 as of June 30. 1967 to 20 as of June 30. 1972. 

Tables 1 and 2 show and Chart I illustrates the number of companies and offices 

operated in ~Iaine since 1965. Simi larly, the dollar amount of loans outstanding 

\.,rent from $31. 0 million in December, 1967 to $10.8 million in December) 1971. Oppo-

nents of the 36 month limitation point to these data as clear evidence of the 

disasterous effects of such legislation. Proponents of the law reply that other 

factors \.,rere more important. Among those cited are the relatively poor business 

conditions in Maine, the reduction of the maximum monthly rate of interest on the 

first $150 of 10WIS from 3 percent to 2 1/2 percent, limitations on charges for 

1. The referee in bankruptcy is appointed for a renewable six-year term by the 
federal district court for the district in which he sits. The referee must 
be a lm'lyer. He occupies a judicial position in that almost all cases filed 
under the federal Bankruptcy Act are automatically referred to him. His 
decisions may be appealed to the district court and thence to the federal 
court of appeals and the Supr~me Court of the United States. In wage earner 
cases under Chapter XI II of the nankruptcy Act the referee appoints a trustee 
to ad~llnister debtors' repayment plans. In ordinary bankruptcy cases) in 
~Iich the debtor's assets are liquidated for distribution to his creditors and 
the debtor obtains a dischargo, tIle referee appoints a trustee if the creditors 
fail to elect one. 
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h8alth and accident insurance and a reduction of the maximum loan size from $2500 

to $2000 that also were enacted in 1967 with the 36 month limitation. A deci-

sion by Referee Poulos in December 1965, reversed by the United States district 

court but upheld on further appeal to the Court of Appeals for the First Cir~uit, 

. 1 
In re Richards, 412 F. 2d 635 (1st. Cir. 1969), also reduced the revenue. It 

held that charges made by finance companies for creditors' insurance were "exces-

si ve" under ~Iaine law and therefore not allowable in cases under the Bankruptcy 

Act. In addition, limitations in the small loan companies' collection practices 

as a result of reform of ~1aine' s antiquated "debtors' prisons" law and elimination 

of prejudgement garnishments of wages in 1971 and unfavorable rulings by the 

Federal Referees in Bankruptcy are believed to have increased their costs and/or 

reduced their abi li ty to collect from over-extended borrOl",ers. 

In any event, some supporters of restrictive legislation maintain that con-

sumers in ~Iaine are better off ,vi thout the small loan companies. As state Senator 

Levine put it in the debate on April 13, 1971, on a bill to revise the 1967 b\\': 

"Sure, we have all got to agree that the number of small loan companies ih the 

State of i,1aine dropped and some of them went out of business. I think that is 

the best thing that ever happened to the people of the State of Maine. After all, 

we are here to legislate for the benefit of the majority of the people." 

The hypotheses about consumer behavior and \\'elfare and the operation 

1. In r~ Richards, CCI{ Installment Creciit Guide, 98.556, January 4, 1966. 
Also see In re Perry, 272 F Supp 73 CD i-!e. 1967), affirming Referee Poulos' 
decision that under Section 656Cb) of the federal Bankruptcy Act, a claiD 
for repa::ment would be totally disallOl(ed unless the lender could prove 
that the loan I'!as free from usury. Because the finance companies were 
charging the maximum rates aUOIl'ed for interest, creditors' insurance charges 
that they could not prove to be "not excessive" were held additional interest 
that \\'as usurious. All except one company chose to settle their claims at 
about 50 percent of the amount due rather than attempt the required proof. 
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of small loan cor..panies held by support.ers of the" 36 month limitation" 

are outlined next, together with the counter-hypotheses of opponents of 

the legislation. This structuring of the argument serves as a basis for 

analyzin6 the effect of conSUli1er loan legislation on consumer welfare. 

Underlying Assll:'l'Jtions about Consumer Behavior 

A nt::Jber of 2ssmqtions about consumer behavior apparently are r.lade 

by supporters of legis lation to restrict the mat uri ty and amount of loans 

that COnSUr.1eTS can obtain (hereafter called "regulators .") The first 

assumptions considered concern the rationality and competency of consumers. 

Some regulators vie\" consumers' decisions to b'orro\\' from small loan cOr.1pan­

ies as "unnatural" and "not justifiable." The regulators consider t.hat 

anyone \I'ho borrows money at a 36 percent annual interest rate (the highest 

legal rate on lO:lns up to $150 in '.laine before the 1967 law change) or even 

30 percent (the present maximum rate for loans up to $300) is not making 

a rational decision. This hypothesis about consumer decision making may 

take two forns. One is that some consumers cannot realize how much the 

funds they borro~ really are costing them. Such borrowers are envisioned 

as unable to understand how much of their income \dll be required to r.1eet 

the inteTest and principal payments despite the disclosures mandated by 

the "Truth in Lencing" legislation. The second version of the irrationality 

assumption is that no (or very few) decisions made subject to such a high 

interest rate for funds can be rational, by definition. 

r.lOncy th~,t !:.~.::il. 

("))0 one nf'ecs 

,)th'2l' re;'_Il::ltJrs Jclic\'e tli0.t borTo',ling at "hi';;:l" r3tes is rational for 

pcrioJs cf 0. ;'C'ar or th'O (or are llilling to accept consu::1ers' relati\'ely 

short run irr.J.tion31 decisions), but believe th3t the consumer is not com-
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petent to plan his income and eA~enditures over a time horizon beyond 

three years. Hence, he borro'~s nolV to satisfy a present perceived need 

(perhaps extravagance) Ivi thout considering or understanding that the 

amount borrowed plus interest will have to be repaid. Lenders, it is 

believed, take advantage of the borrOlver's lack of planning competence. 

They lend him the funds he wants even I~hen they do not expect him to 

repay the principal plus interest within the contract period. Rather, 

lenders want him to extend the loan (perhaps \vi th some additional funds 

added) over as long a period as possible in~order to collect as much of 

the huge interest charged as possible. 

Another version of the way regulators believe lenders take advantage 

of a borrower's incompetence or weakness is by offering him more money 

(perhaps by uctually showing him cash) before a loan is fully repaid, to 

tempt him into continuing indebtedness. Thus, regulators claim, lenders 

get borrowers to mortgage their lives; the borrowers are, in effect, 

indentured servants to the loan companies. 

A second set of assumptions held by some regulators is not based on 

consumer irrationality or incompetence. Rather, they believe that consumers 

are rational and hence 1V0uld not borrow at such high rates ordinari ly, but 

due to special situations, such as unexpected illness, auto repairs or 

replacement, loss of job, inability to cope Ivith bills from many creditors, 

etc., are "driven" to borroh' money from high interest rate lenders. Once 

in Jebt to these lenJers, a consumer cannot fully payoff his loan because 

the hi&11 interest charges take too flUCh of his income. Consequently, the 

loan company has hi1:1 "on the hook." 
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Another sub-hypothesis within this set postulates that consumers are 

not aware of the lower rates at which they could borrow from commercial 

banks and credit unions. Rather, they are enticed into the small loan 

company offices by advertising or arrive by accident, and once in debt, 

cannot repay their loans because the high interest takes so much of their 

incor.le. 

Finally, in response to the finance companies' arguement that they 

wouldn't lend if borrowers could not or would not want to repay the funds, 

regulators contend that the companies rely on harsh collection tactics to 

compel repayment. Threats of attachment of personal property, debtors' 

prison and garnishment of wages (allowed until 1971. in Maine), badgering 

and psychological persuasion are examples of the methods allegedly used to 

get unsonhisti~8ted horrowers to sacrifice R lRrge ~~rt 0~ their income to 

repay the loan companies. Alternatively, large interest charges make it 

profitable for the finance companies to provide funds beyond many borrower's 

ability to repay so long as enough of them will (or can be persuaded to) 

repay their loans. 

To summari ze, regulators believe that consumers make irrational bbrrOl,'­

ing decisions, are incompetent to understand the future effect of present 

actions, are forced to borrOl." because of emergencies, and/ or are ignorant 

of lower cost alternative sources of funds. For. any or all of these 

reasons, borrowers become indebted to high rate small loan companies and 

cannot and/or are not allowed to get out of debt. Therefore, a 131." that 

linits the period over which lender~ can charge more than eight percent 

interest on loans is necessary to protect borrowers from themselves and/or 

rapacious lenders. Otherwise lenders wi 11 be further encouraged to "push" 

money on people \~ho should not borrow at rates they cannot afford. 
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Opponents of restrictive legislation (hereafter called "anti-regulators") 

argue that the regulators' hypotheses are either incorrect or irrelevant. 

That consumers borrow at what seems to be a "high" rate is not evidence of 

irrational behavior. Several rational explanations can explain this beha-

vior. First, the anti-regulators argue, the interest rate ~harged is not 

"too high." Rather, the rate reflects the cost of lending relatively small 

amounts in a particular setting to a relatively high risk group of consumers. 

Small loan companies offer their customers "personalized" service. The 

loan company manager knows his customers individually, treats them with 

consideration, takes time 'with them to work out new payment schedules when 

some unexpected occurence makes them behind in payments, etc. The manager 

does not provide this service because he is a humanitarian but because 

this is part of the "good" that the borrower is buying for the "high" inter-

est rate he pays. 

Also, these borrowers present lenders with a greater risk of default 
raTe.. 

low interest lenders, such as commercial 
1\ 

thap is faced by 
I 

banks. To reduce 

I 
losses through default, loan company managers endeavor to know their cus-

tomers and work closely with them to work off loans. These services and the 

loan losses that do occur result in costs that are reflected in what appears 

to be high interest rates Ivhen compared to the rates charged for loans by 

other lenders. 

Second, a:1ti-regulators believe that consumers Ivho borrow at "high" 

rates are not irrational. That these consumers are wi lling to pay a rela-

tively high payment in the future need not be foolish. Who is to say that 

people should not have the righ~ to meet present needs for medical care, 
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education, auto or home repairs, clothing, reorganization of financial 

affairs, or even vacations or luxuries by contracting for payment from 

future income? 

Nor do the anti-regulators believe that most consumers who borrow 

from loan companies are incompetent to understand future commitments. 

Andreasen points out that borrowing, even at high rates, is a rational 

strategy for persons with unstable income. 
1 

For one thing, poor persons 

with relatives and others who are in need may find it difficult to 

maintain sai vngs. For another, as Andreasen.. puts it, " ... given higJi 

uncertainty of future incomes Iborrowing is] a maximax strategy that takes 

the course of action that would yield the best outcome if the most favor­

able future circltmstance prevailed. ,,2 

Third, c:.nti-regulators question the assertion that small loan company 

customers can or wish to borrow from lower cost lenders. Commercial banks, 

they contend, would not lend to most of the people served by sr.Jall loan 

companies because these people present the banks with excessive potential 

losses and/or too much trouble. Further, many of the loan company custo-

mers cannot get bank credit cards or charge accounts at the better retail 

stores. While many of these people do purchase merchandise on credit from 

other stores, they may pay as much cr more for this credit in higher prices 

or poorer service on the merchandise purchased. Loans from credit unions 

are not availab Ie to people who do not have steady jobs, work for companies 

or belong to churches ''''10 run credit unions, or I.;ho cannot or do not Ivant 

thei r e~p loyer, cO-I.;orkers or church to knOlv their financial condition. 

1. Alan R. Andreasen, "Consumerism in the Inner City," unpublished paper, 
~Iay 1972, presented at the consumer Affairs Conference at the University 
of Rochester. 

2. Ibid., p.14. 
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The dilel'1llla of necessitous borrowers is recognized by the antiregula­

tors, but they say that denying them the services of small loan con~anies 

hardly solves their problems. If society believes that the cost of unfore­

seen medical or other disasters should not be borne by those afflicted, 

direct welfare transfers or loans can be ~ade by a govern~ent agency. But 

those who "'ish to borrow should not be denied this al ternati ve. 

Finally, the anti-regulators admit that SOI:1e borrO\\'ers are irrational, 

incompetent, and, generally, unable to forego gratification. But, they 

argue, finance cOIi'.panies provide some of these people \d th a discipline and 

management of their finances that allows the~ to' function. ~·Iore importantly, 

e\"en though there r.:ay be some people who, by sor..e standards, should not 

borrow, it is bad social policy to deny others the right to contract for 

the loans they wish. (Similarly, it is wrong to deny all people the right 

to buy liquor legally because some are alcoholics.) ~,'ot only does this 

policy wrongly liI:1it the rights of others -- it is doomed to failure. People 

who want to borrow will do so, illegally if necessary, at higher rates and 

with less consideration and protection from the courts than they would get 

from licensed small loan companies. 

Regrettably, many of the arguments presented cannot be resolved by 

reference to data or logic. Rather, they are in the realm of philosophy 

on the proper role of government and the desirability of allo~ing people to 

make their OKn decisions, even when they may harm theI:1selves and their 

families. HO\ieVer, many important differing assertions by regulators and 

anti-regu lators may be resolved wi th empirical analysis. In the next 

section, the effect of the law on sI:1all loan co~pany operations is considered 

to deternine Khy and ~hether it £ould be the cause of the companies' 
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unwillingness to operate in ~Iainc. Next, the profitability of small loan 

companies in ~!aine before ar:.d after the la\\' is ffieasured to gauge \\'hether 

thei r operations were so profi tab Ie that they could have (but chose not to) 

absorb the additional costs imposed by the 36 month limitation. Then, 

the extent of the small loan companies' reduction in lending is measured 

to determine the effects of the legislation on the people of the state. 

Finally, the characteristics of long term borro\\'ers. and their propensity 

to declare bankruptcy are analyzed to test hypotheses about thege people 

and their need for protective legislation. 
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Small Loan Companies' Operations and the 36 Month Limitation 

~1any supporters of legislation that reduces the rat'e of interest on 

small loans outstanding more than 36 months to 8 percent simply do not 

believe that a cons'Clquence wi 11 be the demise of the companies. In his 

veto message of an act passed by the l04th ~aine legislature in 1969 that 

would have softened the provisions of the "36 month limitation," Governor 

Curtis recogni zed the small loan companies' " ... important and legitimate 

role in the financial affairs of our communities." He continued, "They 

are often the only source of credit for people who are badly in need of 

financial help and who, because of marginal financial status, are cut off 
.. 

from other sources of credit." However, Governor Curtis evidently did not 

believe that the "36 month rule" would be severely damaging to the com-

panies' economic condition, because he went on to say that " ... in return for 

the risk of providin2 credit to those marginal borrowers, the state permit~ 

the small loan companies to charge a high rate of interest. Indeed, our 

small loan regulatory laws are, and they remain, favorable to small loan 

concerns. II 

In contrast, the small loan companies claim that they cannot operate 

successfully under the" 36 month limitation." The law not only prohibits 

them from making loans with maturities longer than 36 months (which is not 

an important limitation), but prohibi ts them from renewing loans. This 

prohibi tion, they claim, does not allmy them to serve regular customers or 

extend the term of a loan on which a borrower is unable to make scheduled 

payments. As one company vice-president put it: "Each time the borrower 

refinances his l?aJ1 Nith the lender, the term of the loan becomes shorter 

and the monthly p.:1ymcnt is larger than the payment on the previous loan. 

Eventually, because of the 36 month limitation that dates from the initial 

loan, the term of the loan becomes so short and the payment so large that 
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the len:ier can no longer sel've the borrOlver's needs since he is unable to 

make the big payment each month." Consequently. the sma.!l loan company 

cannot renew or extend loans. but must limit its operations to making one-

time loans. While data on the percentage of loans made to present custo-

mers are not reported to the Banking Commissioner in ;,Iaine. data from large 

companies and from other states indicate that about 62 percent of the 

number of loans made are renewals (with and without cash added) and about 

27 percent are made to new borrowers. 

As discussed above, regulators believe that renewals of loans by small 

loan conmanies is evidence of their exploitation of consumers' inability to 

withstand temptation. The regulators also believe that the companies profit 

addi tionally from frequent renewals because they can add 60 days of unpaid 

interest to the principal (thus compounding interest in contravention of 

the law which does not allow interest charges on more than 60 days of unpaid 

interest). In addition, regulators believe that other changes in the laws 

of Maine that restrict the ability of small loan companies to "force" low 

income borrowers to continue their payments (such as threats of debtors' 

prison, wage garnishments and attachment of personal property) and the 

unsympathetic attitude of the Referees in Bankruptcy (particularly Ivlr. Poulos) 

towards their claims against the property of bankrupt borrowers have reduced 

the (perhaps excessive) profits of the companies. 
1 

Consequently, the regu-

1. A serious flaw in the logic of this argument·must be pointed out. If 
loan companies find renelvals profi tab Ie because they can use legal and 
quasi-legal force borrowers to payoff loans that otherwise would be 
defaulted, severe limitations on creditors' collection remedies would 
cause loan companies to abandon renewals and concentrate on short term 
loans. In this e"ent, a legal penalty for extended maturities lvould not 
be necessary. !!O\,cver, regulators rlight retort that the loan companies 
can a\'oid restrictions on their collection practices because they deal 
wi th unsophisticated customers \\'ho are unaware of the creditors' actual 
le:J;al pOlvers and thus can be bullied or tricked into signing a\my their 
rights. The 36 month limitation, on the other hand, is a relatively 
unambiguous, easily enforced control. 
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lators claim, factors other than restrictions on "normal" ojJerations are 

the primnry cause of the d~cline in the number of small loan licensees. 

In operat ional terms, these factors reduce the loan t:or.1panies' 

income. ~,lost important, the regulators believe that the nOl'; reduced 

income came not from service to ordinary borrowers, but from "the hides" 

of those h'no can least defend thei:1sel ves -- \~eak, confused, unsophisticated, 

necessitous, easily tempted people whom government must protect. 

Thus the regulators see the companies as having made exorbitant and 

immoral profits and view their leaving the stat~ because they are not satis­

fied with ordinary profits. Also, some regul~tors believe that national 

companies have left to "teach the states a lesson'," to show other states 

that restrictive legislation means losing the small loan companies. These 

regulators beleive that the national companies find the cost of a normal 

profit a price well worth paying. 

In contrast, the anti-regulators believe that the 36 month limitation 

operates primarily to increase the loan companies' operating expenses. 

Al though they agree that the other factors listed above do reduce t;1e 

companies' income somewhat, they believe that the eT!1phasis presented above 

is misplaced. (Of course, they do not agree that most if not all income 

was improperly earned.) The primary reduction of income, they cl::in, is 

due to the reduction of interest earnings on funds in the possession of 

customers to a rate not much different from t~e rate that the cor..pc:mies pay 

to banks, eight percent. The co;:-!panies I operating expenses continue -­

indeed .:lre higher for cllstor.ers in Jefaul t -- and t:le funds are not re?aid 

to the banks or available for loans to other custo~ers. In reply, regulators 

might ar~lle that wi thin 36 months most borrowers ha\'e paid back. the principal 
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and the "funds'" that the cOr.Jpanies claim are borrowed from banks actually 

represent the high interest charged by the cOJ::panies. The anti-regulators 

can counter-argue by stating that this interest ',,'as earned by the companies 

as a consequence of the operating e~~enses they incurred and risk they 

took and, as such, are as r.Juch funds as are the a~ounts originally loaned. 

The companies deny the regulators' belief that they ought to be ab Ie 

to make sufficiently profitable one-time loans Idth maturities of less than 

36 months. Operating expenses will go up under such restrictions, they 

claim. Lending to a present borrOl~er is much less ex-pensi ve than lending 

to a nell' customer. The credit check required 'is ~uch less extensive, the 

interview need not be as long and, most important', the risk is less since 

the present customer's payment record is knOlffl. Also, the cost of acquiring 

business is lower when additional loans can be :nade to present customers. 

In large measure, then, the alternative positions are based on assump­

tions about the loan companies' income, expenses and return on capital. 

To put these viell[points into perspective and render them testable, a model 

is presented next of the revenue and costs that a profit maximizing lender 

faces when deciding whether or not to grant a loan. l','ith this model, the 

effect of the maturity and other restrictions on the lenders' decision 

making function c'an be shOlm. \\'i th the importantparar.1eters of the model 

estimated, a test of the alternative hypothesis about loan company behav­

ior can be made. 
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Revenue and Costs from Small ~oans 

A consumer finance company's revenue and cost functions may be 

expressed as: 

(1) NI = PV[CI - (BA+OC+RC+INT+TAX)] where 
:J 

NI = net income to equity (owners), 

PV = present value of the net cash flow discounted at the firm's 
cost of capitaL 

CI = cash inflow from loan payments (including fees arid charges), 
~ 

BA = business acquisition costs (measured as a cash outflow, as are 
the balance of the costs listed), 

OC = operating costs, 

RC = risk cost, 

INT interest on debt, and 

TAX = income taxes," 

As do other firms who maximi ze their owners' wealth, consumer finance 

companies attempt to maximize NI. The relevant variables for the 

decision on whether or not to lend to a specific borrower, are 

(2) NP :: CI -CO~ where 

NP :: net profit from a borrowe~ 

CI = present value of cash inflows from th~ loan (described further 
be 1 01"').1 and 

co = present value of cash outflow for the loan (described further 
below), 
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The CI and CO from and for a loan are analyzed next, first for a new 

borrOloJer, then for a present and a former borrower. 

The expected gross cash inflow (CI) from a first-time borrower may 

be expressed as: 

(3) 

PV = present value as defined abov~ 

APt = amount of the periodic payments at time t, times 

PPt= probability of payment (the loan is not defaulted) in time t, and 

RN = recovery net of collection expenses, given that the loan is t+n defaulted in a prior period (probability of payment = 0)-

Whp.n?. In:1n i~ nefal11tl'ri. the recovery may tak:;; tHO forms. firEt, the 

1 ender may renew the loan for a longer period, 'oJhich reduces the amount 

of the borrower's periodic payments. In this event, the recovery amount, 

R, equals the present value of the payments, Cl, less the operating cost 

of re\ITiting the loan and collecting the payments, CO (as explicated 

below). As a second a.1ternative, the lender may sue to recover the defaulted 

loan and possibly garnishee the borrower's wages and/or attach his property. 

In this event, the recovery amount, R, equals the present value of the amount 

collected less the costs of collection. In the eq~ation, R is the greater 

of the two alternatives. 

The expected gross cash outflow (CO) for the borrower is: 

(4 ) 
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AA = ar.lOunt of cash advanced to the borrower, 

Cl = operatin; cost of r:1a!dng the loan (intervie\l'ing the customer, 
assessi ng the risk, fi lling out forms, checking credit, recording 
the loan, etc,), 

PV = present value, as defined above, 

CP
t

= operating cost of collecting periodic pa)~ents at tine t, times 

up = the probability that payments \\'111 be made (the loan not defaulted) 
t in time t" 

OC
t

= additional o?erating cost of a delinquency at time t, less late 
charges assessed, tiDes 

pd
t
= the probability that the payments will ~ecome delinquent, given 

that the loan is not a "loss ,II 

The net profit (~P ) from lending to the first time borrower, then, if the . n 

(5) NP = CI-CO. 
n 

The expected net profit from lending to a former borrOl.,.er is greater 

because the borro\\'er presents less risk and requires lower expected oper-

ating costs, Because the borrower paid off a previous loan(s), the proba-

bi1ity of the loan being good (pp) is greater and the probability of delinquency 

(nd) may be 10\~er', The ooerating cost of !TIakine t·he loan (01) and collecting 
I..~. ~" 

delinquencies (DC) Day be lo\\'er because infor.uation on the borrower is already 

in the lender's records, ;\here the borrower is renewing or extending a loan, 

the eX'~1e-::ted net 1'::.'o£i t is hig:1er :'et, to the extent t~1at the cost of r.-.aking 

the lo~n is 10h'er Clnd infon1ation on the risk of default and delinquency 

"lore cur-rent, 
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Considering that the expected net profit from lending to a former or 

present borrOl'ler is greater than the profit from a loan to a new borrower; 

the probability that the new borrower will become a longer term customer 

must be factored in. Thus, the expected net profit (NP) from a new 

borrower is: 

NPn = net profit from the initial (new) loan, 

present value of the net profit from a loan renewed 
at time t times the probability that the loan will 
be renewed (pr) , and 

present value of the net profit from an additional 
loan from the borrower (who then is a former borrower) 
at time t times the probability that another loan 
will be made Cpf). 

Thus, an "unprofi tabl e" loan to a new customer may' be made if the lender 

expects him to borrow again. 

Differences in the cost of lending to new and former compared to 

present borrowers were measured in a study of the branch operations of 

three maj or consumer finance companies. The methodology and data used 

and detailed findings derived are reported in another paper. 1 In that study, 

data from approximately 2500 branches for each o~ three years l"zere 

analysed. Regressions of direct cash operating expenses (total direct 

branch expenses not including occupancy, advertising, losses and interest) 

\~ere ren for each year of each company on output (the average number of 

loans serviced), and cost homogeneity variables (percent of loans made to 

new borrowers, large (over $1000) loans, percent of other than personal loans 

1. George J. l3enston, "Operating Costs, Economies of Scale, and Regula­
tion in the Small Loan Industry," study prepared for the National 
Con~ission on Consumer Finance (Washington, D. C., 1972). 
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made, relative factor prices in the county, and whether or not the branch 

was in a suburb), and market structure and legal variables (concentration 

ratios, state laws on entry restrictions, and creditors' remedies). The 

elasticities (and standard errors) of the percentage of loans made to 

new borrowers ranged from .009 (.026) to .077 (.019). All except one year 

of one company were over .022. All the balance were over .045 (the most 

common being about .050) and significant at least at the .05 level. Thus, 

a doubling of the percentage number of new customers serviced might increase 

a loan company's operating costs by five percent. The data on former 

borrowers is not consistent. Two companies' data show operating costs 

to be lower the higher the percentage of former borrowers, while the third's 

reveals higher costs. 

It appears, then, that new borrowers are served at not much higher 

costs than present or former borrowers, such that if a finance company 

made 54 rather than 27 percent of its loans to new customers, its operating 

costs might increase by only five percent. Consequently it does not appear 

that a law that restricts lending to the present customers would increase 

operating costs sufficiently to "explain" the demise of the small loan 

companies in ~laine. 

To answer the question more directly, operat~ng costs data as reported 

to the ~laine Bank Commissioner were gathered for each year 1960 through 

1971. After extensive checking (that proved both time consuming, frustrating 

and necessary), some of the data had to be rejected for obvious deficiencies 

in reporting. Data from the first full year of operation and the last year 

. of operation \~ere discarded as unrepresentative of normal operating condi­

tions. .Table 3 gives the number and type (local and national, assets under 
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$300,000, from $300,000 to $1,000,000 and over $1,000,000) of the companies <!:",-",< J 

whose data were used. 

For each year, 1960 through 1971, regressions were computed as follows: 

where all variables are in common logarithms and 

CONST = constant term 

NLO = average number of loans outstanding: (number year beginning 
T number year encl)/2 

NU1jO = number of loans made/NLO 

NLL/i·1 = number of large (over $1000) loans made to the total number 
made, in percentages 

DEL60+ = dollars of loans delinquent 60 days or more per dollar of loans 
0utstaHJ.i.II)!" in pt!.ccentages 

NLO/OF = NLO per office 

LOCAL = 1 if the company is local, 0 if it is national. 

"Output" is measured by NLO; NL:'\/O measures the rate of growth of a company; 

NLL/H is an output homogeneity measure which extensive testing of a 

much larger amount and detail of branch data from three major companies 

showed to be the only meaningful distinction of loan size l ; 

DEL60+ measures the additional costs of handling.delinquencies; ~LO/OF 

measures the economies of scale related to office size rather than company 

si ze; and LOCAL measures differences in reported operating costs beh'een 

loc~ll companies that tend to be mmer-run and national companies that 

allocate central company overhead and interest costs to their ~Iaine oper-

1. Ibid. 
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ations. Unfortuantely) data on loans to neH) present and former horrO\~ers 

are not reported to the state nor could these data be gott.en from a 

sufficient number of companies. 

Table 4 gives the regression coefficients (standard errors) and t 

values computed for each year. Notable in the table are the positive (and 

fairly large) coefficients for large loans (:\LL/:·\), positive (though not 

consistently significant) coefficients for local ~s. national companies 

(LOCAL), and generally insignificant coefficients for the size of office 

(NLO/OF). The coefficients of the last variable provide evidence contrary 

to the hypothesis of some regulators that the finance companies left the 

state because there was insufficient business to alloH offices large enough 

f ff " . 1 h b f or e lClent operatlons. In any event, t e geometric mean num er 0 

loans per office for the sample \Vas 367 in 1960, 2.+6 in 1964, 278 in 1967; 

and 269 in 1970. EVen if there Here economies of scale related to the size 

of offices (as is indicated by the better data analyzed for the branch 

operations of three major companies and over-all operations of 127 compa­

nies
2
), the reduction in the nu~ber of companies does not appear to have 

resulted in an increase in the size of the offices remaining. 

Of greatest interest are the coefficients of the outp~t variable, the 

average number of loans outstanding (:\LO): These are consistently greater 

(though not significantly greater) than unity, indicating so;;\e diseconomies 

3 of scale. Again, the evidence is contrary to the regulatory hy-pothesis 

that larger con~anies could operate at lower costs. 

l. See page 21a . 

2. See page ~la 

3. See page 21a. 
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1. For example, Gerald Cope (Trustee to Richard Poulos, Referee in 
Bankruptcy) wrote to Rodney Scribner, Secretary of State, on 
January 20, 1971: "The reduction in the number of offices of small 
loan companies is explained from other circumstances to the exclu­
sion of the 36 month rule. The cost factor of maintaining offices 
\ .... i th small loan volumes became evident to the industry in the raiddle 
sixtIes and most companies had undertaken a concentration of their 
business in fewer offices prior to the enactment of the 36 month 
rule legislation." 

2. Benston, Ibid. 

3~ Since all the data are in logarithms, th~ coefficients measure elas­
ticities directly. For example, the 1960 coefficient of 1.18 
indicates that a 10 percent increase in the nwnber of loans out­
standing might result in an 11.8. percent increase in operating expenses. 



-22-

larger companies could operate at lower costs. 

The average costs of making a loan, holding all variables constgnt 

at their geometric mean values, was calculated and is given in Table 5.
1 

Since not all of the coefficients shown in Table 4 were significant, the 

regressions were computed with a step-wise regression routine and average 

costs were calculated with the coefficients that were significant at the 

.05 level of significance (one tail). These also are given in Table 5, 

together wi th a listing of the significant variables. Except for 1971, 

when only 11 companies are included in the s .. ample, the differences between 

the two calculations are slight. 

The data show generally increasing average costs per loan over the 

period. From 1960 through 1963, costs averaged about $56 a loan. From 

1964 through 1967, \ljhen the 36 month limitation \oJas enacted, they were about 

$70 a loan. 
2 

For 1968 through 1970 they were a~out $82 a loan. In part, 

the increasing costs mirror the changes in the price level. However, the 

ceiling rates under which the companies operate were not changed to reflect 

changes in nominal costs. Rather, in 1967, the annual ceiling rate on loans 

under $150 was reduced from 36 to 30 percent. 

\\fhi Ie it appears that 36 percent (or even 30 percent) is a very high 

rate, the average cost per hundred dollars on small loans is even higher. 

1. Since total eA~ense = TE 
b 2 b b 

= blNLO (NLM/O) 3(NLL/M) 4etc . 

average cost 
h2-1 b b 

= TE/NLO = b 1 :\LO (NL\I/O) 3 (NLLj:,l) 4 etc. 

where bars denote geometric means. 
~!arginal costs can be calculated by multiplying average cost by b . 
Since b2 is not significantly different from 1, these calculation~ are 
not presented. 

2. It is interesting to note that t~e operating costs per loan in 1968. 
1969 and 1970 estimated from data from 127 national companies aver­
aged $62. (Bcnston. Ibid.) 
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Chart II shows the costs expressed as a percentage of dollars of loans, 

together with Maine's ceiling rates in effect before and after the 1967 

law change. It seems clear that even under the higher rates allowed 

before 1967, loans under $150 probably were not profitable (recall that 

losses and interest are not included in the average costs). With the 

lower allowable rates and average costs, the finance companies do not 

appear able to cover operating costs for loans under $250 to $300. Why, 

then, did and do finance companies make these loans? 

From Chart III, it appears that after the annual ceiling rate on loans 

under $150 was reduced from 36 to 30 percent, the companies practically 

ceased making loans of less than· $100. Local companies, who made about 

25 of their loans in this size range, reduced this type of loan particularly 

rapidly. 
1 

By 1969 this percentage dropped to 3 percent, However, lending 

in the: liC';;'f.. siZG cat6gul"Y u[ $100 to $300 does not appear to have been affec-· 

ted much by the change rate ceiling. 

An e)"'Planation of why finance companies make what appear to be unpro-

fitable loans (except when the negative contribution margin becomes too 

great) may be derived from the model of loan company operations presented 

above. Unprofitable small loans may be made when the company expects that 

a portion of these customers will renew then at larger amounts, primarily 

by borrowing additional amounts before the loan matures. Also, the loan 

1. Table 4 shows that local cOr.Jpanies reported costs are higher than those 
of national companies, cet. par. From interviews, I believe that 
nevertheless they tended to lend small amounts because they know their 
customers better and are able to "take somewhat greater risks than do 
the national crnnpanies. 
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company is able to assess the risk of lending larger amounts by first 

lending a smaller sum. Thus, an initially unprofitable loan may result 

in a later profitable relationship. As is indicated by the model, the 

present value of the expected net cash flow from the customer is expected 

to be positive. 

This explanation is consistent \'lith the data. Loans larger,than $300 

to $400 appear profitable. l'lhile the 1967 reduction in rate ceilings for 

loans under $150 made these very unprofitable, the companies still found 

loans of between $100 and $300 worth making. How'ever> the 36 month limita-

tion deprived them of the opportunity of eng"ag:tng a customer in a profitable 

long-term relationship, The effect on the average size of loans made by 

three major finance companies, shown in Chart IV, also is consistent with 

the implications of the model. Loans made to new and former borrowers were 

consistently smaller than those made to present horrowers. The average 

amount of all three types of loans increased over time as inflation reduced 

the real amount of funds borrowed and as increasing operating and money costs 

made smaller loans less profitable to the finance companies. In 1969, when 

the 36 month limitation became effective (and the particular companies whose 

data are reported realized that the 1m., would not be repealed), the average 

size of new loans made increased sharply from $482 in 1967 and $528 in 1969 

to $712 in 1968. In comparison, the average size of loans made to present 

borrO\vers was $758 in 1967, $778 in 1968 and $822 in 1969. As Chart IV shows, 

by 1970 and 1971, the average si ze of loans made to ne,1" > present and former 

horrm."ers were about the same. For comparison, the average size of loans 

mane bv :';5 fairly large comnanies from all parts of the United States (sorr.e 
" «, '- - ... 

national, some regional and some ,limited to one or !\oro s-tatesJ in 1968, 1969 
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and 1970 was $75,5 for new borrowers, $578 for former f:lOrro\\'ers' and $970 

1 
for ~rescnt Dorroh"ers. 

Another factol' that makes the 36 month limitation particularly diffi-

cuI t for the finance co:npanies is ShOlVll by monthl), payments scnedule for 

2 
a loan tl:at provides tlLe borrolo[er with about $600. At the present ceiling 

rate of 26 percent add-on. the monthly, parment amount for a 12 month loan 

is 558, for a 24 montlL loan $32, and for a 30 month,loan, $28. For about 

an $800 loan the rate is a bit more tlLan 24 percent and the monthly repay-

ments are $80 for a 12 montlL 10an J $44 for a 24 month loan and $36 for a 

30 montlL loan. The take-home family income of' the average borroKer in 

~Iaine Kho Kould qualif;' for these loans is betll'een $475 and $550 a month. 

While the borrOl .. er can make the required payments, a small disaster I suclL 

CiS l.i..i.iicss Vi juL IdYv.c;. JillghL Ji\ a kt: .it difficult for him to 'Keep up to 

date. The loan companies recognize the possibility and usually "work Ivith" 

the borrO\~er by allowing h,im to extend his payments, often lending him 

additional funds to "tide him over." Possibly because of this practice J 

the loss rate actually experienced lLad been relatively low. Measured as 

charge-offs or increases to allowances for bad debts less recoveries divided 

by a\'erage dollars of loans outstanding, the net loss rate averaged 2.22 

percent from 1960' through 1967. (The 10\\ ",as 1. 87 in 1962 and the high 2.62 

in 1967.) In 1968 the net loss rate was 3.25 percent and in 1969, ~.10 percent. 

1. Benston, Ibid. 

2. l~e actual proceeds are adjusted up or do~n to make the monthly payments 
equal, even doll:l~' ar.lOunts. 
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The operating cost and loss rate data reported provide evidence contrary to 

the hypothesis that the finance companies make loans in the expectation that 

some borrowers will default their loans. The high operating costs measured 

and low loss rate make this "strategy" particularly foolish; consequently, 

it is doubtful if the companies would follow it. 

With the 36 month limitation in effect, if the finance companies 

extend a borrower's payments, they not only must incur the additional 

expense of counseling and "working with" the borrower -- the funds they 

have loaned bear a rate of only 8 percent. ~s Table 5 and Chart II show, 

the operating costs alone are greater than 8 percent for most loans. 

Thus, it appears that the necessity of extending loans when the borrmoJer 

is unable to pay on time, the reduction of revenue from which operating 

and other costs could be paid, together with the impossibility of main­

taining a long-term customer relationship were important factors in the 

decision of finance companies to cease operations in Maine. 
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profita~ility of Finance Companies 

Those who urged passage of the 36 month liwitation and the reduction 

in ceiling rates argue that the companies could easily absorb the 10\'ler 

revenue. As Governor Curtis said in 1969, "Indeed, our small loan regu-

lating laws are, and they remain, favorable to, small loan concerns." To 

provide a test of this contention, the annual yield on assets was computed 

for each finance company whose data are given above for the years 1960 

through 1971. Because the data do not permit an unambiguous measure of 

yield, two rates were computed. (1) Net small loan business operating 

income before income taxes and interest as a percent of average loans 

outstanding: income taxes are omitted because they need not reflect current 

operations and because they are often allocated arbitrarily by national 

companies. Interest also often is allocated arbitrarily by national com-

panies and is largely a function of the type of financing (debt vs. equity, 

primarily) used. (2) Net total operat ing income from all sources before 

income taxes and interest expense as a percentage of average assets "used 

and useful," which includes working capital, furniture and fixtures, etc., 

and other assets in addition to loans receivable. While the returns on 

equity would have been preferable numbers, the data (particularly that of 

national companies and unincorporated local companies) do not allow 

meaningful measures. 

Taoles 6 and 7 present the percentages computed. 
/70~/(' G 

\f:' bf(. 7 
the finance companies believe that national 

The data were dis-

aggregated because some critics of 

companies shift profits from life, accident and disability insurance to an 

affiliated or owned insurance company and hence understate the income data 
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reported to the Bank Commissioner. Mean percentage rates of return on 

assets are given for local and national companies, for the companies 

grouped according to asset size (under $300,000; $301,000 to $1,000,000; 

and over $1,000,000) and for the total. ~igh and low percentages for 

each group also are given. Chart V presents some of these data 

graphically. 

Without some standard of comparison, one can only draw definitive 

. conclusions about the data that show a negative rate of return. Neverthe-

less, unless the reports fi led are fraudulent, it is clear that the net 

income before income taxes and interest expense of most finance companies 
.. 

in t,1aine after 1969 (when the 1967 law began to take effect) was inadequate 

to support continued operation. For all companies, the small loan percen-

tage had dropped from 10.8 in 1960 to 6.0 in 1967 to 4.6 in 1969 and 1.7 

and .08 in 1970 and 1971. The reduction was similar for the total net 

operating income and for local and national, small, medium and large size 

operations. 

Turning (wi '[h less certainty) to the period before the law, it appears 

that the finance companies' return on assets was reasonably good, considering 

that they are relatively highly levered. However, even before the 1967 law 

was enacted, their yie Ids were trending down, as Chart V graphically shows. 

In part, the reduced percentages are explained by the increasing operating 

costs shown in Table 5. Average costs per loan increased from $55.72 in 1960 

to $66.68 in 1967. Interest on the funds they borrowed also increased over 

1 
the period. But the maximum rates the companies could charge did not increase. 

1. The annual avcrap,e rate of finance company paper placed directl 
3 to 6 months, was (from 1954) 1.42, 1.97, 3.06, 3.55, 2.12, 3.~~ 
(1959), 3.54, 2.68, 3.07, 3.40, 3.83,4.27 (1965) 5.42" 4 89 ' 
5.6?, 7.~6, 7.23 (1970), 4.91. [Federal Reserve rlulletln,' , 
vanous 1ssues.] 
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It appears, then, that their rapid exodus from the state was due 

to worsening returns made impossible by the 36 month limitation and, in 

some measure, by the reduction in the rate ceiling and maximum loan size, 

compounded by greater bad debt losses. Thus Mr. Cope's statement 

(quoted in footnote 1, page 21a), that the finance companies were exper-

iencing cost difficulties before 1967 appears correct (although his 

explanation "economies of scale" is not supported). But the data do not 

support Governor Curtis' belief that Maine's laws " .•. are, and they 

remain, favorable to small loan companies." ~ 

Effect of Decline of Finance Companies Lending on Aggregate Consumer 
Personal Loans 

In testimony before the Business Legislation Committee of the Maine 

Senate on Harch 3, 1971, Bank Commissioner Elmer W. Campbell stated: 
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Figures are available by the small loans companies (probably 
given at this hearing) ,indicating that the reduction of their 
loans is catastro~)hic. It is true that there is a large reduction 
in the total of their loans but that does not necessarily indicate 
that the public is suffering from their inability to obtain loans. 

Other sources are avai lable and it is CL'T.azing to see the great 
increase in credit union loans in comparative periods. 

Fro~ Dec. 31, 1966 to Dec.3l, 1969 loans of s~all loan 
companies decreased $11,000,000. 

During this Sar.1e period credit unions in :I'aine increased 
their loans by $29,540,000. 

During 1970 it is estimated that credit unions increased their loans 
by an additional $13,000,000. 

These figures seem to prove that consumers are properly provided 
Ivi th credit even \\"i th the decrease in small l,oan companies and the 
consumer has the advantage of much lower interest rates. 

The department of banks and banking has received no complaints 
[.;,.:,)1;; U;:.; 11;..;1..;11:.:: (;cnccl'l:ing the: closing of 5:;].111 loan comp:mies and 
it is the belief of the commissioner that the public is able to 
obtain proper loans. 

Commissioner CaD1pbell's figures are not adjusted for the increases 

in prices that occured since the late 1960' s. Chart VI graphs for 1955 

through 1971 year end total consumer cash loans (and total loans per 

capita) at commercial and mutual savings banks, state and federal credit 

unions, industrial banks and finance companies in 1971 dollars (deflated 

by the gross national product deflator, 1971 = 100). Loans at credit 

unions and finance companies, similarly deflated, also are graphed. It 

is clear that total loans have increased since 1967, although loans 

Dade by finance cO::1panies decreased. Credit unions shoh' a steady increase 

o\'er the 17 year perio.], IIi th a slight ly greater rate of increase after 

1967. Loans outstanding at finance companies increased hardly at all through 



-29-

the early 1960's and then decreased sharply after 1967 .. As a proportion 

of total loans, credit union loans increased from 20.2 percent in 1954 

to 49.6 percent in 1971 compared to the finance companies' proportions of 

43.4 percent and 4.8 percent in 1971. (The market share of commercial 

and mutual savings banks increased from 32.6 to 40.5 percent and that of 

the industrial banks from 3.8 to 5.1 percent over this period). These 

data are consistent with Tables 6 and 7 and Chart IV, which also indicate 

that the finance companies were not in as good a position as the i'-1aine 

legislature might have believed when they passed the restrictive legis-

lation in 1967. 

The increase in credit union loans after 1967 in absolute amount and 

as a percentage of the total, mentioned by Conunissioner Campbell and shOlvn 

in Chart VI, requires some explanation. Credit unions can obtain the funds 

they lend (with minor exceptions) only from their ~embers.l Unlike finance 

companies, they cannot borrow from banks or from the general public. HOIv, 

then, did they obtain the increased funds? Mr. Ted Desveaux of the ~laine 

Credit Union League believes the increase was due to an extensive advertis-
2 

ing campaign by the credit unions. Their decision to expand predated the 

1967 legislation, which they did not expect to be enacted. Thus the growth 
w,th 

of the credit unions was coincident but essentially independent of the 
f\ 

decline of the finance companies. 

While it is clear that credit unions' (and to a lesser extent, the 

other institutions') share of the market increased, it is not clear that 

1. In 1969, federal credit unions in :-'Iaine had "notes payable" of $3.2 
million and total assets of $82.3 million ~lile state credit unions 
had borrOlvings of $.4 million and total assets of $22.1 million. 

2. This belief is surmorted hy evidence presented by Ryland A. Taylor, 
"The Demand f0r Credit Union Shares: A Cross-Sectional Analysis," 
.TournaI of r:inancial and Ouuntit:1tive i\nalvsls, Vll (.june 1972), 
17·19- 56. 



the amount of loans supplied equaled the ffi10unt demanded. To determine 

Khether total loans after I"967 loJere at the le\·e 1 they I,ould have been had 

not the 36 month rule been enacted, a theoretically valid supply and demand 

. model must be constructed, specified and tested for the period before 1968. 

The following model l'las developed for this purpose. 

(8) LD = f(RL, G, P, UR, Y) 

(9) LS = g(RL, P, RB, C) 

( 10) LD = LS, Ylhere 

LD = total consumer installment cash loans demanded, 

LS = total consumer cash loans supp lied, 

RL = rate charged on loans. 

G = goods purchased with consumer credit, 

P = population. 

UR = unemployment, 

Y = personal disposab Ie income, 

RB = borrowing rate of lenders (gross opportunity cost of lending) , and 

C = operating cost and risk of lending. 

According to this model. consumers' demand for loans is a function of the 

rate they pay and their need for borrowing as determined by thei r purchases, 

unemployment and income. The amount of funds lenders supply is a function 

of the rate they earn and the cost of obtaining and lending funds. Popula­

tion serves to account for the scale of demand and supply. 
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The demand 'equation may be written' in the following linear form: 
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where U
t 

is a random disturbance term and other variables are as defined 

above. Loans demanded·at time t (LD
t
), then, are a linear function of the 

pouplation (P) and present and past rates of charge (RL) , purchases of 

goods, (G), unemployment CUR), and income (Y). Assuming that total loans 

with respect to population is homogeneous in degree one (as Chart VI shO\~s) I 

al=l and all variables can be stated in terms of loans, goods purchased, etc., 

per capita. Asswning further that the effects on loans of past goods pur-

chases, unemployment and income are impounded in tbe beginning level of loans 

outstanding (for each period, loans supplied = loans demanded), equation (11) 

can be rev,ri tten, either in total or per capita form, as: 

(12) 

LO
t

_ l = loans outstanding at the end of the previous period, and 

6. = change. 

The supply equation (9} also can be written in linear for.r:: (in total or 

per capita) as: 
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where V t is a random disturbance term and other variables are as defined 
above. 

The amount of loans supplied, then, is a linear function of past and 

present lending rates, borrowing rates and lending costs. As is assumed 

for the demand equation, past rates and costs are impounded in past levels 

of lending, so that equation 13 can be rewritten as: 

(14) 

Using two stage le·ast squares, the equa\ion can be solved for the 

common endogenous "price" variable, l1RLt , and then for LDt . Unfortunately. 

this planned procedure could not be effected because data on RLt are not 

available for banks. Further, the data on gross loan income which are 

available for finance companies and credit unions do not adequately 

measure current period charges. Consequently, the simultaneous supply and 

demand model had to be abandoned. Considering that simultaneous equation 

models rarely provide much different estimates than are given by single 

equation models, this limitation may not be very serious. 
1 

As an alternative, the demand for consumer loans can be extended on 

the reasonable assumption that lenders supply the loans demanded to the 

2 class of borrowers whom they serve. The rates charged borrowers differ 

1. For an example related to consumer loans, see Walter Nicholson, "A 
Simultaneous \Iodel of the Demand for Consumers I Durable Goods and 
Consumer Crecli t," unpub lished paper presented at the Winter Meetings 
of the Econometric Society, New York, December 23, 1969. 

2. See \131\' Lin Yee, "An Analysis of Installment Borrowing by Durable Goods 
Bu>'crs," Econometrica, 30 (October 1962), 770-87; Helen ~1. Hunter, ".-\. 
Behavioral ;Iodel of the Long Run Growth of Aggregate Consumer Credit in 
the lIni ted States," Revielv of Economics and Statistics, ~Iay 1966, 124-
1~0; Horace J. DePodwin and IlolI':1rd )J. Ross, The Supply and. Demand for 
Personal Credit in Nell' York State, 1950-1970, Savings Bank Association 
of New York State (:\cw York, 1965); nnd James F. Smith, The Demand for 
Consllmer Credit Since 1948: A Dynamic Stock-Adjustment Approach, 
unpubl ished disscrt ation, Southern \Icthodist Uni versi ty, ~Iay, 1971. 
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for banks, credit unions, industrial banks. and finance companies but, 

except "hen the legal ceiling changes, usually are at the ceiling. Lenders. 

then. provide flmds to borrowers at this rate in the amounts demanded. so 

long as the borrowers are within the risk class (or better) served by the 

lender. Thus. the volume of loans is demand determined and the rate 

charged. RL, being constant. is dropped from the equation. The following 

d d . h . d 1 eman equatlon t en was estlmate : 

RV = registered vehicles. used as a proxy for goods purchased for 
which cash loans are taken, since cars are the single most 
common good purchased with the proceeds of these loans. 

Since the linear form need not be the beRt specification: equation (14) 

2 also was estimated in logarithmic form. 

Equation (15) and its logarithmic counterpart were estimated 'vi th 

annual data for 1954 (the first year for which complete data on total 

consumer cash installment loans are available) through 1967. (Quarterly 

data are not avai lab Ie) . The equations were specified 'vi th total and per 

capi ta amounts. but. as Chart VI indicates. there was almost no difference 

in the coefficients. Hence only the total loan equations are reported. 

1. A forecasting model, in which both supply and demand factors were 
~ncluded, could not be specified, since annual data on consumer loan 
costs at commercial banks in ~aine are not available. 

2. Equation (15) also was stated in terms of changes, in an attempt to 
reduce the problem of autocorrelation of the residuals. However, 
this form proved to have a lower Durbin-Watson.statistic and higher 
first order autocorrelation of residuals, as 'veIl as a '.vorse fit 
to the data. 
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The coefficients (standard errors) and t values estimated are as 

follows: 

(15' ) LOt = 1.109 LOt _1 + .66 ~RVt 941 ~URt - 41.25 AY t 

2 R ::: .99 

(.027) 

40.78 

(.78) 

.84 

Durbin-Watson Statistic::: 1.22 

(1602) 

.58 

First order autocqrrelation of residuals::: .39 

(41.09) 

1.'00 

(16) lnLOt ::: 1.013 lnLOt _l + .13 ~lnRVt - .11 ~lnURt - 2.01 ~lnYt 

(.003) (.21) (.10) (1.00) 

380.8 .62 1.13 2.02 

2 R == .98 

Durbin-Watson statistic = 1.25 

First order autocorrelation of residual = .27 

Only the lagged loans outstanding are significant at the .05 level in either 

the original or logarithmic form. Considering a less rigorous definition 

of "signifi cance. II the equations wi th variab les whose coefficients are at 

least as great as their standard errors are: 

(15") . LOt = 1.089 LOt _l 
(.029) 

40.78 

R2 -_ 98 . 
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(16' ) In LOt = 1. 0 12 LOt _ 1 - 1. 15 flY t . R2 = 98 . 
(.002) (.68) 

423.9 1. 70 

Omi tting the "non-significant" variables affects the R2 and coefficients 

hardly at all. Thus, it appears that loans outstandi,ng are best stated 

as a function of the previous balance outstanding and possibly, in the 

logarithmic form, of changes in personal income. 

The coefficients thus estimated I.d th data over the period 1954-1967 

were used to "predict" .loans outstanding in "the post-1967 years. Table 8 

shows the actual and the predicted amounts of total loans for each of the 

four equations whose coefficients are given above. With the exception of 

equation IS' for 1971, the predicted amounts are greater than actual for 

all models and years. However, the estimated amounts are not, in all cases, 

significantly greater than the actual loans outstanding. "Actual" is two 

standard deviations or more less than "predicted" for the 1968 and 1970 

original data models and the "good" 1971 original data model. The less 

stringent one standard deviation difference shows significantly less than 

predicted loans in all years for the original data models (except the 1971 

all variables equation) and the" good" logarithmic equation. Thus, there 

is some evidence that the 36 month limitation may have resulted in a lesser 

amount of loa~ls outsta"1ding. 

However, the aggregate data and the models specified really are not 

adequate or sufficiellt to determine the effect of the radical reduction in 

lending by finance companies on the availability of 'credi t to COnSlUl1ers. 
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People can borro\f from many sources besides commercial and mutual savings 

banks, creJit unions, and industrial banks -- such as trade credit, auto 

finance companies, second mortgage lenders, friends, loan sharks and 

others whose data are not available on a state wide basis. Consequently, 

it is not possible to conclude, as did Commissioner Campbell, that "these 

figures seem to prove that consumers are properly provided with credit ... " 

or the reverse, as the demand models indicate. Rather, at the least, one 

must go to the individuals affected to determine the effect of the 36 

month limitation. 

Survey of Lender~ 

Commercial bankers and credit unions officials were interviewed and a 

::iUT"iCY illai led to det6YJj,ine whether anJ how the l'eJuLLiulI .iii It:JlJ.illg uy 

finance companies affec.ted them. While some of the bankers be lieved the 

restricti ve legis lation \.,as good for consumers, most thought it unwise. 

Of greatest interest was their almost universal belief that they had 

"picked up" very little new business that they thought was formerly served 

by the finance companies. Bank charge cards, they said, generally would 

not be granted to these customers because charge cards, with which a holder can 

borrow on demand, present a bank \d th greater risk than installment loans. How­

ever, they thought that many people who borrow at finance companies 'could 

qualify for bank installment loans, if they would apply. 01r. Desveaux of 

the ~Iaine Credit League be lieved that many former finance company customers 

\'1ere' now served by credit unions, but he said that there were no data 

available to support or deny this belief. However, since credit unions can 

lend onl)' to members, peop Ie who are not emp loyed by companies wi th credit 
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unions, attend a charch that has a credit union or live in a neighborhood 

served by an area credit union, cannot be served. 

Survey of Borrowers -- The Data 

To determine directly the effect of the reduction in finance company 

lending on their customers, a large sample of borrowers was interviewed. 

In November and December, 1971, four maj or consumer finance companies \\'ho 

were shrinking and/or discontinuing their operations in Maine were asked 

to supply the names, telephone numbers, addresses and other information 
.. 

on former or present customers who had wanted to take out or increase 

loans (roughly) during the past year, but whose requests were refused 

because the company was not extending or making loans. In all cases, these 

were people to whom th~ companies would have been plea!':ed to lend h:1d thAy 

not decided to reduce or eliminate their operations in Maine. 

Table 9 gives the composition of the sample. Names, addresses and 

telephone numbers of 771 borrowers were received over a period of several 

months. All borrowers for whom valid telephone numbers could be found were 

1 
contacted. In all, 436 persons were contacted at this stage of the survey. 

The telephone interviews proved very satisfactory, in part because 

the interviewers \vere very good at establishing rapport. The principal 

interviewer was a graduate student at the Uni versi ty of ~1aine who was fam-

iliar with mucl, of the state. After some experimentation, he developed 

the technique of conducting an apparently un5tructured conversation of from 

1. Ini t ially, ))o1'ro'\'c::s were sent a letter that informed them of the study 
and that they \wuld be contacted by telephone, 'assured them that they 
would not be "sold anything," that the information gathered would be 
kept confidential and that the study might benefit them. The letters 
appeared to be ignored completely. Consequently this procedure was 
abandoned. 
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four to six minutes I during \.mich he avoided leading the borrowers to 

anSNers, yet managed to get replies to most of the questions. When an 

interyie\~ee \wuldn' t give information unless he or she ,.,ere asked too 

specific questions (i. e., "Why did you ,.,ant to borrow money?" No reply 

until the intervie,ver had to say -- "To buy a car?") and then seemed to be 

answering to please or get rid of the interviewer. the interview ,.,as marked 

"refused to respond." ~·Iost in this group include people who simply 

wouldn't speak to the interviewer. Of the 436 people contacted. 58 

(13.3 percent) refused to anSlver and 378 (76.6 percent) gave the requested 

information. The i:1terviewers believe that they received valid answers to 

their questions. with one exception -- "What percentage amount of loan was 

outstanding when you attempted to rene,., your loan?" Many interviewees 

,~HVA vague repl ;flS 11hich indicated that they dtheJ:" really Jiu lIuL know the 

amount or did not understand the question. 

The 436 borrowers contacted represent 56.6 percent of the sample. It 

would be potentially misleading to assume that the persons not contacted 

are like those contacted; their not having locatable telephone numbers 

might be an indication that inability to borrow additionally from the 

finrulce companies put them in a particularly difficult financial situation. 

Consequently, a sample of 82 (24.2 percent) of the 335 borrowers not con-

tacted was selected. (The sub-saI:lple comprised all borrowers in several 

tOlms) . The las t known home and work addresses of these borrowers was 

obtained, from which they were located (eventually) and interviewed. All 

of these borrowers were interviewed (although this proved quite time con-

suming). Thus a control against the 253 persons not contacted Kas 

established. 
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The principal question asked the borrowers was whether or not they 

were able to obtain the funds for \"hich they had gone to the finance com-

panies. To ascertain Nhich characteristics were associated with ability 

or inability to get funds, data on the borrowers was obtained from the 

finance companies, as follmvs: occupation, weekI)' gross salary, age, 

mari tal statu~, number of dependents, number of years the borrm"er was 

continually in debt to the finance company, and number of previous loans' 

the borrower had with the finance company. 

The data nrst are used to determine whether or not the 67.2 percent 

of the sample contacted are representative of the entire sample. Tables 

10 thro'Jgh 14 give the percentages of each sample in the subcategories for 

which information was gathered. The number of observations fOT which valid 

data were available also is given, as are the number and percentages of 

each sample for Hhich data were not available. Table 15 gives the chi 

square statistics (\"hich measure the probability that the differences are 

not due to chance) computed from two way comparisons of the samples. The 

chi squ~re statistics show no significantldifferences in any of the charac-

teristics measured between the poeple who answered the initial telephone 

survey (A) and those who refused (R), between those \"ho answered the ini tial 

1,,-bk 

T", 4/e-

'",,/c.. 
-: .. ~ .t." 

lTv~/t 
(t-d/e-

telephone survey (A) and those who were contacted by field interviews (C), and 

1. A measured chi square statistic as large or larger than that at the 
five percent level of significance indicates that the relationship 
measured could have occured hv chance no more than five times in ~ 
hundred. Thus, in Table 15, the measured chi square for occupation 
bet~een the A vs. R. samples of 2.48 compared to the chi square at 
the 5 percent level of 11.10 is considered evjde'nce of an "insia­
nj ficant" difference in the occupations of borroll'ers in the two b 

groups. 

I,) 

1/ 

It 

,_I 

'1 
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between those not initially reached by telephone who later were contacted 

(C) or not contacted (1\1). Only those who answered the initial survey (A) 

and those not contacted (N) shmved significant differences in several 

respects. The most striking of the differences are as follows: those 

not contacted include a slightly higher percentage of unskilled and much 

higher percentage of professional workers (see Table 10), they earn some­

what less (see Table 11), and have a higher percentage of single persons 

and fewer dependents (see Table 13). Of greatest interest for this study, 

they do not differ much in number of years i~ debt or previous loans. 

Consequently, it is concluded that the 460 borrowers interviewed, on which 

the balance of this and the ,next two' sections are based, represent the 

entire sample of 771 well. 
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Abili ty to BorrOl'" and Source of Funds of Individuals Surveyed 

Table 16 shoh'-s that almost exactly half the borrowers ,,'ere able to 
/-, 
",.:: :.1.:.. 

obtain funds (A) fro::1 other sources and half were unable to obtain new 

funds (U). This table and Table 18 report on differences bet\~een the two 

groups to ascertain why some borrowers could get funds and others not. 

Considering the reason for borrowing first, Table 16 shows that a greater 
I 

percentage of those able to obtain funds wanted the money to consolidate· 

debts (54.5 vs. 48.9 percent) or buy a used car (19.5 vs. 12.7), while the 

percentage of those ,,'anting to purchase furniture and household items \~as 

highest for the "unable to obtain funds" group (10.0 vs. 5.6 percent). The 

percentages of what some might view "socially acceptable purposes," -- to 

pay ~edical bills. make home improvements and pay school expenses -- were 

about the same for each group. At the least, there seems no evidence that 

those unable to obtain funds wanted the money for obviously f'less \wrthy" 

purposes. 

Table 18 gives the chi-square statistics for each of the seven charac-

teristics reviewed above as well as for the percent of loan unpaid at the 

time the borrower wanted additional funds (5 categories) and reason for 

borrowing. (Groups other than the able (A) vs. unable (U) to obtain funds 

groups are discussed below). Chi square statistics rather than the under-

Iring data are reported since the only significant difference beth'een those 

who h'ere able (A) and unable (U) to obtain funds is the "reason for borrOlving, II 

h'hich is detailed in Table 16. Thus (contrary to expectations), the explana-

tion of \\':1;' some borrOl\ers could and some could not 'obtain funds is not 

discernable from the data collected. The interviewers \ .. ere unable to say 

I ~. 
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whether the people who could not borrOl'l tried to borrow but were refused, 

could not find another institution in their area from whom to borrow (such 

as a credit union from which they were eligible to borrow), gave up trying 

after being told that the finance company would not advance them funds 

("if they wouldn't lend to me, who would?"), or bought more goods on credit 

but did not consider this "borrowing." 

Those able to obtain funds were queried about the source of their 

borrowings. The greatest proportion (39.8 percent) shifted their debt to 

another finance company, which shO\~s th&.t the 36 month rule was not entirely 
~ 

effective. Banks provided loans to 22.9 percent, 20.8 percent borrowed 

from a credit union and the balance of 6.5 percent from other sources. None 

admitted borrowing from a loan shark. Recalling that few of the bankers 

lnterviewed and surveyed thought that they had gotten much new business from 

former finance company borrowers. it may be that these people were considered 

by bankers to be sufficiently good risks to be not classified as "finance 

company clients." 

Those unable to obtain funds took one of three actions. Most continued 

to pay regularly (77.3 percent) while almost all of the balance missed some 

payments but paid off the loan (22.3 percent). Only one person (.4 percent) 

declared bankruptcy. 

Borrowers' Feelings about i\ot Having Been Granted a Loan by the Finance COP.1pany 

The peop Ie interviewed also were asked how they felt about no longer 

being able to borrow from the finance company. Questions of this sort ah'ays 

must be treated with skepticism and interpreted 'vi th' great care, since feel-

ings are difficult to measure and people often answer according to how they 
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think they should feel. This caveat is especially nece~sary when inter-

preting fee lings about borrowing. BorrO\~ers, no less than law makers, 

often regard being in debt (particularly from "lenders of last resort ll ) 

as "bad." A good illustration of this is provided in an interview study 

f 
. 1 

of 101 people who \,'ere at that time borrowers rom small loan companIes. 

the interviewers did not know this fact and, during the course of the 

interview, asked how many cash loans and installment purchases the inter-

viewee had outstanding at the time of the interview (unfortunate ly, the 

two types of debt \~ere grouped). Eleven percent, of those intervie\,'ed said 

they had no loans, 23 percent said they had one, 28 percent said they had 

three, etc. Thus at least 11 percent (and possibly 34 percent) reported 

no loans outstanding although they were then in debt to a finance company. 

In the present study, the intervie\o[ers put the anS\~'ers as to "feelings" 

hT .' 
into the categories reported in Table 17. Of those able to obtain funds, \" d. ble. I 7 

74.1 percent felt better off, primarily because they established credit 

with a "better qualityll financial institution (80.2 percent of the 74.1 

percent). ~:ost of the balance felt better off because they were lI:rid of 

the burden of the finance company. II It is easily understandable that people 

who find that they can borrO\o[ for a lower interest charge at an il1sti tution 

with more "class" feel better. It is interesting that r.1ost of the fel" "'ho 

felt worse off even t~ough they did finc! funds elsewhere (7.0 percent) said 

that they still found themselves under the burden of a financial institution 

1. John B. Lansing, Gerald P. Ginsburg, and Kaisa Braaten, 11.\ Pilot Study 
of Characteristics of People I\'ho Borrol\' Cash fr'o:n Small Loan Cor.;panies,1I 
Survey Research Center, Institute for Social Research, Uni versi ty of 
Michigan, Dece:nber 1957, mimeographed. 
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that debt was too easy to get. The remaining 19.1 percent who were able to 

obtain funds said they felt about the same, half because they still werc in 

debt and a Ii tt Ie less than half because they borrowed from another finance 

company. 

It is interesting to find that 36,3 percent of those who were unable 

to obtain funds said they felt better, primarily because they were "rid of 

the burden of the finance company." The balance declared that finance com-

panies are a "necessary evil," so having paid off their debt, they felt 

better. ~·fost ot those who felt ",rorse blamed their condition on having 
~ . 

borrow'ed from a finance company- in the first place, which required the:ll to 

payoff the loans. Only 11.4 percent of those who were unable to obtain funds 

(5.7 percent of the total) felt worse because there were no other alternatives 

~vni18ble to them. 

The characteristics (occupation, salary, age, marital status, number of 

dependents, years in debt, number of previous loans, percent of loan unpaid 

and reason for borrowing) of those who felt better (B), worse OV) or the 

ing expressed. Table 18 gives the chi 

any of these were related to the feel- «_ ,I I 'J 

('hie. of 

square statistics computed for these 

same (5) were compared to ascertain if 

groups. Age for the 8 vs. IV comparison is the only characteristic that is 

significantly different between the groups. The principal difference is 

that the B group is older; 3.3 percent are betwe~n 18 and 24 compared to 

15.9 percent for the IV group. 

Chi square statistics that measure the significance of differences in 

the characteristics of those who were able to obtain funds ,.,rho felt better 

(8), worse (IV) or the same (S) are given in Table 19. Only salary in the 

B vs. S comparison, occupation in the W vs. S comparison, and source of 
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funds in the B vs. Wand B vs. S comparisons are significantly different. 

The difference in salaries between the Band W groups is in the lowest 

category -- $0 - $80 a week. The B group had 9.9 percent of its valid 

observations in this category cOJllpared to 30.8 percent for the W group. With 

respect to occupation, a greater percentage of those who fe lt I-Jorse (W) are 

whi te collar I-Jorkers (30.8 compared to 2.6) and a greater percentage of these 

who felt about the same (S) are unskilled (39.5 compared to 7.7). The other 

differences in occupation indicate that "higher status" \.zarkers were less 

content with the changed si tuation than I\ere those with "lower status" jobs. 

Thus the people who felt worse off even though. they were able to obtain 

funds otherwise appear to be low·er paid \oIhi te collar workers. 

The source of the very large chi square differences with respect to 

significant clrl square statistic is due to the fact that 93.8 percent of 

the borrm'lers who felt \'lorse off borrmved predominantly from another finance 

company while 67.8 of the borrowers Imo felt better off obtained funds from 

banks or credit unions. 

Table 21 gives the chi square statistics for differences in the charac- (1:( ~ Ie. .2 I 

teristics (occupation, salary, age, etc.) of those who were unable to obtain 

funds according to their feelings about the situation. The only significant 

differences are in comparisons of years in debt ,of those who felt better (B) 

vs. worse (W) and action taken of B vs. Wand W vs. S (felt the same). The 

maj or differences ~-Ji th respect to years in debt are in the proportions who 

were in debt three or fe\~'er years. 'l!o\\'e\'er, the pattern of difference is 

erratic, The percentages for 1, 2 and 3 years in debt for the B vs. \\1 

groups Cl.re: 2.8 vs. 17.6, SO.7_vs. 37.8 and 24.9 vs. 16.2. Considering 
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that 77.4 vs. 71.7 are the B vs. W percent,ages for 3 ye~rs and under, it 

is doubtful if the differences are meani,ngful. 

The feelings of those who were unable to obtain funds is analysed with 

respect to their actions in Table 22. Most of those who felt better (81.9 

percent) continued to pay on their loan, compa~ed to 62.7 percent of those 

who felt worse and 90.5 percent of those who felt the same. That 37.3 per­

cent of those who felt worse missed payments but paid off the loan probably 

indicates the difficulty they experienced in repaying their debt -- hence 

their negative feelings~ Overall, 77.3 percent of those who could not 

obtain funds continued to pay regularly while 22.3 percent missed some 

payments but paid off the loan. Only one person declared bankruptcy. 

How should the data on "feelings" be interpreted?· First it should be 

recalled that the borrowers were interviewed at about the time when they 

·had managed. to r~pay their loans to the finance cQmpanies. After perhaps 

much struggle and privation, some were out of debt for· the first time in 

years. At this point, they are likely to be pleased that they were unable 

to have borrowed a year or two ago. Second, many borrO\~ers, particularly 

those from the New England state of ~Iaine, may be somewhat ashamed of being 

in debt, particularly from ienders whom they and others regard as higher 

cost lenders of last resort. Third, it should be recalled that the borrowers 

intervitl\~ed were finance company customers in good standing. People who had 

not previously been customers of the sompanies but who wanted to take out 

loans were not interviewed because records on them are not available. Con­

sequently, notl~ng is known about their feelings about not having the alter­

native of borrmring from a finance company. For these reasons (and others 

given below), I interpret the predominent belief of borrowers that they "felt 
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better" (Tab Ie 17), not as support for closing down small loan companies, 

but as an indication of the relief that many borrowers feel in bei,ng out 

of debt or at borrowing at lower than previous rates. The implications of 

this and alternative interpretations are considered further below. 

The "hard data" revealed by the survey al10\>[ firmer conclusions to be 

drmffi. Half of the former finance company borrowers were unable to obtain 

,funds elsewhere and 20.0 percent simpl~ borrowed from another finance com­

pany. Only 27.0 percent of the former borrowers were able to obtain funds 

at lower rates than they othen'li~e would have paid (30.0 percent if loans 

from relatives and friends are included). Thus, it ~ppears that not all 

those unable to borrow from finance companies were otherwise accomodated. 

Characteristics of Long and Short Term Borrowers 

The 36 month limitation was enacted in the belief that long term 

borrowers need protection from the finance companies and from themselves. 

In-depth psychological, economic, and sociological studies of long term 

borrowers would be desirable to determine whether the legislation is, in 

fact, wanted by and helpful to them. Unfortunately, such studies not only 

are very expensive to make, but difficult to interpret. However, the 

economic and other measurable characteristics of long term borrowers can 

be compared to those of shorter-term borrowers to determine what character­

izes people presumed to be in need of protection. Data on the sample of 

borrowers surveyed, described above, is used for this analysis. 

Table 23 shows the occupations of borro\'wrs who \.,rere in debt to a 

finance company continuously for 1, 2-4, 5-8, 9-12 and 13+ years or who had 

1, 2-4, 5-8 or 9+ previous loans. The data are presented as percentages of 

(~~/e 2] 
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the total number of each groupi,ng of years in debt or previous loans (1, 

2-4, etc.). However~ since there are an uneven nunber of borrowers in the 

different occupation categories (a greater proportion of finance company 

customers are skilled and semi-skilled or unskilled 'olorkers than are white 

collar workers, etc.), the percentages should be compared to the percentage 

distribution of the sample (given in the first column). 1 Table 23 shows 

that unskilled workers comprise a greater percentage 'of short term (one year 

in debt or one previous loan) borrowers than ~ould be expected by their 

numbers in the sample. Relatively more skilled and semi-skilled workers 

are longer term borrowers. Borrowers in the other occupation groups do not 

exhibit any particularly marked relationship to term of indebtedness. Taken 

as a whole, the chi square statistics computed indicate that the relationships 

between occupation and number of years of continuous indebtedness and number 

of previous loans are not significantly different (at the 5 percent level) 

than 'olould be expected by chance. 

Table 24 presents a similar analysis for five categories of weekly 

gross salary. With respect to number of years continuously in debt, the 

percentages show a slight tendency for the borrowers with incomes of $81 to 

$120 a week to be longer term bOITo\oIers, ~hi1e those making $161 to $200 a 

week appear to be shorter term borrowers. HOI"ever, the overall relationship 

between salary and years in debt is not strong~ as indicated by the non-

significant~ rather 10101 value of the chi square statistic. With respect to 

the number of previous loans, poorer borrOKers (those making less than $80 

1. I'he percentage d1stributions of the saIT!? Ie are ,,,eighted averages of the 
percentages' in the munber of years or loans rows,' the , .. eights being the 
percentage of each number of years or loans grouping to the total. These 
percentages are given at the- foot of the colu!:lns. 
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a week) had a much higher than proportionate percent,age ,of only one previous 

loan. In contrast, the highest paid group (those making $200 a week or 

)hd h . f . 1 1 more a a somew at greater proportlon 0 prevlous oans. The middle 

salaried groups show no special relationship to number of previous loans. 

Consequently, the chi square statistic indicates that, on the whole, salary 

is not significant ly related to nU':1ber of preyious loans. 

In contrast, age and previous indebtedness to the finance company is 

highly significantly related, as indicated by the large chi square statis­

tics reported in Table ~5. This relationship ha~dly is surprising, since 

young borrowers cannot have been in debt for very long. As Table 25 shows. 

relatively few borrowers in the 18 to 2~ age bracket had been in debt more 

than four years or had more than one previous loan. Borrowers in the next 

age bracket (25-34), who represent about a quarter of the sample, also were 

in debt relatively fewer years than the older borrowers. The long term 

borrowers are those betl\'een 45 and 64 years of age. These data indicate 

that long term borrowers started Io;i th the loan company in their thirties, 

perhaps after they found it difficult to nanage their finances otheI":lise. 

It would seem that married people would tend to be longer term borrOlvers 

than those ",ho are single, divorced or lvidoKed, since their need fer funds 

is greater. However, as Table 26 ShOl"'S, such is not the case. While the 

relationship between marital status a.'1d preYious indebtedness is not signi-

ficant, it appears that married people ha\'e a proportionately greater share 

1. It is interesting to note that this group is not characterized by a 
much. greater number of years in debt than expected, which indicates 
that they may have rewritten their loans more often. 
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of one year debt and one previous loan than do the others. 

The relationship bet,,'een the nwnber of dependents and ?rev::'ous 
shown in Table 27 

borrowings/is consistent with that of marital status. Borrow6rs with no 

dependents comprise a far greater proportion of long term debtors (13+ 

years previously in debt or 9+ loans) and those with three or more depen-

dents a lesser proportion than do the others. The overall relationship, 

however. is not significant. Thus. it appears that, short term debtors are 

more likely to be single or married people with three or more dependents. 

Table 28 shows the relationship between th~ borrower's primary reason ~ 
\Td 6 Ie.. ;).~ 

for borrowing and his/her previous indebtedness. Borrowers who wanted 

funds to consolidate debts were proportionately mOTe heavily represented 

in the 13+ previous loan group. but do not have a much different than 

expected number of previous loans. Those , ... ho , .. anted money for a used car 

or school related expense do not show any special pattern of previous 

indebtedness. Both groups of borrowers tend to have much lower than expected 

percentages of more than nine previous loans or years in debt. In addition, 

borrowers who \oJanted money for medical bills shO\,' higher than the e;,:pected 

proportion of one year in debt and one previous loan. TIlese data are 

consistent with the common sense belief that borrowers who want money for 

immediate needs are shorter tern debtors than thos'e ,\ho want money for 

longer term purposes. 

Finally, previous indebtedness is related to the borrowers' feelings 

about not having been able to borrO\o[ fron the finance company. .\s Table 29 

shO\'ls. less than a proportionate nunber of very short term (one year in debt. 

one previous loan) borrO\vers tended to feel better off. perhaps indicating 
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that they were pleased \oJi th their new relationship with the finance com­

pany. However, as the chi square statistics indicate, the relationship 

over all is not significant. 

In summary, long term borrowers (those continually in debt for 9 or 

more ye ars = CD, or those \\'ho had 9 or more previous loans = PL) tend to 

be skilled workers (CD and PL), people who make $200 or more per week (PL), 

in age between 4S and 64 (CD and PL), people \\'i th no dependents (CD and PL), 

and borrowers who \vanted the money to consolidate debts (PL). The long 

term borrowers appear not to be professional \o,'orkers (CD), people making 

less than $80 a week (PL), and those under 34 years of age (CD and PL). 

Very long term debtors (those in debt continuously for 13 or more years) 

particularly include feHer than expected borrowers with three or more 

dependents and those ~ho wanted money for medical bills and furniture and 

home improvements. Short term debtors (those continuously in debt for 

less than four years = CD, or with one previous loan = PL) tend to be 

unskilled workers (CD and PL), people earning less than $80 a week (PL). 

those under 24 (CD and PL, 34 for CD), married borrowers (CD and PL), people 

wi th five and over dependents (CD and PL), and those \oJhose primary reason 

for borrowing was to pay medical bills (CD and PL). Short term borro\oJers 

appear not to be skilled and semi-skilled workers and white collar workers 

(CD and PL), people making over $161 a week (PL), those between 4S and 64 

years of age (CD and PL), unmarried people J and those \'/i th one or no 

dependents (CD and P L) . 

The portrait of the long term borrower that emerges from the data reviewed 

is not consistent \d tl:l the view _that they are of a homogeneous group \oJho are 

ill equipped to handle their financial affairs. Rather their occupations, 
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salaries, marital status, number of dependents, and stated reasons for 

borrowing show that they are diverse. anly age is significantly (and 

obviously) related to previous indebtedness. Further, the relationship 

between the borrO\vers I characteristics and whether they are short or long 

term borrowers that are sho"~ by the data are consistent with the portrait 

of borrowers as rational consumers \"hose debts reflect their economic and 

family positions and need for credit. As a further test of whether long 

term indebtedness is "bad" for consumers and/or society, the relationship 

between such borrowing and bankruptcies is considered next. 

Long Term Borrowing and Bankruptcy 

Concern over the number of personal bankruptcies fi led in ~Iaine was 

au impul'LallL reason for the enal:Lllleni of the 36 month rule. In a speech 

,supporting the legislation on April 5,1967, Senator Peter mIls said: 

The real question, hO\,'ever, is why do people become so indebted 
that they cannot meet their monthly payments and, therefore, are 
compelled to file bankruptcy. The main reason for this is the: 

(a) high cost of credit 
(b) on unreasonable large indebtedness 
(c) for long periods of tirr.e. [capitals in original a, band c] 

Referee in Bankruptcy Poulos also considers long term indebtedness an impor­

tant cause of bankruptcies,l perhaps because he comes in direct and frequent 

contact with those Kho declare bankruptcy and their creditors. 

1. See last sentence of quote on page 2 above. 
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Aside from· the important philosophical (and empirical) question of 

whether bankruptcy is detrimental to consumer v;elfare, the preliminal'Y 

question to be answered is hnether long term indebtedness is associated 

with (or a causal factor of) bankruptcies. Some data on this question 

were gathered by Referee Poulos from 351 bankruptcy cases on file as of 

June 13, 1972, in which a particular finance cor.;pany was the principal 

creditor. Referee Poulos' staff analysed the files available to them and 

determined the nu~ber of times the loan in question had previously been 

rewritten (with or without an additional cash advance). This determination 

could be made for 90 of these loans. Table 30 gives the number and percen-

tage of the number of rehTites of this total cOQpared to similar data, from 

the same company, of bOITO\ ... ers \'lho , ... ere included in the sample described 

abu"io. It is cleaT frow Table 30 that the peoplt:: wlw declared bankruptcy 

had renewed their loans far fewer times than those who were considered good 

customers by the finance company and who, when credit was cut off, did not 

declare bankruptcy. Thus the available data are contrary to the belief 

that long term indebtedness is associated with bankruptcy and hence is 

unlikely to be a causal factor of bankruptcy. Rather, as several studies 

have shown, bankruptcy appears related to harsh \ .. age garnishments and 

unexpected costly medical problems, job losses and marriage failures. 1 

1. See David T. Stan ~ey and ~·Iarj orie Girth, Bankruptcy: Proble~, Process, 
Re~o~m, The BrookIngs Institution (h'ashington, D. C., 1971); and 
~~I ~IP Shuch::-.a? and Ger~ld R. J a~tscher, "Effects of the Federal 
,l1mmum ExemptIon fro::1 I\age GarnIshments on ~onbusiness Bankruptcy 
Rates," Commercial La" Journal, November 1972, 360-3. -
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SUmmary and Recapitulation 

This study analyses the arguments for and against allowing finance 

companies to lend originally or extend a loan for more than 36 months 

without incurring the severe penalty of having the interest rate charged 

on the unpaid balance limited to 8 percent simple. ~Iaine passed such a 

law in 1967, in large measure because the legislators and others ("regu­

lators") believed that long term indebtedness to high interest rate 

lenders resulted in a form of "economic slavery." The regulators' argu­

ments are based on a belief that borrowers either are not good judges of 

the future effect of their present action of borrowing and/or are enticed 

into long term, high rate borrowing by finance comp&nies, from which they 

cannot extricate themselves. Those opposed to the legislative ("anti­

regulators") beleive that consumers can and do make rational borrowing 

.decisions and that, in any event, the finance com~anies simply respond to 

rather than create demands for credit. Aside from this basic perceptual 

disagreement, the regUlators and anti-regulators disagree about the effect 

of the legislation en the availability of credit in the state. 

There is no doubt that the number of finance companies and offices 

operating in Maine declined drastically since the 36 month rule was passed 

in 1967, as shown by Chart I and Tables 1 and 2. The Chart also provides 

a test of the regulators' hypothesis that national· companies left the state 

delibeTately to shoN other states Nhat Nould happen should they pass a law 

such as that enacted in ~Iaine. The equivalent decline in the number of local 

companies and offices (\'lho could not benefit from such an action) and 

national companies and offices is contrary to the hypothesis. 
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The virtual elimination of finance companies as lenders in Maine is 

explained best \Q th an analysis of their operations and costs. In deciding 

whether to lend to a potential customer. the companies consider the profita-

bility of the entire relationship. The net cash flow from subsequent as well 

as the first loan is discounted. To an extent (smaller than expected), 

lending to new borrowers is more costly than lending to present or former 

borrowers. The major advantages in a long term relationship seem to rest 

on a reduction in losses by permitting a customer to extend payments and in 

the fact that longer-term borrm· .. ers generally have larger outstanding 

balances than new borrowers. The finance companies provide customers with 

"personalized" service: the loan office managers knol.,. their clients indi-

v-idually and learn to iuc1ge how much debt the ('.lient5 can carry. When::l. 

borrower gets behind in payments, perhaps because he has lost his job or 

had an unexpected expense, the manager can reduce the required payment by 

extending the debt. He also may lend the borrower an additional amount, to 

"tide him over." With the 36 month limitation in effect, such extensions 

become prohibitively unprofitable and losses mount. 

The other aspect of finance company operations is that loans to new 

and one time borrowers often are not profitable. The companies' operating 

costs are a function primarily of the number rather than the amount of 

loans they service; thus making and processing a $400 loan costs about as 

much per year as a $700 loan. Consequently, the rate ceilings allowable in 
on loans under 5150 

Maine ~articularly since the ceiling/was lowered in 196~) do not provide 

enough revenue to make loans of less than $300 to $400 profitable. But new 

customers generally borroll' less than present customers h"ho increase and/or 
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extend tILeir loans. In 1966, new loans in Maine ave~aged $447 compared 

to $718 for loans to present borrowers. Hence, a customer relationship 

often is profitable only if tILe companies can expect that a fairly large 

. percentage of new customers will borrow additional amounts in the future. 

With the 36 month limitation in effect, this expectation is removed. . 

The data analyzed are consistent with these explanations. The loss 

rate in Maine averaged 2.2 percent before the 36 month limitation was 

enacted in 1967: in 1968 it was 3.25 and in 1969 (the latest year for 

which these data are available), 4.10 percent. The average cost per loan .. 
computed was $56 in the early 1960's, $70 in the middle 1960's and $82 in 

the later 1960's (Table 5). As Chart II shows, these costs make loans 

under $240 unprofitable without consideration of interest, losses, income 

ta.X6S, a.nd :cetul:n on (:.alJi tal. further ev.i.dence is lieri veu from the fact 

.that when the ceiling rate on loans under $150 was dropped from 36 to 30 

percent in 1967, the companies virtually ceased making loans under $100 in 

size (Chart III). Also, the average size of a new loan made in Baine after 

1967 was about equal to the size of a loan made to a present customer 

(Chart IV). 

It has been claimed, on the one hand, that the companies were suffi-

ciently profitable to absorb the costs of the ceiling rate reduction and 

the 36 month limitation. and, on the other, that they would have left Haine 

anyway since the si ze of office they could operate I"as not economi cal 

(economies of scale are assumed). Calculation of the companies' rate of 

return on assets (Chart V and Tables 6 and 7) show that they hardly could 

be described as "very profitable." Nor do the data give any evidence of 
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economies of scale (Table 4). However, the data do show that the com-

panies' share of the market and amount of loans was declining before 1967 

(Chart VI). A major reason for this decline was the increase in their 

operating costs and in the cost of money and the rigid ceiling on interest 

rates they could charge, which resulted in a decline in their rate of 

return. Thus, the effect of the 36 month limitation together with the 

ceiling rate reduction (and perhaps the actions of the Referee in Bankruptcy, 

Mr. Poulos, in reducing their income from insurance and recoveries of bad debts) 

resulted in a decline in profitability that forced the companies to reduce 

and eventually cease operations in Maine. 

The effect of the reduction in finance company lending, in the aggre­

gate,_ appears to be reflected in a lower amount of loan dollars supplied 

relative to the amounts demanded, particularly in 1968, 1969 and 1970 

'(Table 8). Much of the apparent increase in the amount of loans supplied 

is due to changes in the price level since 1967 that inflate the figures. 

Nevertheless, the increase in loans made by credit unions (and, to a much 

lesser extent, by banks), do offset loans not made by finance companies, in 

the aggregate. However, the aggregate data are not adequate to determine 

whether those who otherwise would have borrowed at finance companies were 

served by other lenders. Therefore, a survey of these people was undertaken. 

Four hundred sixty people, good customers of finance companies who 

wanted to borro,,' but to \"hom the companies would not lend because of 

reduced operations in ~Iaine, were surveyed. Half \"ere unable to obtain 

funds elsewhere. Of the other half, 40 percent borrm'led from other finance 

companies, 33 percent from banks, 31 percent from credit unions, and 6 

percent from other'sources. (None admitted borrowing from loan sharks.) 
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Those who could and could not othennse obtain funds did not differ signi­

ficantly in such characteristics as occupation, salaryl ageJ marital status, 

number of dependents, percent of loan unpaid at the time, and years in debt 

and previous loans to the finance company (Table 18). The only statistic­

ally significant difference was in the reason for borrowing: a higher 

percentage of those l.,rho were able to obtain funds ,,'anted them to consoli­

date debts or buy a used car while relatively more of those who could not 

obtain funds wanted money to buy furniture and household items (Table 16). 

Thus, there do not appear to be any obvious (or .at least, tested for) 

reasons for half of those surveyed having been able to borrow compared to 

the ha.1f who couldn It. 

The sources of funds for the half who could obtain them were other 

finance companies (40 percent), banks (23 percent), credit unions (21 per­

cent) and others (6 percent). No one admitted borrOloJing from loan sharks. 

;·!ost (77 percent) of the half who couldn't obtain funds paid off their loans 

regularly, while the balance (except for one person who declared bankruptcy), 

missed some payments in paying off their loans. 

When asked their feelings about the situation (Table 17), SS perc~nt 

of the people surveyed said they "felt better," priI:1arily because they were 

"rid of the burden of the finance company" or ,,'ere borrOldng from a "better 

institution." Twenty-two percent said they felt' Iwrse and 23 percent said 

they felt about the saT.e. Of the total onl;' 6 percent said they felt worse 

because "there l'las no other alternative a\"ailable." Tests of differences 

among the interviel'lees according to their feelings about not being able to 

borrow from the finance company revealed no significant differences 

'(Table 18). In interpreting these findings, one should recognize that 
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people who borrow from ,.,.hat they know to be ~igh cost "lenders of last 

resort" are not proud of their situation. They were surveyed at about the 

time that they had managed to payoff their loans or m~de other, often 

preferable, arrangements. The pain of repayment was past and the pleasure 

of freedom from debt prevailed. 

The occupations, salaries, age, marital status, number of dependents, 

and reason for borrowing of long and short term debtors were compared to 

determine ,vhether long term borrowers are a group that appears in need of 

state protection. No statistically signific~nt differences were found in 

these comparisons (Tables 23-29). The differences that did emerge show 

long term borrowers to be a diverse group whose period of indebtedness seems 

to reflect rationally their economic and family positions and need for 

credit. 

Finally, the helief of r,egulators that IO,ng term indehtednes.s results 

in bankruptc¥, was tested. The nwnberof loans previously made to people who 

subsequently declared bankruptcy was' compared to the number made to custo­

mers of the same company whom they considered to be good risks (none of 

whom, in fact, went bankrupt when the company did not extend further credit 

to them) (Table 30). The percentage of long term borrowers was far greater 

among those who did not compared to those who did declare bankruptcy. 

In fact, the majority of bankrupts were relatively new customers of the 

company. 

Policy Conclusions 

It seems clear that, regardless of its intended purpose, the 36 month 
-

limitation was a prime causal factor of most finance companies leaving the 

state of ~Iaine. Their leaving appears to be the result of the rate ceiling 
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imposed by the state, which makes the revenue derivable from small loans 

less than the associated operating costs, and on the 36 month limitation, 

which makes a compensating long term relationship impossible. As a conse­

quence, many people who want to borrow small amounts are not served and 

loans under $100 are rarely made. Half of the borrowers surveyed who 

previously were considered good customers of the finance companies were 

unable to obtain funds when they wanted them. 

"But," regulators might argue, "on balance this is a good situation. 

Even most of those who could not obtain funds felt better off." In part 

this objection is valid and in part not. First, people who had not been 

good borrowers from finance companies were not surveyed. The companies usually 

serve people who, because of their occupation, salary, age, race, and lack 

of previous credit record, are not considered good credit risks. The data 

show that the companies' cost of operations are very high, primarily because 

they much "work with" people who are not very good at amanging their finan­

cial affairs by themselves. To an important extent, companies provide 

their clients wi th personal financial management, for which they charge what 

appear to be high interest rates. Where will these potential borrowers go 

should the finance companies not be in business? Banks cannot afford to 

provide this service; credit unions may, if the borrowers are members. 

The ability of credit unions, though, to provide service at lower cost than 

finance companies depends on their' limi ting their clientele to qualified 

members. Unlike finance companies J credit unions can benefit from volunteer 

help and donated quarters to re_duce operating costs and the social pressure 
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of a close affinity, group and/or automatic deductions fron wages to 

encourage repayment. l'tnat of those to whom credit union membership is 

not availab Ie? 

Collaterally J \I'ould eyen the 27 percent of the f011'".e:::- finance company 

customers surveyed who were able to borrow the funds they wanted from 

banks and credit unions been accepted by these institutions had they not 

established good credit records by previous borrOl't'ing from a finance 

company? The law that "forced" these borrowers to go to lower cost lenders 

probably benefited most of them, since othen~ise they might have continued 

to borrow at much higher rates at the finance companies in the belief that 

banks and credit unions wouldn't give them credit, even though some of 

these people may find the alternative institutions not as flexible or 

personal in meeting their needs as they might wish. However, the banks 

and credit unions are unlikely to offer credit to new borrowers who appear 

to lack the discipline or ability to handle credit. How will these people 

be able to establish a favorable credit rating? How can they "graduate" 

from finance companies to lower cost lenders if the finance companies 

don't exist? 

Second, is the 36 month rule really effective? The data show that 

most companies in ~faine did cease or reduce and change their operations as 

a result. But some others seem to have evaded the law. Of those former 

finance company custo:::ers surveyed \_ho \\'ere able to obtain funds, 40 per­

cent borrOl'led from other finance companies. ~lan)' intervie\,ees said they 

were told to give their present company a check to repay their, loan on one 

day and borrow' the next day from company X. They needn't worry about the 
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check "bounci,ng," since the first company wouldn I t ,"get around" to 

deposi ting it for several days. This trading of customers bebleen com-

panies effectively nullifies the 36 month limitation, though at some 

cost and risk to the companies and. therefore, to their clients. 

It should be emphasized, however, that the decline in the number of 

finance company dollars of loans outstanding indicates that the evasion was 

quite limited in scope. Two factors may explain the general inability or 

unwillingness of finance companies to evade the law. One is the fear of 

being caught; Mr. Poulos. the Referee in Bankruptcy, is an able and tena-
... 

cious supporter of the law whom the finance companies have reason to fear. 

The other is the past competitive nature of the industry which makes it 

difficult for rival companies to "cooperate" in sending each other their 

good customers. How€:ver, if the situation in Maint: in the future follows 

the pattern of regulations in most states, the zealous supporters of legis-

lation wi 11 shift their attention to other concerns and companies will 

overcome t~eir past rivalry in favor of collusion. 

Third, will people who have paid off loans or not made them remain 

out of debt if finance companies do not exist to serve them? One should 

recall that small loan legislation was passed in 1916 to allow lenders to 

provide money at higher than the usual usury rates when it finally became 

obvious that people were borrmdng from loan sharks who exacted a far 

higher toll than would have been charged by I,egal lenders. While no evi-

dence of loan sharking was found in the survey done for this study, the 

experience of other states and times speaks otherwise. But even if illegal 

lenders do not take the place of the finance companies, people still \'lill 

have to pay for the credit they demand. Studies of the effect of severe 
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usury laws on prices and credit provide evidence of what happens when laws 

make normal lendi,ng impossible. Arkansas has a rigidly enforced 10 percent 

simple usury law, with no provision for small loans (the Small Loan Act 

was repealed in 1954). A very careful study of the effect of this law 

1 
by George C. Lynch shows clearly and conclusively that, as a result, 

non-locally produced goods cost more in Arkansas than in comparable out-

of-state areas since retailers raise their prices to compensate for excess 

credit costs. Consequently, people who pay cash for goods are penali ze<;l, 

as are retailers located in towns near other states where other retailers 

can offer lower prices to cash customers. If people who borrow do so 

because they wish to buy goods or services or meet what they consider to 

be necessary obligations, the absence of finance companies cannot prevent 

merchants from raising their prices. Cash customers must pay for credit 

,they don't want and people who want credit must purchase goods from a 

specific mer~hant: both groups pay more. 

Finally, what of the argument that finance companies keep people in 

debt by "forcing money on them"? No doubt this claim is true for some 

people and some lenders. People who are impulse buyers, who must achieve 

instant gratification, or who cannot withstand temptation can be taken 

advantage of. Unfortunately, perhaps, prohibition never before has been 

a successful remedy for similar maladies. Drunks rarely are reformed for 

1. George C. Lynch, "Consumer Credit at Ten Percent Simple: The Arkansas 
Case," La\'l Forum, University of Illinois, 1968, pp. 592-618. 



-63-

long by closing the bars and liquor stores. Nor does it seem fair to 

penalize those \.,rho can handle credit for the shortcomings of those who 

can't. 

Several salutory changes can be Qade, however. First, the 36 month 

limitation should be repealed. Second, the ceiling rate on small loans 

should be restated to allow lenders a return that makes providing small 

loans worthwhile. The ceiling should be stated as an amount per loan to 

cover operations costs plus a rate per dollar to cover interest, risk and 

capital costs. The data presented in this study suggest about $80 to $90 

per loan and, perhaps, 12 to 15 percent per dollar. Since renewals are 

somewhat less expensive for lenders and if emphasis on loan renewals by 

finance companies is not to be encouraged. the allowab Ie amount for a 

renewal might be $70 to $80. These amounts should be tied to and auto-

matically adjusted by a price level index (such as the GNP deflator) and 

and an interest rate index (such as the rate on finance company loans 

reported in the Federal Reserve Bulletin). Third, some possible abuses 

should be corrected. One is that the creditors' defense of fraud in 

bankruptcy proceedings might be disallowed, as suggested in a cOQprehensive 

study by Philip Shuchman.
l 

Another is removal of the limitation that a 

consumer can declare bankruptcy only once in six years. The present limita-

tion makes it desirable for lenders to extend possibly improvident loans 

h h · l.l' k 2 Th h (d h to people w 0 ave Just cO:-:-.'J ete~~ Dan ·ruptcy. ese c anges an t e 

1. 

2. 

Philip Shuch:nan, "The Fraud Exception in Conswner Bankruptcy," Stanford 
Law Review, 23 CApri 1 1971) J 735-73. 

See analysis and proposals by Conrad K. Cyr, Referee in Bankruptcy, 
Bangor, ~Iaine, ilSingle C1ciim Jurisdiction for the United State~ Court 
of Consumer Affairs: An Interim Proposal for Relevant Regulatlon of 
Consumer Credit," unpublished, undated paper. 
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others recently enacted that eliminated debtors prison and holder in due 

course defenses) should make it easier for borrowers to be relieved of 

debts that they cannot carry and put creditors on notice that over­

burdening debtors is not profitable. But, creditors also should be 

allowed to have the debtor voluntarily agree to automatic loan repayments 

by means of payroll deductions, such as are available to credit unions. 

At the same time, credit unions should be allowed to offer loans to much 

wider groups. This competition among lenders can serve to provide bor­

rowers with better and less expensive servite. 

Finally, those people who are unable to manage their affairs need 

help, much as do alcoholics. Organizations such as the Credit Counseling 

Centers should be encouraged and supported. Other direct aid to the poor 

and ignorant, such as education about the costs of borrowing and the value 

of saving might be offered by government. But, in a free society, this 

type of help and the fair enforcement of laws should be the extent and 

limit of governmental "concern." 
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CHART V 

Net Income Before Income Taxes and Interest'Expense 
All Local and Large (Assets over $1 Million) Companies 

A. Small Loan Net Income as Percentage of Average Loans Outstanding 
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CHART VI 

Total and Per Capita, Credit Union and Fin.~nce Company Personal Cash Installment Loans 
in 1971 Dollars. ]955 through 1971 

-~ 
:.:~~ 

/(')0 . 

I . , 
rtff 'S? 61 

TOTItL 

J... OfVJS, 

63 
I· 

6S' 

~ -. 

67 

Sources: CO!1lI'!ercial and mutu;1l savings b::tnks, FDIC, A!'!;ets ond l,.i;lhi.lities - Comnwrcl:11 :md HlItllal 
.?£l:vi !,};.~ ___ I~;t_n.~,_~_, annu71.1 (H:l.shingtori, D. C.). -.-----. --

I Fiu,.Ulc..:: COlllpani.::::;, iLlJu::;tri.al bank::; and ;:ltatl: credit unIons: rreport 'of the n,:mk. Cor.niccion 
______ J_·_of the St::tte of Haine, ... bi-annual : (Augusta. M;: ::ne) ..... _ . , ...... ___ . _ .... __ _ 

; Federal Cr~di t Unio-r~: Annual Report of the Eurcau of Federnl Credi t Unions_, annual -. -.... ----.,. 
(Washington, D. C. )~ 

Defla ter by GNP 
I 

i 

def~~tor, 
I 
I 
\ 

\ , 
1971=100. 

77 



Type and 
Asset Size 

Local 

$0-$300 

301-1000 

1001 + 

total 

National 

$0-$300 

301-1000 

1001 + 

total 

$0-$300 

301-1000 

1001 + 

total 

TABLE 1 

Number of Local and National Companies Operat~ng in ~1aine 
by Asset Si ze (in ~1i11ion $) of Company 

1965 

7 

2 

2 

11 

2 

3 

11 

16 

9 

5 

13 

27 

1966 

7 

2 

2 

11 

2 

3 

11 

16 

9 

5 

13 

27 

Number as 

1967 

7 

2 

2 --
11 

2 

4 

11 

17 

9 

6 

13 

28 

1968 

6 

2 

2 .. 
11 

1 

3 

11 

15 

7 

5 

14 

26 

of June 

1969 

3 

1 

2 

6 

2 

3 

10 

15 

5 

4 

12 

21 

30 

1970 

2 

1 

2 

5 

1 

8 

12 

3 

4 

10 

17 

1971 

2 

1 

2 

5 

o 
1 

7 

8 

2 

2 

9 

13 

a 
As of later of December 31, 1965 or second year of operation. 

1972 

1 

1 

2 

4 

o 
o 
5 

5 

1 

1 

7. 

9 



TABLE 2 

Number of Offices Operated by Local and National Companies in Maine 
a 

by Asset Size (in Millions $) of Company 

Type and Number as of June 30 

Asset Size 1965 1966, 1967 1968 1969 1970 1971 

Local 

$0-$300 7 7 7 6 ·3 2 2 

300-1000 3 2 2 ! 1 1 1 

1000 + 4 4 4 4 3 3 3 

total 14 13 13 12 7 6 6 

National 

$0-$300 3 3 3 1 7 1 0 

300-1000 7 9 12 10 9 5 2 

1000 + 87 88 88 88 74 42 28 

total 97 100 103 99 90 48 30 

All 

$0-$300 10 10 10 7 10 3 2 

300-1000 10 11 14 12 10 6 3 

1000 + 91 92 92 92 77 45 31 

total 111 113 116 III 97 54 36 

a As of later than December 31, 1965 or second year of operation 

1972 

1 

1 

3 

5 

0 

0 

15 

15 

1 

1 

18 

20 



TABLE 3 

Number and Type of Observations Used for Analyses in Tables 4, 5, 6 and 7 

Type of ComEanies Size of comtanies 
Year Local National Total Onoer $300 $300-$ 000 Over $1000 

1960 10 12 22 l ~ 5 5 12 .. 
1961 11 14 25 6 5 14 

1962 12 14 26 7 5 14 

1963 12 14 26 7 5 14 

1964 12 11 23 7 3 13 

1965 11 15 26 6 6 14 

1966 9 15 24 4 6 14 

1967 8 16 24 5 5 14 

1968 4 13 17 2 3 12 

1969 4 13 17 2 3 12 

1970 4 12 16 2 3 11 

1971 3 8 11 1 1 9 



, . 

TAIlLI'. ,~ 

Determinants of Total Operating Expenses 
abc Regression Coefficients, (Standard Errors) , t.Va1ues 

(all .variab1es in common logarithms) 

Dependent variable: total expenses before income taxes, interest and losses 

Year 
1960 

1961 

1962 

1963 

1964 

1965 

1966 

1967 

1968 

1969 

1970 

1971 

NLO 
----=-;;-a 

1.18 b 
(.14) 
8.59c 

1.16 
(.10) 

11.46 

1.22 
( .11) 

12.71 

1.10 
( .12) 
8.90 

1.15 
( .27) 
4.22 

1.30 
(.14) 
9.29 

1.29 
(.10) 

13.1': 

1.28 
(.14) 
8.88 

1.10 
( .06) 

17.45 

1.07 
( .14) 
7.73 

1.19 
(.26) 
4.55 

1.06 
( .13) 

8.47 

Independent 
NLM/O 
-rs­
(.62) 
1.04 

d 

. 1.03 
( .43) 
2.39 

.74 
( .36) 
2.07 

1. 30 
(.31) 
4.17 

.21 
( .28) 

.7/: 

.52 
(.26) 
1.96 

.46 
(.35) 
1.33 

.20 
(.16) 
1.22 

-.20 
(.16) 

1.29 

Variables 
NLL/M 
-:zo 
( .16) 
1.24 

,07 
( .09) 

.83 

.61 
(.10) 
6.35 

.44 
(.10) 
4.44 

.35 
( .18) 
1.99 

.67 
(.12) 
5.55 

.37 
(.17) 
2~12 

.77 
( .18) 
4.35 

.41 
( .17) 
2.42 

.50 
(.31) 
1.59 

.55 
( .48) 
1.14 

.16 
(.23) 

.71 

(see description below) 
DEL60+ NLO/OF 
-.11 .26 
(.16) (.19) 
.67 1.37 

.12 
( .11) 
1.13 

.60 
( .13) 
4.53 

.38 
( .11) 
3,39 

.16 
(.19) 
.• 85 

.23 
( .19) 
1.18 

.33 
( .22) 
1,118 

.15 
(.15) 
1.00 

-.05 
(.09) 

.60 

-.19 
(.14) 
1.39 

-.04 
(.25) 

.16 

-.057 
( .090) 

.63 

.38 
( .12) 
3.12 

-.02 
(.15) 

.12 

.27 
(.16) 
1. 76 

.24 
(.34) 
.72 

-.20 
(.21) 

.99 

-.09 
(.22) 

.40 

.49 
(.12) 
4.07 

.42 
( .25) 
1.68 

.09 
(.45) 

.19 

.057 
( .15) 

.32 

LOCAL 
---:22 
( .12) 
1.80 

.17 
(.08) 
1.97 

.22 
( .10) 
2.14 

.22 
(.11) 
1.98 

.30 
( .23) 
1.28 

.43 
( .11) 
~.69 

.36 
(.15) 
2.38 

.39 
( .15) 
2.70 

.13 
( .16) 

.82 

.45 
(.34) 
1. 35 

.027 
(.11) 

.26 

CONST 
-:30 
( .19) 
1.60 

.60 
( .15) 

.65 

.20 
(.30) 
.66 

.38 
(.18) 
2.15 

.23 
( .27) 

.15 
(.21) 
.70 

.10 
(.32) 
.31 

.16 
(.17) 

.90 

.50 
( .31) 
1.60 

1.47 
(.36) 

4.13 

R2 for any year's regressions are no less than .96. See Table 3. for number of 
observations. 

d - F value too small for inclusion. 

Description of independent variables: 

NLO = number of loans outstanding (year b~ginning + year end)/2 
NLM/O ~ number of loans made/NLO 
NLL/M = number of large (over $1,000) loans made/total number made 
DEL60+ = dollars of loans delinquent 60 days or more 
NLO/OF = NLO/number of offices 
LOCAL = 10 if company is local, 1 if company is national (10g10 10 1, 

log 1 = 0 
CONST .. constant term 



Table 5 

Average Operating Cost Per Loan 
(Income taxes J interest and losses not included) 

All Variables Si gni fi can t Variables Only Jncludeda 

Year Include d Amount Variables 

1960 55.72 53.15 NLO, NLO/OF 

1961 54.73 53.44 NLO, NLO/OF, LOCAL 

1962 62.89 62.92 NLO, 'LOCAL, NLM/O, LL? NUl, DE L60+ 

1963 62.81 62.08 NLO, LOCAL, NL~I/OF , LL/NUI, DEL60+ 

1964 . 66.48 64.63 NLO, LOCAL, LL/NLM 

1965 76.79 72.46 NLO, LOCAL, LL/NLM, NUI/O 

1966 75.11 71.44 NLO, LOCAL LL/NLM 

1967 66.68 65.14 NLO, LL/;';L~I, NLO/OF 

1968 96.25 96.55 NLO, LL/NL~I, NLO/OF 

1969 76.23 75.97 NLO, NLO/OF 

1970 82.08 73.54 NLO, NLO/OF 

1971 105.32 68.33 NLO, CONST 

Source: All variables evaluated at geonetric mean values agains t cue fficients 
gi ven in Table 4. See Table 3 for n~~ber of observ~tions. 

aVariables included in regression that "explain" the variance of the dependent 
variable the most, ~hose t values are significant at the .05 level. 



TABLE 6 

Small Loan Business Net Operating Income before Income Taxes and Interest Expense 
As Percentage of Average Loans Outstanding 

Arithmetic Mean (Range: low - high) 

Year Local 

1960 12.0 
(4 - 29) 

1961 . 7.8 
(-11 - 18) 

1962 8.6 
(-5 - 18) 

1963 9.5 
(1 - 17) 

1964 7.1 
(-8 - 18) 

1965 6.3 
(-10 - 20) 

1966 11.0 
(6 - 19) 

1967 7.6 
(-3 - 23) 

1968 6.3 
(3 - 13) 

1969 5.6 
(-3 - 15) 

1970 3.6 
{-2 - 11) 

1971 4.4 
(a) 

National 

9.8 
(7 - 15) 

9.9 
(4 - 14) 

10.6 
l4 - 15) 

9.8 
(6 - 13) 

8.7 
(3 - 14) 

7.5 
(-5 - 12) 

6.4 
(-9 - 24) 

5.2 
(-9 - 12) 

4.5 
(-7 - 11) 

4.3 
(-9 - 11) 

1.0 
(-21 - 8) 

-0.5 
(-8 - 5) 

Total Under $300 

10.8 14.2 
(4 - 29) (4 - 29) 

9.0 6.8 
(-11 - 18) (-10 - 18) 

9.7 7.2 
(-5 - 18) (-~ - 18) 

9.7 9.6 
(1 - 17) (1 - 17) 

7.9 6.2 
(-8 - 18) (-8 - 18) 

7.0 4.6 
(-10 - 20) (-10 - 20) 

8.1 11.8 
(-9 - 24) (6 - 19) 

6.0 7.8 
(-9 - 23) (-3 - 23) 

4.9 
(-7 - 13) (a) 

4.6 
(-9 - 15) (a) 

1.7 
(-21 - 11) (a)' 

0.8 
(-8 - 10) (a) 

number of observations: see Table 3 

a. Too few observations 

$300-1000 

10.3 
(9 - 13) 

9.0 
(5 - 13) 

10.5 
(9 - 13) 

9.4 
(7 - 11) 

7.5 
(3 - 12) 

6.4 
(-5 - 12) 

5.5 
(-9 - 24) 

6.7 
(-6 - 12) 

4.9 
(a) 

1.4 
, (a) 

-8.6 
(a) 

(a) 

Over $1000 

9.6 
(7 - 15) 

9.9 
(6 - 14) 

10.7 
(6 - 15) 

9.8 
(5 - 13) 

8.8 
(6 - 14) 

8.3 
(3 - 12) 

8.2 
(-4 - 16) 

5.2 
(-9 - 11) 

4.3 
(-7 - 11) 

4.5 
(-9 - 11) 

4.0 
(-2 - 8)_ 

0.4 
(-8 - 5) 



TABLE 7 

Total Net Operating Income before Income Taxes and Interest Expense 
as Percentage or Average Total Assets Used and Useful 

Arithmetie ~1ean (Range: low - high) 

Year Local National Total Under $300 $300-$1000 Over $1000 

1960 9.8 8.6 9.2 10.5 9.3 8.5 
(4 - 15) (5 - 13) (4 - 15) (4 - 15) (7 - 12) (5 - 13) 

1961 7.4 8.7 8.1 6.7 8·9 8.8 
(-9 - 16) (4 - 12) (-9 - 16) (-9 - 16) (5 - 11) (4 - 12) 

1962 8.0 9.5 8.8 7.0 9.2 9.6 
(-4 - ·16) (5 - 15) (-4 - 16) (-4'" - 16) (6 - 11) (5 - 15) 

1963 9.1 8.9 9.0 9.7 8.3 8.9 
(1 - 18) (6 - 12) (1 - 18) (1 - 18) (6 - 11) (5 - 12) 

1964 6.8 7.8 7.3 6.6 5.8 8.0 
(-7 - 18) (0 - 13) (-7 - 18) (-7 - 18) (2 - 8) (3 - 13) 

1965 7.2 6.6 6.9 7.0 5.3 7.5 
(-1 - 20) (-4 - 11) (-4 ;.. 20) (-1 - 20) (-4 - 8) (3 - 11) 

1966 10.8 5.7 7.6 13.1 5.0 7.2 
(4 - 21) (-8 - 22) (-8 - 22) (4 - 21) (-8 - 22) (-5 - 15) 

1967 6.7 4.5 5.2 7.2 5.4 4.5 
(-5 - 18) (-8 - 12) (-8 - 18) (-5 - 18) (-6 - 10) (-8 - 11) 

1968 5.8 3.9 4.4 4.9 3.7 
(3 - 12) (-6 - 11) (-6 - 12) (a) (8) (-6 - 10) 

1969 5.0 3.6 3.9 1.4 3.5 
(-3 - 13) (-12 - 9) (-12 - 13) (a) (a) (-12 - 9) 

1970 2.1 1.4 1.6 -7.2 3.8 
(- 3 - 8) (-15 - 10) (-15 - 10) (a) (a) (-2 - 10) 

1971 3.2 1.0 0.2 -0.2 
(a) (-8 - 4) (-8 - 6) (a) (a) (-8 - 4) 

nu~ber of observations: see Table 3 

a. Too few observations 



TABLE 8 

Actual vs. Predicted Total Loans, 1968 - 1971 
Based on Coefficients Estimated with Data from 1954 - 1967 

(millions of constant dollars, 1971=100) 

1968 1969 1970 1971 

Actual (A) 204 211 213 225 

Predicted (P), Standard 
a 

a 

Error (SE), and 
Predicted less 
Actual (P-A) 

Original Data: 

Equation 14' P 222 220 230 223 
(all variables) SE 8 8 8 8 

P-A 18 9 17 -2 

Equation 14" P 222 226 234 236 
("good" variables) SE 7 7 7 7 

P-A 18 15 21 11 

Logarithmic Data 

Equation 15 P 217 221 234 241 
(all variables) SE 15 18 18 19 

P-A 13 10 21 16 

Equation IS' P 220 228 235 244 
SE 13 16 16 17 

P-A 16 17 22 19 

Standard error(s) is corrected for extrapolation as follows: 

s = (X. [b.b.]X: 1 
+ s2 )-1/2 where X. is a vector of independent 

1 1 J J Y'X J 
~ 

variable values for 1968, 1969, 1970 and 1971, b. computed regression 
J 

coefficients and [b.b.] is the variance covariance matrix of the 
1 J 

coefficients, and s2 is the variance of the regression equation. 
y·x 



TABLE 9 

Composition of Sample of Borrowers 

Borrowers contacted: 

Successful contact with initial survey 

Follow-ups 

Total complete information 

Refused to answer 

Total contacted 

Borrowers who couldn't be contacted with 
initial survey: 

Total 

FOllow-ups (included above) 

Total not contacted 

Total sample: 

Number 

.. 378 

82 

460 

58 

518 

335 

-82 

253 

771 
= 

Percentage 

49.0 

10.6 

59.6 

7.6 

67.2 

43.4 

-10.6 

32.8 

100.0 



TABLE 10 

-Occupation of Borrowers 

Not Contacted by First Survel Contacted bl First Survel 
Not Included in Studv Refused to , 

Contacted Contacted Answered Respond 
(N) (C) 1& (R) 

Percentage of Valid Observations 

unski lIed 28 34 24 1 

ski lled and semi-ski lled 31 42 39 38 

service workers (manual, 
janitor, etc.) 3 1 3 4 

white collar (sales, office, 
government, etc. ) 9 9 13 1 

professional (teacher, executive, 
proprietor, doctor, etc. ) 19 9 9 13 

other 10 5 12 11 

total valid observations 100 100 100 100 

unknown 41 3 22 10 

Number of Observations 

total valid 180 80 310 53 

unknown 73 2 68 5 

total 253 82 378 58 



TABLE 11 

Weekly Gross Salary of Borrowers 

Number of Observations 

total valid 175 80 310 53 

unknown . 78 2 68 5 

total 253 82 378 58 



TABLE 12 

Age of BorrOh'ers 

Not Contacted bv First Survey Contacted by First Survey , 
Not Included in Study Refused to 

Contacted Contacted Ans\"ered Respond 
(N) (C) (A) (R) 

Percentage of Valid Observations 

18 - 24 11 -S 6 8 

25 - 34 27 29 25 26 

35 - 44 26 21 31 17 

45 - 54 22 19 22 37 

55-64 12 24 14 15 

65 + 2 2 2 a 

Total valid 100 100 100 100 

Unknown 58 3 51 26 

Number of observations 

Total valid 146 80 250 46 

Unknown 107 2 128 12 

Total 253 82 378 58 
= - -- -



TABLE 13 

~farita1 Status and Dependents of Borrowers 

Not Contacted by First Survey Contacted by First Survel: , 
Not Includ"d in Study Refused to 

Contacted Contacted Ansl\'ered Respond 
(N) (C) (A) (R) 

Percentage of \'alid Observations 

Marital Status 

married 71 70 80 77 

·other 29 30 20 23 

total valid 100 100 100 100 

unknown 78 2 6d 5 

N1Imber of Dependent~ 

none 36 32 21 26 

one 14 15 19 10 

two 17 14 20 13 

three 16 13 16 17 

four 9 16 15 15 

five and over 8 10 9 19 

total valid 100 100 100 100 

unknOlm 69 3 22 10 

Number of Observations 

total valid 175 80 310 53 

unknolm 78 2 68 5 

total 253 82 378 55 -- = = -



TABLE 14 

Number of Years Borrower was Continually in Debt 
and ~umber of Previous Loans before Refusal 

Not Contacted bl: First Survel: Contacted bl First Survel 
Not Included in Study Refused to 

Contacted Contacted MSl\'ered Respond 
(K) (C) (.-\) (R) 

Percentage of Valid Observations 12 18 12 23 

Number of Years in Debt to 
Finance Company: 

1 12 18 12 23 

2 - 4 41 36 43 34 

5 - 8 22 18 20 14 

9 - 12 16 12 17 19 

13 + 9 16 8 10 

total valid 100 100 100 100 

unknown 82 5 65 5 

Number of Previous Loans: 

1 16 25 22 17 

2 - 4 38 34 34 35 

5 - 8 22 25 21 31 

9 + 24 16 23 17 . 

total valid 100 ·100 100 100 

unknOlV'n 68 7 21 10 

Number of Observations 

total valid 171 77 313 53 

unknOlV'n 82 5 65 5 

total 253 82 378 58 



TABLE 15 

Di fferences between Samples of Intervie\\'ed and :-Jot Intervie\'ied Borrowers, 
, 2 

Chi Square ex ) Tests 

2 
X at Survev Grou,Es: Chi Sguare Values 

Characteristics a 5% Level A. vs R A vs C A vs ~ C vs N 
* Occupation 11.10 2.48 6.76 15.14* 8.91 

Salary 9;49 2.83 7.99 10.23 5.29 
Age 11.10 7.06 6.25 3.97* 7.64 
Narital Status 3.84 .13 3.66 5.53* .00 
Number of Dependents 11.10 7.89 5.74 13.39 3.69 
Years in Debt 9.49 5.85 '6.75 .40 4.88 
Number of Previous Loans 7.81 3.28 2.49 2.50 4.38 

Notes 

a. See Tables 10 through 1~ for description of categories within catpgories. 

b. Groups: A = answered initial survey 

R = r'efused to respond to initial survey 

c ~ contacted in follow up field interviews 

N = not contacted in follow up interviews 

* = Significant at ieast at the 5 percent level. See Tables listed in a for 
degrees of freedom. 



TABLE If 

Primary Reason for Original Borrowing: 

Borrowers l\'ho Were Able and Unable to Obtain ~ew Funds 

Percentages A U 

Consolidate debts 54.5 48.9 

Used car 19.5 12.7 

Medical bi lIs 7.4 8.7 

Furniture and household items 5.6 10.0 

Home improvenents 5.2 4.8 

School related expenses 2.6 3.5 

r';li:;::,\,; 11 ai'lCOUS - "I ::>.L. 11.4 

100.0 100.0 

Number of Borrowers 231 229 

Chi square 12.78 

(at 5% level, 6 degrees of freedom = 12.60) 



TABLE 17 

Effect of Not Being Able to BorrOl" from Finance Companies 

Percentages 460 Observations 

Able to Unable to 
Obtain Funds Obtain funds Total 

Sub Total Sub Total Sam:ele 

Felt Better Off: 

Rid of "burden" of finance company 17.5 82.0 

Established credit with "better quality" 
financial institution 80.2 

Finance companies are a necessary evil 16.9 

No reason given 2.4 1.2 ---
Total felt better off 100.1 74.1 100.1 36.3 55.3 

Felt Worse Off: 

Too easy to obtain money -- still under 
"burden" of financial institution 87.5 

No other alternative available 31.4 

Burden of high interest rates lead to 
difficulty in paying off loan 68.7 

No reason given 12.5 0 

Total felt worse off 100.0 7.0 100.1 36.3 21.6 
---

Felt About the Same: 

Still borrowi ng from a finance company 40.9 

Sti 11 borrowing from some financial 
institution 50.0 

Doesn It r.lat ter ,,'here one borrows 71:4 

No reason given 9.1 19.1 28.6 27.6 23.3 

100.0 100.2 100.0 100.2 ,100.1 

Percentage of Total 50.2 49.8 



TABLE 18 

Differences Between Borrowers, Chi Square Tests 

Those Able and Unable to Obtain Funds and According to Feelings About 

Situation (Regardless of Ability of Obtain Funds) 

..;. at Borrower GrouEs: Chi Sguare Values b 

Characteristics a 5% Level c A vs U B vs N B vs S W vs S 

Occupation 11. 10 1.35 8.11 5.18 9.04 

Salary 9.49 1. 86 3.51 2.82 1. 08 

Age 11.10 5.14 16.88· 2.30 7.50 

Marital Status 3.84 2.08 2.75 .25 .61 

Number of Dependents 11.10 8.47 5.60 7.58 4.00 

Years in Debt 9.49 5.71 3.62 .95 1. 75 

Number of Previous Loans 7.81 4.35 1. 32 2.23 1.71 

Percent of Loan Unpaid 9.49 5.58 4.22 4.34 7.30 

Reason for Borrowing 12.60 12.78· 3.70 6.85 3.14 

Notes 

a. See Tables 10 through 14 and 16 
within characteristics. 

for descriptions of categories 

b. 

c 

* 

Groups: A = able to obtain funds 

U = unable to obtain funds 

B = felt better off, all borrowers 

W = felt worse off, all borrowers 

S = felt about the same, all borrowers, 

Chi squares based on number of valid observations. as follows: 

occupation. salary, marital status, dependents, years in debt, 
number of loans: A = 192, U = 198, B = 214, \~ = 85, S = 91 

age: A = 162, U = 168, B = 184, W = 69, S = 77 

percent unpaid, reason for borrowing. action taken: A = 229, 
U = 231, B = 254, N = 99, S = 107 

See tahles labeled in a for degrees of freedom. 

Significant at least'at the 5% level. 



TABLE 19 

Differences According to Feelings, Chi Square \ests 

Borrowers Who Were Able to Obtain Funds 

x2 at Feelings: Chi Sgu.are Values b 

Characteristics a 5% Level c 

Occupation 11.10 

Salary 9.49 

Age 11.10 

Marital Status 3.84 

Number of Dependents 11.10 

Years in Debt 9.49 

Number of Loans 7.81 

Percent of Loan Unpaid 9.49 

Reason for Borrowing 12.60 

Source of Funds 11.10 

Notes 

a. See Tables 10 through 1-l and 16 
categories within characteristics. 

b. Feelings: B = felt better off 

W = felt worse off 

S = felt about the same 

B vs N B vs S W vs S ----
9.94 7.24 14.65* 

5.67 10.94* 4.35 

8.90 1. 80 2.81 

.03 .11 .06 

2.44 4.07 4.00 

.58 3.42 2.27 

3.87' 2.69 2.20 

1. 96 4.10 1. 72 

6.36 7.37 l. 29 

33.24'" 47.90* 2.22 

for description of 

Chi squares based on number of valid observations, as follows: 

occupation, salary, marital status, dependents, years in 
debt, number of loans: B = 141, W = 13, S = 38 

age: B = 121, W = 12, S = 3S 

percent unpaid, reason for borrowing, source of funds: 
B = 171, W = 16, S = 44 

c. See tables listed in a. for degrees of freedom. 

* Significant at least at the 5% level. 



TABLE 20 

Source of Funds, in Percentages, of Those Able to Obtain Funds, 

By Feelings About Inability to Borrow at Original Finance Company 

Source of t:'unds 

Another finance company 

Bank 

Credit union 

Relative 

Friends 

Own funds or sale of property 

a, B = felt better off 

W = felt worse off 

S = felt about the same 

Total 

39.8% 

32.9 

20.8· 

4;3 

1.3 

.9 

100.1% 

Feelings a 

R IV 

24.6% 93.8% 

42.7 0 

25.1 6.3 

5.3 0 

1.2 0 

1.2 0 

100.1% 100.1% 

S 

79.5% 

6.8 

9.1 

2.3 

2.3 

0 

100.0% 

Chi-square statistics (significantly different from 0 if > 11.10, 5 degrees 
of freedom): 

B vs. W 

B vs. S 

II' vs. S 

33.24 

47.90 

2.22 



TABLE 21 

Differences According to Feelings, Chi Square Tests 

Borrowers \\110 Were Unable to Obtain Funds 

2 
X At 5% Feelings: Chi Souare , 

Characteristics a S' "f C B vs W B vs S 18n1 • 

Occupation 11.10 9.44 1.17 

Salary 9.49 3.96 7.53 

Age 11.10 10.25 3.88 

Marital Status 3.84 .66 .01 

Number of Dependents 11.10 3.96 4.19 

Years in Debt 9.49 10.55* 3.23 

Number of Loans 7.81 2.52 1.15 

Percent of Loan Unpaid 9.49 1.13 5.66 

Reason for Borrowing 12.60 6.29 3.90 

Action Taken 5.99 9.56* 2.47 

Notes 

Values b 

W vs S 

4.38 

4.19 

8.58 

.38 

8.63 

2.44 

.89 

9.40 

3.45 

13.22* 

a. See Tables 10 through 14 and 16 for description of categories within 
characteristics. 

b. Feelings: B = felt better off 

W = felt worse off 

S = felt about the same 

Chi squares based on number of valid observations, as follows: 

occupation, salary, marital status, dependents, years in debt, 
number of loans: B = 73, W = 72, S = 53 

age: B = 63, W = 57, S = 42 

percent unpaid, reason for borrowing, action taken: B = 83, 
W = 83, S = 63 

c. See tables listed in a. for fer degrees of freedom. 

* Significant at least at the 5% level. 



TABLE 22 

Action Taken, In Percentages, by Those 1\1'\0 Couldn't Obtain Funds, 
. By Feelings About Inability to BorrOl\ at Finance Company 

Percentages All Better Worse Same 

Continued to pay 77 .3% 81.9% 62.7% 90.5% 

Missed payments but paid 
off loan 22.3 16.9 37.3 9.5 

Declared bankruptcy .4 1. 2 

100.0% 100.0% 100.0% 100.C% 



TABLE 23 

Occupation of Borrowers According to Previous Indebtedness to Finance Company 

In Percentages, 383 Observations
a 

Distribution Number of Years Continuousll in Debt 
OccuEation of SamEle 1 2-4 5-8 9-12 13+ 

Unskilled 26 46 28 14 18 19 

Skilled and Semi -Ski lIed 40 26 38 42 52 46 

Service Workers 2 4 2 3 2 3 

Whi te Co lIar 13 8 11 16 13 14 

Professional 9 6 11 12 5 5 

Other 10 10 9 13 10 14 

Totals 100 ~no 99 100 100 101 

Total Number of Years 100 13 42 20 16 10 

Chi square statistic = 27.31 (31.40 at 5 percent level of significance). 

Number of Previous Loans 
1 2-4 5-8 9+ 

Unskilled 26 35 28 25 13 

Skilled and Semi-Skilled 40 33 40 40 50 

Service Workers 2 2 3 1 2 

White Collar 13 9 13 15 12 

Professional 9 8 11 9 9 

Other 10 13 6 11 15 

Totals 101 100 101 101 101 

Total Number of Loans 100 23 35 21 28 

Chi square statistic = 18.33 (25.00 at 5 percent level of significance.) 

a All those of the samp Ie of 460 for whom data on salary and previous indebted-
ness are available. 



TABLE 24 

Salar)' of BorrOloJers According to Previous Indebtedness to Finance Company 
~. -... " a 

In Percentages, 383 Observations 

Number of Years Continuously in Debt 
Weekly Gross Distribution 

Salary of Sample 1 2-4 5-8 9-12 13+ 

$ 0-$80 12 14 13 9 10 14 

81- 120 44 44 42 41 49 49 

121- 160 26 22 28 30 23 24 

161- 200 12 18 12 11 12 5 

200+ 6 2 5 9 7 8 

TOTALS 100 100 100 100 101 101 

Number of Years 101 13 42 20 16 10 
~ 

Chi square statistic = 9.67 (26.29 at 5 percent level of significance). 

Number of Previous Loans 

1 2-4 5-8 9+ 

$ 0 $80 12 20 10 11 9 -
81 - 120 44 44 38 51 46 

121 - 160 26 26 29 24 26 

161 - 200 16 7 17 10 10 

200+ 6 3 6 5 10 

TOTALS 100 100 100 101 101 

Number of Loans 100 23 3S 21 21 

Chi squares statistic = 17. 16 (21.00 at S percent level" of significance) . 

aA11 those of the sample of 460 for whom data on salary and previous 
indebtedness are available. -



TABLE 25 

Age of BorrO\'lers According to Previous Indebtedness to Finance Company 

In Percentages, 323 Observations a 

Distribution Number of Years Continuously in . Debt 
Age of SamEle 1 2-4 5-8 9-12 13+ 

18-24 6 12 9 3 0 0 

25- 34 26 44 27 27 13 7 

35-44 28 22 30 40 24 11 

45-54 21 6 16 22 38 41 

55-64 17 12 16 7 22 41 

65+ 2 4 2 0 2 0 

Totals 100 100 100 99 99 100 

Total Number of Years 99 15 44 18 14 8 

Chi square statistic = 64.28 (31. 40 at 5 percent level of significance.) 

Distribution Number of Previous loans 
Age of SamEle 1 2-4 5-8 9+ 

18-24 6 19 3 2 0 

25-34 26 29 30 28 10 

35-44 28 26 34 28 22 

45-54 21 12 17 25 36 

55-64 17 13 13 15 32 

65+ 2 1 4 2 0 

Total 100 100 101 100 100 

Total Number of Previous loans 100 26 35 21 18 

Chi square statistic = 64.11 (25.00 at 5 percent level of significance.) 

a All those of the sarcple of 460 for whom data on salary and previous indebted-
ness are avai1ahle. 



TABLE 26 

Marital Status of Borrowers According to Previous Indebtedness to Finance Company 

\1ari tal Status 

Married 

Other 

Total 

Total Number of Years 

In Percentages, 383 

Distribution 
of SamEle 

79 

21 

100 

101 

Observations a 

Number of Years Continuously in Debt 
1 2-4 5-8 9-12 13+ 

86 75 82 80 73 

14 25 18 20 27 

100 100 100 100 100 .. 
13 41 20 16 10 

Chi square statistic = 3.76 (9.49 at 5 percent level of significance.) 

Marital Status 

Married 

Other 

Total 

Total Number of Previous Loans 

Distribution 
of Sample 

79 

21 

100 

100 

Number of Previous Loans 
1 2-4 5-8 9+ 

87 

13 

100 

23 

72 

28 

100 

35 

78 

22 

100 

21 

80 

20 

100 

21 

Chi square statistic = 7.43 (7.81 ~t 5 percent level of significance.) 

a 
All those of the sample of 460 for whom data on salary and previous indebted-
ness are available. 



TABLE 27 

Number of Dependents of Borrm.,rers According to Previous Indebtedness to Finance Company 

In Percentages, 383 Observations a 

Distribution !'!uMber of Years Continuous1l in Debt 
Number of Dependents of SaMple 1 2-4 5-8 9-12 13+ 

None 23 14 22 29 16 38 

One 18 14 18 18 18 24 

" Two 19 20 21 9 21 19 

Three 15 "16 18 14 16 5 

Four 16 22 11 23 18 8 

Five and over 9 14 10 6 10 5 

Total 100 100 100 99 99 99 

Total Number of Years 101 13 42 20 10 10 

Chi square statistic = 25.99 (31. 40 at 5 percent level of significance. ) 

Distribution Number of Previous Loans 
Number of Dependents of Sample 1 2-4 5-8 9+ --
None 23 19 23 18 32 

One 18 12 20 20 20 

Two 19 22 15 21 18 

Three 15 17 18 12 12 

Four 16 15 15 21 12 

Pive and over 9 15 9 7 6 

Total 100 100 100 99 100 

Total ~urnber of Previous Loans 100 23 35 21 21 

Chi square statistic = 16.36 (25.00 at 5 percent level of significance) 

aAll those of the sample of 460 for whom data on salary and previous indebtedness 
are available. 



TABLE 28 

Primary Reason for Original Borrowing According to Previous Indebtedness 
of Borrowers to Finance Company 

In Percentages, 389 Observations a 

Primary Reason for Distribution Number of Years Continuously in Debt 
BarrOlving _ of Sample 1 2-4 5-8 9-12 13+ 

Consolidate debts 51 52 49 47 49 66 

Used car 16 15 19 13 15 16 

Medical bills 8 13 9 9 5 3 .. 
Furniture and household 8 8 6 13 8 3 

Home improvements 8 6 9 9 10 5 

School related expense 3 2 4 3 3 3 

Ivliscellaneous 5 4 4 5 10 5 

Total 99 100 100 99 100 101 

Total Number of Years 101 13 42 20 16 10 

Chi square statistic = 6.30 (36.41 at five percent level of significance) 

Primary Reason for Distribution Number of Previous Loans 
BorrOlving of Sample 1 2-4 5-8 9+ - --

Consolidate debts 51 54 51 45 54 

Used car 16 17 14 19 16 

Medical bills 8 11 9 8 5 

Furniture and household 8 3 11 8 6 

Home improvements 8 6 7 12 8 

School related expense 3 3 3 2 4 

~!i s ce 11 aneous 5 6 4 5 7 

Total 99 100 99 99 100 

Total Previous Loans 100 23 35 21 21 

Chi square statistic = 11. 96 (28.86 at five percent level of significance) 

a 
.\11 thos·e of the sample of 460 for whom data on salary and previous indebted-
ness are available. 



Table 29 

Borrowers' Feelings About Not Being Able to Borrow from Finance Company 
According to Previous Indebtedness to Company 

In Percentages, 389 Observations a 

Borrowers' Distribution Number of Years Continuousll in Debt 
Feelin~s of SamEle 1 2-4 5-8 9-12 13+ 

Felt better off 54 48 56 59 51 50 

Felt worse off 22 31 20 20 23 26 

Felt about the same 23 21 24 21 26 24 

Totals 99 100 100 100 100 100 
~ 

Total number of years 101 13 42 20 16 10 

Chi square statistic = 4.26 (15.50 at five percent level of significance) 

Borrm ... ers' Distribution Number of Previous Loans 
Feelin~s of SamEle , 2-4 5-8 9+ .L 

Felt better off 54 48 55 57 57 

Felt worse off 22 25 21 25 19 

Felt about the same 23 27 24 18 24 

Totals 99 100 100 100 100 

Total Previous Loans 99 23 34 21 21 

Chi square statistic = 3.32 (12.60 at five percent level of significance) 

a All those of the sample of 460 for whom data on salary and previous indebted-
ness are available. 



TABLE 30 

Number of Times Loan was Previously Rewritten 
at a Large Finance Company 

Number of Cases in Bankruj2tcy Samj21e of Good Customers 
Re\oJTi tes Number Percen,taKe. Number Percentage 

0 2 2.2 0 0.0 

1 59 65.6 17 14.0 

2 13 14.4 " 18 14.9 

3 2 2.2 11 9.1 

4 1 1.1 4 3.3 

5 3 3.3 9 7.4 

6 1 1.1 6 5.0 

7 1 1.1 4 3.3 

8 1 1.1 6 5.0 

9 1 1.1 3 2.5 

10 1 1.1 7 5.8 

11 2 2.2 1 .8 

12+ 3 3.3 35 28.9 

90 99.8 121 100.0 

No information 261 290.0 116 95.9 

351 237 


