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Much of the recent attention which has been paid to consumer credit has 
focused around the maximum allowable rates of interest on consumer loans. 
Legislation in several states has recently lowered allowable rate ceilings 
on consumer credit substantially, a few to as little as 10 percent. 

Opposing these restrictions on interest rates, aside from the lenders 
whose vested interests are hurt by such restrictions, are many economists 
who argue as Paul Samuelson does, that 

" setting too low ceilings on small loan interest rates will 
result in drying up legitimate funds to the poor who need it 
most and will send them into t he hands of the illegal loan 
sharks. History is repleat with cases where loan s harks have 
lobbied in legislatures for unrealistic minimum rates knowing 
that such meaningless ceilings would permit them to charge 
rnuch higher rates."l 

Implicit in the arguments of economists opposing restrictions on maximum 
interest rates are several assumptions that are so basically imbedded within 
the structure of microeconomic theory that they are seldom explicit l y con
sidered. Two in particular, however, appear worthy of some explicit consider
ation. The first underlying assumption is that the consumer who contracts for 
installment debt actually deliberates on the debt translation, per se, either 
separately or as part of a joint decision. A second assumption is that of per
fect knowledge which means that ei ther the consumer has perfect knowledge and 
understanding of consumer credit or that he r ealizes the importance of having· 
s uch knowledge and knows how to seek the information that he needs in order to 
make efficient choices in the market. 2 

If both of these criteria are met, unrestricted interest rates should 
function well. Let us consider the market behavior of a consumer who meets 
these criteria and who wants to buy a new refrigerator for which he is unwill
ing or unabl e to pay cash. He will first shop around and locate the best buy 

1 Statement by Dr. Paul A. Samuelson before the Committee of the Judiciary of 
the General Court of Massachusetts in support of the Uniform Consumer Credit 
Code, January 29, 1969 . 

2
The assumption of perfect knowledge is one of the necessary assumptions 

underlying the state of pure competition which is needed to maximize house-
hold satisfaction from its total consumption of all goods . That assumption, 
however, may be relaxed if it can be assumed that "each buyer . .. possesses that 
knowledge of the relevant data that he is bound to acquire as he implements 
and revises his plans. Thus a household may make its initial purchase plan on 
the basis of certain expectations about the capability of certain products to 
satisfy its wants: as it actually buys and consumers these products it will 
gain some clearer notions about the satisfactions they provide, and its purchase 
plan for the subsequent period will be laid on the basi s of thes~': W.J.L. 
Ryan, Pric e Theory, London; McMillian and Company, LTD., 1961. 
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on a refrigerator and then, resisting the arguments of the merchant to take his 
credit there, he will shop around for the lowest cost lender. This consumer, 
of course, realizes that loans may vary by down-payment, monthly dollar amount 
and total length so he uses the annual .percent rate of interest as the common 
denominator to get the lowest cost loan. This consumer also realizes that as 
a result of certain factors, perhaps the instability of his income for example, 
he is not the best possible consumer credit risk. However, since he owns his 
own home - let us assume - he isn't the worst credit risk either. He knows that 
there are a number of lenders ranging from, say, the bank that gives credit to 
the best risks at 8 percent to say, the finance company which gives credit to 
almost all comers at 36· percent and he realizes that he fits somewhere in between. 
Our model consumer probably has a good notion of a range of interest in which 
he will be able to get a loan, so he works down the list within a relevant 
range until he finds a lender who will loan him the money at the lowest possible 
rate of interest consistent with his other needs. 

If this pattern of market behavior is characteristic of borrowers, a very 
good case can be made for unlimited interest rates. There is some evidence, 
however, that indicates that many, if not most consumers, do not fit the pic
ture given above. First, when the consumer contracts for a loan he is almost 
always buying something other than credit: a new car, a refrigerator, a washing 
machine and so on. He many shop around for the goods that he wishes to consume 
but when he finds what he wants, he will often take the credit that he can 
get most quickly subject only to the limitations of his paycheck. As George 
Katona has put it, "Regarding installment credit, most people are interested in 
something other than interest or carrying charges, namely the size of the mon
thly payments . 11 1 

The second assumption, t hat of perfe.ct knowledge, is also on somewhat shaky 
grounds. Even when the consumer is concerned with the cost of a loan, he may 
be so ill informed about credit as to be unable to find the most favorable 
type of loan. Several studies have found that few consumers know the rate of 
interest that they must pay on installment loans. In one early study, Juster 
and Shay found that most consumers were unable to make an accurate estima tion 
of interest rates that they were paying on loans.2 Other more · recent studies 
conducted by the Survey Research Center and by the Federal Reserve Board have 
shown results similar to those found by Juster and Shay .3 It was these findings, 
in part, that provided the incentive for the Truth in Lending Law. 

The Truth in Lending Law which was enacted on July 1, 1969 required lenders 
to disclose the true effective rate of .interest of loans which they offer. In 
a recent nationwide study of actual borrowers , this author found that the effect 
of the Truth in Lending Law in making consumers aware of the cost of their 

1 George Katona, The Mass Con~umption Society, New York, McGraw Hill, 1964, p. 240 . . 

2F. Thomas Juster and Robert P. Shay, "Consumer Sensitivity to Finance Rates : 
An Empirical and Analytical Investigation," occasional paper No . 88 , New York, 
National Bureau of Economic Research, 1964. 

3 See, for example, George Katona et.al., 1967 Survey of Consumer Finances , 
(Ann Arbor: Institute for Socail Research, 1968), p . 150. Als o Annual Report 
to Congress on Truth in Lending for the Year 1969, Board of Governor s of the 
Federal Reserve System, (multilithed). 
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loans was almost negligible . Before the Truth in Lending Law, borrowers could 
estimate the rate of interest they were paying on an automobile loan with an 
accuracy of approximately 45 percent. After the Truth in Lending Law accuracy 
went up to 53 percent.l It appeared likely to this author that the reason why 
the Truth in Lending Law has not been effective is that most people do not have 
sufficient understanding of what the rate of interest is and what it does to 
cause them to want to remember it when it is disclosed to them. 2 

Yet even if the Truth in Lending Law is successful in imparting the rate 
of interest to the consumer it is not enough. As we have seen in our illustra
tion of the perfect consumer, knowledge of the interest rate is a necessary 
but not s ufficient condition for efficient operation in the consumer loan market. 
The consumer must a l so have enough of an understanding of the credit market to 
locate the l ender who could best satisfy his needs. 

A Study of Consumer Knowledge and Understanding of Consumer Credit 

In order to l earn more about the consumer' s knowledge and understanding 
of credit and the credit market, a nationwide study was undertaken in the second 
half of 1971 by the Survey Research Center. A total of 1229 families which 
had previously been interviewed in person by the Survey Research Center were 
contacted by telephone and asked a set of questions designed to ascertain their 
knowledge and at titudes towards consumer credit. Respondents were asked ques
tions of varying sophistication regarding consumer credit in order to ascertain 
l evels of information that they had of this matter and also to see whether and 
to what extent the level of knowledge was differentiated among the population 
by such important categories as income, age , education and experience with such 
credit. 

Sources of Credit 

Respondents were first asked to name the kinds of places that they could go 
in order to get financing to purchase a new refrigerator. Only 5 percent of 
respondents could think of no place where they could go to get such financing. 
Thirty-one percent of the population mentioned only one place while 41 percent 
of the population mentioned two places, 20 percent mentioned three places and 
3 percent mentioned four or more kinds of places. Mentioned most frequently 
by far were banks which were named by nearly 80 percent of the total sample . 
Mentioned next most frequently were local department stores by 39 percent of 
the respondents and finance companies which were mentioned by 30 percent of the 
respondents. Relatively few people mentioned credit unions, l ocal appliance 
dealers or nationwide chain stores. 

With few exceptions, the types of places mentioned were not strongly re
lated to any of the personal characteristics of the family. It might have been 
expected that the poorer families who are the most frequent customers of finance 
companies m.ight name them most frequently but the data s how that t his did not 
happen. To a s l ight extent, higher income families were more likely to mention 
banks as a source of financing and lower income families were less likely to 
mention the credit union than were the middle income families. 

1Lewis Mandell, "Cons umer Perception of Incurred Interest Rates: An Empirical 
Test of the Efficacy of the Truth in Lending Law, 11 Th e Journal of Finance, 
Vol. XXVI, No. 5, December 1971 . 

2
see Lewis Mandell, "The Changing Role of t h e American Consumer", Michigan 

Business Review, Vol. XXIV, No. 1, January, 1972. 
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Next, the families were asked which of the following would have the lowest 
finance charge fo r financing the purchase of a refrigerator over time : the 
bank, the credit union, the finance company or department store revolving credit . 
Forty-seven percent of the respondents said that the bank would have the low-
est finance charge. This was followed by 33 percent of respondents who said 
that the credit union would have the lowest charge for credit. Nine percent 
of the population thought that the department store revolving would be the least 
expensive way to finance the purchase and only 1 percent chose the finance com
pany as the lowest cost of finance. 

Families were then asked which of the four sources of credit would have the 
highest finance charge . Over half of the families pointed to the finance com
pany followed by some 28 percent of the population who said that department stores 
were the most expensive source of credit for this purpose. Responses to these 
questions, indicate that consumers have a general idea of the ranking of lenders 
in terms of cost. 

Interest Rate Estimates 

Having ascertained that most families were generally aware of the gross 
ranking of types of lenders, they were next questioned about the interest rates 
that would prevail on installment loans of various kinds. The fi rst type of loan 
that families were querried about was the automobil~ loan. Here, a remarkable 
36 percent of the respondents said that they had no idea wha t the rate of inter
est was on such a loan. An additiona l 1 2 percent of the population estimated that 
the rate was 6 percent or less, a very unlikely rate. Consequently, only half of 
the popu l ation was ab l e to give a rate that might conceivably have been reasonable. 

Respondents who had a sizeable amount of debt, that is, at least $200 of 
current installment debt - including automobile debt - were more likely to know 
what the rate of interest was on automobile loans than were other respondents . 

Next, respondents were asked to es timate how much annual interest they would 
have to pay i n order to finance a mortgage on a home. Here again, 34 percent of 
the respondents did not know while another 5 percent thought that the rate would 
be 6 percent or less, an unreali stically low estimate in the current market. In 
this instance, experience greatly improved the ability of the respondents to es
timate the correct rate of interest. While 34 percent of the total population 
did not know the rate of interest that was charged on a mortgage l oan, this fell 
to only 11 percent of families who purchased a home within the previous year and 
28 percent of other homeowning families. Among non-homeowni ng families, at least 
half had no idea of the current mortgage rate. 

Respondents were next asked to estimate the percent finance rate charged for 
revolving credit in department stores . Here 44 percent of families said that they 
did not know while an additional 10 percent gave answers that were too low or too 
high. Only 27 percent of all respondents gave the answer as 18 percent, an an
swer which is correct for respondents in nearly every state. Even among families 
using store credit cards 36 percent said that they did not know the rate charged 
on these accounts . 

Accounting for Differences in Interest Rates 

In an at t empt to guage the knowledge and reasoning power of respondents in 
the area of consumer credit, they were asked why the rate of interest charged for 
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a house mortgage was lower than that charged for a department store revolving 
credit. In this instance, 31 percent said that they did not know the reason. An 
additional 31 percent of the families said that the mortgage rate was lower be
cause it was longer term - an answer that might be questioned by students of the 
money market but which is understandable enough when the administration costs 
of the loan are added in . Twenty-four percent said that the mortgage was a more 
secure loan than the department store loan since the house served as very good 
collateral and an additional 24 percent gave the equally r easonable answer that 
department store credi t included more service than did the mortgage. Four percent 
of the respondents said that the department store credit cost more because they 
made more profit than the bank. 

Knowledge of Expenses Connected with Granting of Credit 

The cost of credit may vary from lend er to lender for many reasons including 
the amount of service included with the loan and the degree of risk that the lender 
is willing to take on with certain types of borrowers. For this reason, it is 
important for the prospective borrower to realize why lenders differ in terms of 
the cost of money and in order to help guide him to select that type of loan 
which is best suited to his needs. The costs of credit may be broadly divided 
i nto three groups. First, there is the cost of money which is s imilar for most 
large lenders and may be said to approximate the prime rate of interest . Second, 
there is the risk of credit loss which is very small for lenders who lend only 
to the most reliable borrowers and is very high for lenders who lend money to much 
less reliable borrowers. Third, there is the cost of services connec ted with 
granting credit. This may be very low in the case of a bank installment loan 
where the customer makes a regular monthly payment without elaborate notification 
but it tends to be very high in the case of credit cards or department store re
volving credit where the cost of credit must cover high administrative costs 
for regular monthly billing, keeping track of numerous sa l es a nd purchases of 
goods including returns and the free credit service offered by most such plans 
which makes no charge for goods paid for within a certain period of time. 

Since department store revolving credit included s ub stantial charges in .al l 
three categories, respondents were asked whether they felt that the 18 percent 
charged by most department stores for credit was a ll profit or whether there 
were some expenses that must be covered . Only 7 percent of the families said 
that the finance charge was pure profit while a n addit ional 7 percent said that 
it was mostly profit . Seventy percent of families admitted that ther e were 
some expenses and 5 percent said that most of the f nance charge was necessary 
to cover expenses . 

Respondents who did not think that the 18 percent was pure profit were asked 
what some of the expenses were. Seventy-four percent of respondents mentioned 
expenses which related to the administration of the credit . Twenty-two percent 
of respondents mentioned bad debt or credit loss as an expense connected with 
granting credit . However, only 3 percent of respondents spontaneous l y mentioned 
the cost of money which is us ed for credit. 

Evaluating Overall Credit Knowledge 

In order to evaluate the cau ses or differences in consumer knowledge about 
consumer credit an index composed of responses to questions a lready discussed 
was formed. The respondent was given one point for correctly answering each of 
the following questions: In response to the lowest finance charge, the respon-
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dents answer was scored as correct if he mentioned the bank or the credit union . 
For the highest finance charge he was given a point if he named either the depart
ment store credit or the finance company . For percent interest on an automobile 
the response was scored as being correct if the rate was between 7 and 16 percent . 
A mortgage rate was accepted as being correct if the rate was between 5 and 9 
percent. The store interest rate was accepted as being correct if it was between 
10 and 18 percent. In response to why mortgage interest rates were lower than 
those charged on department store revolving credits, up to 2 points were given 
for valid answers and in response to the question regarding expenses connected 
with the store's granting credit up to 3 points were given for naming the three 
correct categories .. A last point was given if the respondent could correctly 
estimate the rate of interest thatthe store must pay for credit which was taken 
to be anywhere between 3 and 8 percent. 

A multivariate analysis was run using the index of knowledge of consumer 
credit as the dependent variable and the following as independent variables; 
age of the head of the family, education of the head of the family, housing 
status of the family, total installment debt, size of the place in which the 
family lived and total income of the family. Together 29.24 percent of the . total 
variance was explained by the variables . Those which predicted most accurately 
were in order of importance, total family income and education of head, which 
together explained almost all of the variance. Knowledge of credit is strongly 
and directly related to the income and the education of the family . In the 
case of education, mean scores rose monotonically in that each increased level 
of education was associated with a higher average index of accuracy. In the 
case of income, mean accuracy rose strongly with income except among the very 
highes t income groups, that is over $20,000 a year, where slight declines were 
noted, presumably as the result of less frequent use of installment credit by 
upper income individual who can often · afford to buy what they need without 
resorting to credit. 

Summary 

What can we conclude about the results of this study? First, consumers 
generally seem to have a gross awareness of the ranking of "different types of 
lenders in terms of cost. Second , a great proportion of consumers are unaware 
of current rates of interest being charged on such items as hou se mortgages , 
automobiles a nd department store revolving credit. Third, a l arge proportion of 
consumers do not ap pear to have an understanding of the credit market, of the 
reasons why different types of loans have different costs associated with them 
and the reasons why different l enders may be more or l ess costly. A fourth con
clusion is that it appears that knowledge and understanding of the credit market 
is c losely related to income and education of the fami ly. 

How do these findings contrast with the picture of the perfect consumer 
described above? First, we have seen from other evidence that most consumers 
do not in fact care as much about interest rates and the cost of credit as about 
other things, specifically the size of the monthly payment. Second , with the 
exception of those who are well educated and fairly affluent, many consumers have 
great gaps in t heir knowledge and understanding of the credit market. Therefore, 
it is not unrea listic to assume that many consumers, due to their lack of con 
cern or knowl edge, will accept the 18 percent rate charged by the department 
store or even the 36 percent rate charged by the fi nance companies when credit 
is needed. 

There appear to b e two ways to insure t hat the consumer does not consitent
ly overpay for credit. The first, which i s l ess desirable from an economic 
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standpoint, is to regulate the maximum allowable finance rates so that the 
consumer may not, in fact, agree to pay exorbitant rates. This provides pro
tection for some consumers but it has the drawback of limiting the ability of 
other consumers who might be rational and well-informed and who also may not 
be very good credit risks to seek credit. A second solution which is far more 
equitable is to attempt to inform and educate the consumer concerning the im
portance of knowledge about the credit market and also equip him with the basic 
facts and insights that he must know in order to function efficiently in that 
market. 
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