
 
Discovery Guides  

 

© 2009 ProQuest Released February 2009 

1 
 

Forgive Us Our Trespasses? The Rise of Consumer Debt in Modern America 

By Matthew Ruben 

Neither a borrower nor a lender be. ï Polonius, Hamlet 

Live richly. ï Citibank advertisement 

Introduction  

Since 1975, total household debt 

in the US has grown by a factor 

of 4½ when adjusted for infla-

tion. Household debt from mort-

gages over that same period has 

similarly grown by a factor of 

5½. In fact, total household debt 

in the US increased every single 

year from 1982 to 2007, even 

when factoring in inflation, ex-

cept in the recession year of 

1991. (Federal Reserve Board; 

Crawford and Katz) Through 

good times or bad, while incomes have risen or fallen, and when interest rates have been high or 

low, consumer debt in the U.S. has climbed ever skyward.But while consumer debt levels have 

consistently risen over the past 30 years, the rate of debt growth has increased dramatically since 

2000. Between 2000 and 2007, the total debt taken on by households nearly doubled in a period 

when consumer prices increased less than 20 percent. Experts point to a variety of reasons why 

debt levels have soared. For many Americans, the cost of medical care and health insurance has 

outpaced income and earnings growth. Interest rates have been kept low, and home prices 

skyrocketed until 2007, leading to a substantial increase in home loan borrowing. Mortgages 

traditionally represent the largest proportion of consumer debt. An oft-repeated statistic holds 

that the average American now owes more than he or she makes annually. Factoring in 

mortgages, total household debt stood at $13.9 trillion in 2008. (Federal Reserve Board) 

The volatility in housing markets and expansion of mortgage credit since 2000 ï and the subse-

quent rise in delinquencies and foreclosures ï undoubtedly explains a significant portion of the 

total rise in consumer debt. Home mortgages accounted for 69 percent of total household debt in 

2000; at the start of 2009, the figure has risen to 76 percent. 

It would be impossible to completely extricate housing debt from the debt equation that Ameri-

can consumers are facing today. But even if we discount the great expansion of mortgage debt 

since 2000, the growth of non-mortgage consumer debt over the same period has still outpaced 
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the growth of inflation, as well as the growth in con-

sumer prices for food, housing, energy, and medical 

expenses. Credit card debt is at a historic high. Payday 

loan operations are flourishing. Students are acquiring 

high levels of debt well before they face the prospect of 

owning a house. 

 

This Discovery Guide explores the nature of consumer 

debt, the reasons for its historic rise, and the implica-

tions for both consumers and the economy at large. 

PART I. UNDERSTANDING CONSUMER DEBT  

The Merits of Debt? 

Individual consumers have clear incentives not 

to be saddled with too much debt. Excessive 

use of credit can result in an arduous repay-

ment process or bankruptcy. Certain cultures 

view personal debt as immoral. We tend to see 

less consumer borrowing in Islamic and Asian 

countries where cultural biases exist against 

people saddled with debt. 

But is debt intrinsically bad for consumers? 

Access to credit has long been seen as an im-

portant part in ensuring a better quality of life, 

particularly in the United States. Home loans 

and similar loans were designed to allow 

families to buy homes and cars with only a job 

and a modest down payment. And smaller 

loans (including credit cards) can be used by consumers as a safety net in case of medical emer-

gency or sudden unemployment. Legitimate forms of credit at reasonable rates are essential to 

the achievement of the proverbial American dream. 

 

From a macroeconomic standpoint, consumer credit in the form of low interest rates can help 

fuel an economy. Since the New Deal, Keynesian economics has promoted greater consumer ac-

cess to credit, especially during periods of economic decline, in order to increase demand for 

goods. In other words, when credit is made more available, resulting increases in demands for 

consumer goods cause an increase in economic production. Consumer spending is the engine of 
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the American economy, and an increase in household debt can be a net benefit for business con-

ditions. In these respects, some level of consumer debt is a healthy and essential ingredient for a 

modern capitalist economy. 

Furthermore, an extensive investigation of historical trends in U.S. consumer behavior finds that 

as consumer debt has grown since the Great Depression, it has done so in large part because of 

efforts to promote lending as well as to democratize the lending market. If debt is rising, itôs do-

ing so because credit opportunities are expanding. New Deal legislation facilitated the greater 

availability of guaranteed loans for mortgages, home improvements and cars. The innovations of 

store credit and credit cards in the 1960s and 1970s further improved access to credit. And, while 

women and minority groups had been excluded from credit in the post-World War II period, 

public policy efforts in the 1960s and 1970s provided access to these groups. (Logemann, 528) 

Therefore, both a sensibility about debt and an understanding of historical trends in this country 

would justify a steadily climbing rate of consumer debt in the latter half of the 20th Century. 

Some amount of debt is justifiable. But at what point is there too much debt? 

From the standpoint of the individual consumer, ñtoo muchò is when debt becomes unmanage-

able and unpayable. Based on statistics from the Federal Reserve Board, disposable income used 

to make monthly debt payments hovered between 10 and 12 percent between 1980 and 2000, 

but, following a period of low interest rates, climbed to more than 14 percent by 2006. (Mantel, 

196) But does this suggest households are necessarily having a more difficult time servicing their 

debt? 

From the standpoint of the greater economy, ñtoo muchò is when debt is high enough that low 

interest rates arenôt adequate to induce further consumption, or when consumers are saddled with 

too much debt to invest. Furthermore, when delinquencies and bankruptcies become rampant, as 

was the case in 2008, banks, other lenders, and markets suffer. 

Finally, some forms of debt are unhealthy no matter the level of borrowing. Any predatory 

lending or usury is undesirable, from the standpoint of both the borrower as well as the economy 

as a whole. 

Not one-size-fits-all 

From the standpoint of the borrower, there is always a cost to borrowing, and all debt is taken on 

because of a desired or needed benefit in return. But not all debt is the same. This section falls 

short of providing a comprehensive look at the various dimensions of consumer debt. But it does 

offer an overview of how consumer debt can vary greatly in terms of what sort of benefit it can 

provide and what kind of risks or costs it entails, particularly among the more common forms of 

debt. 
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Mortgages and other secured debt 

A secured loan is a loan for which the lender receives collateral in return. Mortgages and car 

loans are among the most common secured loans. In these cases, collateral is provided to the 

lending institution in the form of a lien on the title to the property until the loan is paid off in full, 

and if the borrower defaults on the loan, the lender retains the legal right to repossess the prop-

erty. 

Traditionally (though not always), these types of loans ï and mortgages in particular ï are of-

fered at a lower interest rates because banks and other lending institutions are taking on less risk, 

thanks to the provided collateral. 

Another factor that makes these loans somewhat more desirable is in the real long-term benefit 

provided to the borrower. The property provided as a result of the loan is a tangible asset that 

often provides an economic benefit, such as a place to live or a car to drive. (Although while cars 

tend to rapidly depreciate, houses tend to retain their economic value.) Of course, a loan taken 

out to purchase goods which donôt provide the same sort of economic benefit in the long run ï 

such as an entertainment system ï can also be a secured loan. But many secured loans can be 

justified by their potentially significant long-term economic benefit to the borrower, and this is 

no doubt one reason why mortgages are traditionally viewed differently than other forms of con-

sumer debt. 

Student loans 

Student loans differ from mortgages in that they are usually unsecured loans, meaning that col-

lateral is not provided by the borrower against the provided assets. But because education is as-

sociated with higher future incomes, lenders view these loans as less risky than loans of other 

types, and consumers perceive them as rewarding. Young people who otherwise wouldnôt be 

able to afford higher education gain substantial benefits from student loans in the form of better 

financial opportunities after earning their degree. So student loan debt is ñgoodò because the bor-

rower is purchasing future earning capability and investing in him- or herself. 

In a different sense, student loans are comparable to mortgages in providing an investment in the 

future. Most workers expect their peak earnings to come later in life. Anticipating higher earn-

ings in future years, consumers can afford to borrow to finance earlier in life and later pay down 

their debt. 
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Credit cards 

Credit cards are another form of 

unsecured loan, typically offer-

ing higher interest rates than 

long-term secured loans. Other 

forms of personal loans exist, 

but because of the relative ease 

of owning and using a credit 

card in modern society, credit 

card debt has grown dramati-

cally. Credit card borrowing is 

generally considered undesirable 

because of its association with 

high interest rates, especially as 

debt becomes long-term, and its 

significance is a consequence of 

the relative convenience of using 

a credit card. Interest rates can 

vary dramatically, depending on 

the state of the economy or the borrowerôs credit history, but for the most part, interest rates are 

higher on credit cards than on other forms of personal debt. 

Furthermore, even if we consider that many people use credit cards for basic necessities such as 

utility bills, food, and shelter, the long term benefit of consumables does not typically match the 

economic benefit of a mortgage or a student loan. 

 

Payday loans 

A payday loan is a small, short-term loan provided to a borrower until his or her next payday. 

Finance charges on payday loans are as a rule very high, and payday loans are often subject to 

high fees and penalties, varying somewhat depending on local laws. One big advantage of a pay-

day loan is that it doesnôt require a credit check, so people with poor credit can borrow money; 

all that is required is proof of employment and a checking account. Another advantage is in their 

relative convenience. Today there are more payday loan and check cashing stores in the US than 

there are McDonaldôs, Burger King, Sears, J.C. Penney, and Target stores combined. But fees 

are translated into an estimated 400 to 1000 percent annual interest. (Stegman 169-170) While 

most payday loans are designed to be short-term, many roll over into a period longer than a few 

weeks, resulting in exorbitantly high rates of interest. For these types of loans, lenders take on a 

 
Charts showing U.S. consumer debt. U.S. credit card holders on 
average increased their debt by nearly 5 percent in the fourth quarter 
of 2007.  
Chicago Tribune, Knight -Ridder/Tribune News Service 04 -02 -2008  
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moderate amount of risk by avoiding a credit check, but loans are backed by postdated personal 

checks and employment verification. 

Common denominators 

There is obviously a great chasm separating a medical student paying off loans that financed her 

education and a minimum wage earner paying off a credit card bill that was used to buy Christ-

mas gifts. But each is still a form of consumer debt. Moreover, while one form of debt might ap-

pear to be more morally justified from the standpoint of either consumer welfare or the general 

economy, the cost and benefit of any loan depends on the details. This means that a loan is only 

as good or as bad as its rate of payment and possible associated fees. These fees can, in turn, be 

high even with collateral, or low even without it. 

Therefore, it would be foolhardy to dismiss credit card debt as bad for the consumer or student 

loans as a necessarily good investment. Student loans can be usurious. Credit card interest rates 

can be reasonable (and credit cards can be paid back quickly, before any interest is charged). 

Even home equity loans can be spent by the borrower for just about whatever he or she wishes 

(including paying off credit card debt). Another way of putting it would be that consumers who 

take on debt must be careful only to accept debt they can afford to repay. 

Additionally, it makes little sense to think of these debts as being distinct, given that when con-

sumers need to borrow, they likely choose among these options. If a consumer canôt access a 

home equity loan or a student loan, there is a better chance he or she might borrow from a credit 

card. And if credit cards are not a readily available option, a consumer might resort to a payday 

loan. 

For better or worse, Americans have taken on more and more debt ï mostly through mortgages 

and other home loans, but through other forms as well. But just because people have high levels 

of debt does not mean they canôt afford to pay the required interest. While record levels of debt 

suggest that Americans have accumulated excessive amounts, the greater concerns are these. Are 

Americans able to pay off their debts? Are they resorting to loans requiring higher interest rates? 

Are they accumulating debt with future benefits for themselves, or is the record debt more an in-

dication of a desperate struggle to get by? 

PART II. CONSUMER WELFARE AND MARKETS  

The previous section offered some measure of detail about the characteristics of the consumer 

credit market, and about consumer debt in general. This section investigates the characteristics of 

existing consumer debt, how frequently debt becomes a significant problem for consumers, and 

which households are suffering the most. 
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Identifying the Signs of ñBadò Debt 

A number of trends suggest that a growing portion of consumer 

debt is particularly undesirable. Americans spent more than they 

saved in 2005 for the first time since the Great Depression. Bank-

ruptcies and foreclosures are obvious signs of consumer debt 

problems; these rise and fall as households face obligations they 

are unable to handle. Foreclosure rates in the housing market 

have skyrocketed since 2006, and between 1987 and 2007 the 

number of personal bankruptcy filings in the US quadrupled. 

(Lopes 769) As of 2005, the US had the highest bankruptcy rate 

in the world. (Erasmus and Lebani 212) Measuring the number of 

bankruptcies since then has been made harder by the Bankruptcy 

Abuse Prevention and Consumer Protection Act, which made it 

more difficult and expensive for individuals to file starting in 

October 2005. But since the legislation was put into effect, bank-

ruptcies have steadily climbed again, and at the end of 2008 their 

frequency is nearly to the point where new cases are being filed 

at the rate prior to the bill. 

But these are by no means the only signs of undesirable consumer debt. From the standpoint of 

the consumer, other examples include loans with excessively high interest rates and late payment 

fees, and loans not facilitating future economic benefits.  

 

One sign of relative distress is the growth of credit card debt. From 1989 to 2006, Americansô 

overall credit card debt grew by 315 percent, from $211 billion to $876 billion (in 2006 dollars). 

(Garcia 2007, 1) In other words, the percentage increase in credit card debt over this period ex-

ceeds the corresponding growth in overall consumer debt. And most households with credit cards 

now choose to revolve some of the balance due each month. Nearly six in ten households using 

credit cards revolved their balances in 2004 (choosing to pay interest rather than paying off the 

debt), with an average balance of $5,219. (Garcia 2007, 1) For lower income households using 

credit cards, the situation is bleaker, with an average balance of $6,500 for those with incomes 

below $35,000. (Draut A26) 

This debt is particularly bad news for consumers because interest on credit card balances tends to 

be high. Entering 2009, the average consumer credit card interest rate exceeded 14 percent. 

Moreover, credit card interest rates are generally higher for households that carry a balance. One-

third of cardholders are paying interest rates in excess of 20 percent. (Wheary and Draut 1) 

 
http://www.thriftyscot.co.uk/112
006/the - latest -on-credit -card -
debt.html  
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There are other signs of general distress. A report found that between 1993 and 2004, the average 

debt for seniors graduating from college with student loans more than doubled, far outpacing in-

flation and cost of living increases over the same period. (Swarthout 2006) Perhaps more impor-

tantly, students are more often unable to pay rising tuition with the federal student loan program 

alone, so they are turning to private student loans. Since 1998, these once-uncommon private 

student loans have grown 894 percent to $77 billion, accounting for a quarter of all student loans, 

but ñunlike federal student loans which have a fixed interest rate of 6.8 percent, private student 

loans are typically variable rate loans, with higher starting interest rates and costly origination 

fees.ò (Garcia 2008, 7) The implication of the opening of this private market is that while student 

loans continue to offer the same dividends to consumers (the benefits of a higher education de-

gree), the cost of obtaining the degree is rising. 

It is also worth noting that debt levels have risen the fastest for middle class families. Since the 

1980s, income levels have grown for middle class families, but not at a rate equal to that of 

wealthier families. And because their income levels tend to be high enough to offer greater ac-

cess to credit, middle income families have been more likely than poor families to accumulate a 

large amount of debt. The debt-to-income ratio for middle class families is higher than that of 

lower income families (who have less access to credit) and higher than that of upper income 

families (who have more income and are more easily able to pay off debt). And whereas the me-

dian debt-to-income ratio for middle income families was 0.45 in 1983 and 0.54 in 1992, it 

jumped to 1.19 by 2004. (Pew Research Center 156) 

POVERTY AND THE DEBT TRAP 

While debt levels have risen fastest for middle class families, low- and moderate-income families 

with debt problems suffer disproportionately. With these families already hindered by modest 

incomes, risk-based pricing further stacks the deck. Risk-based pricing is a methodology adopted 

by many lenders that measures risk by the lender's estimate of the probability that the borrower 

will default. Because low-income families are seen as more likely to default, they face higher 

interest rates, which makes it more difficult for the borrower to pay back the loan. These phi-

losophies hold for other forms of credit as well. Individuals with lower credit scores ï usually 

resulting from late payments or high balances ï tend to be stuck with higher interest rates (if they 

are offered additional credit at all). As one analyst explains, ñonce people take on debt, the credit 

card companies react by doing at least one of the following: (1) increase interest rates; (2) charge 

fees/penalties; and (3) increase credit limits; all of these actions help to raise the likelihood a 

debtor will not pay off their debt quickly.ò (Scott 569) 
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The challenge to pay back the interest on a loan, other possible 

fees, as well as the principal, all while contending with a higher 

interest rate (and a smaller income), is the so-called ñdebt trapò 

that many low-income households face. If they are unable to 

pay back the principal on a loan, they may be subject to more 

fees and an even greater rate hike. If interest rates and fees are 

particularly high, the trap is made that much more difficult to 

escape.  

 

Evidence supports the idea that these groups suffer greatly 

when they take on any form of debt. In 2004, one study calcu-

lated that 46 percent of very low-income (under $10,000 per 

year) households with some credit card debt spent more than 40 

percent of their income to pay off debt. (Garcia 2007, 1)  

It is also estimated that more people with bad credit are resort-

ing to alternative sources of credit, including payday loans. 

Credit card interest rates are high, but not nearly as high as pay-

day loan interest rates. Consequently, most consumers resort to 

payday loans as a last resort. One research study of borrowers 

from payday loan operations found that ñnearly allò have used 

other types of consumer credit, but were much more likely to be 

burdened with debt or denied credit. (Stegman 173) 

These types of loans amount to an even more daunting debt trap, given that the fees and interest 

are exponentially higher than in the credit card industry. Making matters worse, payday loan bor-

rowers canôt build a credit rating at all, let alone save money. But payday loans have grown dra-

matically, from an estimated $8 billion in 1999 to between $40 and $50 billion in 2004. (Steg-

man 170) 

Studies of payday lending exemplify the ñdebt trap.ò A Portland study found that 74 percent of 

borrowers were unable to repay their payday loan when due. (Callahan and Mierzwinski 4) 

Another study done by the Center for Responsible Lending found that the average payday loan is 

renewed eight times, costing the borrower about $800 for an initial loan of $325. (Draut A26) 

Yet another finding, from analysis of payday lending in Wisconsin, reports that 53% of payday 

loans are rollovers. (Stegman and Faris 2008, 20) And these statistics, while striking, might be 

underestimating the magnitude of the problem, because consumers can pay off one payday loan 

with another from a different lender. 

  

 
http://commons.wikimedia.org/wi
ki/File:Payday_loan_shop_window
.jpg  
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PART III.  THE CREDIT MARKET AND CONSUMER DECISIONS TO TAKE ON 

DEBT 

Deregulation and the Democratization of The Credit Market 

Given that household debt has reached historic heights, and given the ample evidence that 

households are struggling with the burden of debt, itôs worth noting that there are supply-side 

explanations for the changes in the consumer credit market. These provide the backdrop for the 

increase in consumer debt over the past three decades. 

The changes in many of the credit markets, in-

cluding those of payday lending, mortgages, and 

credit cards, mirror one another in certain re-

spects. Specifically, recent history has seen 

growth in these credit markets in part because 

there have been efforts to deregulate and ñde-

mocratizeò them, and in some cases further 

securitization of lending. 

 

In the housing markets, the most influential re-

cent developments involved offering more crea-

tive loans with sub-prime and adjustable-rate 

mortgages, opening the market to consumers not 

traditionally served by the mortgage market, and 

adopting a generally more relaxed underwriting 

philosophy. Subprime loans have interest rates 

that are higher than standard prime mortgages as 

a direct result of the greater risk associated with 

holding the debt. An adjustable rate mortgage is 

a mortgage loan where the interest rate periodi-

cally shifts. But these instruments themselves 

didnôt change the landscape of the housing mar-

ket. 

The more important factor came in the accompaniment of less selective requirements for lending 

and a more aggressive marketing of these loans. Adjustable-rate mortgages offered lenders the 

opportunity to put off big payments until later, seducing borrowers with lower initial payments 

and low initial interest rates. Further, research shows that subprime loans and adjustable rate 

mortgages were sold to consumers who are unlikely to be able to repay the loan should interest 

 
http://media3.washingtonpost.com/wp -dyn/content  
/graphic/2007/05/27/GR2007052700089.gif  
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rates rise. (Garcia 2008, 2) Borrowing became much easier, thanks in part to the belief many 

lenders had that the growing value of the 

house would provide adequate collateral. 

The negative consequences to these practices 

became evident in the 2007 market 

meltdown, as foreclosures became 

widespread once interest rates became less 

favorable and housing prices dropped. 

Historically a person would get behind in his 

mortgage because of a temporary catastrophic 

event such as a job loss or health problems. 

But with adjustable-rate mortgages, people 

were getting behind simply because 

mortgages were resetting from their initial 

teaser rates. Many of these mortgages were 

doomed to failure simply because of the 

design of the contract. 

The evolution of the credit card market over 

the same period offers some parallels in that 

restrictions on lending have disappeared, and 

markets have subsequently been opened up to 

segments of the population that at one time would not have qualified for a loan. 

For the credit card industry, the most significant development came in a 1978 Supreme Court 

ruling. Marquette vs. First Omaha Service Corp effectively helped eliminate state anti-usury 

laws that protected consumers from high fees and interest rates, holding that these laws regulat-

ing interest rates cannot be enforced against nationally chartered banks based in other states. 

Before the ruling, 37 states had usury laws that capped interest rates and fees on credit cards for 

customers in their state, most at less than 18 percent APR. (Garcia 2007, 14) The court ruling 

allowed a national bank to charge its credit card customers the highest interest rate permitted in 

the bankôs home state as opposed to the rate in the home state of the customer. Credit card com-

panies followed suit by first convincing South Dakota and Delaware to commit to particularly 

lax usury laws; the companies then all moved their headquarters (and employment opportunities) 

to those states. With states powerless to restrict the companiesô rates of interest, the federal gov-

ernment chose not to step in with its own restrictions. (Ausubel 58; Garcia 2007, 14) 

In other words, the Marquette ruling effectively decided that nationally chartered banks would be 

subject to the laws of the federal government and the bankôs home state, but because the bank 

 

How the subprime mortgage crisis has hurt the overall 
economy.  
Detroit Free Press, Knight -Ridder/Tribune News Service 
01 -31 -2008  
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could choose a ñhomeò state that would offer few restrictions, effective lending regulations 

would have to come from the federal government. Meanwhile, financial deregulation has been 

the predominant trend in Washington since the Marquette ruling. 

A related case followed in 1996. Smiley vs. Citibank followed the precedent of Marquette by 

permitting fees (not just interest rates) to be determined by the bankôs home state. Before the de-

cision, late fees averaged $16; by 2007, that figure had risen to about $34. (Garcia 2007, 14) 

The greater freedom offered to credit card companies has allowed businesses to lend at higher 

interest rates to a wider range of the population. In fact, because they are more likely to carry 

over balances and pay fees, low-income credit card holders are now more profitable to credit 

card companies than high-income card holders. (Stegman and Faris 2005, 12) 

Deregulation has had other consequences. Credit card companies have lowered their minimum 

payments, allowing borrowers to increase their indebtedness. (Scott 571) And more often than 

not, credit card issuers reserve the right to change rates of interest on credit card accounts at any 

time, for any reason. (Wheary and Draut 1) 

Credit card companies gave more consumers greater access to credit, but as described in the pre-

vious section, these individuals often face interest rates in excess of 20 percent annually in addi-

tion to high fees. The incentives credit card companies offer consumers with regard to lines of 

credit, fees and interest, have made it more likely that families will endure debt over a longer pe-

riod of time, with little chance of eliminating their debt burden altogether. (Garcia 2007, 14) 

Lax regulation at the federal level has also been extended to the payday loan industry. Fees for 

holding postdated checks are exempted from state usury laws and interest rate caps, and often 

these fees are substantial. Lax regulation ñalso allows óbounce [overdraft] protectionô and other 

assorted bank fees and penalties from which banks profit so handsomely, and these profits dis-

courage mainstream banks from under-pricing payday lenders in a head-to-head competition.ò 

(Stegman 185) In other words, banks are less likely to compete with payday loan companies be-

cause in order to do so, they would have to forego enjoying their lucrative bank account over-

draft fees. 

One other development that has proved especially significant for the well being of the economy 

as a whole has been the rise in securitization of debt. Securitization involves the pooling of fi-

nancial assets which serve as collateral for new financial assets. Banks could therefore lend 

money, bundle these loans, split the pool into shares, and sell the shares off. Once shares are 

sold, the repayment of the loan is no longer a risk to the bank that initially lent the money; the 

risk had been passed along to the many shareholders of these securities. Consequently, one result 

of securitization is that repayment of loans takes on less importance to lenders as the asset is sold 

to investors, but the lender incentives instead are to make the initial loan and enjoy the profits 
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taken from fees. (Morgensen) As long as these securities were in high demand, mortgage brokers 

had incentives to lend as much money as possible rather than to make low-risk loans. 

Evidence suggests that financial innovation through securitization contributed to an expansion in 

the supply of mortgage credit in the years 2001 to 2005, and subsequent defaults from 2005 to 

2007. (Mian and Sufi) In other words, securitization created incentives for lenders in all relevant 

markets (including mortgages, student loans, and credit cards) to extend services to consumers 

who would otherwise not be eligible for loans. The consequences for the mortgage market were 

made evident in 2007 and 2008 as the value of these securities plummeted. 

PAVED WITH GOOD INTENTIONS? 

Upon closer examination of the supply side of consumer lending, it becomes evident that many 

questionable lending practices contributed to the modern rise in consumer debt. What explains 

the increased demand for debt, especially among consumers who couldnôt afford to pay back 

their loans? 

Arguably, people donôt ever plan a bankruptcy 

or foreclosure before it happens, but consumers 

nonetheless make poor long-term decisions 

based on an unreasonably optimistic set of be-

liefs. Studies show that consumers often suffer 

from other measurable handicaps. Anecdotal 

evidence abounds with regard to consumers be-

ing uninformed or unclear about the complexi-

ties of mortgage law. Itôs less clear how often 

consumers have a good working understanding 

about compound interest. But there is evidence 

that many households donôt make informed de-

cisions. 

The literature offers a litany of examples, sometimes highlighting consumer ignorance or poor 

financial management skills. One survey found that ñonly 27 percent of consumers knew that 

credit scores measure credit risk, just over half understood that maxing out their credit card 

would lower their credit scores; and, only 20 percent knew that just making minimum payments 

on their credit cards will do likewise.ò (Stegman 186) A different study of Canadian payday loan 

users found that almost half thought that interest rates charged were not higher than those of 

other financial institutions or just didnôt know. (Saulnier 4) Another found that less experienced 

consumers tend to use their credit limit in part because they see it as an indication of their earn-

ings potential. (Soman and Cheema 32) Store cards encourage impulse buying. (Erasmus and 
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Lebani 217) Peer acceptance or social 

pressure regarding debt influences 

whether or not they accept debt them-

selves. (Lea et al. 691) 

 

But most studies of consumer debt are 

quick to point out the decisiveness of 

economic conditions, the cost of living, 

and personal circumstance (job status, 

health) when it comes to determining 

how much debt a household accumulates. 

Consumers are not generally going into 

debt in greater numbers as a result of the 

purchase of luxury items or frivolous 

spending. (Weller and Douglas 62; Gar-

cia 2007, 11) 

Even an informed, rational consumer, facing difficult circumstances such as temporary unem-

ployment or an unexpected health expense, can find himself quickly in debt. If peopleôs incomes 

are insufficient to cover basic necessities, they will sometimes rely on their credit cards to help 

them get through a difficult financial period. However, once credit debt is established, high inter-

est rates and fees are often enough to keep people from being able to pay off their debt. (Peterson 

175) 

This reality, coupled with greater opportunities to borrow and a higher net cost of living, can be 

explanation enough for greater consumer debt. Undoubtedly, some consumers become debtors 

because of mismanagement or irresponsible spending, but their likelihood of facing financial ad-

versity is much greater if the cost of living is rising higher than corresponding increases in in-

come. For some segments of the population, these costs have risen. For example, in health care, 

between 2000 and 2008, the number of Americans that spent more than 10 percent of their in-

come on health care costs rose almost 50 percent, from 42 to 62 million. (Families USA, 1) And 

consequently, more people are experiencing debt problems as a result of medical expenses. In 

2007, 41 percent of adults under age 65 reported medical debt or problems paying their medical 

bills, up from just 34 percent two years prior. These problems paying medical bills occurred 

across all income groups, but the problems were understandably more pronounced for families 

with low or moderate incomes. Half of all families with incomes below $40,000 reported prob-

lems paying medical expenses in 2007. (Doty et al. 5) 

For much of the population, while expenses have risen, wages have either stagnated or lagged in 

comparison. One estimate puts the share of family income devoted to ñfixed costsò such as 
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housing, child care, health insurance and taxes (i.e., expenses which can hardly be considered 

frivolous) at 75 percent, up from 53 percent just 20 years ago. (Garcia 2007, 11) 

 

The argument, in essence, is that most Americans in debt would have to sacrifice on basic needs 

in order to pay off some or all outstanding debt. The truth undoubtedly is that some consumers 

acquire debt from frivolous expenses, some do so because they lack adequate financial literacy, 

some do so because they are working towards an advanced degree, and some are paying off 

medical expenses. 

What is less arguable is that all Americans work within the same system of laws regarding credit 

and debt, and all work within the same set of consumer markets. As explained earlier, these mar-

kets became more open to more consumers, and borrowing standards became more relaxed, al-

beit in many cases with higher penalties for debtors. And while sluggish economic growth and 

rising prices may affect some consumers more than others, the aggregate effect of rising medical 

expenses and tuition fees and housing prices has certainly led to a rise in total consumer debt. 

PART IV. THE ECONOMIC CRISIS AND POLICY RECOMMENDATIONS  

The Credit Crunch 

When considering the reasons for the rise in consumer debt and the implications for the economy 

in general, the most interesting aspect might be that the rules of the game have dramatically 

changed in 2008. Stock market indexes have fallen to 10-year lows. Housing prices are down by 

more than 20 percent in some markets. The Federal Reserve reported that in August 2008, con-

sumer borrowing declined by $7.9 billion, the biggest monthly drop in more than 50 years. (Gar-

cia 2008, 2) And loans in general are less available. One clear result of the economic crisis is that 

although consumer debt is not likely to rapidly disappear, it is especially unlikely to continue its 

upward trend. 

Entering 2009, the credit markets have tightened dramatically. Investors fear further repercus-

sions in the securities markets and in the credit card market in particular, so investment in credit 

card backed securities has dwindled. (Garcia 2008, 5) The issuance of credit-card backed securi-

ties (the securitization of credit card debt), which averaged $8 billion a month in 2007, was $0 in 

October 2008. (The End of the Affair 40) 

The implications for credit card companies are unclear. Some analysts fear that they will take a 

massive hit in the next couple of years from rotten debt. (Silver-Greenberg) Additionally, at the 

end of 2007, one third of Capital Oneôs loans had been sold as securities, so if there should be 

panic over credit card securities in the same way the mortgage-backed securities market became 

distressed in 2006 and 2007, Capital One (and some other credit card companies) could be se-

verely threatened. (Morgensen) 
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But consumers can expect higher interest 

rates, lower credit limits, and increased 

fees. And as the credit crunch plays out, 

with fewer incentives and outlets for bor-

rowing, consumers are spending less. 

Richard Berner of Morgan Stanley was 

recently quoted as saying, ñThe golden 

age of spending for the American con-

sumer has ended and a new age of thrift 

likely has begun.ò (The End of the Affair 

39) 

 

Even if Berner is correct, the likelihood 

that consumers will be able to start paying 

off their debts is also small. Although lines of credit have dried up, the economic downturn will 

likely leave many Americans jobless or with constricted salaries. (Dash; Bernard and Anderson) 

With fewer possibilities for loans, consumers may be driven more quickly into bankruptcy. 

Bankruptcy filings are already up, with recent filers having a lot more credit card debt. Another 

likely scenario is that payday lending will continue to grow in the face of credit card market 

tightening. For similar reasons, itôs unrealistic to expect consumption to help drive a quick re-

covery. 

CONCLUSIONS AND POLICY 

SOLUTIONS 

The economic crisis has ñsolvedò 

a couple of problems in the credit 

market (while assuredly creating 

other problems). For one thing, 

loans are no longer so readily 

being offered to consumers who 

are likely unable to pay them off. 

For another, the increase in con-

sumer debt levels, both for mort-

gages and for other assets, has 

finally slowed. 

But there exist some greater long-

term implications. The economy 

 
Trend in U.S. consumer credit and in borrowing by banks, 
2000 -2008  
Knight -Ridder/Tribune News Service 09 -18 -2008  

 
Consumption and GDP data from the Bureau of Economic Analysis 
(BEA). Mortgage equity withdrawals are measured as the year -over -
year cha nge in mortgage debt (from the Federal Reserve Flow of 
Funds) minus 70 percent of residential investment spending (from the 
BEA). (Source: L. Josh Bivens, Economic Policy Institute)  
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would be paralyzed were the credit market to disappear and consumer 

spending to further dwindle. A recovery requires some jump in demand. 

But at the same time, Americans need to be able to start saving again, and 

a healthy credit market would be a positive investment. For scholars who 

advocate keeping consumer debt low, there are three general categories of 

prescriptions for a better future. 

 

Education 

A common refrain asks for improved measures for outreach, counseling, 

and education on behalf of consumers and low-income families in particu-

lar. Schools and faith-based organizations, employers and public service 

providers have some responsibility to better educate the public ï especially 

low-income families ï about lending practices before they go into greater 

debt. If people learn how to better manage their finances and understand 

loan options there could be a significant public benefit. 

Regulation 

Consumer advocates insist that too few underwriting standards exist for 

issuing loans. Regulatory standards have generally been lax in this 

country, and advocates resoundingly are calling for smart reform. The 

matter of credit card reform has been actively debated in Congress in the 

past couple of years. Given the current worries over financial markets, the 

issue is likely to be addressed in the near future. Indeed, President Barack 

Obama has proclaimed that the financial system has ñfailed the test of the 

marketplace.ò 

Another sign that the winds of change are blowing comes with the release of the Group of 

Thirtyôs ñFinancial Reform: A Framework for Financial Stability.ò The document, whose 

authors include Paul Volcker, an economic adviser to President Obama, emphasizes the need to 

re-regulate global finance (Fitzgerald) and advocates for increased oversight and greater 

transparency in financial markets. The document also urges regulators to curb reckless lending 

by forcing banks to retain a larger portion of credit risk when loans are packaged into securities. 

(Financial Reform) 

Future changes in the regulatory structure would in all likelihood force financial institutions to 

take more responsibility for their own credit risk instead of allowing them to repackage risky 

debt into securities. But these concerns would be weighed against the need, both for individuals 

and for the greater economy, to provide consumers some ability to borrow. Overregulation is still 

undesirable because in the absence of legitimate consumer access to credit services, business 
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conditions will falter. Furthermore, credit card lenders, payday loans and mortgage brokers 

should operate in a healthy environment that would allow consumers access to a wide array of 

services whereby penalties and 

fees would be made clear to the 

borrower. 

Some proposed regulatory stan-

dards are: (1) restrict industry-

wide credit card lending standards 

so that criteria such as income and 

credit history play a role in lend-

ing decisions; (2) limit the number 

of payday lending advances a bor-

rower can have outstanding at one 

time; (3) put maximum limits on 

interest rates, fees, and penalty 

charges; (4) address the securiti-

zation of debt which allowed 

mortgage backed securities to crash; (5) put special restrictions on terms for student aid. (Federal 

Trade Commission 26; Mantel 209; Wheary and Draut 8; Financial Reform: A Framework for 

Financial Stability14) 

Most consumer advocates agree that many consumer debt problems can be solved by an other-

wise healthy economy. If income levels rise, and jobs and affordable health care are made avail-

able, overall levels of consumer debt should respond accordingly. The key to a better system of 

credit is the pursuit of more accountability at all levels ï from governance and social responsi-

bility in business to consumer advocacy and education efforts. The end result could be improved 

consumer welfare as well as a better outlook for the economic well being of the country as a 

whole.  

 

The options Treasury Secretary Timothy Geithner has to fix the ailing 
U.S. ban king system.  
Knight -Ridder/Tribune News Service 01 -27 -2009  


