
105

RESEARCH
REPORTS

Vol. LXIII No. 19 October 14, 1996

Published by

AMERICAN INSTITUTE
for ECONOMIC RESEARCH
Great Barrington, Massachusetts 01230

The current business expansion has
lasted longer than all but two postwar ex-
pansions, those of 1961-69 and 1982-90.
In some respects the current upturn is
sounder than these earlier episodes.

The 1960s expansion was fueled in part
by spending on the Vietnam war, but the
share of GDP attributable to spending by
the military has declined sharply in the
1990s. It is now smaller than at any time
since before World War II.

The 1980s expansion was accompa-
nied by a speculative real estate boom and
free-wheeling lending by banks and sav-
ings and loans, which ended in an unprec-
edented real estate bust and the insolvency
of thousands of lending institutions. To-
day, the balance sheets of surviving insti-
tutions are in better shape than they were
a decade ago, and, perhaps reflecting
tighter lending standards, there is little
evidence of a new round of real estate
speculation. While many homeowners
probably regret this, there can be little
doubt that the short-term benefits of an-
other unsustainable real estate boom
would eventually be offset by the longer-
term costs of another bust. If the economy
currently is missing these short-term ben-
efits, it also seems likely to avoid the costs
down the road.

In at least one respect, however, the
economy is now on shakier ground than
in previous expansions, according to some
analysts. After declining during the early
1990s, consumer debt has recently in-
creased to a record high. Total consumer
debt outstanding reached $1 trillion for
the first time ever in 1995. In July it
reached $1.16 trillion. Home mortgages
accounted for an additional $3.63 trillion
in outstanding debt by the end of the sec-
ond quarter of 1996. The possibility that
consumers are overextended has led some

Consumer Debt: How Much is Too Much?

Consumer and household debt have reached record highs. Whether

this increase represents a proportionate increase in the financial bur-

den of households is far from clear. Even so, there are indications that

the credit cycle is approaching a stage where both lenders and bor-

rowers may soon become cautious about increasing debt further, which

could lead to slower economic growth in the future.

analysts to argue that consumer spending
is vulnerable to a slowdown.

If so, this could bode ill for overall
business conditions. Consumer spending
dominates economic activity (personal
consumption expenditures account for
two-thirds of GDP), and whenever con-
sumers have become less willing to bor-
row they have usually cut back on their
purchases of things, especially durable
goods such as cars and home furnishings.

Some observers even warn that the
consequences of the current high level of
indebtedness could be much worse than
mere recession. In this view, the recent
increase in debt levels is further evidence
that the modern U.S. economy is a house
of cards, built on a foundation of debt,
that sooner or later is bound to collapse.

Such predictions often cite the record-
high level of borrowing in nominal terms
as evidence that the burden of debt is
higher than ever. Consumers and mort-
gage debt combined now exceed $4 tril-
lion. In an expanding, inflationary
economy with a growing population, how-
ever, increases in total nominal debt are

to be expected. In themselves they reveal
little about the changing ability of house-
holds to service that debt.

Increasing Debt Ratios

It is more useful to compare changes
in the amount that people owe with
changes in the financial resources avail-
able to them to service this debt. Chart 1
plots the 12-month percentage change in
consumer debt and total personal income.
During the early 1990s, consumer debt
decreased for an extended period for the
first time in postwar history, while total
personal income continued to increase.
The 12-month changed in consumer debt
turned positive late in 1992 and in 1993 it
began to grow faster than income. The
rate of increase in debt has slowed some-
what in 1996, but it continues to outpace
income growth.

As a result, the ratio of consumer debt
to the household sector’s disposable (af-
ter tax) income, a commonly cited mea-
sure of the burden of debt, has increased.
As shown in Chart 2, this ratio has risen
by nearly 2 percentage points during the
past 2 years. After decreasing in the early
1990s, it is now back to the peak reached
in the mid-1980s.

Home mortgage debt also increased
faster than household income in the first
half of this year, according to preliminary
data. As a result, the ratio of mortgage
debt to income is apparently now higher
than it has ever been. Overall, the ratio of
total household debt (mortgages plus con-
sumer debt) increased to nearly 88 per-
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Chart 2
Debt as a Percentage
of Disposable Personal Income
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Source for Charts 2 and 3: Federal Reserve
Board, Balance Sheets for the U.S. Economy.

cent of this sector’s disposable income by
mid-1996. This is 5 percentage points
higher than the ratio was 5 years ago, and
fully 17 percentage points higher than it
was a decade earlier.

The ability to repay loans and mort-
gages depends on more than income, how-
ever. Much of the debt that households
incur is used to buy assets, mainly homes,
and some of it is used to finance purchases
that otherwise would be paid for out of
savings. Many households could use a
portion of their savings and other assets
to pay down their debt. The level of debt
in relation to the household sector’s net
worth, then, is another useful indicator of
the burden of debt. As shown in Chart 3,
this ratio gives a similar picture of the
change in indebtedness over the past 10
years. Most of this time debt has increased
faster than net worth, thus the ratio has
increased.

The ratio jumped in 1990, due to an
unusually small increase in net worth that
was attributable to an unprecedented de-
crease in the estimated value of the land
occupied by homeowners’ residences.
(Such land was valued at $2.69 trillion in
1989 and $2.46 trillion in 1990. It subse-
quently increased to $2.95 trillion in 1994.
There are serious questions about the ac-
curacy of these estimates, but it is notable
that the $233 billion drop in value in 1990,
which amounted to 8.6 percent, was the
first and only such decrease recorded in
the postwar years.)

Net worth increased at a more typical
pace after 1991, but debt increased even
faster. By the end of 1994, household debt
equaled 17.5 percent of net worth. This is
slightly higher than the exceptional peak
recorded in 1990. Data for net worth in
1995 and 1996 are not yet available. Given
the booming stock market and the gener-
ally upward trend in residential real estate
values, it is possible that the household

sector’s net worth increased relatively
more than its debt during the past 2 years.
Even so, the ratio of debt to net worth
probably remains close to, if not at, a his-
torical high, and substantially higher than
it was prior to the 1980s.

Sources of the Increase

The main source of the increase in debt
during the past 15 years is home mort-
gages, which account for fully three-
fourths of total household debt. Most of
this increase occurred in the 1980s, when
home prices were rapidly appreciating. In
addition, home equity loans and lines of
credit became a popular substitute for tra-
ditional consumer credit after the 1986
Tax Reform Act phased out the deduct-
ibility of interest payments other than
those for home mortgages. Aggressive
marketing by lenders and relatively lower
interest rates available have further spurred
the growth of such loans. There is no com-
prehensive data series on the amount of
home equity loans, but commercial banks
carried $80 billion on their books in April,
and billions more are held by savings in-
stitutions and other lenders. Not all of the
proceeds of such loans are used to finance
consumption, of course. Some home eq-
uity loans are used for home improvement
or to finance the purchase of additional
real estate. But clearly, debt related to
the acquisition or improvement of hous-
ing has increased somewhat less than
implied by the data on mortgage debt,

and consumer-related indebtedness has
increased somewhat more than consumer
debt data indicate.

In any event, the consumer debt series
accounts for an unusually large share of
the rise in the ratio of household debt to
income in the past few years. The three
principal components of consumer debt
are revolving debt (i.e. credit cards), equal
to 39 percent of total consumer debt; au-
tomobile loans, 32 percent; and other debt
such as loans for education, mobile homes,
trailers, boats, and vacations, 29 percent.
The category of revolving debt has been
increasing the fastest. During the 1990-
91 recession, outstanding automobile
loans and other debt decreased, while re-
volving debt increased at double-digit
rates. Since 1994, revolving debt has in-
creased by more than 55 percent, or nearly
twice as fast as automobile loans.

Is This Bad?

Whether the increase in household debt
represents a proportionate increase in the
financial burden of households is not at all
clear. There are a number of problems with
using the ratio of debt to income or net
worth as an indicator of the burden of debt.

In particular, with the proliferation of
opportunities to “swipe” credit cards
through machines at supermarkets, gas
stations, and other stores, people increas-
ingly use credit cards as a convenient sub-
stitute for cash. The additional benefits
offered by many card issuers, such as re-

Chart 3
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The Limitations of the Data

There is much reason to question the data on consumer
borrowing, incomes, and assets, not only with respect to the
absolute levels of the estimates but also the extent to which the
recent and prior data are comparable.

As indicated in the article, the consumer debt totals do not
include auto lease obligations and the mortgage totals included
home-equity lines. Both of those are replacing loans formerly
included in consumer debt. Personal income does not include “in
kind” transfer payments or income received “off the books,” so
that income levels may also be understated. Asset totals do not
include the present value of pension benefits. These understate-
ments cast doubt on the levels of the series plotted in the charts
and possibly even their recent trends. Moreover, there is very little
reliable cross section data — the extent to which recent credit is
being extended to strong or weak borrowers.

If the next banking debacle does involve consumer lending,
however, it seems reasonable to conclude that it will not be
manifested in a sudden shock (such as the bankruptcies of Penn
Central or Continental Illinois), but in relatively small increments.
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bates, frequent flier miles, free rental car
insurance, extended product warranties,
and discounts on goods and services, pro-
vide another incentive to pay with plastic
instead of cash or check.

Presumably, these “convenience” bal-
ances are paid off at the end of the month.
Thus, they add temporarily to the debt of
individual consumers, and therefore to
aggregate consumer debt, but they are
matched by a decrease in cash and check
transactions and do not genuinely add to
the burden of financing consumption.
There are no regularly published data on
the portion of revolving debt that is re-
paid each month. Lacking such data, we
can only speculate on the extent to which
higher aggregate revolving-debt balances for
all consumers represent a genuine increase
in their total payment obligations rather than
a substitution of one means of payment
(plastic) for another (cash or check).

With regard to households’ ability to
service their debts, the key question is not
how large their debts are but how much
they must pay each month to service their
debt. In this regard, the level of interest
rates plays a crucial role. A given amount
of debt financed at a low interest rate re-
quires a smaller monthly payment than
the same debt financed at a higher rate. A
large portion of outstanding home mort-
gage debt was refinanced at lower rates in
the early 1990s, and financing costs on
new debt remain lower than they were in
the 1980s even though rates have in-
creased since 1993. Consequently, the
portion of household income that goes to
financing debt might be lower now than it
was in the 1980s, despite the increase in
the level of outstanding debt. The Federal
Reserve Board maintains only rough esti-
mates of the ratio of debt service pay-
ments to income and does not regularly
publish them. These estimates indicate that
at the end of 1995, debt service payments
equaled 16.8 percent of disposable per-
sonal income. This is slightly lower than
the percentage was at its peak in the late
1980s and early 1990s.

This percentage almost certainly un-
derstates the increase in monthly payments
owed by households, because it does not
include any estimate of the value of auto-
mobile lease payments. According to the
Commerce Department, about 30 percent
of all new cars and light trucks operated
by consumers in 1995 were leased, com-
pared to just 10 percent a decade ago. The
growing popularity of leasing cars as a
substitute for buying them through loans,
like the growing use of home equity loans,
has dampened the growth of consumer
debt. It has not had any commensurate
effect on monthly payments, however.

From the consumer’s perspective, they
have simply traded one type of obliga-
tion, a loan payment, for another, a lease
payment.

Loan-Payment Performance

Perhaps the most obvious means of
measuring whether households are over-
extended are statistics on loan-payment
performance. If current levels of debt are
excessive, we would expect to see an in-
crease in delinquency rates on consumer
and mortgage debt, charge-off ratios, loan
defaults, and bankruptcy filings. Indeed,
most of these measures have increased in
recent months or even for the past couple
years. However, most of them are also
below the peaks reached in the early
1990s. Credit problems are cyclical. In
every business cycle since at least World
War II, delinquencies and write-offs have
increased during recessions, decreased
during the early stages of business recov-
ery and expansion, and subsequently in-
creased in the final stages of expansion. It
is not surprising that they are increasing
in the fifth year of an economic expan-
sion. If income growth begins to slow or
the stock market weakens, loan-payment
performance probably will deteriorate fur-
ther. This could continue for many months

before worsening credit conditions and
other economic imbalances precipitate a
recession.

As for bankruptcy filings, they are ex-
pected to top one million this year for the
first time in history. However, this num-
ber, as well as the increase in the ratio of
filings to the total number of households,
is partly due to the watering down of the
bankruptcy laws and the diminished so-
cial and financial stigma associated with
filing for bankruptcy. (Reportedly, some
credit card issuers seek out recent bank-
ruptcy filers as customers, on the theory
that such people are at low risk of default-
ing because they are prohibited from filing
for bankruptcy again for another 6 years.)

In summary, although the latest data
on outstanding debt indicate that house-
hold debt has reached new highs, the evi-
dence on households’ ability to service
this debt is more mixed. There are indica-
tions that the credit cycle is approaching a
stage where both lenders and borrowers
may soon become more cautious about in-
creasing debt further. To the extent this
happens, consumer debt and consumer
spending on durable goods, which are usu-
ally financed by borrowing, are likely to
increase more slowly. In fact, this is just
what has happened during the past year. ❑

Is the cure worse than the disease? The
answer of course depends on the cure and
on the disease. In the instance of our cur-
rent fiat money system, in which no cur-
rency in the world is definitely linked to
anything of real or tangible value, the most
obvious symptom is chronic inflating.

Many people who are ignorant of eco-
nomic history seem to believe that chronic
price inflation has been with us through-
out history. So it once was. As long as the
power of kings and emperors was unques-
tioned, or at least unchallenged, monetary
history was an uneven progression of

clipped and debased coinage. The records
of Monarchs remembered as “Great” or
“Good” usually included a sound currency
(they often accomplished other things,
such as draining swamps, often consid-
ered questionable today — but that is an-
other story) whereas despised and hated
rulers typically spent their reigns lighten-
ing whatever coins they could get their
hands on.

The long process of limiting state
power that began even before Magna
Carta eventually included restraint with
respect to money. In the late 1600s John
Locke and others concluded that debas-
ing the coinage was an infringement of
individual rights. For roughly 250 years
England, and later the United States and
many other countries, enjoyed a period of
nearly continuous convertibility of cur-

WHAT KIND OF GOLD STANDARD? *

Professor Skousen has lucidly set forth many of the issues relating

to the gold standard. We believe, however, that his advocacy of a 100

percent reserve standard ignores the foundation of the gold standard

in individual rights, rather than as a purely technical device to pro-

mote price and economic stability. The former is well established, and

rests on convertibility, not the level of reserves. The latter is pure

conjecture.

* This article is a review of The Economics of a

Pure Gold Standard, Third Edition, by Mark
Skousen, Irvington-on-Hudson NY, The Founda-
tion for Economic Education, Inc., 153 pp.,
$14.95, paperbound.
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PRICE OF GOLD

1994 1995 —— 1996 ——
Oct. 13 Oct. 12 Oct. 3 Oct. 10

Final fixing in London $387.25 $384.45 $378.85 $381.75

rency into precious metals at fixed rates.
Prices would fluctuate with wars and the
discovery of new sources of gold and sil-
ver, but they tended to be stable over long
periods.

It has only been within the lifetimes of
many of our readers, since the process of
“demonetizing” the monetary commodi-
ties began, that prices have again increased
relentlessly. For the past 60 years or so
price inflation has tended to abate during
business-cycle contractions and to acceler-
ate during booms, but nowadays prices sel-
dom go down and never significantly so.

A second, but more subtle and pro-
found, symptom of fiat currency is the
concentration of power in the hands of
the monetary authorities. In this country,
the Federal Reserve Board’s actions and
decisions have far-reaching consequences.
This is widely understood, as evidenced
by the breathless anticipation and public-
ity given to their periodic meetings.

Less well understood is that the ques-
tions this small group deals with could
be, indeed once were, decided by a vastly
larger group of people not in committee
meetings but by their interaction in the
market place. Perhaps even more signifi-
cantly, the consequences of the Fed’s ac-
tions cannot be easily avoided — and the
people making the decisions are largely
insulated from those consequences. In
contrast, market participants will gain or
lose according to the soundness of their
judgement.

In any event, few economists would
dispute the notion that fully convertible
currencies, which remain convertible into
a monetary commodity at a fixed rate, will
not suffer from chronic inflating. More-
over, convertibility enables market par-
ticipant to “stand aside” — hold gold, with
the assurance that its value will remain
stable — if they do not like what the mar-
kets are doing.*

In modern times gold has eclipsed sil-
ver (and copper) as the premier monetary
commodity, and those in favor of sound
convertible currency advocate a gold stan-
dard. However, there are several kinds of
gold standards. The Foundation for Eco-
nomic Education has reissued Professor
Skousen’s 1977 work, The Economics of
a Pure Gold Standard (which appears to
have been adapted from his Doctoral Dis-
sertation), in which the author argues for
the strictest type of standard — a 100 per-
cent reserve in which all paper money and
checkable deposits simply represent gold

that is physically held by issuers and pay-
able on demand. This position differs from
that of other gold standard advocates in
that fractional reserve banking would be
prohibited— all loans would have to in-
volve transfers of gold coin or bullion and/
or, effectively, warehouse receipts on the
same.

No Business Cycles?

The author’s main argument, based on
scant evidence (such a system has never
existed), is that it would eliminate busi-
ness-cycle fluctuations. This is in accord
with the findings of most students of the
business cycle that cyclical upturns and
downturns reflect the expansion and con-
traction of bank credit. For example, the
U.S. recessions of the early 1980s involved
the collapse of loans to “sovereign risks”
— foreign governments and agencies —
and the 1990-91 recession the collapse of
real estate loans. As discussed in the pre-
ceding article, excessive consumer credit
may eventually become associated with
the next recession.

In fact, it was the alleged role of the
gold standard in the Great Depression of
the 1930s that was the major pretext for
its gradual abandonment. What this view
conveniently overlooks is that the gold-
exchange standard of the 1920s (which
lead to the “double counting” of actual
reserves) and the role of the Federal Re-
serve (not as originally conceived but as
modified to provide financing for World
War I) had hugely distorted gold’s role.
The Federal Reserve, which was, after all,
founded to forestall a repeat of the
“banker’s panic” of 1907, was in charge
before and during the Great Crash, which
was far more severe than the 1907 reces-
sion. In short, the cycles of optimism and
pessimism associated with business-
cycles, and which quite plausibly may be
a healthy manifestation of innovation and
progress (trial and error) in a market
economy, may be greatly exaggerated as
the result of government intervention.

A 100 percent gold standard would rep-
resent government intervention too (albeit
in the opposite direction from recent ex-
perience). Even if the political obstacles
could be overcome, the public would have
to accept the costs of a 100 percent gold

* Needless to say, this is the situation under fiat
currency with legal gold ownership. However the
value of the gold is far less assured and the trans-
actions costs are greater.

standard (higher transaction fees, a huge
diversion of resources to gold production
at a very high price, etc.). We, nor anyone
else, has a genuine basis for asserting what
the effect of a 100 percent gold standard
would be on economic stability. Not only
has it never been tried, we do not believe
that it ever could be implemented. This is
because the advantages of fractional re-
serve banking are so overwhelming (see
E.C. Harwood’s essay “The Lost art of
Commercial Banking”) that it could not
be successfully stamped out. As in so
many situations, especially in the age of
instantaneous communication and global
markets, the innovators will always stay
one step ahead of the regulators. Proscrip-
tions against fractional reserve banking
would create yet another category of “vic-
timless crime,” with all intrusions and of
freedoms that enforcement of such laws
entail. Thus we believe that the Professor’s
proposal is pure fantasy.

The author does argue that fractional
reserve banking should be proscribed be-
cause it is a fraud on depositors. This is
simply silly. There may be people who
believe their bank holds all depositors’
cash in its vault (where it stands ready to
be paid out at any instant), just as there
are those who believe Elvis is alive. That
some people choose to believe what is not
so is not reason to make it so or a sound
basis for policy.

Nevertheless, and despite its somewhat
bizarre conclusions, The Economics of a
Pure Gold Standard is an extremely use-
ful book. Professor Skousen has concisely
set forth the debates of the past and cur-
rent issues. These include the problems
of central banking with minimum reserve
requirements, which is that banks always
tend to lend up to the legal limit because
they can turn to the central bank for needed
funds. This leads to constant demands for
more liquidity and chronic inflating, and
is why the last vestiges of the gold stan-
dard were cast aside in 1971. His discus-
sion of free banking (no central bank, con-
vertible currency, with individual bank-
ers responsible for their own liquidity) is
also very useful, although we believe he
overestimates its instability and under-
states its links to other aspects of human
freedom and progress. ❑


