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Consumer Credit Sector May Start
Slowdown for U.S. Banks in 2006

The U.S. banking industry has achieved
record earnings over the past several
years, in part due to the strength of
consumer borrowing activity. Fueled by rela-
tively low interest rates and strong price
appreciation in residential real estate, the
levels of mortgage and consumer debt have
risen significantly, as consumers have tapped
increasing levels of home equity. However, if
interest rates continue to rise and the pace
of home price appreciation slows signifi-
cantly, the strength of the consumer sector
may be curtailed.

Loan growth in the consumer sector
(defined as 1-4 family residential mortgages,
home equity loans, and loans to individuals
— including credit card loans) was relatively
benign in the fourth quarter of 2005 at
1.1% and was markedly lower than in the
fourth quarter of 2004, during which con-
sumer borrowing grew by 3.8%. Within the
sector, the fourth-quarter growth rates of
residential mortgages (1.34%), home equity
loans (-0.73%) and loans to individuals
(1.89%) all slowed in comparison with the
third quarter (3.42%, 0.82% and 2.77%,
respectively). Despite record numbers of
fourth-quarter personal bankruptcy filings,
in response to changes in the bankruptcy
laws, credit card balances at FDIC-insured
banks actually grew at a rate of 7.25%, likely
due in part to seasonal holiday shopping.
Although credit card balances grew steadily
in the fourth quarter of 2005, growth rates
in the fourth quarter of 2004 were stronger
at nearly 10%. In addition, card balances at
Dec. 31, 2005, were modestly lower at
$395.2 billion, compared with $399.2 bil-
lion at Dec. 31,2004.*

Consumer borrowing patterns, particular-
ly in the home equity and credit card seg-
ments, appear to be impacted by the effect
of increases in short-term rates, which the
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Federal Reserve raised by 325 basis points
between June 2004 and December 2005.
Since that time, short-term rates have gone
even higher, as the Federal Reserve has
raised short-term rates by an additional 75
basis points through May 10, 2006. Given
that many home equity lines of credit and
credit cards have variable interest rate fea-
tures, the continued rate increases ultimately
translate into higher borrowing costs.
Notably, statistics compiled by the Federal
Reserve indicate that after reaching a low
point at Dec. 31, 2004, residential real estate
loan delinquencies rose throughout 2005
(see chart). These same statistics also
showed that credit card delinquencies
reached their lowest levels since 1994; how-
ever, some of the fourth-quarter improve-
ment is likely due to the elimination of cred-
it card debt through the increase in
bankruptcy filings. In addition to a rising
interest rate environment, consumers also
have weathered the impact of increases in
both energy prices and the minimum month-
ly required payments on their credit cards,
which in some cases have doubled.
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Overall, the annual loan growth rate in the
consumer sector slowed from 16.1% in 2004 to
8.3% in 2005, with the slowdown being most
visible in the home equity and credit card seg-
ments. In 2004, the fastest-growing component
of bank loan portfolios was home equity lend-
ing, which grew at nearly 42%; however, growth
rates dropped significantly to roughly 9% in
2005. In addition, credit card balances grew by
nearly 18% in 2004 but contracted by 1% in
2005. In spite of this slowdown, loans to con-
sumers still represented 53% of total U.S. bank
loan portfolios at Dec. 31,2005.2As a result, U.S.
bank loan portfolios remain somewhat vulnera-
ble to any weakness in the consumer sector.

There are a number of emerging issues in
the consumer sector that bear watching
beyond the fourth quarter of 2005. Although
there was a spike in the number of bankruptcy
filings in the fourth quarter, those consumers
actually may represent a new market for credit
card lending, as they now have significant new
borrowing capacity. In addition, as banks
increasingly are faced with a search for higher
yields to maintain their margins, subprime
lending may see renewed interest. Also, with
consumer debt-service levels, as a percentage
of disposable income, at or near all-time highs?,
the recent run-up in energy prices, rising inter-
est rates and a slowing in home price apprecia-
tion may reduce the financial flexibility of
some consumers, particularly those individuals
whose adjustable-rate mortgages are approach-
ing their reset dates. Finally, it is unclear
whether the consumer merely took a
“breather” in the fourth quarter or whether the
slowdown in consumer borrowing activity
portends further weakness in coming quarters.

1 Consumer sector-related data was provided by the
Federal Deposit Insurance Corp. (FDIC)

2 FDIC

3 Federal Reserve Survey of Household Debt Service and
Financial Obligations, prepared as of Dec. 31, 2005
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A.M. Best has initiated analysis and
coverage of the U.S. banking indus-
try. This article is the latest install-
ment in a regular series of research
papers and analytical methodologies
that highlight trends in the U.S.
banking industry.
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