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I appreciate the opportunity to appear before this
subcommittee to discuss the legislation that has been introduced
to require prfce and term disclosures in credit card applications
and solicitations, and establish a nationwide ceiling on credit
card interest rates.

Generally, the Board believes in disclosure, and feels
it is important for consumers to have adequate information to
shop for credit. In considering specific disclosure legislation
such as that before the subcommittee, the Board is guided by
several basic principals. First, early disclosure rules should
be structured so that they provide consumers with essential
information, without overloading consumers with less important
information,vor unnecessarily raising creditor costs. Second,
the legislation should limit creditors’ compliance costs by
providing adequate time to comply with any new disclosure rules.
Third, any requirements that are adopted should apply
evenhandedly to all competitors.

All of the disclosure bills that have been introduced
(H.R. 244, H.R. 515, and H.R. 1086) would add an early disclosure
requirement to the Truth in Lending Act for open-end credit card
plans. Furthermore, all of the bills appear to require
disclosure for all types of credit cards, including bank credit
cards, travel and entertainment cards and retail credit cards.
Not all of the bills are the same in their scope, however; H.R.
1086 deals only with disclosures in mail solicitations. H.R.

244 and H.R. 515 are broader, and would require disclosures in



all applications for credit cards as well as credit card
solicitations.

The credit card interest rate bills would limit the
interest rate charged on any credit card transactions. H.R. 78
would limit the credit card interest rate to 5 percentage points
above the Federal Reserve discount rate, and H.R. 1267 would
limit the rate to 6 percentage points above the average

percentage yield for 3-month Treasury bills.

Current Law

Currently, the truth in lending law requires early
disclosures for open-end credit plans and credit cards only when
creditors engage in adverﬁising. Solicitations for credit card
accounts are thus subject to some Truth in Lending disclosure
requirements, since they are considered "advertisements" under
the statute and the Board’'s implementing regulation, Regulation !
Z. The creditor must give additional information about the
credit plan, however, only if certain credit terms are stated in
an advertisement. For example, if the creditor advertises the

plan’s annual fee, the advertisement must state the annual

percentage rate, as well as any other finance charges that may be
imposed.

If none of the specified credit terms are stated in the
solicitation the law does not require that price and term
information about the plan be given at that time. Consequently,
while the act, and the Board’s regulation, do at times require

that consumers receive price information with solicitations, the



present law does not always require that consumers be given this
information before they receive a credit card.

Under the current law consumers must, however, be given
full disclosure of the terms and conditions of the credit card
program no later than the time that they receive the card. In
addition, the regulation provides that a consumer may not be
obligated on a credit program prior to receiving complete
disclosures; this would include, for example, the obligation to
pay an annual membership fee. Therefore, consumers do have an
opportunity to review all of the terms and conditions of a credit
card plan before using the card or being obligated to pay an
annual fee.

The issue of how much disclosure to require in
advertisements led the Congress to revise the Truth in Lending
Act in 1980. At that time, the Congress cut back on the
disclosures required in open-end credit advertisements in the
hope that reducing the disclosure burden would promote more

advertising, thereby increasing competition.

Legislative Proposals

The proposed bills go beyond the present law by
requiring the creditor to include certain disclosures in
applications or solicitations for a credit card plan without
regard to whether the creditor mentions a particular term. The
proposed legislation expands the current statutory requirements
for advertising in other ways as well. Creditors would be

required to disclose whether or not any time period exists for



credit to be repaid without incurring a finance charge -- a
disclosure t@at is not required by the current advertising rules.
Under H.R. 1686, creditors would also be required to include a
notice in solicitations telling the consumer that the information
given is only a summary of certain credit card terms.

To the extent that the proposed disclosure requirements
might discourage open-end credit advertisements, this legislation
could have the unintended effect of decreasing rather than
increasing competition. We are inclined to th;nk, however, that
given the limited scope of the increased disclosure requirements
in the bills, particularly H.R. 1086, the legislation would not
have this effect. Our impression is that many card issuers are
already including in their mail solicitations much of the
disclosure information proposed in the bills. and, presumably,
have not viewed this as an'impediment to advertising.

Requiring disclosure in all applications whether or not
the application is part of é mail solicitation -- as H.R. 244 and
H.R. 515 do -- might have the adverse effect of reducing
advertising of credit cards. Even this appears unlikely,
however, since the bills enable creditors to limit their
compliance costs. This is accomplished in H.R. 244 by only
requiring creditors to tell consumers how to obtain detailed
information on the costs of the credit card plan in non-direct
mail solicitations, rather than reQuiring all this information to
be included. The compliance costs are limited in H.R. 515 since,

for "take one" applications, creditors may comply with the



disclosure requirements by disclosing the prices and terms as of
a specified gate, and telling consumers that they should contact

the card issuer for up-to-date information.

Controlling Costs

Increased disclosure requirements invariably result in
some increased costs to the industry. However, additional'costs
would probably be the least substantial under H.R. 1086, given
that it focuses on the narrow area of mail solicitations. 1In
mail solicitations creditors should be able to include current
disclosure information without significant burden, since such
solicitations are usually offered for a limited time with stated
expiration dates.

The burden could also vary depending on the creditor.
National banks offering their credit cards nationwide, for
example, may be able to have uniform credit terms so that a
single solicitation or application would apply to all prospective
cardholders. Retailers, in contrast, are generally subject to
individual state laws, which would make the use of uniform
nationwide documents more difficult. In addition, the costs
associated with additional disclosure requirements would probably
be proportionally greater for small institutions.

The Board believes that one way to help control costs
is to provide sufficient time for creditors to implement the
changes made)by the legislation. The time periods contained in

the bills differ; however, we believe the time period provided in



H.R. 1086 would most effectively minimize the transition cost and
burden for credit card issuers.

As a final point, the Board believes that the proposed
disclosure rules will be of most benefit to consumers interested
in bank and travel and entertainment credit cards, since it
appears that retailers do not engage in significant mail
solicitation efforts. Of course, when consumers are provided
with early information about retail credit cards, they should be
provided adequate information about the terms and conditions of

those plans.

Credit Card Ceilings

The Board has commented several times on bills that
would set floating ceilings on credit card rates that would
supersede generally less restrictive state-imposed limits. The
Board has on those occasions stated its opposition to those bills
which were very similar to the current interest rate bill H.R.
78. In doing so, it has endorsed the principle that--as with
other types of credit--consumer loans are most fairly and
efficiently allocated where there are no regulatory constraints
on interest rates. Indeed, the Board has been concerned about
the adverse impact that interest rate ceilings can have on the
availability of funds in local credit markets and on individuals
with limited access to credit.

In response to a Congressional request made last year,
the Board staff prepared an analysis of the economic effects of

proposed ceilings on credit card interest rates. A condensed



version of the study, which appeared in the Federal Reserve
Bulletin, accompanies this testimony. The following comments
focus on tﬂe Board’s major concerns with proposed limitations on
interest rates.

An effort to establish a federally mandated ceiling on
credit card interest rates would likely encounter substantial
difficulties. From experience with the imposition of credit
controls in 1980 and the sharp, unexpected contraction in
consumer spending that accompanied them, we know that regulatory
measures can have unpredictable and unwanted consequences.
Setting a federal ceiling on credit card rates below those that
currently prevail in many states would likely reduce the amount
of credit made availablé, forcing consumers to rely instead on
less convenient and possibly more expensive substitutes, or to
lose access to credit at any rate. Moreover, such a curtailment
would be apt to fall most heavily on less affluent borrowers with
relatively limited access to other sources of credit. The
current ceiling for creéit card rates under the proposed bills
would be between 10.5 and 12 percent, well below the finance
rates that have been typical since credit cards emerged in the
early 1960s as a major method of consumer financing.

Furthermore, the imposition of stringent rate ceilings
might be countered by a tightening of nonrate credit card terms
by card issuers, for example, by increasing annual fees, by
levying processing charges on each credit card purchase or cash
advance, and by stiffening penalties for late payment or for

exceeding the authorized credit limit. Some card issuers also



might begin applying the reduced finance charges from the date of

purchase, where permitted, rather than after the grace period
expires, and might seek to increase the discount fees charged to
merchants who submit credit card vouchers to them for payment.

Turning to the specific provisions of the bill before
the Congress, it should be emphasized that credit cards are
issued by a broad variety of retail merchants and financial
institutions that differ both as to their sources of funding and
their liability structures. Under these circumstances, a single
index rate would be unlikely to mirror changes in costs for such
a diverse array of card issuers. In any case, short-term rates,
such as the Tfeasury bill rate or, the Federal Reserve discount
rate, fluctuate a good deal more widely than costs of funds of
most lenders. They do so because a lender’'s overall average cost
of funds at any point is a blend of current interest rates and
rates on previously issued liabilities, and because market rates
on longer-term liabilities--which usually make up part of the
cost of funds -- typically vary less than short-term rates.

If the Congress should nonetheless decide to enact
legislation, the Federal Reserve strongly recommends against
designating the discount rate as an index for setting ceilings on
credit card rates. The discount rate, as you know, is the
interest rate charged by the Federal Reserve Banks on extensions
of short-term credit to depository institutions. Because it
typically applies to very short-term loans, the discount rate is
an inexact measure of either marginal or average costs of

loanable funds, which méy reflect a wide range of maturities.



Furthermore, the discount rate is a tool of monetary policy. As
such, it is an administered rate that reflects broad policy
considerations that frequently are complex, and so may deviate
from other market rates, even those for instruments of comparable
maturity. It would be wrong, in the Board's view, to employ a
tool of monetary policy for this issue.

Another question at issue is whether any regulation of
credit card interest rates is more appropriately a matter for
federal or for state intervention. In contrast to efforts at the
federal level to assure the safety and soundness of financial
institutions, the establishment of interest rate ceilings on
consumer loans has long been a state prerogative, and one that
the Board feels should not be preempted. In recent years,
virtually every state has reviewed and overhagled its laws
regulating consumer interest rates. After studying the situation
in their own jurisdictions, many of these states have opted to

raise or remove interest rate ceilings for credit card

- borrowings. The Board respects the collective'judgment of a

growing number of states that higher--not lower--ceilings are
appropriate to assure that an adequate supply of credit card
services is available from lenders located there. O0Of course,
these states retain the authority to lower or restore ceilings if
convincing evidence of excessive rates appeared.

In closing, I would like to reemphasize the Board’'s
conviction that financial markets distribute credit most
efficiently and productively when interest rates are determined

in markets that are as free from artificial restraints as



- 10 -

possible. Efforts to constrain credit card rates through
federal requlation are likely to have undesirable side effects in
the form of ;educed credit availability, especially for those
consumers that these bills would seek to aid. Moreover, they may
encourage less efficient means of offsetting costs of credit card

operations. Accordingly, the Board concludes that it would be

inappropriate to impose a federal ceiling on credit card rates.



The Economic Effects of Proposed Ceilings
on Credit Card Interest Rates

This article was prepared by Glenn B. Canner
and James T. Fergus of the Board's Division of
Research and Statistics. Patricia A. Boerschig,
Julia A. Springer, and Janice S. Westfall provid-
ed research assistance. Footnotes appear at the
end of the article.

Most interest rates have fallen substantially since
the early 1980s, but those on credit card debt
have changed relatively little. This disparity has
led to assertions that credit card rates are exces-
sive in view of the decline in funding costs of
card issuers. As a result, several bills were
considered in the Congress in 1986 that would
have imposed a nationwide rate ceiling on credit
card accounts.

This article focuses on issues raised by the
proposed federal limits on credit card rates,
including the likely effects of such ceilings on the
availability of credit card services to different
groups of consumers. It also explores the conse-
quences, for consumers, of possible creditor
responses to rate ceilings such as modifying
nonrate prices of card services, altering other
terms on credit card accounts, and raising prices
on merchandise.

EFFECTS ON THE PROFITABILITY
OF CREDIT CARD PLANS

The nationwide ceilings on credit card rates
suggested in recent congressional proposals
would be more restrictive, on the whole, than the
various maximum credit card rates that already
exist in many states (table 1). A comparison of
typical rates charged on bank credit cards during
the 1972-86 perigd with the ceiling rates that
would have applied under cither of two proposed
bills, S.1603 and S.1922, is presented in chart 1.
The Senate bills take an approach similar to that

of two bills introduced in the House. Had either
Senate bill been in effect, the more restrictive
rate limit would have cut bank card rates during
most of the period, and in the absence of com-
pensating changes, it also would have reduced
bank card revenues. Rates for retail store credit
cards generally have been in line with those of
bank cards, so the proposed federal ceilings
likely would have reduced revenue for retail
credit card plans. Both bank and retail store
credit card services and pricing probably would
have been altered in reaction to a large cut in
revenue. The scope of such adjustments depends
to a great extent on current and expected profits
on credit card services.

Historical Evidence on Profits

The annual net earnings of bank card plans
before taxes averaged 1.9 percent of balances
outstanding from 1972 through [985.! Over the

1. Characteristics of legislation considered in the
U.S. Senate in 1986 to impose a national ceiling
on credit card rates’

§.1603, S.1922,
Chanctaristic | National Credit Card | Credit Card Holder
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Index ........ Six-mooth Tressury (RS rate payadie os
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I. Average actual finance rate on bank credit card
plans and maximum rates with proposed ceilings!

2. Net earnings before taxes on various ‘types
of bank credit !

Percent
—
20
Actual rate T T

$.160) rate ceiling - 1

S.1922 rate ceiling
‘ 10

1 [} , ] ] ] ' ) [] ' ]
1972 1976 1980 1994

1. Actual rate is an average of the most common rate charged om
" bank credit card plans by commercial banks reporting to the Foderal
Reserve. :

same period, average net returns on other major
types of commercial bank lending were signifi-
cantly higher: 2.3 - percent on real estate mort-
gages, 2.4 percent on consumer instaliment debt,
and 2.8 percent on commercial and other loans.
Of course, there have been substantial year-to-
year variations. For example, the average profit-
ability of bank cards rose to 3.4 percent in 1984
and to 4.0 percent in 1985—a high for the 1972~
85 period. However, before 1984 the profitability
of bank card plans often was low relative to that
of other major types of bank lending (chart 2).
Thus, the more reliable indicator of long-run
bank card profitability seems to be an average
derived from periods of low as well as high
profitability rather than from the atypical experi-
ence of recent years.

Annual data on earnings of retail card plans are
not available. However, two national surveys of
retailers were conducted on behalf of the Nation-
al Retail Merchants Association in 1968 and 1985
and a study of retailers in New York State was
made in 1973. The studies indicate that on aver-
age—not considering profits on associated mer-
chandise sales—such credit card plans consis-
tently operated at aloss.2

The unusually high level of bank credit card
profits in 1984 and 1985 is subject to differing
interpretations, and definite conclusions will re-
quire additional fevidence. But the most likely
explanation involves a combination of favorable
economic trends and structural changes in credit
card regulation. Credit card profits clearly bene-
fited from the drop in funding costs in recent

Perceniage of credit type outstanding

o4

Credit cards

] ' ] [} ( [} 1 1 1 ] i [ i
1972 1976 1980 1984

1. Based on annual data from the Federsl Reserve's Functional
Cost Analysis.

years. Although such costs constitute a much
lower proportion of total costs for credit card
operations than for other major types of bank
lending, the sharp decline in market interest rates
has contributed significantly to the recent im-
provement in profits on credit card plans. In
addition, the relaxation or removal of regulatory
constraints on credit card interest rates in many
states in the early 1980s has helped increase
profits. These actions were taken after credit
card issuers experienced a severe squeeze on
profits in the 1979-81 period.

Another factor in the 198485 rise in bank card
profitability was the major improvement in the
quality of issuers’ credit card portfolios following
the economic disruptions of the late seventies
and early cighties. Credit card issuers responded
to falling profits by adopting much more selec-
tive credit standards in an effort to control costs.
Also, many credit card accounts were terminated
because of delinquencies and payment defaults.
Because the remaining account holders were
relatively good credit risks, delinquencies fell to
a historically low level in early 1984. As credit
card issuers generally have returned to less re-
strictive credit standards and as some issuers
have undertaken aggressive marketing programs,
collection problems have increased again. But
such problems remained at low to moderate
levels throughout 1984 and early 198S.

It seems doubtful that the increase in profit-
ability reflects diminished competition in the
credit card industry in light of the number and
variety of credit card issuers. Competing credit
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card plans within an area often include those
offered by several regional and national firms in
addition to those of local retailers and financial
institutions. The diversity of credit card pricing
schemes, the heavy'volume of solicitations, and
the pace of-entry by new competitors seem
inconsistent with a general absence of competi-
tion. Moreover, the rapid development of com-
peting sources of revolving credit—such as lines
of credit secured by residential equity and over-
draft credit lines on checking accounts—rein-
forces competitive pressures on the credit card
industry. These considerations suggest that the
recent high levels of bank card profits are unlike-

_ ly to persist. Thus, longer-term profit experience

seems to provide a more reliable basis for evalu-

"ating the need for regulation of credit card rates.

In sum, the evidence suggests that profits on
credit card plans at banks typically have been
low, while those on retail credit plans generally
have been negative. Therefore, it seems unlikely
that card issuers could absorb significant reduc-
tions in revenue from finance charges over the
long term merely by accepting lower profits.

Estimates of Profitability
under Proposed Rate Ceilings

Estimates based on data from the Federal Re-

serve's Functional Cost Analysis for commercial
banks suggest the extent to which bank card
profits could be cut by the proposed nationwide
rate ceilings. Each of the lower lines in chart 3
shows an estimate of net earnings before taxes
on bank credit card plans as a percentage of
credit outstanding, assuming that one of the
nationwide rate ceilings proposed in S.1603 and
S$.1922 had been in effect. The top line on the
chart shows the actual profit experience of com-
mercial bank credit card lending, as previously
shown in chart 2.?

According to these estimate's, bank credit card
plans would have lost money in 10 of the 14 years
from 1972 through 1985 under the rate ceilings in
either S.1603 or S.1922 and would have earned
only marginal phofits in two of the years. These
estimates suggest that if such rate ceilings were
enacted, the pressures to make cost and revenue
adjustments would be intense.

3. Net earnings before taxes on credit card plans and
estimated earnings under proposed rate ceilings!

Percentage of credit type outstanding

N

Credit cards with S.1603
rate ceiling i

4

104+ w

»~

T N R
1972 1976 1980 1984

1, Based on annual data from the Federal Reserve's Fuactional
Cost Analysis.

CREDIT CARD USE AND
REPAYMENT PATTERNS )
Some of the changes that credit card issuers
might make in response 10 reduced profitability
include cutbacks in the quantity and quality of
credit card services, increases in nonrate credit
card prices, and boosts in retail prices for some
types of merchandise. The ways such changes
affect consumers depend on two factors: the
prevalence and the manner of credit card use.
First, changes in the availability and pricing of
card-related services mainly affect consumers
who use credit cards—although, as explained
later, some indirect effects may be broader.
Second, the effect on credit card holders depends
on how they use their cards because some credit
card fees and charges apply only to consumers
who use their cards in particular ways—for ex-
ample, to obtain cash advances or for long-term
borrowing. Accordingly, information about use
of credit cards by particular consumer groups is a
key to evaluating the impact of a nationwide
credit card rate ceiling.

Credit Card Use

During the past two decades the Survey Re-
search Center at the University of Michigan has
monitored the use of credit cards. The most
recent data are for 1983. Overall, 62 percent of all
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2. Proportion of U.S. families with selected characteristics that use various types of credit cards,

selected years, 1970-83
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families reported using credit cards in 1983 (table
2). Fifty-four percent used one or more retail
store cards, 40 percent at least one bank card,
and 26 percent at least one gasoline card.
Regardless of the type of credit card, use rises
sharply and continuously with family income and
with the level of education of the family head.
Retail store cards are the most widely used
type of credit card. Their use is significantly
more widespread than that of bank cards except
among families with incomes of at least $50,000
or which are headed by persons with a college
education. However, the use of bank cards has
been expanding rapidly in every family category
of income, age, education, and occupation—
more than doubling from 16 percent of all fam-
ilies in 1970 to 49 percent in 1983. By contrast,
the proportion offamilies that use retail cards has
increased much more slowly, from about 45
percent in 1971 (not shown) to 54 percent in 1983.
The more rapid growth in bank card use may

reflect to some extent a substitution of credit
card borrowing for other types of instaliment
credit that do not provide flexible repayment
terms. It may also reflect abandonment of propri-
etary credit card plans and 30-day credit pro-
grams by some gasoline companies and retail
merchants or acceptance of bank credit cards by
such firms in addition to the credit arrangements
they offer.

Repayment Practices

Analyzing the effect on consumers of the pro-
posed ceilings on credit card rates requires infor-
mation about the use of the revolving debt fea
ture available with bank and retail cards (ar
option usually not available with gasoline o
travel and entertainment cards). Most revolvin
credit plans do not charge interest if the can
holder pays the full amount billed before expira
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*Less than 0.5 percent.

n.a. Not available.

1. For each survey year. income is for the preceding calendar year.

Sounce. George Katona, Lewis Mandell, and Jay Schmiedeskamp,
1970 Survey of Consumer Finances, University of Michigan, Instituts

tion of a specified interest-free period called the
grace period.* (Cash advances typically eam
finance charges from the transaction date.) Thus,
unlike most other kinds of credit, the way the
credit card holder uses the account determines
whether the account produces any interest in-
come for the card issuer and, if so, how much.
Consumer surveys indicate that credit card
users fall into two categories—convenience us-
ers and borrowers—according to their customary
repayment practice. Coavenience users are
those who usually pay off their balance in full
during the grace period, thereby avoiding finance
charges; they yse a credit card primarily for the
convenience it affords in conducting transac-
tions. Borrowers are those who usually do not
pay off their balance in full during the grace
period, thereby incurring finance charges. Card

for Social Research, 1971; Thomas A. Durkin and Gregory E.
Elliehausen, 1977 Consumer Credit Survey. Board of Governors of the
Federal Reserve Sysiem, 1978, Robert B. Avery and others, /983
Survey of Consumer Finances, Board of Governors of the Federal
Rssarve Sysism, forthcoming.

users may occasionally choose to deviate from
their usual repayment pattern: convenience us-
ers may repay a particularly large purchase in
instaliments; borrowers may sometimes repay
the outstanding balance completely.

Responses by consumers to questions about
their repayment practices have been consistent
over time. In 1983, as in 1977, about half of
families that used bank or retail credit cards
stated that they nearly always paid their bills in
full each month (table 3). Such consumers can be
considered convenience users. The remaining
families were about evenly divided between
those that sometimes paid their bills in full each
month and those that hardly ever repaid their
entire outstanding balance by the end of the
billing cycle.

Repayment patterns vary considerably accord-
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3. Distribution of families with selected characteristics that use bank or retail credit cards,

by repayment practice, 1977 and 1983’
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*Less than 0.5 percent.

1. The 1977 survey covered 2,563 families, of whom |.444 had bank
or store cards. The 1983 survey covered 3,824 families. of whom 2.087
had bank or store cards.

ing to the characteristics of consumers. For
example, convenience use rises sharply with the
age of the household head. Nevertheless, sub-
stantial proportions of families in each income
and education category reported that they nearly
always paid off their entire outstanding balance
in full each month.

POSSIBLE ADJUSTMENTS BY CARD ISSUERS
AND EFFECTS ON CONSUMERS

Those who s to benefit from a natioawide
limit on credit card rates are credit card borrow-
ers, who would incur lower finance charges.
However, as noted, the low average profitability

2. For each survey year, income is for the preceding calendar year.
Sounct. Durkin and Ellichausen, /977 Consumer Credit Survey;
Avery and others, 1983 Survey of Consumer Finances.

of bank and retail credit card plans suggests that
card issuers would likely reduce costs and seek
more revenue from alternative sources under the
proposed nationwide interest rate ceilings. These
adjustments by issuers would erode some of the
benefits to borrowers and impose costs on other
consumers. Although specifying the responses
that card issuers might choose is difficult, there
are several likely possibilities (table 4).

Restricting the Availability of Services
Perhaps the most obvious cost-cutting step that

credit card issuers might take is to tighten credit
standards so as to reduce collection costs and
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4. Proportion of selected groups of credit card holders affected by possible responses by bank and retail credit

card issuers to more restrictive interest rate ceilings'
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1. Convenience users typically pay off their balances during the
interest-{ree period. thus avoiding finance charges. Borrowers typical-
ly do not pay off their balances during the interest-free period and
therefore usually pay finance charges.

2. Tighter credit standards ordinarily would be implemented by
raising the minimum score necessary under a credit-scoring system to
qualify for a credit card or 10 obtain a higher credit limit. Factors that
have positive weights in most credit-scoring systems include an
applicant’s income, assets, duration of residence and employmem,
and previous credit record.

3. Financial institutions might curtail ancillary services that some
institutions provide free of charge. Severe losses oa credit card

charge-offs. Such a change would affect mainly
applicants for new credit card accounts. Howev-
er, holders of existing accounts could also be
affected by more stringent enforcement of credit
limits and by any increase in minimum paymem
requirements.

Changes in the availability of credit would
have the greatest potential effect on ‘‘marginal’’
card applicants, who meet the current minimum
requirements for holding a credit card account—
such as income level, employment tenure, dura-
tion of residency, and previous credit record—
but who would not qualify for credit if such
standards were stiffened considerably. Although
credit decisions are based on many criteria,
lower-income persons who apply for credit
cards—mcludmg recent entrants into the job
market and those with low levels of education
and skills—are likely to be affected more serious-

operations might cause some fnancial institutions to eliminate credit

card plans in favor of other types of lending. Some retailers might

:l‘i::inm in-house credit card plans in [avor of accepting other credit
s,

4. The ability of card issuers (0 make some of these adjustments
may be construned by competition or by state law.

. Financial institutions snd retailers might institute fees for serv-
ices such as processing credit card applications. replacing lost cards,
providing more than one credit card, and sending out each statement.
Retailers might begin charging for other services that previously had
been provided free of chargs.

ly by tighter credit standards than those with
greater resources.

In addition, financial institutions might curtail
credit card enhancements that some of them
offer. Such features include protection programs
that indemnify credit card holders for charges
made with lost or stolen credit cards, discounts
on transportation and lodging, rebates on pur-
chases billed to a credit card account, and provi-
sion of emergency cash Lo travelers. If the pres-
sure on profits became severe, some institutions
might eliminate their card plans and redirect
resources into more profitable lines of business.
Retail firms might discontinue in-house plans,
with the result that customers would need to rely
instead on bank credit cards or other sources of
financing. Although elimination of credit card
operations is an extreme measure, some retailers
and financial institutions in the early 1980s did



8 Federal Reserve Bulletin O January 1987

curtail or discontinue credit card services in an’

effort to stem losses.

Raising the Prices of Services
or Merchandise

An alternative or complementary way of offset-
ting reduced interest income is to reprice credit
card services. One such change would be to
shorten or eliminate the grace period that credit
card issuers typically have allowed, although
such action would not be possible in states that
require a minimum grace period.

Regulations that reduce finance rates would
Ahelp many credit card borrowers, who would
incur smaller finance charges, but that benefit
would be offset by the additional finance charges
that many convenience users would pay because
of curtailments in grace periods. In addition,
those borrowers who sometimes make full pay-
ment and at such times avoid incurring finance
charges also would be adversely affected by a
cutback in grace periods.

As previously noted, a large proportion of
lower-income credit card users are convenience
users. Among card users with less than $10,000
in family income, 48 percent reported in 1983
that they customarily paid off their outstanding
balances each month. An additional 24 percent of
lower-income families reported sometimes pay-
ing their balances in full. Thus, even among
lower-income families, the overall effect of lower
rate ceilings combined with shorter grace periods
is not clear.

Furthermore, because a substantial proportion
of higher-income consumers are convenience
users, the net benefit of restricting credit card
interest rates also is unclear for them. However,
the balance of benefits and costs for the eiderly is
likely to be negative if issuers shorten or elimi-
nate grace periods on credit cards in response to
tighter credit card rate ceilings. Among families
headed by persons 65 years or older, conve-
nience users of credit cards constituted three-
fourths of credit card users.

A second majpr type of repricing, available
only to retail credit card issuers, is to increase
merchandise prices in an attempt to offset all or
part of a reduction in finance charge revenue.

The feasibility of this response for particular
retail firms would depend mainly on the types of
merchandise sold because competition from
cash-only merchants might limit price increases
to goods that usually are purchased on credit. In
this case, only customers who pay in cash for
such merchandise would subsidize the cost of
providing credit services.

Although increases in merchandise prices can
be implemented only by retailers, some issuers
of bank credit cards might be able to effect an
indirect form of repricing by raising the fee they
charge merchants for processing credit card
sales. The fee, called the merchant discount, is
an operating cost to the retailer. Any increase in
these charges could be passed on in higher prices
of merchandise, including prices paid by custom-
ers who always pay in cash. However, competi-
tion with other card issuers, not only for process-
ing credit card charges but alse for other
merchant business such as demand deposits and
loans, could limit the ability of banks to increase
the merchant discount fee.

Other card-related fees could also be raised.
Seventy percent or more of commercial banks in
1985 charged an annual fee for MasterCard and
Visa accounts.® These annual fees could be in-
creased to help generate higher revenue, and
additional institutions could implement such
fees. Changes of this kind would affect all card
holders.

A similarly pervasive effect would occur if a
fee for each transaction were charged by card
issuers. As of 1985 only about 3 percent of the
MasterCard and Visa issuers charged such fees.®
With the exception of some gasoline company
credit card plans with enhancements, no retail
card issuers are known to be charging annual
fees or fees for each transaction. However, apant
from legal restrictions on fees that exist in a few
states, the main barriers to such a practice ap-
pear to be the force of competition and custom-
ary practice in the retail industry.

Some credit card issuers charge a fee when an
account balance exceeds the established credit
limit or when problems arise such as late pay-
ments or returned checks. Late charges were
levied in 1985 by 50 percent or more of commer-
cial banks that issue MasterCard and Visa ac-
counts.” By definition, convenience users typi-
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cally do not make late payments. Also,
convenience users are less likely to exceed es-
tablished credit limits because, again by defini-
tion, they ordinarily do not carry a balance
forward from one billing period to the next.
Therefore, an increase in the prevalence of such
fees or in their average amount resulting from
more stringent rate ceilings would have a greater
effect on borrowers.

In addition to the price increases previously
described, banks might institute or raise fees for
cash advances on credit cards. Banks and retail-
ers might establish or increase fees for process-
ing credit card applications, replacing lost cards,
providing additional cards for an account, and

_ issuing monthly statements. Retailers might start

charging separately for services that had been
provided without charge, such as gift wrapping,
delivery, and alterations. Pricing these services
seems likely to affect users of bank cards as well
as of retail cards and convenience users as well
as borrowers.

Unpredictability of Adjustments

For several reasons, adjustments in credit card
availability and pricing that would follow the
imposition of a restrictive nationwide rate ceiling
cannot be foreseen with precision. Card issuers
would be likely to adopt different policies de-

- pending on how they expected their customers to

responc, and additional shifts would occur once
those reactions became clear.

Adjustments in pricing and credit availability
would be subject to important coanstraints, in-
cluding competition from other credit card issu-
ers as well as regulations that limit pricing
changes in some states. A few credit card issuers
already have adapted to fairly stringent rate
ceilings at the state level, and might have little
additional adjustment to make. Issuers that oper-
ate under less restrictive state ceilings would
likely face greater pressures to make changes in
credit availability and pricing.

EVIDENCE OF THE EFFECTS OF CREDIT
CARD RATE BESTRICTIONS ON CONSUMERS

The preceding.discussion described the potential
responses of card issuers to restrictive rate ceil-

ings and the possible consequences of such ac-
tions for consumers. Several studies conducted
during the past two decades have addressed
these issues empirically, investigating creditor
responses to differing interest rate restrictions at
the state level and evaluating the effects of such
reactions on consumers. These research resuits
provide valuable historical evidence that sug-
gests some likely consequences of a national
credit card rate ceiling.

Effects on Credit Availability

One major conclusion of the empirical studies is
that restrictive rate ceilings for consumer credit
are closely associated with tighter lending stan-
dards. Most studies have concluded that higher
rate ceilings are associated with lower rates of
consumer loan rejection or with a larger percent-
age of loan defaults.® These findings suggest that
lenders extend credit to a broader range of credit
applicants when the rate of interest allowed on
their consumer loan portfolios is higher. There-
fore, creditors are likely to apply more accom-
modative credit standards when the price of
credit is determined by market forces, and to use
stiffer loan criteria when regulations hold rates
below market-determined levels. As noted. not
all consumers are affected equally by lower inter-
est rate ceilings. Given the criteria that credit
card issuers usually employ for determining
creditworthiness, lower-income families and
families headed by younger persons would seem
to be among those most likely to be denied credit
as a result of such ceilings.?

Effects on Availability of Bank
Credit Cards

A 1979 study by researchers at the Credit Re-
search Center (CRC) at Purdue University is
particularly useful for examining the effects on
consumers of placing legal restrictions on credit
card rates. The CRC study surveyed consumers
and creditors in four states with different interest
rate ceilings.'® One portion of the study focused
on consumer use of credit cards, including the
effects of rate ceilings. Three states—Illinois,
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Louisiana, and Wisconsin—had relatively high
credit card rate ceilings; the fourth, Arkansas,
had an unusually low rate limit.

The CRC study found that the proportion of

consumers holding bank credit cards was sub-
stantially smaller in Arkansas than in the three
states with less restrictive interest rate ceilings.
Only 29 percent of the families in Arkansas held
bank credit cards (table 5). By contrast, 39
percent of families in the other three states held
such cards. These results suggest that more
restrictive rate ceilings were associated with
more limited availability of bank credit card
accounts.
" Although this broad perspective on the effects
of controls on credit card rates is helpful, it does
not show whether specific consumer groups are
more likely than others to be affected by a
national ceiling on credit card rates. To examine
this issue more closely, bank credit card holding
was compared according to family income, age
of family head, and education for residents of
Arkansas and of the three other states (table $).
In most categories, a significantly smaller pro-
portion of families held bank credit cards in
Arkansas than in states with less restrictive
credit card rate ceilings.

Further analysis of the CRC survey data using
multivariate procedures suggests four main con-
clusions:!! (1) In all four states, the probability
that a family held a bank credit card rose as
family income, age, and education of the family
head increased. (2) Lower- and lower-middle
income families in Arkansas, the state with the
most restrictive rate ceiling, were less likely to
hold bank cards than were equally endowed
families in the other states. (3) Higher-income
families in Arkansas were as likely to hold bank
credit cards as were higher-income families in
states with less restrictive rate ceilings. (4) Over-
all, families residing in Arkansas were signifi-
cantly less likely to hold bank credit cards than
were families living in one of the three states with
less restrictive rate ceilings. In sum, these find-
ings suggest that tight ceilings on credit card
interest rates are more likely to result in reduced
availability of bpnk credit card accounts for
lower- and lowermiddle income families than for
higher-income families.

Furthermore, a study of the credit card market
in New York State supported the CRC evidence

5. Proportion of families with selected characteristics
that hold bank and retail credit cards in Arkansas
and three other states. 1979

Percent :
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1. The survey covered 3.572 persons. The four statses ia the study
and the sumber of s in each were Arkansas. 787; Wiscoa-

. respondent:
sim. 1.006; [Nincis, 1.030: sad Louisiana, 749. All surveys wers
conductad in person between January 6 and Juse 12, 1979.

2. For calendar year 1978. The median income of U.S. families in
1978 was $15.000.

Souacs. William C. Dunkelberg and others. **'CRC 197 Consumer
Financial Survey.” Mosograph 22 (Purdus Uaiversity. Kraamert
Graduste School of Managsment, Credit Research Conter. 1981).

about the likely effects of credit card rate ceilings
on bank credit card availability.!? As previously
discussed, increases in the minimum acceptable
point score needed to qualify for credit cards are
one way that card issuers might respond to the
imposition of more restrictive rate ceilings for
credit cards. In the New York study, the credit
scoring system of a large bank credit card issuer
and actual data for credit card account holders
were used to determine the percentage of credit
card applicants that would be rejected if credit
standards were tightened.

‘Table 6 shows the result of successive five-
point increases in the minimum qualifying credit
score. Raising the minimum score from 19 points
to 24 points would have prevented about 2 per-
cent of the bank card holders from obtaining the
credit cards they held. If the minimum qualifying
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6. Bank credit card holders rejected after simulated increases in the minimum acceptable credit score, by

selected scores and income levels'
Percent

Income of rejected card holders (dollars)

Below Below
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1. Simulation uses the credit-scoring model of a large benk card
issuer and the characteristics of the actual holders of the issuer's
credit card.

2. Minimum acceptable credit score initially set at 19 points.

credit score were raised further to 29 points, then
the proportion of card holders that would have
failed to qualify for credit cards would have
increased from 2 percent to about 7 percent.

As expected, the effect of credit rationing, as
simulated in this example, differs according to
income level. Eighty-nine percent of those re-
jected when the cutoff is set at 24 points have
incomes below $7,500, although that income
group accounts for only 9 percent of the card
holders. No rejected applicant earned more than
$15.000 (that is, as table 6 shows, 100 percent
had incomes below that level). At the 39-point
cutoff, 13 percent of rejected applicants earned
$20,000 or more. But even though the raising of
the minimum acceptable score adversely affects
some higher-income card holders, lower-income
card holders still bear the brunt of the decrease in
credit availability. When the minimum accept-
able score is raised to 24 points, 16 percent of
those with incomes under $7,500 are rejected,
but only 2 percent of those under $20,000 (not
shown in the table). At a score of 39, the compa-
rable proportions of rejections are 77 percent and
46 percent. .

Effects on Availability of Retail Store
Credit Cards agd on Product Prices

If, as indicated, a federally mandated credit card

rate ceiling is likely to result in reduced access to
bank credit card accounts, what alternative cred-

)

3. Income is for 1973. The median income of U.S. families in 1973
was $10.500.

Souack. Robert P. Shay and William C. Dunkelberg. **Retail Store
Credit Card Use in New York," Studies in Consumer Credit 4
(Columbia University, Graduate School of Business, 1973), p. $S.

it sources would be available to consumers?
Analysis of the data collected in the CRC study
suggests that consumers in a constrained market
substitute sales credit, such as retail store cards,
for cash credit, such as bank credit cards.

The CRC study provides information on hold-
ings of retail store cards as well as bank credit
cards in states with widely differing rate restric-
tions (table S). Three-fifths of all families held
retail store cards in Arkansas, slightly higher
than the share that held such cards in the three
states with less restrictive interest rate ceilings.
In contrast, as already discussed, the fraction of
Arkansas families that held bank credit cards
was significantly smaller than the share of fam-
ilies with such cards living in the other states.

These findings are consistent with the expect-
ed effects of rate ceilings. Retailers in Arkansas
seem to have been able to maintain credit avail-
ability by compensating for lower finance charge
revenue with increases in some merchandise
prices according to comparisons of prices in
Arkansas with those in surrounding states where
rate ceilings were higher."’ Major appliances
were found to cost about 3 to 8 percent more in
Arkansas—-nearly § percent more on average—
than in neighboring states.

Further evidence that product prices might
rise if a federally mandated ceiling on credit card
rates were adopted is contained in the CRC
study. Bank credit card issuers in Arkansas were
found to charge retailers merchant discount fees
higher than those charged in the states with less
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restrictive rate ceilings. As with other costs,
retailers would be expected to offset these higher
fees by increasing product prices. One conse-
quence is that, by paying higher retail prices,
consumers, who do not use credit cards might
subsidize the cost of providing credit card ser-
vices. Because lower-income families, who have
limited access to credit, are heavily represented
in the group that purchases products exclusively
by using cash, a national credit card rate ceiling
might impinge more on this group of consumers
than on others.!¢
Indeed, under nationwide rate ceilings there
might be greater scope for use of merchant
discount fees by banks to offset decreases in
revenues due to binding rate limitations. Histori-
“cally, competition for merchant business by
banks that operated from states with high rate
ceilings, or with none, probably placed some
restraint on the ability of banks that operated
from states with fow rate ceilings to raise mer-
chant discount fees. However, imposition of a
nationwide rate ceiling probably would diminish
this type of competition. Banks operating from
states with relatively high rate limits might, un-
der a lower nationwide ceiling, raise merchant
discount fees to offset any reduction in revenues.
In the absence of other significant differences, all
banks would then be under equal pressure to rely
on higher merchant discount fees as a revenue
source. If such fees increased, retailers would be
likely to compensate by raising some prices.

CONCLUSIONS

Under current patterns of credit card use, about
32 percent of all families incur credit card finance
charges and would benefit initially from a feder-
ally mandated reduction in credit card interest
rates. However, the record of credit card profit-
ability since 1972 suggests that tight rate ceilings
such as those proposed in recent legislation
would create intense pressures for cost reduc-

tions and revenue increases, actions that seem
likely to erode some of the benefits to borrowers
and impose costs on other consumers.

Several possible responses by issuers to re-
strictive rate regulations can be foreseen, but it is
difficult to predict which ones would be pursued.
In an effort to cut expenses, card issuers could
tighten credit standards for new credit card appli-
cants—an action that would especially affect
lower-income families, who typically have limit-
ed access to other sources of credit. Studies have
documented the occurrence of credit rationing in
response to tight rate regulation for credit cards
and more generally for other kinds of consumer
credit. Card issuers could also increase nonrate
prices for credit card services in order to offset
reduced finance charges. Some of these ac-
tions—such as initiating or increasing annual
fees, charges for each transaction, and levying
fees for particular services to account holders—
would impose costs on all credit card users. The
effects of other repricing measures, such as cur-
tailing the grace period, would be concentrated
among convenience users, many of whom could
no longer avoid paying finance charges. Still
other changes in credit card pricing would fall
mainly on borrowers. Such actions include
charging penalty fees for late paymeats and for
exceeding credit limits.

Finally, some adverse consequences of a na-
tionwide ceiling on credit card rates could be felt
even by those consumers who do not use credit
cards. Retailers might increase some merchan-
dise prices—either to help offset reduced finance
charge revenue on retailer credit card plans or as
a result of higher merchant discount fees. Re-
search evidence indicates that restrictive ceilings
on rates are associated with significantly higher
retail prices for some types of merchandise.
Higher retail prices could mean that customers
who usually pay in cash—including lower-in-
come families who cannot obtain credit cards—
would subsidize buyers who use credit card
services. )
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