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Business THE STRANGE BEHAVIOR 
OF THE CREDIT CARD MARKET
Paul S. Calem

While interest rates on most instruments 
have come down in the last few years, 
those attached to credit cards have 
changed very little. It's true that rates on 
credit cards vary considerably, but the 
average is still a relatively high 18.25 
percent. What's more, credit cards have 
consistently earned higher returns than 
most other bank products—even under 
seemingly competitive conditions. What 
lies behind this strange behavior?

THE LIVINGSTON SURVEYS:
A HISTORY OF HOPES AND FEARS
Herb Taylor

For more than 40 years, journalist Joseph 
Livingston solicited forecasts from promi
nent economists and analyzed the results 
in a column for the Sunday business pages. 
Am using and insightfu l by turn, 
Livingston's columns provided not only a 
lively look at the day's major economic 
events, but a healthy perspective on eco
nomic forecasting in general—an en
deavor Livingston himself saw as "the 
projection of personal hopes and fears."
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The Strange Behavior 
of the Credit Card Market

O ver the past two and a half years, interest 
rates on Treasury bills, commercial loans, cer
tificates of deposit, and other money and capi
tal market instruments have declined substan
tially. Between May 1989 and November 1991, 
the prime rate charged by commercial banks 
dropped from 11.5 percent to 7.5 percent, and 
the interest rate on large-denomination, six- 
month CDs fell from around 9 percent to about 
5 percent.

*Paul S. Calem is a Senior Economist and Research 
Adviser in the Banking and Financial Markets Section of the 
Philadelphia Fed's Research Department.

Paul S. Calem*

The typical credit card borrower, however, 
has seen no corresponding decline in card in
terest rates. Although there is substantial di
versity in card rates, the average remains stub
bornly high, at about 18.25 percent. This recent 
stickiness of credit card rates repeats a familiar 
story. During several episodes in the 1980s, 
when other interest rates rose or fell, credit card 
rates changed little.

Also during the 1980s, credit cards consis
tently earned higher returns than most other 
bank products. A 1991 study by Lawrence 
Ausubel concluded that bank credit card op
erations have been earning two to five times the 
rate of return earned in the banking industry at 
large.
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These features of the bank card market are 
all the more intriguing considering the frag
mented structure of that industry. Numerous 
card issuers share the market for consumer 
revolving credit, including recent entrants that 
have rapidly gained substantial market shares. 
Ordinarily, such a market structure leads to 
competitive performance, whereby prices are 
aligned with costs and firms earn a normal rate 
of profit.

Various theoretical explanations are pos
sible for the puzzling behavior of the bank card 
industry. One explanation is that default risks 
induce issuers to maintain high rates, since 
credit card debts generally are unsecured. But 
Ausubel presents evidence that this explana
tion may be insufficient.

Another explanation posits that card cus
tomers face search costs. According to this view, 
competition among card issuers is lessened 
because consumers have difficulty identifying 
credit card plans with low rates. This explana
tion has influenced federal regulation of the 
credit card market. Currently, issuers are re
quired to disclose credit terms in ways de
signed to facilitate comparison shopping by 
consumers. The search-cost explanation, how
ever, seems inconsistent with important as
pects of the bank card industry.

An alternative explanation is based upon the 
notion of switching costs. According to this 
view, competition among credit card issuers is 
restrained by difficulties consumers face in 
switching accounts. Compared with the search- 
cost explanation, the switching-cost view seems 
more consistent with characteristics of the bank 
card industry. Further study is needed, how
ever, before firm conclusions can be drawn.

THE GROWTH AND STRUCTURE 
OF THE BANK CARD INDUSTRY

There are two main types of credit cards. A 
two-party card or retail card provides sales credit 
for purchases from the card issuer, typically a 
merchandise retailer or gasoline company. A

general-purpose card or bank card provides a line 
of credit that a consumer can use to purchase 
products from any merchant who accepts the 
card. Traditional, diversified banking organi
zations are the typical issuers, although there 
are important exceptions, including Sears, 
American Express, and AT&T.1

A cardholder can borrow up to a specified 
credit limit and repay on flexible terms. Mini
mum monthly payments often are as low as 5 to 
10 percent of the total amount owed. Most 
issuers offer a grace period, typically 25 days 
from the date of the monthly statement sent to 
cardholders. Cardholders who do not pay off 
their balances within the grace period are as
sessed a monthly finance charge. In addition, 
holders of bank cards are usually assessed an 
annual fee independent of the frequency of 
card use or the quantity borrowed.

Most institutions issuing general-purpose 
credit cards belong to the Visa and MasterCard 
systems, the two primary systems for settling 
interbank accounts.2 Visa and MasterCard 
operate worldwide payment networks among 
their respective "member" banks and provide 
related services such as point-of-sale authori
zation systems. Thus, the holder of a Visa card 
issued by one bank may make purchases from 
any retailer whose bank also belongs to Visa 
network. Individual card issuers, not Visa or 
MasterCard, determine the annual fee assessed 
to cardholders as well as the interest rate, the 
grace period, and other terms of credit.3 * Visa

K a r s 's  Discover Card and American Express's Optima 
Card are issued through bank subsidiaries. AT&T's Univer
sal Card technically is issued by Universal Bank, a subsid
iary of Synovus Financial Corporation, under an "affinity 
arrangement." In particular, AT&T markets the card and 
purchases card receivables every day.

2An important exception is Sears, which operates its 
own settlement system for its Discover Card.

3The individual card issuer also determines the credit
standards applied in evaluating applications for credit.
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and MasterCard earn their income through 
fees charged to card issuers.

Consumer Use of Credit Cards. Credit 
cards are extremely popular. According to a 
recent American Banker survey, eight out of 10 
U.S. households hold one or more credit cards. 
Two out of three households have at least one 
retail card; 56 percent have one or more Visa 
cards, and 47 percent have at least one 
MasterCard.4

About one out of three credit card users 
generally pay off their balances in full each 
month. These cardholders are often referred to 
as convenience users. Others are borrowers, who 
carry balances beyond the grace period and pay 
finance charges.5

Credit card balances have increased signifi
cantly over the past decade, along with con
sumer installment credit in general. (See Growth 
in Consumer Installment and Revolving Credit 
Outstandings: 1981-1990, p. 6.) Annual growth 
in consumer installment credit averaged 9 per
cent over the period 1981-90.6 Consumer in
stallment payments as a percentage of dispos
able personal income also increased steadily, 
rising from 14.5 percent in 1981 to 18.5 percent 
in 1990.

Moreover, revolving credit balances (credit 
cards and related plans) have accounted for an 
increasing share of total consumer installment

4See "Appetite for Credit Cards Remains Hearty," Ameri
can Banker, October 5,1990.

5See "Fewer Paying Off Card Balances, ABA Survey 
Finds," American Banker, September 19,1989. Ausubel (1991), 
reporting the results of a 1987 survey of 17 large banks, 
obtained a slightly lower estimate for convenience use.

6The Federal Reserve classifies consumer installment 
credit as automobile loans, mobile-home financing, revolv
ing credit (credit cards and related plans), and "other." 
Revolving credit balances include the balances of credit 
card convenience users, in addition to balances that incur 
finance charges.

credit. Revolving credit grew from a 19 percent 
share at year-end 1981 to a 30 percent share at 
year-end 1990.

Bank Cards. There are some important 
differences between two-party cards and bank 
cards. First, two-party cards often cannot be 
substituted for bank cards. Second, for items 
purchased with two-party cards, the distinc
tion between purchase price and finance charge 
may be somewhat artificial. For instance, for an 
item bought on credit from a retailer, a reduced 
purchase price is equivalent to a reduced fi
nance charge. Third, retail or gasoline compa
nies that issue two-party cards obtain market
ing and customer relations benefits that make it 
difficult to measure the card's contribution to 
firm profits. Thus, the market for two-party 
card credit only partly overlaps with the mar
ket for general-purpose card credit. Our focus 
will be on the market for general-purpose card 
credit.

The share of consumer revolving credit held 
by FDIC-insured banks has increased over the 
decade. At year-end 1990, banks held 58 per
cent of consumer revolving credit outstanding, 
compared with 51 percent at year-end 1981.7 
The share of consumer revolving credit held by 
retailers and gasoline companies has declined 
dramatically.8

Further evidence on the growth of the bank 
card industry is provided by data on Visa and

7This includes the share held by the bank subsidiaries of 
nonbank firms such as Sears and American Express.

8The reported shares of bank card credit (and retail and 
gasoline card credit) are computed as the ratio of bank 
(retail and gasoline) card outstandings to total card credit 
including securitized loans. Thus, the reported shares are 
influenced by asset securitization, which transfers assets 
from the balance sheets of the original lenders to the portfo
lios of investors. Securitization of credit card receivables 
came into practice in 1986, but data are available only since 
1989. In 1989 and 1990, respectively, 11 and 19 percent of 
credit card outstandings were held as investment securities.
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Growth in Consumer Installment and Revolving 
Credit Outstandings: 1981-1990

Year*

Install. 
Credit 
Balances 
(mil. $)

% Change 
From 
Prev. Yr.

Consumer
Install.
Paymts.:
% of DPI**

Revolv. 
Credit: 
% of 
Install. 
Credit

Revolv. 
Credit: 
Banks % 
Share

Revolv. 
Credit: 
Retail 
+Gas Co. 
% Share

1981 335,691 14.5 19.2 51.0 49.0

1982 355,849 6.0 14.2 19.7 52.4 47.6

1983 383,701 7.8 14.3 21.4 53.9 46.1

1984 460,500 20.0 15.6 22.1 59.6 40.4

1985 535,098 16.2 17.3 22.1 62.5 32.9

1986 577,784 8.0 18.4 23.4 63.4 29.2

1987 613,022 6.1 18.6 26.0 62.0 25.5

1988 659,507 7.6 18.6 26.5 67.3 24.2

1989 716,624 8.7 18.7 27.5 62.9 20.1

1990 739,014 3.1 18.5 29.5 57.8 18.3

^Balances outstanding are end-of-year amounts.

**DPI = Disposable personal income

Note: The last two columns do not necessarily sum to 100, owing to shares of revolving credit held as securitized assets 
or shares held by other than FDIC-insured financial institutions.

Sources: Federal Reserve Bulletin (Financial and Business Statistics) and Canner and Luckett (1991).

MasterCard activity.9 Between 1982 and 1990, 
annual growth in Visa and MasterCard out
standing balances averaged 23 and 21 percent, 
respectively. The average balance in active

9The source of these data is the American Bankers 
Association's annual Retail Bank Credit Report (1983 through
1987) and Bank Card Credit Report (1988 through 1990).

accounts has increased annually at an average 
rate of 10 percent, climbing to about $1300 at 
year-end 1989.10

10An alternative source, the Federal Reserve's 1989 Sur
vey of Consumer Finances, shows that the typical family 
owing credit card debt has a total balance of $1500 on all 
cards held.
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The Competitive Structure of the Industry.
The bank card market contains numerous pro
viders of card credit, although the largest issu
ers have a disproportionate market share. 
Moreover, new issuers have demonstrated that 
entry into the market on a widespread basis is 
possible.

The market for bank card and related credit 
is national. A California bank, for example, can 
easily issue a Visa card to a resident of New 
York. At year-end 1990,5986 banks held credit 
card and related credit outstandings.11 The top 
four banks with respect to card outstandings 
accounted for about 51 percent of total 
outstandings, while the top 10 banks accounted 
for about 62 percent.12 Thus, the market for 
bank card credit may be viewed as only mod
erately concentrated.

Virtually any commercial bank, savings bank, 
or credit union can enter this industry by join
ing the Visa or MasterCard network and market
ing its card. The costs associated with entry are 
low. In fact, between year-end 1981 and year- 
end 1990, there was a net increase of 1243 banks 
in the market, or an average increase of 138 
banks per year.

THE PERFORMANCE
OF THE BANK CARD INDUSTRY

Despite the large number of card issuers and 
the ease of entry into the industry, the perfor
mance of the bank card industry diverges from

n This number was obtained from Call Report data and 
does not include cards issued by financial institutions not 
insured by the FDIC, such as thrifts and credit unions.

12These shares are computed from Call Report data, 
which summarize the balance sheets of FDIC-insured bank
ing organizations. Securitized loans are omitted from the
computations. It would be more meaningful to compute
market concentration with respect to loan originations, but
this cannot be done given lack of data. The effect that this 
would have on measured concentration depends on which 
banks engage most actively in asset securitization.

the textbook model of a competitive market. 
Profits have been unusually high, credit card 
interest rates, on average, do not move in tan
dem with banks' costs of funds, and card issu
ers engage in a significant amount of nonprice 
competition.

Profitability of Bank Card Operations. Ac
cording to the textbook model of a competitive 
market, abnormally high profits cannot be sus
tained in the long run. Rather, excess profits 
would be eliminated as existing firms compete 
for customers and new competitors enter the 
market. But profits from credit card operations 
have been unusually high relative to other lines 
of bank business. Over the period 1983-88, the 
pre-tax return on equity in bank credit card 
operations was two to five times the pre-tax 
return in the banking industry at large, accord
ing to Ausubel (1991).

A report submitted to Congress by the Fed
eral Reserve Board in September 1991 suggests 
that credit card operations are continuing to 
earn high profits. The report examines the 
earnings performance of credit card banks over 
the period 1986-90 and finds that 1989 and 1990 
performance compares favorably with that of 
earlier years.13 * *

How can the bank card industry be so prof
itable? Conceivably, a high rate of return may 
be required to compensate issuers for default 
risk. A sharp increase in defaults and delin
quencies could result in substantial losses for 
card issuers because card debt is unsecured. 
This explanation, however, is not entirely con
vincing. During the latest recession, consumer 
delinquencies on credit card debt have increased

13See Annual Report on the Profitability of Credit Card 
Operations of Depository Institutions, submitted to Congress 
by the Board of Governors of the Federal Reserve System, 
pursuant to Section 8 of the Fair Credit and Charge Card 
Disclosure Act of 1988. Credit card banks as defined in the 
report are banks with greater than $200 million in assets, the 
bulk of which is in consumer revolving credit.
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only modestly. At the start of 1991, just under 
4.5 percent of credit card balances were past 
due by at least 30 days.14 Over the previous four 
years, delinquency rates ranged between 3.4 
percent (at the start of 1990) and about 4.2 
percent (at the start of 1987).15

Moreover, over the period 1984-90, resales 
of credit card accounts paid large premiums, 
even though buyers presumably were compen
sated for default risk. According to Ausubel 
(1991), premiums of 20 percent were typical 
during this period. That is, buyers of credit 
card portfolios paid about $1.20 per dollar of 
interest-earning balances. According to 
Ausubel, a buyer paying such a premium would 
expect the bank card operation to earn at least 
three times the average return on equity in 
banking, after adjustment for risk.

Another possible explanation for the 
industry's profit performance is that profit 
opportunities created by a growing demand 
for credit have yet to be eroded by entry. This 
explanation is consistent with the rapid expan
sion of consumer borrowing in the 1980s, and it 
may account for part of the industry's high 
profits. This explanation alone seems inad
equate, however, in view of the rapid pace of 
entry into the industry and the large number of 
issuers currently in the market.

Alternatively, the abnormally high profits 
earned by card issuers may be due to limited

^Delinquencies rose to 4.55 percent at the end of the first 
quarter and then began to decline. See "Card, Home-Equity 
Delinquencies Dip for First Time in Many Months," Ameri
can Banker, September 19,1991.

15A1so, Ausubel (1991) finds that charge-offs during the 
1980 and 1982 recessions increased only fractionally above 
prior years. The source for the 1987-90 delinquency rates is 
the American Bankers Association's Retail Bank Credit Re
port (1987) and Bank Card Credit Report (1988-90). For the 
beginning of 1987, delinquency rates are reported sepa
rately for MasterCard balances (4.0 percent) and Visa bal
ances (4.34 percent).

8

competition for card customers. That is, issu
ers may enjoy a measure of market power, de
spite the moderately concentrated industry 
structure. Possible explanations for this are 
consumer search costs and consumer switch
ing costs, which we shall address shortly.

Interest Rate Performance. According to 
the textbook model of a competitive market, 
the price of a product or service adjusts to 
equate market supply and demand. Supply, in 
turn, is determined by marginal production 
costs. Thus, in a competitive market, the mar
ket price is directly affected by marginal costs; 
for instance, declining costs lead to falling 
prices.16 On average, however, bank card inter
est rates have not varied with the money and 
capital market rates that determine a bank's 
marginal cost of funds.

During 1982-83, interest rates declined in 
financial markets. Bank card rates typically 
remained high, however, averaging about 18 
percent. In other words, the spread between 
bank card rates and money market rates in
creased substantially in the 1982-83 period.17 * 
Since 1983, banks' costs of funds have fluctu
ated. But the average interest rate on bank 
cards has been stable at 18 to 19 percent, imply
ing a fluctuating spread above other rates. (See 
Interest Rate Comparison.)

This behavior of credit card rates is consis
tent with a scenario in which card issuers have 
some market power. For an issuer with market 
power, the optimal interest rate would depend 
upon the issuer's perceived demand for card 
credit. The spread between the card rate and 
the bank's cost of funds can shift with per-

16Marginal cost, at a given level of output, is the cost of 
producing an additional unit. If marginal cost falls below 
the market price, either existing firms will increase their 
output or additional firms will enter the market, leading to 
a decline in the market price.

17See DeMuth (1986). Prior to the 1980s, credit card rates
generally were constrained by usury ceilings.
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ceived changes in demand.
For instance, the increasing spread between 

bank card rates and other rates during 1982-83 
could be attributed to card issuers learning 
about the demand for card credit. Prior to 1980, 
usury ceilings generally were binding on card 
issuers. Subsequently, as inflation began to 
moderate in the early 1980s, issuers may have 
discovered that the demand for card credit was 
fairly insensitive to the widening rate spread. 
Thus, they found it profitable to let the bank 
card rate rise relative to other rates.18

18Also, for example, the demand for card credit may be 
affected by the level of real (inflation-adjusted) interest 
rates in financial markets, as argued by Mester (1991). 
When these rates are low, cardholders may increase their 
borrowing from other sources, and the purpose of card 
borrowing may change. For instance, cards may be used 
more widely in conjunction with other borrowing, such as 
for expenses connected to the purchase of a home. As a 
result, the demand for card credit may become less sensitive 
to the card interest rate, so that issuers find it profitable to 
maintain high rates (higher spreads).

W hile bank 
card interest rates 
remain, on aver
age, stubbornly 
high, there is sub
stantial diversity 
among individual 
issuers. A recent 
Federal Reserve 
survey of credit 
card issuers finds 
rates as low as 
10.5 percent and 
as high as 22 per
cent. Moreover, 
the survey finds 
that a number of 
card plans offer 
interest rates that 
are tied to other 
market rates or 

are lower for higher balances.19
Nonprice Competition. In contrast to the 

textbook model of competition, bank card issu
ers vie for customers by means other than 
competing on interest rates. These firms ac
tively engage in nonprice competition, which 
takes the form of widespread advertising and 
offers of special services or benefits to 
cardholders. It also takes the form of easing 
credit standards to increase card holdings 
among wider segments of the populace.

19See the Federal Reserve Board's E.5 statistical release, 
September 17,1991. A probable explanation for this diver
sity is that issuers vary with respect to the clienteles they 
serve. In particular, issuers offering low-rate cards may 
seek customers who are minimal credit risks and who 
borrow conservatively. In addition, issuers may vary with 
respect to credit limits and card-related services.

Recently, there have been indications that an increasing 
number of issuers are offering low-rate cards, at least to 
some customers. See, for instance, "Favored Credit Card 
Holders Quietly Receive Lower Rates," New York Times, 
November 13,1991.
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Survey data on card promotions indicate 
that bank card issuers advertise extensively. 
Radio and newspaper promotions are preva
lent, but the most common forms of advertising 
are applications displays, at bank branches or 
at shops and restaurants, and direct mail.20 For 
instance, in 1989, almost 70 percent of banks 
with total assets over $1 billion, and 45 percent 
of smaller banks, engaged in direct-mail adver
tising. About half of all banks with total assets 
over $300 million, and one out of three smaller 
banks, displayed card applications in shops 
and restaurants. Almost all issuers displayed 
applications at their branches.

In recent years, so-called affinity card plans 
have been a popular promotional scheme. They 
involve an agreement between a bank card 
issuer and an organization that markets the 
card to its members. The card bears the logo of 
the organization, which might be a club, reli
gious group, labor union, professional associa
tion, or business.

Card issuers also compete by offering spe
cial benefits to their cardholders. Examples of 
such enhancements include rebates on purchases, 
frequent-spender programs (in which card us
ers accumulate "points" that allow them re
bates on purchases), and frequent-traveler pro
grams (whereby cardholders earn airline-travel 
mileage each time the card is used). Some 
issuers offer extended warranties for products 
purchased with their card.21 Lately, it has 
become commonplace for issuers to waive the 
fixed annual fee for one year for new cardholders

20Survey results are reported in the American Bankers 
Association's Retail Bank Credit Report (1982,1983, and 1986) 
and Bank Card Credit Report (1988, 1989, and 1990).

21 An attention-getting enhancement recently introduced 
by Valley National Bank of Arizona and by Citicorp is
known as "price protection." The program grants a rebate
to customers who find (within 60 days) that a product they 
bought with their card is being advertised at a lower price
than what they had paid.

10

and to offer higher credit limits to borrowers 
who make timely payments.22

Public Concern About Credit Card Rates.
The current wide gap between bank card rates 
and various short-term market rates has re
ceived prominent press coverage.23 * Moreover, 
it has been characterized as unfair to consum
ers. For instance, a recent report by the Con
sumer Affairs Commissioner for New York 
City accused card issuers of overcharging U.S. 
consumers. On the opposite coast, a San Fran
cisco-based consumer group, Consumer Ac
tion, recently concluded a survey of California 
banks and found that cardholders are paying 
"needlessly high" interest rates.

In November 1991, Congress briefly consid
ered imposing a nationwide ceiling on credit 
card rates, as various consumer groups have 
advocated. Rate ceilings, however, may have 
other effects. Faced with a binding cap on 
interest rates, card issuers could pursue alter
native, profit-maximizing strategies that could 
have a variety of undesirable consequences. 
For instance, a rate ceiling would likely lead to 
a reduction in the availability of card credit, as 
banks might be induced to hold back supply. In 
particular, banks could tighten credit standards, 
which would most likely have an adverse im
pact on lower-income households and on those 
without established credit histories. In addi
tion, ceilings could lead to a reduction in 
nonprice competition, such as fewer enhance
ments. Another likely consequence could be

22See "Rivalry Rages Among Big Credit Cards," Wall 
Street Journal, May 3 ,1991, and "Credit Cards in Combat," 
Washington Post, July 11,1991.

23See, for instance, "Interest on Deposits Falls, But Loan 
Rates Stay High," New York Times, April 19, 1991; "Credit 
Card Giants Grow; Lower Rates Not in Sight," Wall Street 
Journal, April 12, 1990; "Credit Card Rates Keep Rising 
Despite the Competition," Wall Street Journal, September 6, 
1991; and Craig Stock, "You're Paying for New Bailout," 
Philadelphia Inquirer, September 29,1991.
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higher annual fees and shorter grace periods. 
Indeed, the experience in states with binding 
usury ceilings prior to 1980 provides evidence 
of such adverse consequences.24

EXPLANATIONS FOR
CARD ISSUERS' PERFORMANCE

The profit performance of the bank card 
market suggests that card issuers exercise some 
degree of market power. Shifts in the spread 
between card rates and other rates may reflect 
card issuers' market power, along with shifts in 
the demand for card credit. But how can one 
reconcile the apparent market power of card 
issuers with the seemingly competitive struc
ture of the industry?

Search Costs. One explanation for the 
industry's performance is the search costs 
consumers face in bank card markets. This 
explanation posits that consumers cannot eas
ily observe and compare available interest rates 
and credit terms.

In theory, search costs could reconcile the 
apparent market power of card issuers with the 
fact that so many firms participate in the mar
ket. Proponents of the theory argue that mass- 
media advertising of credit card rates, fees, and 
credit terms is rare, making information on 
these parameters difficult to obtain. But impor
tant characteristics of the credit card market, 
including the intensity and abundance of 
nonprice competition, appear inconsistent with 
the search-cost explanation.

The search-cost argument proceeds as fol
lows. Lacking information on interest rates, 
consumers choose their credit card banks some
what random ly, possibly responding to 
nonprice factors such as convenience. These 
customers are then "tied" to their chosen bank, 
unaware of the rates and terms offered by other 
issuers. As a result, each individual card issuer

24For further discussion of the impact of rate ceilings, see 
DeMuth (1986) and Canner and Fergus (1987).

is free to set an interest rate consistent with an 
above-average return.25 No individual card 
issuer has an incentive to offer a lower, com
petitive rate, since this would reduce payments 
from its current cardholders without attracting 
a significant number of new customers.26 *

The search-cost argument has influenced 
federal regulation of the bank card industry. 
The original Truth in Lending Act of 1968 
required disclosure of credit card rates and 
terms prior to a consumer's signed acceptance 
of a credit card account. In response to con
cerns about high card rates, Congress expanded 
these rules in 1988 with passage of the Fair 
Credit and Charge Card Disclosure Act. This 
law requires card issuers to disclose credit 
terms on applications and in solicitations. (See 
Congress Tightens Disclosure Requirements, p. 
12.)

There are good reasons, however, to be skep
tical of the search-cost argument. Even prior to 
the recent tightening of disclosure requirements, 
search costs probably were small. Shopping 
around for a card likely was as easy as obtain
ing applications at bank branches, at merchant 
displays, or in the mail, and then inquiring 
about credit terms at the bank or over the 
phone. Indeed, the fact that disclosure rules 
have had little impact on interest rates and 
profits suggests that search costs were small.

In any case, now that disclosure has in
creased, it is highly unlikely that substantial 
search costs exist. For instance, through mer
chant displays or direct-mail promotions, con
sumers are likely to find out about interest rates 
and credit terms for a variety of bank card 
plans. Moreover, since 1990 the Federal Re
serve has published a semiannual survey of the

25With free entry, some banks (the marginal entrants) 
will gain just enough of a market share to earn a normal 
return.

26For an analysis of markets with search costs, see, for
example, Diamond (1971) and Wilde and Schwartz (1979).
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Congress Tightens Disclosure Requirements
The Fair Credit and Charge Card Disclosure Act of 1988, introduced by Representative Charles 

Schumer (D-N.Y.) in January 1987 and signed by President Reagan in November 1988, became 
effective in March 1989. The new law amended the Truth in Lending Act to require credit card issuers 
to disclose, in written or telephone solicitations and in applications, the annual percentage rate, fees, 
grace period, and method of calculating balances. Disclosure requirements set by this law preempt 
state laws.

Prior to these amendments, the Truth in Lending Act required disclosure only prior to a 
consumer's signed acceptance of a credit card account. Thus, consumers did not necessarily receive 
full disclosure of credit terms until after their applications were approved.

Alternative bills introduced in Congress in 1987 would have instituted interest rate ceilings on 
credit cards. These bills were supported primarily by consumer groups, but were opposed by 
industry representatives and by the Federal Reserve Board. In contrast, disclosure requirements 
received wholehearted support from consumer advocates and qualified support from the other 
parties.

Proponents of increased disclosure requirements emphasized the need for consumers to be more 
informed about credit card terms in order to make the market more competitive. In a prepared 
statement before the House Subcommittee on Consumer Affairs and Coinage, Schumer testified:

"Credit card issuers would not be able to prop up interest rates at artificially high levels if consumers 
used the full power they have in the market. Consumers are not using that power because they don’t 
know they have it—and that's because consumers are distressingly ill-informed about how credit cards 
work."

terms of credit card plans, including informa
tion from over 150 issuers, in its E.5 statistical 
release. Newspapers also publish lists of low- 
rate cards. As pointed out by Federal Reserve 
Governor John LaWare (1991), "The current 
disclosure scheme gives consumers ample op
portunity to ascertain and review account terms 
prior to being obligated on a card account."

Switching Costs. An alternative explana
tion is the presence of switching costs for 
cardholders.27 This explanation posits that once 
a consumer opens a bank card account, it be
comes costly for the consumer to switch to 
another issuer. Hence, as in the case of search 
costs, cardholders are "tied" to their initially 
chosen bank. Each card issuer is then free to

27For an analysis of markets with switching costs, see, for 
instance, Klemperer (1987) and Farrell and Shapiro (1988).

maintain an interest rate consistent with an 
above-average return. No issuer has an incen
tive to offer a lower, competitive rate, since to 
gain market share, one must undercut rivals by 
an amount commensurate with the consumer 
switching cost.28 In general, the gains to doing 
so would be offset by reduced payments from 
current cardholders, by marketing costs, and 
by adjustment costs such as modified disclo
sure statements.29

One advantage of the switching-cost expla-

28Even small switching costs might require a large inter
est rate cut, since the benefit from switching may not be 
large for the typical borrower. For instance, for a borrower 
with an outstanding balance of $1300, a 2-percentage-point 
decrease in the interest rate implies a savings of just $26 per 
year.

29Although new issuers may enter the market offering 
comparatively low interest rates, they would raise them
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nation is that it is consistent with the extensive 
nonprice competition in the bank card indus
try. According to the switching-cost theory, 
card issuers with a substantial share of "loyal" 
customers are unwilling to engage in interest 
rate competition. There could remain, how
ever, a constant pool of potential new custom
ers (including some that already own at least 
one credit card and are in the market for an
other). Competition for these consumers could 
take on nonprice dimensions.

At first glance, it might seem that switching 
costs are minimal. Obvious costs are the time 
and effort that must be expended on a new 
application (with the possibility of rejection) 
and the fact that a consumer who switches 
accounts loses the nonrefundable annual fee 
paid to the prior issuer. But these costs alone 
may be too small to explain the noncompetitive 
performance of the industry.

These may not be the only relevant switch
ing costs, however. Recall that there are two 
basic types of cardholders—convenience users 
and borrowers. Convenience users are of little 
relevance to the bank's interest rate decision, 
since they do not choose a card on the basis of 
the interest rate. Borrowers do care about 
interest rates. But borrowers may be subject to 
a substantial switching cost related to the pro
cess of qualifying for a new card.

While some borrowers may easily qualify 
for a new card offering a lower rate, many 
others may find it difficult to qualify because 
the issuer would be concerned about the 
applicant's existing debt level. The issuer may 
be unwilling to approve the customer's appli
cation until he or she has closed some preexist

once they became established, according to the switching- 
cost view. But entrants may opt to attract customers in other 
ways. For instance, Sears introduced the Discover Card by 
waiving the annual fee and offering rebates on purchases, 
and AT&T introduced its Universal Card with a "no annual 
fee for life" promotion.

ing account or accounts. That is, the card issuer 
would take into account an applicant's existing 
debt obligations and would be cautious with 
respect to applicants having substantial amounts 
of credit outstanding.30

The need to close one account before open
ing another could entail a substantial switching 
cost for consumers. It is likely to take several 
months of curtailed spending for a borrower to 
pay off an outstanding balance and close an 
existing account.31 Moreover, in the absence of 
active consumer involvement, it may take an
other month or two before that customer's 
credit record is updated. During this entire 
period, the customer effectively loses access to 
card credit. If enough borrowers are subject to 
such costs, and these costs are sufficiently large, 
then switching costs may underlie the observed 
behavior of the bank card market.

While appealing, the switching-cost argu
ment is not yet supported by direct evidence. 
There has been no careful study of consumer 
switching costs and no attempt at quantitative 
measurement. Economists have not performed 
rigorous empirical tests to determine whether 
the bank card market behaves in accordance 
with the implications of switching-cost models. 
Thus, it is too early to draw firm conclusions or 
to rule out some other explanation for the 
puzzling behavior of the bank card market.

CONCLUSION
Despite the only moderately concentrated 

structure of the bank card industry, its profits 
have been significantly higher than in other 
banking activities in recent years. In addition, 
bank card interest rates have not been respon
sive to changes in banks' cost of funds.

30Issuers may worry that the borrower might increase 
default risk beyond a level acceptable to the lender.

31 Ausubel (1991) calculates an average maturity of six to 
eight months for credit card receivables.
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So-called consumer search costs could ex
plain these aspects of the card industry's per
formance. This explanation posits that con
sumers have difficulty acquiring information 
on bank card rates and terms. This view has 
influenced federal regulation of the industry. 
In practice, however, search costs appear to be 
small.

Currently, card issuers are subject to disclo
sure rules aimed at reducing search costs. Prof
its and interest rates remain high, however, 
probably because search costs are not the source 
of the interest rate stickiness. Indeed, in retro
spect, the primary benefit of strict disclosure 
rules appears to be in countering misleading 
advertisements.

An alternative explanation of the industry's

performance is that consumers are subject to 
switching costs. Like search costs, switching 
costs would induce customer loyalty, weaken
ing interest rate competition among card issu
ers. Unlike search costs, switching costs cannot 
be reduced by disclosure. The switching-cost 
explanation is an appealing one, as it seems 
consistent with important characteristics of the 
bank card industry.

Further study, to quantify consumer switch
ing costs and their effect on bank card interest 
rates, might prove useful. Such inquiry might 
range from surveys of consumers and card 
issuers to empirical tests of whether industry 
behavior conforms to economic models of mar
kets with switching costs.
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The Livingston Surveys: 
A History of Hopes and Fears

FJL or more than 40 years, business journalist 
Joseph A. Livingston surveyed prominent 
economists across the country, asking for their 
prognostications on unemployment, inflation, 
stock prices, and the like.

Livingston started his survey with just a 
handful of economists in 1946, but his mailing 
list grew steadily. From 1960 until his death in 
1989, Livingston routinely received 50 or 60 
responses to each survey. And he prided him-

*Herb Taylor is Vice President of Public Information at 
the Federal Reserve Bank of Philadelphia and a former 
Research Officer in charge of the Macroeconomics Section.

H erb Taylor*

self on the cross section he had assembled: 
economists from major corporations, large 
banks, labor unions, government, Wall Street, 
and universities. In June and December, he 
would write a column for the Sunday newspa
pers announcing the results.

During the 1970s, Livingston's survey caught 
the attention of research economists. Eager to 
study people's ability to anticipate economic 
conditions— particularly inflation—the re
searchers began subjecting Livingston's fore
casts to rigorous statistical testing. After that, 
studies evaluating the survey numbers ap
peared in just about every major economics 
journal.
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Valuable as the statistical studies are, they 
miss an important dimension of Livingston's 
surveys: he delivered not just a table of projec
tions, but a cogent analysis of the experts' 
opinions on the economic outlook. A genuine 
colleague to many of the economists he sur
veyed, Livingston corresponded and conversed 
with them regularly. Drawing on their exper
tise and his own breadth of experience, he got 
at the issues behind the numbers. Those in
sights went into his column.

Even now, Livingston's survey columns 
make worthwhile reading. They provide not 
only a lively look at the major economic events 
of the last 40 years, but a healthy perspective on 
economic forecasting. For many, economic 
forecasts are the product of sophisticated eco
nomic theories and complex computer pro
grams, but Livingston had a different view. He 
once called economic forecasting "the projec
tion of personal hopes and fears." And clearly, 
events have shaped and reshaped those hopes 
and fears.

POSTWAR

"Where Do We Go From Here?"
When Livingston began his surveys in the 

late 1940s, he found his economists to be a 
nervous and tentative group. They had reason 
to be. World War II was over. All-out mobili
zation for the war effort had jolted the Ameri
can economy out of the Great Depression. 
Would the end of the war mean an economic 
relapse?

The economists' initial reaction was no. 
Responding to Livingston's first survey, in June 
1946, they predicted a period of "conversion" 
from wartime production to civilian produc
tion followed by an economic boom. But their 
optimism was fragile. When the stock market 
crashed in September 1946, pessimism took 
hold. Nearly all predicted a downturn for 1947, 
with output declines on the order of 15 or 20 
percent.

16

Researchers Study 
the Livingston Forecasts
Research studies using Livingston's sur

veys were published as early as 1970. But it 
was John Carlson's article, "A Study of Price 
Forecasts," which appeared in the Winter 1977 
issue of Annals of Economic and Social Measure
ment, that popularized the inflation forecasts 
among researchers. Since then, many econo
mists have used the Livingston forecasts to 
study how expectations are formed. Among 
them was John Caskey, whose study, "Model
ing the Formation of Price Expectations: A 
Bayesian Approach," appeared in the Sep
tember 1985 issue of American Economic Re
view. Still other economists found the surveys 
useful as a direct measure of expectations 
when studying other economic theories. In 
this category is researcher Robert G. Murphy, 
who wrote "The Expectations Theory of the 
Term Structure: Evidence from Inflation Fore
casts," which appeared in the Fall 1986 issue 
of Journal of Macroeconomics.

As it happened, there was no recession in 
1947. Output actually expanded. In fact, GNP 
grew at a double-digit rate. The Livingston 
panelists were humbled. One even declined to 
participate in the mid-1948 survey, saying he 
had to "reorient" himself before he ventured 
another forecast.

Late in 1948, the economy did, in fact, slide 
into recession. At first Livingston's economists 
predicted only a "minor readjustment." But 
again their optimism proved fragile. By early 
1949, forecasts of double-digit declines in pro
duction were again common, and the econo
mists were agreed that the recession would last 
until 1950, perhaps into 1951.

Livingston recognized that the economists' 
pessimism simply reflected their experience. 
He ticked off the episodes they had seen: the 33 
percent decline in industrial production during 
the 1920-21 "setback"; the 54 percent decline
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during the 1929-33 depression; and the 33 per
cent drop during the 1937-38 "adjustment."

But again their pre-war experience turned 
out to be a faulty guide. By October 1949, the 
recession was over and the economy was grow
ing again.

Respondents to the December 1949 survey 
again talked of prosperity, and Livingston took 
note of how economists' bouts of pessimism, 
followed by pleasant surprises, were pushing 
them into a more positive frame of mind.

Though not mentioned by Livingston at the 
time, the surveys showed that economists un
derestimated the strength of the postwar 
economy because they underestimated con
sumers' willingness to spend. Livingston took 
eight regular surveys during the late 1940s. 
Seven times the economists predicted that de
partment store sales would decline over the 
near term. In fact, department store sales grew 
seven times out of eight. Five of those times, 
sales grew at double-digit rates.

The darker side to the economy's unex
pected strength was the unexpectedly high 
inflation it spawned. Again, Livingston's sur
veys show that economists did not appreciate 
this inflationary bias in the economy of the 
postwar 1940s. Six times out of eight, partici
pants predicted consumer prices would de
cline within six months. In fact, consumer 
prices rose six times out of eight. Pre-war 
experience had proven a misleading guide to 
predicting the postwar economy. During the 
1950s, economists would gradually reorient 
themselves to a new economic landscape, one 
that featured consumer-fueled growth with 
only occasional recession—not depression— 
and persistent inflation.

"Not Paradise, Just Prosperity"
Livingston's economists began the new de

cade with very modest expectations. They 
forecast just steady business for 1950 and a 
possible slump in 1951. Behind the lackluster

Herb Taylor

outlook Livingston saw a vote of no confidence 
in the consumer spending boom. The econo
mists had predicted that the "supercharged 
buying of automobiles and homes will begin to 
peter out sometime next year, if not this year," 
he wrote. But their outlook soon changed. By 
June 1950, the nation was again at war—this 
time in Korea.

The WWII experience still fresh in their 
minds, economists were confident that Korea 
would fuel an economic boom. "Never have 
econom ists been quite so unanim ous," 
Livingston wrote, "and so positive about the 
future."

The economists also speculated that some of 
the increase in military output would have to 
come at the expense of consumer goods, and 
that the market would ration the available 
output via higher prices. Thus, Livingston's 
December 1950 survey column carried the head
line: "More Guns, Less Butter, Plus Inflation."

For the next two years, military spending 
helped keep the economy growing. But it never 
created the boom conditions many of the econo
mists had forecast. In fact, rather than having 
to turn customers away because of supply 
constraints, some producers found customer 
demand weak. In June 1952, Livingston wrote, 
"Recessions have dogged the shoe, leather, 
women's dress, men's clothing, appliance and 
other industries."

About the only thing that turned out stron
ger than expected was inflation. The econo
mists had expected the war to create some price 
pressures, but increases in the cost of living 
easily outstripped their expectations.

As the Korean situation settled into stale
mate, the economists began feeling for the top 
of the defense boom, awaiting the cuts in mili
tary spending that would spell the end of the 
economic expansion. By June 1953, survey 
respondents were nearly unanimous in pre
dicting a downturn. Sure enough, a recession 
began that July.

When the recession finally came, it did not

17Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



BUSINESS REVIEW JANUARY/FEBRUARY 1992

turn out to be as bad as the economists ex
pected. "I'd expect to be more pessimistic/' one 
survey respondent wrote during the recession, 
"but I can see very few actual signs of distress.... 
Can we really be learning how not to have 
general depressions?"

The recession was over by midyear 1954, 
and the economists sensed it immediately. "As 
far as they're concerned," Livingston wrote in 
June, "the recent recession is ancient history."

The economists' optimism simply reflected 
the prevailing sentiment throughout the 
economy. The expansion proved surprisingly 
robust, strong consumer spending propelled 
the expansion, and optimism itself helped fuel 
growth. In his mid-1955 survey column, 
Livingston crowed: "Prosperity, it's wonder
ful. Not only does it create jobs, make people 
rich, generate cheer, but like the common cold, 
it's infectious."

By the end of 1955, prosperity had stopped 
producing quite so much optimism. Some 
economists were concerned that the Federal 
Reserve's recent tightening, designed to con
tain a surprising acceleration in inflation, might 
choke off the expansion. Nonetheless, on bal
ance, Livingston's economists continued to 
predict economic growth. Why?

For one thing, the economists did not think 
controlling inflation would require long-term 
restraint by the Fed. In the June 1956 survey, 
Livingston noted, "Inflation, which has wor
ried the Federal Reserve Board, doesn't worry 
the economists. (Possibly because the Reserve 
has already acted and reacted.)"

For another thing, eliminating inflation did 
not seem to be as important as it once was. 
Economists were beginning to consider persis
tent 1 or 2 percent inflation inevitable in a 
modern industrial economy: big business had 
the power to raise prices, and big labor had the 
power to raise wages right along.

Livingston himself did not share this more 
tolerant attitude, but clearly he was part of a 
shrinking minority. In June 1957, he wrote:

18

A popular delusion has been creeping up on 
us—the delusion...that bit-by-bit inflation can 
occur without culminating in a speculative bust.

Such thinking leads to...economic bubble baths, 
such as Holland's tulipmania in 1634; John 
Law's Mississippi failure in 1720; Wall Street's 
New Era crash in 1929. When human minds 
converge onto a single track, beware!

Perhaps economists had underestimated the 
impact of the Fed tightening. In the summer of 
1957, the economy slid into its third postwar 
recession—and the first that the Livingston 
economists did not anticipate. But by now even 
a surprise downturn did not frighten the econo
mists. They predicted a quick recovery. In 
December, Livingston was exhorting his read
ers: "Prepare to shed your fears for '58; top 
economists see V-curve ahead."

Livingston noted his economists' growing 
confidence that the business cycle had been 
tamed, and he offered an explanation for it. 
Visiting the American Economic Association 
meetings that year, he found this group of 
largely academic economists more pessimistic 
than his own, more diverse group. When the 
meetings were over, he concluded, "Partici
pants in the AE A sessions underestimated struc
tural changes in our economy; specifically, the 
stabilizing role of Big Government—federal, 
state, and local."

Whatever the source of economists' opti
mism, the events of 1958 more than justified it. 
The recession ended early in the year, and the 
pace of the recovery during the second half 
exceeded their expectations. Again a resur
gence in consumer spending led the way, with 
the growth in department store sales easily 
outstripping the economists' forecasts.

The strong recovery raised expectations 
about the economy's long-term prospects. In 
December 1958, Livingston proclaimed that 
1959 would be the "Prosperous Gateway to the 
Golden '60's."
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And why shouldn't the next decade be 
golden? Growth in consumer spending and 
overall GNP had consistently exceeded econo
mists' expectations. Inflation had too, but the 
problem seemed manageable. And, with a little 
help from the government, economic depres
sion was no longer a threat.

"Out of Confusion—Optimism"
What was to have been the golden decade 

quickly lost its luster.
Actually, the golden vision had begun to 

tarnish even before the 1950s ended. The pace 
of the expansion slowed considerably in 1959, 
leaving unemployment unacceptably high. In 
his report on the economists' end-of-year fore
casts, Livingston noted that they were predict
ing 1960 would be "another hat-eating year" for 
Secretary of Labor James Mitchell—a year with 
over 3 million people unemployed.

Then, in the spring of 1960, the economy 
again slipped unexpectedly into a recession. It 
did not last long, but it ushered in a period of 
stagnation that turned economists' optimism 
about the economy into confusion and doubt.

At least some of the economists were begin
ning to feel that the long wave of prosperity had 
perhaps run its course. "After 15 years of 
catching up," wrote one, "people and business 
institutions are caught up." Another asked 
simply: "Don't you think its time for the great 
postwar boom to terminate?"

With these anxieties came diminished ex
pectations for the decade. Livingston reported 
that the economists now looked ahe^d to pros
perity on a silver plateau. "Not a golden pla
teau, not platinum, but silver," he wrote.

The 1960 recession ended in the spring of 
1961, but the economy's performance was dis
appointing overall, and unemployment re
mained high. In early 1963, President Kennedy 
proposed cutting taxes, claiming the action was 
needed to avoid another recession.

Livingston put the tax cut issue before his

Herb Taylor

economists in a special questionnaire: will a tax 
cut ward off a decline? The overwhelming 
response was no. Most thought that the 
economy's next move would more likely be up 
than down. They considered the stimulus 
"unnecessary." Among those who considered 
recession likely, a good number saw the pro
posed cuts as "too little, too late."

But Livingston saw the political realities 
behind Kennedy's proposal. "The man in the 
White House will be blamed for a recession," 
Livingston wrote. "He feels impelled to act 
even if...no urgent action— to ward off 
recession—is necessary."

Furthermore, Livingston believed that sim
ply warding off recession was no longer good 
enough. He considered "plateauism," a level
ing off of economic activity, to be "a recurrent 
and normal economic phenomenon." But, he 
added, "No administration—Republican or 
Democratic—can ponder with placidity such a 
protracted period of seeming economic stagna
tion. Unemployment rises merely because of 
normal growth in the labor force." And "'full 
employment' has become an every year goal." 
In short, continuous expansion might not be the 
natural state of things, but it had become a 
social imperative, and therefore a political ne
cessity.

President Kennedy did not get his proposed 
tax cuts, and there was no recession in 1963. But 
President Johnson got a series of tax cuts in 1964 
and 1965, and the pace of the expansion picked 
up. Rightly or wrongly, economists' confi
dence in what Livingston called the New 
Economics—Keynesianism—grew. As one sur
vey respondent wrote: "Maybe we have be
come so skilled in manipulating the economy 
by the techniques of Lord Keynes that reces
sions are a thing of the past."

By 1965 there was little subtlety about the 
stance of fiscal policy—where the tax cuts left 
off, government spending picked up. Expendi
tures on the Vietnam War had become the pillar 
of prosperity. Livingston's December 1966
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The Best of Livingston
A business columnist of broad experience and sharp insight, Livingston was never content to 

simply report on economists' projections. He always analyzed, and occasionally criticized, the 
forecasts. Livingston's June 1969 column on the then popular "gradualist" approach to controlling 
inflation showed him at this best. He argued that gradualism is the logical extension of Keynesianism 
politically, but not economically.

Livingston began by citing the opinion of Dr. Trouvain, who at that time was head of the German 
central bank. At a talk attended by Livingston, Trouvain stated that the disinflation policy would be 
more credible if the government openly acknowledged the risk of recession. Livingston agreed:

If Americans think that the U.S. boom can be tuned down painlessly, then they'll not worry. They'll proceed 
on the basis of inflation as usual. Why retrench? What's delayed today will cost more tomorrow. 
Psychology—what gradualism leads people to expect—runs counter to what President Nixon and his 
economic aides are fighting: inflation.

Livingston offered his survey results as confirmation that faith in gradualism had indeed taken 
hold, thus planting the seeds of its own destruction:

I have just received the returns from my semiannual survey of economists. The majority is convinced that 
President Nixon will achieve a painless readjustment....

If economists buy this, it's a good presumption nearly everybody will. That being the case, who is to curb 
personal spending? What corporation will hold back on financial and industrial undertakings? The forecast 
is clear: tomorrow will come up roses. Prices will be higher. It's a go-go environment.

In fact, though the economists were predicting that inflation would decline, Livingston noticed that 
their own stock market forecasts suggested otherwise:

The economists...don't expect an exodus from stocks, despite low yields around 3 percent, into bonds, which 
return about 7 percent. In an inflationary environment, growth is the thing. Capital gains! Who wants 
fixed income?

In the end, Livingston saw the political lure of gradualism and its economic consequences:

Confidence persists even as the President and his advisers try to shake it. They have to persuade people that 
growth will slow down and inflation subside. Yet, they can't openly acknowledge the possibility of recession. 
It's not politic.

Growth and inflation have become inseparable. People believe that politicians—governments—have the 
power, tools, and knowledge to sustain high employment yet keep inflation tolerable.

headline put it baldly: “Economists Bank on 
Vietnam to Keep Prosperity Moving."

Indeed, the strong fiscal policy stimulus 
overrode many potential negative factors: do
mestic turmoil, international problems, and

even some attempts at more restrictive mon
etary policy. All showed through in Livingston's 
columns, but none overturned the fundamen
tal belief that the expansion would continue.

While fiscal policy took center stage, mon-

20 FEDERAL RESERVE BANK OF PHILADELPHIADigitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



The Livingston Surveys: A History of Hopes and Fears

etary policy was relegated to the background. 
The newly influential Keynesians saw it as the 
weaker stabilization tool. In December 1965, 
the Fed raised its discount rate as part of an 
effort to cool down the economy. The move 
came just as Livingston was going to press with 
his year-end survey results. Livingston con
tacted the survey participants and asked if they 
wanted to revise their forecasts. Only eight of 
the 42 said yes. In retrospect, the economists 
may have underestimated the impact of the Fed 
tightening; economic growth slowed markedly, 
if temporarily, during 1966-67. Still, there was 
no recession and the expansion rolled on.

On the plus side, the war-fed expansion in 
demand pushed the economy to full employ
ment and perhaps beyond. The unemployment 
rate fell to postwar lows. In looking over the 
June 1966 survey returns, Livingston noticed 
that "the most optimistic are the labor econo
mists. Maybe they 'smell' big gains at collective 
bargaining tables..." And in late 1967, Livingston 
noted that with workers in a "sellers' market," 
his forecasters expected wages to "more than 
keep pace with inflation."

On the minus side, the strong growth in 
demand was putting upward pressure on infla
tion. Initially, this was not a major problem. 
Inflation was just "creeping" along at 1 or 2 
percent. And when it did start to pick up, no 
one, not even Livingston, seemed all that con
cerned about it. In his mid-1966 column, 
Livingston wrote that survey participants were 
calling for a booming economy, with what he 
called an unexpected plus: "This increase will 
be achieved without major inflation.... The 
cost-of-living will rise only 4 percent in the next 
18 months."

As the war dragged on, its likely conclusion 
became the overriding source of uncertainty in 
the outlook. In mid-1967, the economists as
sumed that the war would continue to escalate. 
But then came the Tet offensive, the growing 
sense that the war could not be won. By mid- 
1968, Livingston reported that the economists
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were seeing "a definite decline in the Vietnam 
War effort—and perhaps termination."

As the war effort wound down, so did the 
economy. Labor markets began to show some 
slack. Unemployment was on the rise. Reces
sion threatened.

Perhaps more upsetting than the end of the 
boom was the inflation hangover with which 
the economy was left. Inflation had steadily 
accelerated and was well over Livingston's 2 
percent "toleration level." By December 1969, 
with CPI inflation running at over 5 percent, 
Livingston's forecasters looked ahead to a "new 
year, new decade, same headache."

Still, econom ists put their faith in 
Keynesianism and the ability of the govern
ment to fine tune the economy. President 
Nixon planned to bring inflation down gradu
ally, without causing a recession. Many econo
mists, including three-quarters of those sur
veyed by Livingston, believed Nixon could 
succeed. In fact, Livingston began his June 1969 
survey column with the headline: "Triumph 
for 'Gradualism': Economists Believe It!"

Livingston himself considered the gradual
ist approach to be unrealistic, and, as it turned 
out, rightly so. But it would take most econo
mists and policymakers 10 years to understand 
why.

"Joblessness vs. Inflation—Economists 
See No Cure"

The seventies began much as the sixties 
had—in confusion. The sixties, a decade of 
prolonged prosperity, stumbled at the finish 
line. A recession began in December 1969.

The Livingston forecasters foresaw a rela
tively mild downturn. And when the recovery 
got under way in late 1970, the economists 
forecast robust real growth. But their faith in 
President Nixon's gradualist disinflation policy 
quickly evaporated.

Fewer than a third of the participants be
lieved that Nixon could achieve his announced
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goal of reducing inflation to 3 percent by the 
end of 1972—even with his price controls pro
gram. And almost no one thought he could get 
unemployment below 5 percent.

Livingston saw the irony of the situation. 
Keynesianism had raised the standards to which 
economic policymakers—and particularly 
Presidents—were held, just as the shortcom
ings of Keynesian policies were beginning to 
show. Noting the rapid real growth forecast for
1972, he wrote:

Prior to 1946, such a forecast would have elicited 
hosannas of optimism.... But standards have 
changed. Unemployment is the touchstone by 
which Presidents are now judged....

And unemployment rates in excess of 5 percent 
were, Livingston believed, just too high politi
cally.

President Nixon won reelection in 1972, but 
the macroeconomic policy problem lingered. 
Some economists saw expansion giving way to 
growth, but not enough to keep unemployment 
from rising. And they all wrestled with what 
Livingston called “the economic dilemma of 
modern times": how to reduce joblessness with
out regenerating inflation.

As economists puzzled over the difficulties 
of managing aggregate demand, they were 
blindsided from the supply side. In the fall of
1973, the Arab oil embargo created fuel short
ages and skyrocketing energy prices.

The oil crisis threw economists into com
plete confusion. Today economists make the 
distinction between demand-side and supply- 
side recessions. Recessions generated by plung
ing overall demand create higher unemploy
ment, but ease inflation; recessions triggered 
by collapsing resource supplies increase unem
ployment and inflation at the same time. But 
such distinctions were drawn only later, in 
response to the oil crises. Back in December 
1973—just after the crisis hit—Livingston wrote 
only of the confusion:
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For 1974, there's no...Standard Economic Fore
cast. Instead of the near unanimity of recent 
years, there's doubt and dispersion...this can be 
explained. The economy has been wrenched away 
from past moorings. Questions predominate 
over answers.
Oil—how short will it be?
Other materials—steel, paper, etc.—will they 
too cause a throttling down of production...?

By mid-1974, confusion gave way to cautious 
optimism. Forecasters recognized that the 
economy had slipped into recession, but it was 
not expected to last. Livingston reported: "There 
has been...a joining of minds...among econo
mists...55 of 57... are pretty well agreed: The 
recession is history, recovery is under way." 
And, as a bonus, they figured that the recession 
would bring inflation down.

Instead of ending, the recession deepened 
and dragged on through 1974. Livingston 
opened his year-end column with a little Latin: 
"Sic transit gloria oeconomorum," which he 
said freely translated into "1974 is a year eco
nomic forecasters would be pleased to scratch." 
An expansion finally did begin in the spring of
1975, but high inflation and high unemploy
ment persisted. And the whole oil crisis expe
rience seemed to leave Livingston's economists 
in shock for the rest of the decade.

Whatever confidence they had in Keynesian 
stabilization policy was eroding quickly. In late
1976, with the expansion sputtering, President
elect Jimmy Carter considered fiscal stimulus. 
Livingston asked his economists whether they 
thought a federal tax or spending package 
desirable. He was surprised to find that 25 
percent of the respondents said no. He consid
ered that a "sufficiently high percentage to 
suggest that the 'conventional w is
dom'...warrants reexamination."

As the decade unfolded, the economic out
look steadily deteriorated. President Carter 
talked about a "malaise" settling over the na
tion. Certainly this was true of the economy.
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The year 1977 produced what Livingston 
called a "6-by-6" economy—both CPI inflation 
and the unemployment rate were 6 percent. 
"More of the same" was forecast for 1978. 
When inflation came in at over 6 percent for 
1978, survey participants forecast an even less 
pleasant "7-by-8" economy for 1979. By the end 
of the decade, Livingston's economists were 
projecting a combination of 7 percent unem
ployment and 10 percent inflation for 1980. On 
top of that, they were nearly unanimous that a 
recession was imminent.

"Long Expansion, Modest Inflation"
Things had gotten pretty bad in the late 

1970s. But sometimes things have to get worse 
before they can get better. And in the early 
1980s, things got worse.

The economy endured not one but two reces
sions within three years. The economists suf
fered through a business cycle forecasting 
record that rivaled their 1974-75 fiasco. And 
their disillusionment with government stabili
zation policy turned into thinly veiled con
tempt. But, incredibly, out of the ashes of that 
experience arose a confidence in the economy 
that had not prevailed since the late fifties' 
vision of a golden decade.

The first of the two recessions began right on 
schedule, in January 1980. The forecasters had 
been expecting a short, shallow downturn, but 
by June 1980 they had lost their confidence. 
They predicted a steep slide that would last into 
1981. In fact, the recession ended in July 1980 
—just one month after their gloom-and-doom 
forecast.

Despite the unexpected brevity of the down
turn, the forecasters remained bearish. In the 
December 1980 survey, they showed no faith in 
the newly elected Reagan Administration's 
economic policies. They predicted another 
recession and continued high inflation.

Livingston quoted one respondent who 
wrote, "We need to remember that Murphy's

Herb Taylor

Law usually rules in Washington: What can go 
bad, will go bad. There is no assurance that the 
bumbling ineptitude and miscalculations of the 
past year in Washington will not be repeated."

Livingston himself expressed more confi
dence in the private economy's proclivity to 
right itself than in any government stabilization 
policies. Noting that the economists were near 
unanimous in predicting a short, shallow reces
sion for 1981, Livingston wrote, "The 
President...should not resort to palliatives to 
spur production and employment. That would 
only reinforce inflation. He can safely rely on 
the historic buoyancy— the proved inner 
resiliency—of the American economic system."

The year 1981 did indeed bring a second 
recession. It began in July. This time the 
economists stuck to their guns, saying the re
cession would be short and shallow. In Decem
ber 1981, the majority predicted it would end in 
the spring of 1982. By June, 80 percent of them 
believed the recovery was under way. Just two 
of the 54 respondents thought the decline would 
hang on to Thanksgiving. But that is precisely 
what happened—the recession did not end 
until November 1982.

At 16 months, the 1981-82 recession was 
among the longest in the postwar period. 
Though the recession dragged on longer than 
economists expected, it did accomplish one 
objective that had eluded policymakers for 
more than a decade— it broke the trend of rising 
inflation. And it did so in dramatic fashion. CPI 
inflation plummeted from double-digit rates in 
mid-1981 to 4 percent by the end of 1982—its 
slowest pace since the mid-1960s.

When Livingston surveyed his economists in 
December 1982, he found a positive tone to 
their forecasts that he had not seen for some 
time. After a long period of turmoil, they 
seemed convinced that their troubles were be
hind them. Livingston's headline captured the 
mood: "Economists Bid Adieu to Inflation and 
Recession."

Livingston also sensed that the economists
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Economists Are Moderationists...Usually
In the late 1970s, Livingston wrote, "Economists tend to be moderationists. In the past, they have 

consistently underestimated increases in inflation. They also don't go to extremes in forecasting 
slumps. They tend to expect saucerlike rather than V-shaped recessions."

But the economists had not always been such "moderationists"—in the 1940s they had been 
overanxious to predict deep recession, and even depression. And they would not remain 
"moderationists"—in the early 1980s they anticipated a decidedly V-shaped recession.

Note: Bars represent actual GNP growth in half-years; dots are the Livingston forecasts, which since 1971 project real, 
not nominal, GNP.

emerged from the tumultuous experience of 
the early 1980s a wiser group. Certainly, the 
survey participants and Livingston himself 
came away with a new awareness of monetary 
policy's influence on the economy.

Prior to the 1980-82 experience, it took a 
major Fed tightening to warrant a sentence or 
two in Livingston's survey column. In fact, Fed 
Chairman Volcker's now-famous monetary 
policy shift in October 1979, which contributed 
to the depth of the early 1980s' recessions and 
the end of the high inflation, did not get any 
mention at all.

But the record-high interest rates that pre
vailed during the recession certainly called 
attention to monetary policy. In December 
1980, Livingston added the prime rate to the list 
of variables on his survey questionnaire; not 
since the 1940s had he asked for interest rate

24

projections.
Now as the economists looked to the recov

ery phase in 1983, their predictions took careful 
account of the Fed's role. "If the Fed doesn't 
have an accommodative monetary policy," one 
survey respondent wrote, "the recovery could 
be aborted." As the economy moved into the 
expansion phase, economists' confidence in 
monetary policy, and in the underlying strength 
of the economy, grew.

Academic economists actively debated the 
relative merits of alternative Fed operating 
procedures and monetary indicators. But 
business economists' confidence in the Fed 
transcended such issues. In Livingston's words, 
they felt simply: "Paul Volcker and Co. will 
manage, somehow, to dish out a sufficient 
amount of money to keep the expansion going 
without generating a rebirth of high inflation."
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The economists did, however, remain "moderationist" about inflation. During the previous three 
and a half decades, when inflation was on the way up, they had underestimated the increases. In the 
1980s, when inflation was on the way down, they underestimated the decreases.

Percent
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The traditional business cycle "theory" that 
expansions last about three years was giving 
way to the notion that a well-managed expan
sion could go on much longer. For a while, 
economists predicted a cyclical peak for No
vember 1985—the expansion's third anniver
sary. But as the anniversary approached, they 
started pushing the date for the peak farther 
and farther back.

Nor did Volcker's departure from the Fed 
alter the outlook. In the June 1987 survey, the 
participants forecast steady, modest growth. 
Livingston wrote: "Things are going to work 
out, that's the consensus. Two economists 
offered obiter dicta: The ascendancy of Alan 
Greenspan to the chairmanship of the Federal 
Reserve Board in place of Paul A. Volcker does 
not change the outlook."

But more important than economists' confi

dence in monetary policy was their confidence 
in the private economy's proclivity for growth. 
Livingston himself had hinted at it earlier in the 
decade when he suggested relying on the 
economy's "natural buoyancy." That kind of 
confidence had not come through since the late 
1950s. Now when his economists predicted a 3- 
percent annual growth rate for real GNP, 
Livingston declared it simply "in line with the 
nation's long-term rate."

The stock market crash of October 1987 put 
economists' confidence to the test. The crash 
was perhaps the most spectacular financial 
event of the 1980s—and certainly one with 
potential to disrupt the economic expansion. It 
evoked in many people the specter of 1929 and 
the Great Depression, much as the stock market 
crash of 1946 had done back when Livingston 
began his survey.
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But this time the economists responding to 
Livingston's survey had a far different reac
tion. When the December 1987 survey results 
came in, Livingston found that the consensus 
forecast was for continued, if somewhat slower, 
expansion. Perhaps he was thinking back to 
1946 when he wrote:

And there's a surprise. The stock market crash 
didn't impel the economists to conclude that a 
near-term recession is likely. Quite the contrary, 
recession fears diminished.... I traced the fore
casts of 41 economists who responded both in 
June and December.... 28 out of 41...lengthened 
the life of the expansion.... Only 11 shortened it.

In fact, the economy did continue to expand, 
as did economists' confidence in its future. In 
his June 1989 column, Livingston summarized 
the consensus this way: "No recession in 1989, 
none in 1990 and none in 1991." Were the 
expansion to continue through 1991, it would 
set the postwar endurance record. It would 
surpass the Vietnam-fueled expansion of the 
1960s without having generated the same infla
tion headache. In some policy circles, there was 
even some talk of eliminating inflation alto
gether.

Livingston raised the inflation issue in his 
December 1989 survey. The responses he re
ceived reflected the wisdom of 40 years' expe
rience. Asked whether zero-rate inflation, "a 
longing of Fed Chairman Alan Greenspan," 
was desirable, more than half voted yes. But in 
response to the follow-up question—Is zero 
inflation attainable?—nearly three-quarters said 
no. Why not? One economist offered that 
inflation was too "deeply embedded" in the 
service sector. But several economists put it 
more succinctly: zero inflation has no "political 
constituency."

The December 1989 survey column was the 
last of the decade. It was also the last that Mr. 
Livingston published. He died two days later— 
on Christmas Day 1989—at the age of 84.
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EPILOGUE
As Mr. Livingston had wished, the Federal 

Reserve Bank of Philadelphia took over the 
survey after his death, conducting the first 
survey for the new decade in June 1990. The 
Bank's Research Department now mails out 
questionnaires to the Livingston panel of econo
mists and publishes a summary of the results 
every June and December. As the responses 
roll in, one wonders what changes the 1990s 
will bring in economists' perspectives.

The recession that began in July 1990 ended 
the expansion of the 1980s before it could set the 
endurance mark that the survey economists 
thought it might. The recession seemed to have 
ended sometime in the spring of 1991, but the 
recovery stalled over the summer and talk of a 
double-dip recession grew.

Will the current economic stagnation induce 
economists to shift their attitudes again? The 
history of the Livingston Survey suggests that 
it will. The long expansion of the 1980s built 
economists' confidence in the economy's pen
chant for growth and in the Fed's power to 
nurture it. Now no sector of the economy is 
showing much strength, despite the Fed's eas
ing moves. Economists might well be asking 
whether their confidence was misplaced.

Where will they turn? Perhaps to some old 
ideas, such as "plateauism" and the efficacy of 
fiscal policy. Back in the early 1960s, a similar 
period of economic stagnation fostered the idea 
that the postwar spending boom was over and 
that spending had plateaued. Today, that con
cern is resurfacing in speculation that the high
flying consumer of the 1980s will be more 
conservative in the 1990s, and that the baby 
boomers are aging beyond their prime spend
ing years.

It was the concern over economic stagnation 
in the early 1960s that first pushed Keynesian 
fiscal policies into the forefront. Now those 
fiscal policy prescriptions, discredited in the 
1970s and early 1980s, may be coming back. 
Proposals for extending unemployment ben
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efits, cutting taxes, and even starting public 
works projects are getting wider circulation.

But in some ways economists cannot go back. 
New events and changing trends are taking the 
economy into new territory. Consider the end 
of the Cold War and the growth of the interna
tional economy.

Over the past 45 years, war dominated the 
outlook much of the time: readjusting after 
World War II in the late 1940s, feeling for the 
top of the Korean Conflict in the 1950s, dealing 
with the Vietnam War and its aftermath in the 
1960s and early 1970s.

On the other hand, international economic 
issues hardly affected economists' thinking at 
all in most of the Livingston surveys. In fact, 
Livingston dropped exports from the list of 
forecast variables on his questionnaires in the 
1940s and did not bring them back until the 
mid-1980s.

Herb Taylor

Now economists are looking at an economy 
less prone to the dislocations of war, but more 
constrained than ever by international eco
nomic competition.

Society's standards for economic perfor
mance may again change, as they have several 
times since Livingston began his survey. Full 
employment is still an "every year" goal. And 
no doubt experiencing high inflation in the 
early 1980s and the costs of disinflation has 
strengthened public resolve to keep inflation 
under control. But the political "toleration 
levels" for unemployment and inflation change 
over time.

What events or trends will dominate econo
mists' outlook in the nineties? Possibilities, and 
opinions, abound. Perhaps Livingston said it 
best: "That's what makes economic analysis so 
interesting. After you get other people's fore
casts, you still end up with a question mark."
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