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THE CREDIT CARDHOLDERS’ BILL
OF RIGHTS: PROVIDING NEW
PROTECTIONS FOR CONSUMERS

Thursday, March 13, 2008

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON FINANCIAL INSTITUTIONS
AND CONSUMER CREDIT,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to notice, at 10:05 a.m., in room
2128, Rayburn House Office Building, Hon. Carolyn B. Maloney
[chairwoman of the subcommittee] presiding.

Members present: Representatives Maloney, Watt, Ackerman,
Sherman, Moore of Kansas, Waters, Green, Clay, Scott, Cleaver,
Bean, Davis of Tennessee, Hodes, Ellison, Klein, Perlmutter;
Biggert, Price, Castle, Capito, Feeney, Hensarling, Garrett,
Neugebauer, Campbell, McCarthy of California, and Heller.

Ex officio: Representatives Frank and Bachus.

Also present: Representative Udall.

Chairwoman MALONEY. I call this hearing to order, and I thank
everyone for being here, particularly my ranking member, Judy
Biggert.

I would first like to ask unanimous consent that Mark Udall,
who is not a member of this committee, be allowed to sit on the
panel and be allowed to ask some questions. Is there any objection?

Hearing none, it is so ordered.

My colleague, Ms. Biggert, has requested 15 minutes per side,
and that is fine with our side. And I am pleased that our chairman,
Barney Frank, is with us.

Before we start, I want to inform the committee that there have
been fairness concerns raised about having consumers testify this
morning without a waiver that allowed their credit card issuers to
respond publicly. In the interest of having the fairest hearing pos-
sible, I have decided to postpone the first panel to a future date.

We do have our witnesses here, and they are ready to testify.
They are seated here. They have traveled from across the country
to be here. However, in order to have a discussion that entirely fo-
cuses on the substance and not on process, we are doing everything
we can to accommodate any concerns that have been raised. It is
my hope that between now and a future date, we can get consumer
witnesses here so that the committee can hear real world examples
of how this credit card bill would help consumers.

First of all, I would like—
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The CHAIRMAN. Would the gentlewoman yield?

Chairwoman MALONEY. Yes, I would.

The CHAIRMAN. I appreciate the chairwoman of the subcommittee
making that accommodation. I just want to say, as Chair of the
committee, it has been and will be our policy that no testimony will
be given in any context in which there cannot be a full and free
response. So I appreciate the chairwoman accommodating us on
that, and as we go forward, that will be the context in which it
happens.

Some aspects of this process are new to us, new to a lot of us.
We don’t always get everything—you don’t always see all the impli-
cations the first time. There has been no bad faith involved, in my
judgment, on anybody’s part. And this will give us time to comply
with what I would assume was a universally accepted principle
that all debate should be conducted in fully fair terms.

I thank the gentlewoman.

Chairwoman MALONEY. First of all, I am delighted to welcome
our witnesses to the first of two legislative hearings on H.R. 5244,
the Credit Cardholders’ Bill of Rights, which I introduced with
Chairman Frank last month and which we are glad to say has over
82 cosponsors to date, including many members of this committee.

Credit cards may represent the single most successful financial
product introduced in our country in the last 50 years. They have
given consumers unprecedented convenience and flexibility in both
making purchases and in managing their personal finances.

Over 75 percent of the adult population in America have credit
cards. Credit cards have become a necessity of daily life without
which it is almost impossible to travel, make non-cash purchases,
or do daily business.

But with that great success, with that huge growth, with that ne-
cessity, comes shared responsibility. The credit card industry has
been clear about the responsibility imposed upon consumers: Make
your minimum payments on time and stay under your limit. But
what about the reciprocal responsibility of card companies? What
about the responsibility to stick to the terms of the deal that the
customer agreed to?

Cardholders who pay at least the minimum payment on time
every month and don’t go over their limit expect that, in return,
they can count on the card companies not imposing rate hikes or
penalty fees. They don’t expect the rate on money they already bor-
rowed to go up dramatically, with no notice. They don’t expect their
monthly payments to double and triple, sending them further and
further into debt.

But almost every card agreement allows the card company to do
just that. And a cardholder who makes one late payment, even if
the reason has been that they were at the hospital, will soon find
that their previous history of on-time payment for years and years
doesn’t make any difference, that one late payment can increase
their rates, in some cases substantially.

Even cardholders who are financially responsible and do their
very best to meet their obligations fall victim to rate hikes that are
unexplained, totally out of proportion, irreversible, inescapable, and
which drive them deeper and deeper into debt.
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Recently Chairman Bernanke testified to this committee that the
Fed was going to use its unfair and deceptive practices authority
to regulate the very same abuses my bill goes after because, he
said, their authority to regulate disclosure was not enough.

Ranking Member Biggert asked him, and I quote, “What would
consumers need to know to make informed decisions?” And he re-
sponded, and I quote, “They need to know the interest rate and
how it varies over time and what that means to them in terms of
payments.” Well, how can a responsible consumer know their inter-
est rate and what their payments will be if the interest rate
changes for any time, any reason, and is applied to their existing
balances?

This bill aims to bring back some balance to the playing field. It
attempts to put some of the responsibility for fair dealing back on
the card companies and give cardholders the tools they need to con-
trol their finances and make sure they can pay back their debts re-
sponsibly.

It puts an end to any time/any reason repricing, stops issuers
from raising rates on existing balances of cardholders who make
their payments on time, and gives all cardholders faced with any
rate increase the ability to stop borrowing more and pay off their
loan on the terms that they agreed to.

We seem to have forgotten that a credit card agreement is just
that, an agreement. When the terms change—and the interest rate
is the most important term for most customers—cardholders should
have a chance to say no to the new deal and pay off the loan they
have at the terms that they originally agreed to.

USA Today called this, and I quote, “ a sensible bill and much-
needed reform.” Unlike other proposals before Congress, our bill
does not set price controls. It does not set rate caps or limit the
size of fees. I believe that our bill is a much-needed correction to
a market that has gotten wildly out of balance.

I have always believed that responsible access to credit is critical
to our economy, and that access to appropriate credit should be as
broad as possible consistent with the safety and soundness of the
financial system. I believe in free market solutions, but the free
market only works when consumers have the information they
need and the ability to make informed choices.

I think our bill will help cardholders and issuers exercise their
shared responsibility and promote a sounder economy. And I look
forward to the testimony of our witnesses.

I now recognize my good friend, Ranking Member Judy Biggert.

Mrs. BIGGERT. Thank you. Thank you, Madam Chairwoman. I
made a mistake, and I would ask unanimous consent to increase
the time to 20 minutes per side.

Chairwoman MALONEY. Whatever the ranking member wants.

Mrs. BIGGERT. Thank you.

Chairwoman MALONEY. And I yield as much time as she may
consume.

Mrs. BIGGERT. Thank you.

The CHAIRMAN. If the chairwoman would yield, don’t be setting
any bad precedents here with that.

[Laughter]

Chairwoman MALONEY. No, sir. Okay, Mr. Chairman.
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Mrs. BIGGERT. Thank you, Madam Chairwoman, for holding this
hearing on your bill today. Despite our differences on the specifics
of the bill, I have no doubt that the chairwoman herself believes
that she has the best interests of the consumers at heart, and I be-
lieve that we all do. The borrowers need transparency. They need
to know what the terms of their contract are simply, clearly, and
reliably. And on this I agree with Chairwoman Maloney.

There are a number of us in the room today who remember when
there was only one credit card, the Diners Club card in the 1950’s,
a rare commodity for a few lucky individuals. A couple hundred
customers used the cards at restaurants that were part of the card
program.

Within a short time, the card evolved into a travel and entertain-
ment card, and was issued only to high-income, highly creditworthy
individuals who could immediately pay off their entire bill balance
upon receipt of the card. Let’s not forget that not much more than
2 decades ago, interest rates were capped by State regulation. Card
issuers charged borrowers a sizeable annual fee. And if you didn’t
pay off the entire balance each month, you faced a 20 percent fixed
income rate.

No matter what your income or creditworthiness, it is hard for
young people today to believe it, but that is what credit cards were
like in the early days, prizes that were won by people who, when
you think about it, didn’t especially need them.

We don’t want to go back to those days, so fast forward to today.
Innovation, technology, competition, and reduced regulatory restric-
tions on interest rates have meant that Americans of all income
levels, ages, and walks of life have access to credit cards and much,
much cheaper credit cards. According to the Federal Reserve data,
aboclilt three-quarters of American families have at least one credit
card.

Would everyone in this room with a credit card please raise their
hand?

[Show of hands]

Mrs. BIGGERT. It is obviously a popular financial tool. But my
goal is to ensure that everyone who wants and likes their credit
card is not hurt today in this weakened economy or tomorrow in
an improved economy by the problems of a few customers or abuses
of a few issuers. We must first do no harm.

That having been said, do I believe that each and every card-
holder is completely happy with his or her credit card? Of course
not, no more than every cable TV subscriber or utility company
customer is completely happy with their service.

But unlike customers of those companies, credit card borrowers
have thousands of cards to choose from. They have greater access
to credit, access to cheaper credit, and access to financial education
and counseling on financial matters.

The success story of credit cards, I think, is often overlooked.
Credit card loans can be used for emergencies, holiday shopping,
paying bills, taking vacations, buying books for school, and starting
a business. You can even buy a cup of coffee at Starbucks with a
credit card.

Unfortunately, the credit card success story does not bring us
here today. What brings us here today are the problems that some
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borrowers may have with their credit card companies and some
practices that should be changed.

As for the facts, I am pleased that Congress tasked the experts
at the Federal Reserve under the Truth in Lending Act and Fed-
eral Trade Commission Act with the job of gathering empirical evi-
dence on all consumers and credit cards.

Two weeks ago, Federal Reserve Chairman Bernanke testified
before this committee that the Fed is writing regulations to update
disclosures and notices as well as rules to address unfair and de-
ceptive practices. He anticipates a final release of both sets of rules
later this year.

I am inclined to reserve judgment on the bill, H.R. 5244, until
we hear the results of what we in Congress authorized the Fed to
undertake, its revision of Regulation Z, which is the culmination of
4 years of intensive expert review utilizing consumer focus groups
and other sound methodology as opposed to anecdotal evidence.

Do consumers need improved and more helpful disclosures? Do
they need information so that they have the tools to make more in-
formed decisions about choosing a credit card, about their card, or
borrowing altogether? Finally, what is the best way to address
these matters? Is it through education, legislation, regulation, self-
regulation—in other words, letting the marketplace and competi-
tion work for the consumer—or is updating disclosures and crack-
ing down on unfair and deceptive practices the answer?

I must say that after reviewing data studies and testimony, at
this time it appears that regulation and education should at least
be among the first steps. Should Congress step in on that basis and
preempt the Fed? I'm not sure that is the answer.

But with that, I look forward to hearing from today’s witnesses
and I yield back.

Chairwoman MALONEY. The Chair recognizes Chairman Frank—
and thanks him for his leadership on this issue and so many oth-
ers—for as much time as he may consume.

The CHAIRMAN. I thank the chairwoman. I admire the energy she
has put into this.

I would say to my friends in the industry, it is a busy morning,
and if you want to know whether this is a serious legislative effort,
look at the membership. I am the chairman, so I am always here
when there is a full committee hearing.

Sometimes I am by myself; sometimes there are only one or two
people; sometimes I have all the Republicans and not many Demo-
crats; sometimes Democrats and not Republicans. Frankly, even by
ethnicity, the turnout may vary depending on the issue. You have
the most broadly representative membership of this committee.
This is an issue that counts.

For better or worse, credit card practices have engaged the inter-
est of America’s middle class. And this is an issue that has an im-
pact with them. They are more capable of voicing their opinions
than some other sectors of our economy, so you should know this
is a serious issue.

It is also manifested, and the gentlewoman from Illinois men-
tioned regulation. I am interested to note that two of the financial
regulators are in fact engaged in this now. When Chairman
Bernanke testified before us a few weeks ago at the Humphrey-
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Hawkins hearing, he said something I hadn’t heard in my 28 years
in this body, a Chairman of the Federal Reserve Board uttering the
words, “consumer protection.” It had not happened since 1981. I
have been at every one of the meetings.

And he is, as you know, in the process of talking about regula-
tions with regard to credit cards that go beyond disclosure, that go
beyond the Truth in Lending Act into substance.

Similarly, I have been very pleased to see Mr. Reich, the Director
of the OTS, going forward with promulgating a code of unfair and
deceptive practices and including some very specific things here.
And part of the reason for that is—and, you know, you get some-
times the consequences of what you wish for.

Many of the bank issuers of credit cards were successful in per-
suading the Comptroller of the Currency and the Office of Thrift
Supervision to preempt a great number of State laws so that in
many cases there are—well, not in many cases—there are virtually
no State consumer protection laws that would be bank-specific that
apply to the credit card issuers who are national banks.

I had differences with that on its own. But it was clearly a prob-
lem because it left a vacuum. And the vacuum in regulation, we
ought to be clear: Nature may abhor a vacuum, but the people who
used to be regulated are kind of fond of it.

We now have the need for the Federal regulators to step in and
fill part of the vacuum that they created. Both the OTS and the
Federal Reserve are doing this, and the Federal Reserve’s authority
covers all the other bank authorities.

Finally, I would say that I believe the gentlewoman’s bill, which
I am glad to cosponsor, makes some very important distinctions. It
does not set rates. We are not in the rate-setting business. There
are people here who would set rates, and I think, frankly, there is
a lot of support in this body and in the other body for setting rates.

We are not setting rates. We are saying, however, and I think
this is one of the guidance principles, that retroactivity is a bad
idea. My friends in the business community have generally been
very staunch in pointing out the unfairness of retroactivity.

I urge them to realize that this is a principle that covers both
sides of this equation. And retroactive impositions on borrowers,
that is, things affecting balances already incurred, violate the prin-
ciple of retroactivity. We need to deal with that.

I would also advise them—I am not sure, you are a consultant,
and given the ethics rules, I never will be because it is too much
trouble later on—but if I were in the business, I would be cognizant
of the unhappiness.

I mean, there are people in America who are convinced that you
have a personal algorithm for each of us that lets you know when
to send the bill so we are least likely to be able to pay it on time.
You know when we are sleeping and you know when we are awake
and you know when we are on vacation and you know when there
may not be somebody checking the mailbox. I know it is not true,
but if I were in that position, I would be unhappy if people thought
that.

So I urge you to cooperate with us. We are not setting rates. We
are not going to alter your ability, I hope, if this bill goes through
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to do things going forward with a lot of notice. But there is a good
deal of unhappiness there.

And the final thing I would say is this: Obviously, the competi-
tive model is an important one. This is a committee that I think
on both sides has shown its support for the free market system.
But given the number of credit card issuers, we don’t have an
equal competitive situation. You cannot rely here wholly on the
market for the kinds of things we are talking about. And that is
why I think this legislation should go forward.

Thank you, Madam Chairwoman.

Chairwoman MALONEY. Thank you.

The Chair now yields 4 minutes to the distinguished ranking
member of the full committee, Representative Bachus.

Mr. BACHUS. Thank you, Chairwoman Maloney, for holding this
hearing on your legislation which would restrict certain credit card
industry practices. Whenever our committee considers bills of this
magnitude, legislation that has the potential to significantly re-
structure a market that has benefitted hundreds of millions of
American consumers and businesses, Members must fully under-
stand the consequences, both intended and inadvertent, of our ac-
tions.

Over the past 30 years, Americans’ use of credit cards to conduct
their everyday financial transactions, as well as address unex-
pected financial emergencies, has exploded. The GAO has reported
that Americans now hold more than 690 million credit cards. So I
will assume, when Ms. Biggert asked people to raise their hand if
they had a credit card and two-thirds of the people raised their
hand, I would assume the other third weren’t listening.

[Laughter]

Mr. BACHUS. Because I think we all have a credit card, or two
or three.

The GAO also found that between 1980 and 2005, the amount
that Americans charged to their credit cards grew from an esti-
mated $69 billion per year to more than $1.8 trillion, quite an in-
crease.

While the legislation covers a wide range of industry practices,
at its core it is an attempt to impose limitations on creditors’ abil-
ity to offer their products according to the risk posed to the indi-
vidual consumers. As with any government intervention in the free
market, the bill presents a real danger of restricting the range of
products and services that credit card issuers currently offer, which
could result—and I believe will result—in cutting off credit to some
and raising the price of credit for all.

Consumers could see increased minimum payments, reduced
credit limits, and less access to credit cards. And some would say
that is good. But here in America, we let people make those
choices, not normally the government.

The current economic uncertainty and the banks’ need to pre-
serve capital in the face of significant mortgage-related losses has
already combined to reduce the amount of credit available to con-
sumers and small businesses. That is the complaint we hear most
often, is lack of credit, lack of availability of credit. We hear almost
no complaints of too much credit from consumers. No matter how
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well-intended, ill-conceived legislation could make a serious credit
crunch far worse.

Now, we can all share stories where someone has had a problem
with a credit card or difficulty as a result of using a credit card.
With 690 million credit cards, there would have to be problems.
But think a minute if we suddenly took 200 million of those credit
cards away, or 300 million. I believe that would present problems
and difficulties for the American people also.

And that may be what we are talking about. We may be talking,
in this bill, about limiting the number of Americans who will be of-
fered credit cards and will certainly increase the amount. Precipi-
tous congressional action could be particularly counterproductive at
a time when the Federal banking regulators are near completion
of far-reaching proposals on the very same issues that H.R. 5244
seeks to address.

Chairwoman MALONEY. The Chair grants the gentleman an addi-
tional minute.

Mr. BAcHUS. I thank you. Two weeks ago, Chairman Bernanke
updated the committee on the status of the Federal Reserve’s forth-
coming revisions on Regulation Z for credit card disclosures. Every-
one agrees that disclosures regarding the terms and conditions of
credit card products are too complex. The Fed’s Regulation Z revi-
sions, once finalized, will go a long way towards alleviating con-
sumer confusion and helping credit card customers make informed
choices.

To complement its rewrite of Regulation Z, the Fed announced
last month that it will soon exercise its authority on the Federal
Trade Commission to write regulations to root out unfair and de-
ceptive acts or practices in the credit card industry. These pro-
posals from the Fed will be based on extensive consumer testing as
well as the Fed’s 40 years of experience.

Chairwoman MALONEY. The gentleman’s time has expired.

Mr. BacHus. I thank the chairwoman for the extra time.

Chairwoman MALONEY. Thank you.

The Chair yields 2 minutes to Congressman Ackerman.

Mr. ACKERMAN. Thank you, Madam Chairwoman, for your lead-
ership on this issue.

There is little doubt that providing consumers access to credit is
a critically important component of our economy, particularly now,
as our economy may have already tipped over into a recession.
With the sputtering economy, Americans across the country are be-
coming more dependent upon their credit cards to pay their bills
and sometimes to just put food on their tables.

But with practices such as any time/any reason pricing, pay to
pay fees, universal default, restrictions on paying off high balances,
and I could go on and on, the consumer credit market seems to be
unfairly weighted against credit card customers.

Indeed, as the ramifications of relaxed underwriting standards
and unrealistic repayment terms within the mortgage industry
threaten millions of homeowners and our economy as a whole, I be-
lieve we in Congress must ask the question: Is practically universal
access to credit under the present conditions and practices truly
beneficial to our economy? Or, if we continue along the path of per-
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mitting credit card companies to keep pushing the bounds of sound
credit practices, will we soon find ourselves in another credit crisis?

It strikes me that with all the fees and stipulations attached,
with eye-bursting fine print, credit cards are becoming like the
carefully fine-tuned products of the tobacco industry. They have
just enough nicotine in them to get you hooked, but not enough to
kill you, at least not right away.

Ensnarled by unfair and unsound credit practices, American con-
sumers find themselves suffering through years of mounting debt,
increasing interest rates, and for many, financial ruin.

It is my contention that credit card users deserve the right to
know, with sufficient notice, that their interest rate is increasing.
And they deserve an explanation as to why. Credit card users de-
serve the right to decide how a bill payment is applied to their ac-
count if they have multiple outstanding balances.

Credit card users deserve the right to pay their bills on time in
whatever manner they may choose without being charged extra.
And furthermore, I believe it is critically important to the health
of our economy to grant credit card customers these rights as well
as the others included in H.R. 5244 as soon as possible so that we
may prevent the second—

Chairwoman MALONEY. The gentleman’s time has expired.

Mr. ACKERMAN. I thank the chairwoman for her leadership.

Chairwoman MALONEY. Thank you. The Chair recognizes Con-
gressman Garrett for 2 minutes.

Mr. GARRETT. I thank the Chair for holding the hearing today,
and I welcome all the witnesses and appreciate your coming and
the testimony that we are about to hear from you.

You know, as we move now into the 21st Century, the financial
products that become available to us are rapidly changing and ex-
panding at the same time. Credit cards, as others have said al-
ready, really do provide an essential service to millions of Ameri-
cans.

The ability to establish credit, borrow money, has basically be-
come fundamental to our economy. So whether it is buying a new
washing machine or, as I just had to do, putting a new trans-
mission in your car, or maybe, as some other people do, use your
credit cards to start a home business, literally start up from
scratch, they allow us to finance needed goods. It also allows us to
pay it over time, and also, through some of the credit card compa-
nies, to track those costs as well on a monthly, quarterly, or at the
end of the year basis.

Unfortunately, we have heard a number of instances in news sto-
ries—like in today’s paper; I guess they must have known you all
were going to be here—and some from constituents as well where
folks feel that they have maybe been misled or just didn’t under-
stand what they were getting into with these cards.

But I think there are really probably a lot more stories out there
that are left untold that aren’t in today’s paper of how credit cards
have significantly helped people through some of their tough times,
and also helped those people who are trying to start a business.

So I think we need to sit back and wait a little bit and hear and
consider. As we push to address the concerns of some of the con-
sumers who have been negatively impacted, we can’t really over-
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react and wind up eliminating credit for those people or raising
costs for the creditworthy Americans who really do rely on credit
cards for their daily lives.

We are in tough economic times right now. We hear talk of reces-
sion. We hear talk of credit tightening. So if we pass legislation
that prevents issuers from beginning to price for risk, I am afraid
we will either tighten the credit market on the riskier borrowers
or drive up prices on the rest of Americans.

And I would just advise this committee to do what the chairman
of the committee has done with regard to SOX, and to step back
where another entity, in this case the Federal Reserve, is taking
action on it. Let’s see how—

Chairwoman MALONEY. The gentleman’s time has expired.

Mr. GARRETT. —they deal with it before we act precipitously.

And with that, I yield back.

Chairwoman MALONEY. The Chair recognizes Congressman
Moore for 2 minutes.

Mr. MoOORE. Thank you, Chairwoman Maloney, for convening
this hearing and for your leadership in calling attention to this im-
portant issue which affects millions of Americans.

Like many of the members on this committee, I have heard con-
cerns from consumers about a lack of clarity from credit card
issuers in explaining account features, terms, and pricing on their
accounts. I believe it is very important that we take the necessary
steps to improve disclosures and protect consumers from unex-
pected fees or rate increases.

I also know that our Nation is experiencing a significant credit
crunch at this time and that credit cards remain a lifeline for mil-
lions of Americans who would otherwise be unable to pay for basic
services to meet their daily needs. That is why I believe we must
take a careful, measured approach in addressing this very impor-
tant issue to ensure that nothing we do here in Congress has unin-
tended consequences for the marketplace or for the consumer.

I practiced law for 28 years before I came to Congress, and for
12 of those years, I served as a district attorney. In that time, I
learned that there are at least two sides to every story, and some-
times many more. The best legal and policy decisions, I believe, are
made when we have all the facts before we make a decision, and
all the information is on the table.

Again, I thank the witnesses for being here today. I look forward
to hearing your testimony and to talking to you about this issue
further in the future. Thank you, Madam Chairwoman.

Chairwoman MALONEY. The Chair recognizes Congressman Price
for 3 minutes.

Mr. PRICE OF GEORGIA. I thank the Chair, and I thank you for
holding this hearing. I want to thank the ranking member for her
tireless work on this effort as well. I want to thank all the wit-
nesses.

I read an article last week by former Senator George McGov-
ern—yes, Senator George McGovern—who wrote in the Wall Street
Journal that, “The real question for policymakers is how to protect
those worthy borrowers who are struggling without throwing out a
system that works fine for the majority of its users.”
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We all support more clear and transparent disclosure. There is
no doubt about it. And I don’t have any doubt that the legislation
that we are discussing today was written with a desire to help bor-
rowers who use credit cards.

However, not allowing for pricing for risk individually will mean
a higher cost of credit for every single American. In fact, not allow-
ing pricing for risk individually I believe to be a form of price con-
trols.

The proposed bill also dictates how card companies must treat
the payment of multiple balances at different interest rates. This
will mean American borrowers, all borrowers, can say goodbye to
low introductory interest rate offers and balance transfers.

If this legislation were to become law, credit card issuers would
no longer offer these products. Some of us remember when interest
rates for credit cards were 18 to 20 percent; that was all you could
get. Those days will return, I would suggest, if this legislation is
adopted.

Fortunately, we don’t operate in a bubble. We can learn lessons
from our friends in the United Kingdom, where the Office of Fair
Trading ordered credit card providers to halve penalty fees by set-
ting a maximum charge. An article in the Daily Telegraph then
said that several companies reintroduced annual fees, a practice
that is minimal in the United States due to the individually risk-
based pricing.

We can also look back to our own history. In 1980, President
Carter imposed price controls. In 1990, an analysis of that by the
Federal Reserve in Richmond said that we learned three lessons
from that: One, they may not deliver the desired results; two, they
may have unintended and unforeseen adverse effects; and three,
polices may tempt policymakers to impose credit controls again de-
spite unfortunate previous experiences with such policies. The
translation of that is: Americans lost the opportunity for the credit.

It would be wise for us to learn from our experience in 1980.
Again, as Senator McGovern pointed out so eloquently, the nature
of freedom of choice is that some people will misuse their responsi-
bility and hurt themselves in the process. We should do our best
to educate them, but without diminishing choice for everyone else.

Madam Chairwoman, I have a copy of Senator McGovern’s com-
plete op-ed, and I commend it for everybody’s reading, and also ask
unanimous consent that it be included in the record.

Chairwoman MALONEY. Without objection, it is so ordered.

Mr. PRICE OF GEORGIA. And I will close, finally, with the quote
that I began with from Senator McGovern’s article, and that was,
“The real question for policymakers is how to protect those worthy
borrowers who are struggling without throwing out a system that
works fine for the majority of its users.”

I yield back the balance of my time.

Chairwoman MALONEY. I now recognize Congresswoman Waters
for 2 minutes.

Ms. WATERS. Thank you, Madam Chairwoman.

Let me start by saying that I am proud to be an original cospon-
sor of H.R. 5244, the Credit Cardholders’ Bill of Rights. This legis-
lation is long overdue in light of some of the outrageous billing



12

pracltices that have spread through the credit card industry re-
cently.

Contrary to the claims of the credit card and banking industry,
H.R. 5244 is a measured response to these practices. I will say,
however, that you are indeed brave, Madam Chairwoman, for tak-
ing on these lucrative practices of such a powerful industry.

As chairwoman of the Subcommittee on Housing and Community
Opportunity, I have certainly felt their wrath in the context of the
foreclosure crisis. I have heard many of the same “the sky is fall-
ing” arguments about why even the most modest regulation can
drive up the price of credit unacceptably. I don’t buy it, and I am
glad you, Madam Chairwoman, don’t either.

Indeed, I think the practices of the credit card industry may even
be more troubling in some ways than those in the subprime mort-
gage market. Some have referred to the subprime adjustable rate
mortgages at the heart of the mortgage crisis as exploding mort-
gages because of the substantial rate resets that occur after 2 or
3 years. But at least it was apparent to a borrower that the rate
would increase even if the loan originator failed to do due diligence
on its long-term affordability absent significant appreciation in the
price of the house in question.

By contrast, I think we could label credit card agreements land-
mine loans because it is not at all clear to consumers if, how, and
when their interest rates are going to increase. And yet increase
they do, for many reasons.

I join with the chairwoman in believing they should either ban
outright, or significantly limit such a so-called universal default,
where companies can penalize a cardholder for payment behavior
that has nothing to do with their particular card. Similarly, on-
time payment is no guarantee against additional fees being im-
posed through double-cycle billing.

Finally, the companies do their best to complicate what timely
payment is, often—

Chairwoman MALONEY. The gentlewoman’s time has expired.

Ms. WATERS. Thank you very much. I yield back the balance of
my time.

Chairwoman MALONEY. The Chair recognizes Congressman Cas-
tle for 2 minutes. And I thank him for his work in a bipartisan way
with the many meetings and roundtable discussions that we had
leading up to this bill. Representative Castle.

Mr. CASTLE. Thank you, Madam Chairwoman. And while I have
an open mind about reform, I also think it is very important to
keep some basic facts in our subsequent discussions in perspective.

We are a nation with about 225 million credit-active Americans.
According to the Federal Reserve, around 640 million credit cards
are in circulation in this country. The Fed published a report a few
years ago that said the average American consumer has 5 credit
cards; and 1 in 10 consumers has more than 10 credit cards in
their wallet. I have seen a study that shows that most consumers
keep their credit cards a minimum of 7 years, and frequently
much, much longer.

My point is this: Consumers overall are a pretty savvy group. If
they find a good deal, they stick with it. If they find a bad deal or
are treated poorly, they drop that product or service in a heartbeat.
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Since the overwhelming majority, about 90 percent of the public,
pays its credit card bills on time, I worry that well-intended legisla-
tive efforts might go too far, especially since the finally updated
version of Federal Reserve Regulation Z will address many of the
provisions included in H.R. 5244. And it is scheduled for release
soon.

Chairman Bernanke, at our most recent hearing which he at-
tended, when discussing the unfair and deceptive practices, he indi-
cated that other steps are going to be announced in the next couple
of months that would pertain to this as well.

Let me be clear so our witnesses and the public can have a better
appreciation for all that the Federal Reserve has done relative to
these soon-to-be-released regulations. The professional staff of the
Federal Reserve has put out for comment several different con-
sumer-tested ideas related to credit cards that were developed in
part with the help of consumer focus groups. They have been very
deliberate in their approach to these issues, and have gone so far
as hiring consumer focus groups to test proposed disclosure and
billing ideas.

Subsequently, as this process has unfolded, the Fed has had to
review over 2,500 comments from banks, consumers, consumer
groups, lawyers, and so forth concerning these issues and proposed
solutions. All this work will come to an end later this year, and I
would prefer to see what final changes are proffered by the Fed be-
fore pursuing any legislative proposals.

Madam Chairwoman, our economy is struggling. And while I
want to do everything I can to make certain consumers are dealt
a fair hand and our financial services industry thrives, I look for-
ward to the testimony today and the important work the Federal
Reserve will release later this year.

I yield back the balance of my time.

Chairwoman MALONEY. The Chair now recognizes Congressman
Hodes for 1.5 minutes.

Mr. HopEs. Thank you, Madam Chairwoman. I am happy to be
here at this hearing. And I have taken a relatively restrained ap-
proach so far to this issue. I am not yet a cosponsor on the bill be-
cause I am interested to hear what the representatives here have
to say and what the testimony divines.

I will say I am here with—I brought a document which is a
slightly redacted bill that I got from Bank of America. I would ask
unanimous consent that after my remarks, this be included in the
record, Madam Chairwoman.

This bill shows a charge to me of $16.50, and says it was a pur-
chase and adjustment. But of course, it was a late fee. And the late
fee was because I posted the payment that was due on the 22nd
of February—apparently it wasn’t received till the 23rd. So I was
charged $15. And then $1.50 on top of that is the minimum finance
charge. And the front of the bill shows that my annual percentage
rate for the billing is 47.37 percent. What a surprise to me.

Then when I turned the bill over on the back and read through
the small print, I found that my payment due date can change any
time at the whim of the company. And I found that interesting be-
cause the discussion that I had with my wife prior to this billing
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period was, let’s get our bill in on time and make sure we send it
early—

Chairwoman MALONEY. The gentleman’s time has expired.

Mr. HODES. —in order to make sure that we don’t get hit with
these kinds of payments. So I will be very interested to hear the
testimony from folks about these kinds of practices.

Chairwoman MALONEY. The gentleman’s time has expired.

Mr. HopEes. Thank you, Madam Chairwoman.

Chairwoman MALONEY. The Chair now recognizes Representa-
tive Hensarling for 2 minutes.

Mr. HENSARLING. We are here today to consider H.R. 5244, a dis-
tinctly anti-consumer piece of legislation. I believe the bill begins
to turn back the clock to an era where there was little competition,
and a third fewer Americans had access to credit cards. And those
that did paid the same high universal rate regardless of whether
they paid their bills on time.

I fear the bill represents another assault on personal economic
freedom, and will certainly exacerbate the credit crunch that
threatens our economy already. Instead of attacking risk-based
pricing and competition, we should be celebrating it.

Since credit card issuers have adopted risk-based pricing, inter-
est rates have fallen substantially. We have seen the virtual dis-
appearance of consumer-hated annual fees and a flowering of fringe
benefits, from cash back to product protection to free plane tickets,
just to mention a few. And I also note that credit cards are a vital
tool for our Nation’s 26.8 million small businesses, and so testifies
the SBA.

Now, I don’t come here today to defend all credit card companies
and all of their practices. In fact, when I have not liked terms, both
my wife and I have changed credit cards. And there is one par-
ticular company that we refuse to do business with. But competi-
tion has allowed this. And so I come here today to defend economic
liberty, risk-based pricing, consumer empowerment, and a competi-
tive marketplace.

We should all know the terms of the credit cards that we have.
If we don’t, I suspect either: One, we were misled by a credit card
company, in which case there are existing legal recourses, like Reg-
ulation Z and the Fair Credit Reporting Act; two, maybe we tried
to read the terms but we couldn’t understand them because of mis-
guided government mandates that gave us voluminous disclosure
written in legalese, as opposed to effective disclosure written in
English; and three, maybe we just didn’t bother to read the terms,
and have nobody to blame but ourselves.

I fear again that if we adopt the provisions of this, too many
Americans will either be denied credit or see their credit card costs
skyrocket, and no longer be able to pay for the bills they need in
their everyday lives.

Chairwoman MALONEY. The gentleman’s time has expired.

Mr. HENSARLING. I yield back.

Chairwoman MALONEY. The Chair recognizes Congressman
Green for 30 seconds.

Mr. GREEN. Thank you, Madam Chairwoman. With 30 seconds,
let me just say that I am eager to hear from the witnesses that we
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have assembled. I too have received many comments from persons
concerning things that are happening in the industry.

And I will yield back some time to you, Madam Chairwoman.
Thank you.

Chairwoman MALONEY. The Chair recognizes Congressman
Neugebauer for 2 minutes.

Mr. NEUGEBAUER. Thank you, Madam Chairwoman.

I would just make a couple of points here. I think when we saw
a number of people raise their hands a while ago who have credit
cards, I think we have to understand what credit card credit is.
One, it is unsecured credit. Basically, it is unsupervised credit. And
it is unrestricted credit for most of us.

So I would be interested—and I am not going to do this to you,
but we saw how many hands that were raised that have credit
cards. But I wonder how many hands would raise if I said, could
you call a family member today and say, would you loan me
$15,000, unsecured, and they asked you, what are you going to do
with it, and you said, well, I really don’t know, but I might go to
Las Vegas. Might buy my wife a new—

And so what it is is these lending institutions are taking on an
unsupervised, unsecured position. And there are things built into
those credit card contracts that encourage good behavior, and there
are things that are built into them that discourage poor behavior,
because basically they are basically depending on just the desire of
the person holding that card to pay that card back.

I think what we have seen and will hear is a lot of people are
confused. And the question is, today, are we trying to come up with
some kind of consumer protection? And what are we actually trying
to protect the consumer from? And I would say—

Chairwoman MALONEY. The gentleman’s time has expired.

Mr. NEUGEBAUER. That was 2 minutes?

[Laughter]

Chairwoman MALONEY. Yes. Yes, it was. It was a quality 2 min-
utes. Thank you.

The Chair recognizes Congressman Scott for 1 minute and 30
seconds.

Mr. ScoTT. Thank you so much, Madam Chairwoman. This is in-
deed an important hearing, a very timely hearing. We are a credit
card nation, and have been for some time.

But this issue is so important now because of the subprime mort-
gage meltdown. Folks are now using their credit cards just for the
basic essence of survival. Many are even paying their home mort-
gages on credit cards.

So this is very timely. There are issues of major concern that I
think we need to address. One of major importance is universal de-
fault. I think we need to more clearly look at that for an example.
I think also we have to look at stopping credit card companies from
making—voluntarily changing the rates on their own.

And in that regard, I think I ought to take a minute to give a
tip of the hat to Citigroup, who is already making those changes
because they see it as being unfair to the consumer.

I am also very concerned about one major issue: After a customer
has paid off all their fees, overdraft and the like, why is it so dif-
ficult to close the account? When all the debt is paid, why are addi-
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tional fees added on when there isn’t even any money in the ac-
count, and the customer has further requested that it be closed?

There are a number of very serious practices that the industry
is doing that certainly need to be stopped. And those of you in the
industry who are voluntarily moving in this direction certainly
need to be commended.

But we have a very serious issue. It is a timely issue. And we
must look at it with as clear a jaundiced eye as we possibly can.
The consumers across America are expecting this committee to do
it. I look forward to your testimonies.

Chairwoman MALONEY. Thank you. And finally, the Chair recog-
nizes Congressman Udall for 1 minute.

Mr. UDALL. I thank the chairwoman for letting me sit in on this
important hearing. And I would ask unanimous consent that my
entire statement be included in the record.

And if T might, I just want to acknowledge a fellow Coloradan,
Susan Wones, who came all the way here to testify, and she will
not be able to do so. She has a very important story to tell us about
the treatment she has received from her credit card company, and
I hope at some point she will be able to be heard because, after all,
this is about Americans who are using credit in their daily lives.

I want to commend the chairwoman for holding this hearing, and
I know we are all going to look forward to working to bring fair
and real reform that makes sense for consumers and the credit
card companies alike. Thank you again, Madam Chairwoman, and
I will yield back any time I have remaining.

Chairwoman MALONEY. That concludes our opening statements.
I would like to note that everyone has 5 days to put their opening
statements in the record.

I would now like to recognize our distinguished panelists. We
will begin with Ms. Elizabeth Warren, who is the Leo Gottlieb Pro-
fessor of Law at Harvard Law School. She will be followed by: Greg
Baer, deputy general counsel, regulatory and public policy, Bank of
America; Adam J. Levitin, associate professor of law, Georgetown
University Law Center; John Finneran, general counsel, Capital
One; Lawrence Ausubel, professor, Department of Economics, Uni-
versity of Maryland; Carter Franke, Marketing Executive,
JPMorgan Chase; Oliver I. Ireland, partner, Morrison & Foerster;
and Katherine M. Porter, associate professor, the University of
Towa College of Law.

Thank you all for coming. Each of you will be recognized for 5
minutes. Your entire testimony will be part of the official hearing
record. So please begin, Ms. Warren, and thank all of you for com-
ing here and preparing your testimony today.

STATEMENT OF ELIZABETH WARREN, LEO GOTTLIEB
PROFESSOR OF LAW, HARVARD LAW SCHOOL

Ms. WARREN. Madam Chairwoman, thank you for the oppor-
tunity to join in this discussion.

We are here today to consider modest changes to the rules gov-
erning credit cards. In fact, we are here to discuss banning prac-
tices that many responsible lenders have already renounced. As a
result, much of this discussion is about ensuring that all lenders
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follow best practices, practices that permit profitability for issuers
and safety for customers.

We are not here to regulate credit cards. This is not a hearing
to discuss interest rate caps, fee regulation, or any restraint on free
and competitive markets. And, contrary to some of the frenzied lob-
bying claims, we are most certainly not here to engage in price-fix-
ing.

Instead, this is a hearing about tricks and traps that undermine
a competitive market. Lenders employ thousands of lobbyists, law-
yers, marketing ad agencies, public relations firms, statisticians,
and business strategists to help them maximize their profits.

Customers need a little help, too. They need some basic protec-
tion to be certain that the products they buy meet minimum safety
standards. Personal responsibility will always play a critical role in
dealing with credit cards. But no family should be brought low by
schemes designed to prey on the unwary.

I want to speak for just a minute about the importance of credit
card reforms in a time of economic uncertainty. The crisis in the
subprime mortgage market has served as a bitter reminder of what
can happen when lending terms are not transparent.

When lenders are careless in screening their customers, when
customers are unable to evaluate fully the risks associated with
borrowing, the result is a series of risky loans, raising the eventual
specter of high levels of default and economic upheaval.

The events of recent months have reminded us we are all in this
economic boat together. Credit markets affect everyone, and high
risk lending can have an impact on prudent lenders and people
who never borrow. Without careful regulation to support prudent
lending, we face an increased risk that a credit card bubble will
further destabilize both families and the larger economy.

Nearly half of all credit cardholders missed payments in 2006,
the latest year we have data on. This makes them obvious targets
for the most aggressive and unfair tactics. Sending in a payment
that arrives one day late can cost a family an average of $28, when
the cost to the company is measured in pennies.

Under the rubric of universal default, customers have been hit
with huge increases in interest rates, customers who have scru-
pulously met every single term of their credit card contracts. Anx-
iety has become a constant companion for Americans struggling
with debt.

Listen to these numbers: Today, one in every seven American
families is dealing with a debt collector. Forty percent of families
worry whether they can make their payments every month. One in
five Americans is losing hope, saying they expect to die still owing
on their bills.

Credit card contracts have become a dangerous thicket of tricks
and traps. Part of the problem is that disclosure has become a way
to obfuscate rather than to inform. According to the Wall Street
Journal, in the early 1980’s, the typical credit card contract was a
page long. By the early 2000’s, it was more than 30 pages long.

The additional language was designed in large part to add unex-
pected and incomprehensible language that favors the credit card
companies. H.R. 5244 begins to clear a path through this tangle.
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All-purpose cards generated $115 billion in revenues in 2006.
Profits were a handsome $18.4 billion, a 45 percent jump from the
year before. There is, of course, no breakdown in the interest and
fee categories to explain how much of the industry revenue came
from universal default, double-cycle billing, and other unscrupulous
practices. But it is possible to gain some sense of the need for such
tricks and traps by noting the number of highly profitable card
issuers who have publicly renounced such practices.

Companies should be commended for moving in the right direc-
tion on credit card terms. It is now the task of this committee to
move their less ethical competitors into similar practices. Congress-
woman Maloney and Chairman Frank and the 39 cosponsors have
taken an important first step toward ending practices that put both
families and markets at risk. They deserve our thanks and our
support.

[The prepared statement of Professor Warren can be found on
page 153 of the appendix.]

Chairwoman MALONEY. I thank the gentlelady. We now have 82
cosponsors. And we appreciate very much your testimony.

Mr. Baer.

STATEMENT OF GREGORY BAER, DEPUTY GENERAL COUNSEL,
REGULATORY AND PUBLIC POLICY, BANK OF AMERICA

Mr. BAER. Good morning, Chairwoman Maloney, Ranking Mem-
ber Biggert, and members of the subcommittee. My name is Greg
Baer, and I am deputy general counsel at Bank of America. I ap-
preciate the opportunity to present our views today. Let me say a
few words about risk-based pricing at Bank of America, and then
turn to H.R. 5244.

Risk-based pricing is first employed when we receive an applica-
tion from a consumer and consider FICO score and general credit
history. That information is useful, but as the years go by, the
original information tells us less and less about the risks we are
running. But our ongoing experience with the customer tells us
quite a lot. We use that information to reprice in two ways.

First, at Bank of America, we default reprice a customer if the
customer violates his contract with us by going late or over limit
not once but twice within a 12-month period. However, not all cus-
tomers who hit our default triggers are necessarily repriced. We
look at these customers individually and determine whether the de-
fault truly indicates higher risk.

Second, when we see that a customer is exhibiting other risky be-
havior, such as maxing out credit lines or defaulting on other loans,
we may seek to charge the customer a higher rate. But the cus-
tomer always has notice and choice. The customer can simply de-
cline the higher rate and repay the existing balance under the old
rate.

The only thing we ask the customer to do in return is to stop
making additional charges on the card. This notice and choice is of
course the distinction between risk-based pricing and universal de-
fault, a practice in which Bank of America has never engaged.

I should note that our experience shows that nothing makes cus-
tomers angrier than an increase in the interest rate. We have seen
evidence of that today. At Bank of America, where our goal is to
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make a credit card customer a mortgage, a deposit, and a retire-
ment savings customer, we have all the more reason to keep our
customers satisfied. Thus, looking at our 2007 portfolio, the over-
whelming majority of customers—nearly 94 percent—had the same
or lower rate than they did at the beginning of the year.

So why would we ever raise rates? First, because for these cus-
tomers we are confident that we bear real increased risk. Rigorous
testing shows that our models are extraordinarily predictive of con-
sumer behavior.

Furthermore, when we reprice customers, we find that many
manage their credit more wisely, making larger monthly payments
and paying down their debt faster. Thus, a higher interest rate not
only allows us to earn income to compensate for greater risk, it can
actually reduce the risk we are managing.

There is a third type of repricing known as any time/any reason
repricing generally done when market interest rates rise or an
issuer is not earning a sufficient return. Because we use risk-based
pricing, we believe that Bank of America has been less likely to
have to use this type of repricing.

Now let me turn to H.R. 5244. We are very concerned that this
bill would significantly hinder our ability to price the risks of lend-
ing, and would result in less credit being made available to credit-
worthy borrowers, with generally higher prices for those who do re-
ceive credit. Let me highlight two of the concerns described in my
written testimony.

First, H.R. 5244 would prohibit risk-based repricing of existing
debt at any time, even with notice and choice. It is important to
note that in the great majority of cases, we learn about an increase
in a customer’s risk after the customer has run up a large balance,
not before. Thus, the risk lies in that existing balance, not in future
charges.

Second, in addition to letting them opt out of risk-based repric-
ing, H.R. 5244 would provide customers the ability to opt out of de-
fault repricing, that is, allow customers to breach their credit
agreement but suffer no consequence for it. The bill thereby would
take significant steps to reduce the customer’s incentive to manage
credit wisely.

Recent experience suggests that this course is not a wise one.
There is general consensus that a major cause of the mortgage cri-
sis was an originate-to-distribute model where some participants in
the system had incentives to externalize risk. A clear lesson of the
past year has been that both lenders and consumers suffer when
lenders do not sufficiently consider risk.

Before closing, I would like to react to some testimony suggesting
that the credit card industry is not competitive on price and does
not risk-base price. We find this difficult to understand. For exam-
ple, we have a team of approximately 30 associates who engage
solely in new account marketing, constantly evaluating new com-
petitive strategies. They offer a variety of products with different
interest rates, features, and benefits to see how they do.

In 2007, we sent out approximately 111 million test pieces in
over 500 tests, of which 36 million were price tests, trying to see
how changes in rate can affect market share. The same competition
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occurs for existing customers. We fight for balance transfers
through promotional rates and other offers.

Customers often call us to inform us of an offer from a compet-
itor at a lower rate than they are paying us, and our associates
have discretion to match those rates when appropriate. And even
when customers call in for reasons unrelated to rate, our associates
check to see if they have balances with competitors, and offer them
price incentives to transfer those balances.

In short, any legislation premised on this industry not being
highly competitive on price and terms would be based on a false
premise.

That concludes my remarks. I look forward to answering any
questions that you might have.

[The prepared statement of Mr. Baer can be found on page 91 of
the appendix.]

Chairwoman MALONEY. I thank the gentleman for his testimony,
and note that both Ms. Warren and Mr. Baer pointed out in their
testimony that many credit card companies do not engage in uni-
versal default and some of the other abuses that we are trying to
correct in this legislation.

And Mr. Levitin.

STATEMENT OF ADAM J. LEVITIN, ASSOCIATE PROFESSOR OF
LAW, GEORGETOWN UNIVERSITY LAW CENTER

Mr. LEVITIN. Madam Chairwoman, members of the sub-
committee, I am pleased to testify today in support of the Credit
Cardholders’ Bill of Rights. I am here to address a major argument
put forth by the credit card industry against any form of regula-
tion, namely that it would dissipate the benefits of so-called risk-
based pricing.

Credit card issuers contend that since the early 1990’s, they have
engaged in risk-based pricing and that risk-based pricing has bene-
fitted creditworthy consumers in the form of lower costs of credit
and subprime consumers in the form of greater availability of cred-
it. Card issuers argue that any regulation of their billing practices
would negate the benefits of risk-based pricing.

It is important that the subcommittee understand that there are
three problems with the card industry’s risk-based pricing story.
First, credit card pricing is, at best, only marginally risk-based.
Credit cards have an astounding array of price points—annual fees,
teaser interest rates, base interest rates, balance transfer interest
rates, cash advance interest rates, overdraft advance interest rates,
default interest rates, late fees, overlimit fees, balance transfer
fees, cash advance fees, international transaction fees, telephone
payment fees, and so on. I think I missed a few.

Of this multitude of fees, only a couple—base interest rates and
late fees—have any relation to consumers’ credit risk. And even
then, it is not narrowly tailored. Most issuers offer only a couple
tiers of pricing for base rates and late fees. But consumer credit
risk does not come just in sizes large and small.

The majority of credit card pricing has no relation to cardholder
risk whatsoever. Instead, the pricing is a function of the card
issuer’s ability to load on fee after fee after fee to customers who
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aredlocked into using the card because of high costs in switching
cards.

Not surprisingly, as the graph I have up shows, there is virtually
no difference in the average effective interest rate for platinum
cards, gold cards, and standard cards, even though these cards are
issued to consumers with very different credit profiles. Viewed as
a whole, credit card pricing is not risk-based. It only reflects risk
on the margins.

The second problem with the risk-based pricing story is that it
cannot be connected to lower costs of credit for creditworthy con-
sumers. It is far from clear that overall credit costs have declined,
much less that any decline could be attributed to risk-based pric-
ing, since the early 1990’s.

Credit card pricing has become a game of three-card Monte. Card
pricing has shifted away from the up-front visible price points, like
annual fees and base interest rates, and shifted to back-end fees
that consumers are likely to ignore or underestimate.

For example, even as base interest rates have fallen, a host of
new fees have sprouted up, and other fees, like late fees and
overlimit fees, have soared. According to the GAO, from 1990 to
2005, late fees have risen an average of 160 percent and overlimit
fees have risen an average of 115 percent. For creditworthy con-
sumers, many credit card costs have risen since the advent of risk-
based pricing.

The one credit card price point that has declined for creditworthy
consumers are base interest rates. This decline, however, is not at-
tributable to risk-based pricing. Instead, virtually the entire decline
is attributable to the decline in card issuers’ cost of funds. The net
interest margin, displayed on the graph, is the spread between the
1ca]rg issuers’ cost of funds and the base interest rate at which they
end.

This rate has remained basically static since the early 1990’s, in-
dicating that base interest rates have declined at roughly the same
rate as the cost of funds. In other words, the decline in base rates
is due to the decline in issuers’ cost of funds, not risk-based pricing.

Even if credit card pricing were actually risk-based in a mean-
ingful way, there is no evidence that connects it to lower pricing
for creditworthy consumers. The third problem with the risk-based
pricing story is that there is no evidence that connects it to greater
availability of credit for subprime consumers.

The availability of credit for subprime consumers has grown
since the early 1990’s, but this is a function of securitization rather
than of risk-based pricing. Several years ago, Alan Greenspan told
the Senate Banking Committee that, “Children, dogs, cats, and
moose are getting credit cards.” It is hard to reconcile a story of
risk-based pricing with cards being issued to toddlers and pets.

The greater availability of credit is instead a function of
securitization. Securitization increases lenders’ lending capacity
and lets them pass off default risk onto capital markets.
Securitization, not risk-based pricing, is the explanation for growth
in lending to subprime consumers.

Even if credit card pricing were truly risk-based, and even if it
had the benefits claimed by the card industry, nothing in the Cred-
it Cardholders’ Bill of Rights implicates the risk-based pricing
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model. The Cardholders’ Bill of Rights is about banning abusive
and manipulative billing tricks, nothing more and nothing less. It
does not regulate interest rates or fee amounts, and it leaves card
issuers with at least five ways of accounting for risk.

Because the practices banned by the Cardholders’ Bill of Rights
are at best incidental to issuers’ profitability, we should not expect
to see the result in higher costs of credit, or lower availability of
credit, or affect asset-backed securities markets.

Instead, this legislation will help clarify credit card pricing,
which is a prerequisite for an efficient, competitive market. H.R.
5244 will help consumers and will make for a fair and more effi-
cient credit economy, and I strongly urge Congress to pass it into
law.

[The prepared statement of Professor Levitin can be found on
page 117 of the appendix.]

Chairwoman MALONEY. Thank you.

Mr. Finneran?

STATEMENT OF JOHN G. FINNERAN, JR., GENERAL COUNSEL,
CAPITAL ONE

Mr. FINNERAN. Thank you, Chairwoman Maloney, Ranking Mem-
ber Biggert, and members of the subcommittee. I want to thank
you for inviting me back to testify before the subcommittee, this
time about pending credit card legislation.

This subcommittee has played a constructive role in identifying
problems that consumers have had with their credit cards. Capital
One has been a willing and active participant in the dialogue about
how to improve on the remarkable value delivered to millions of
American consumers by credit card products.

With respect to the practices that have been central to the de-
bate, Capital One has worked diligently to establish a high stand-
ard of customer sensitivity. We do not engage in any form of uni-
versal default repricing. We have never done two-cycle billing.

We have a single clear penalty repricing policy. We will impose
a penalty rate on a consumer only if the consumer pays late twice,
by 3 days or more, in a 12-month period with respect to that spe-
cific card. We will provide the customer with a prominent warning
on the billing statement after the first infraction. In many cases,
we choose not to reprice the customer even if the customer pays us
late twice in the 12-month period. If a customer is repriced but
pays us on time for 12 consecutive months, we will take that cus-
tomer back to the prior rate. This unrepricing is automatic.

We have supported the Federal Reserve’s proposed 45-day notice
for penalty repricing, and have gone beyond the Fed’s proposal to
urge that customers be given the opportunity to reject any repric-
ing, close the account, and pay down the outstanding balance at
the old rate over time. We provide our customers notice and the
ability to opt out of overlimit transactions.

Across our entire portfolio of customers, more than 30 million, we
work very hard to provide important notices in plain English that
capture their attention at critical moments. We do so because we
believe, as Chairman Bernanke said to this committee, that card-
holders must understand the terms under which they are bor-
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rowing and be empowered to manage their credit wisely, as the
overwhelming majority of our customers do.

Capital One has never been a voice for the status quo. We have
long advocated for changes in the way credit cards are marketed
to consumers. We believe that the banking regulators have the
statutory authority right now to implement an advanced consumer
choice regime that effectively solves the most critical credit card
problems identified by this committee with minimal risk of over-
steering or unintended consequences.

Toward that end, we have led the industry in recommending that
consumers have clear, conspicuous 45-day notice and the right to
opt out of all types of repricing. And we believe that such a regu-
latory initiative may be on the horizon.

But, Madam Chairwoman, we also believe that it is unwise, espe-
cially at this time, to enact broad legislation that sets payment for-
mulas in statute, redefines critical product features, and limits the
tools of risk management for consumer credit. Capital One must
therefore oppose H.R. 5244, and we do so for three fundamental
reasons.

First, the legislation sets multiple statutory limits on a lender’s
ability to price for the cost of credit. For example, under the head-
ing of eliminating double-cycle billing, the bill actually redefines
the concept of grace period and arbitrarily expands the degree to
which all issuers, even those who don’t engage in double-cycle bill-
ing, must extend credit interest-free. Other provisions of the bill
also raise the specter of price controls.

Second, the consequences of so sweeping a bill would be to force
the industry to raise the cost of credit for everyone, even those who
present less risk of default to the lender, and reduce the avail-
ability of credit for those consumers who present a greater risk of
default.

Third, this result would be exactly the wrong policy prescription,
particularly in this economic environment. As the mortgage crisis
has unfolded, we have had a progressive tightening in the credit
markets, and many believe we are near or in a recession.

To ease the impact of a slowdown on our economy, the Fed has
aggressively lowered the Federal funds rate, and Congress has
passed a bipartisan stimulus package. H.R. 5244 could significantly
counteract the positive effects of both of those policy initiatives.
Madam Chairwoman, that would be especially unfortunate since
the regulators, those policymakers uniquely positioned to evaluate
the complex and dynamic credit card industry, are poised to ad-
dress all of the issues targeted by H.R. 5244.

Under its new Regulation Z rule, the Fed proposes a 45-day no-
tice period for all types of repricing. The new rule also offers im-
proved disclosure requirements for payment allocation, minimum
payment, and interest rates. And that is just a partial list.

Equally importantly, Chairman Bernanke has confirmed before
this committee that the Fed will supplement its Reg Z rule with
new credit card rules under its UDAP authority. It seems likely
that those rules will go to the core of the committee’s concerns. We
believe that such rules may provide the best, safest, and most di-
rect road to reform.
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Capital One has publicly called for balanced, reasoned change
that can be implemented quickly, would improve disclosure, and
enhance customer choice. We have also sought to work coopera-
tively with you and the committee. Though we must respectfully
disagree about the impact of H.R. 5244, I want to thank you again
for the opportunity to express our views.

[The prepared statement of Mr. Finneran can be found on page
101 of the appendix.]

Chairwoman MALONEY. And thank you very much for your testi-
mony.

Mr. Ausubel?

STATEMENT OF LAWRENCE M. AUSUBEL, PROFESSOR,
DEPARTMENT OF ECONOMICS, UNIVERSITY OF MARYLAND

Mr. AUSUBEL. Chairwoman Maloney, Ranking Member Biggert,
and members of the subcommittee, my name is Lawrence Ausubel,
and I am a professor of economics at the University of Maryland.
I am honored by the invitation to appear before you today.

Credit card debt poses a common pool problem. Since it is not se-
cured by any collateral, and since recoveries will be allocated pro
rata under bankruptcy, each card issuer is motivated to try to col-
lect from the common pool, and the attempt to collect by one issuer
may pose a negative externality to others.

When a consumer becomes financially distressed, each credit
card lender has an incentive to try to become the first to collect.
A useful explanation of penalty interest rates and universal default
clauses is that each issuer is seeking to maximize its own indi-
vidual claim on this common pool of debt.

To the extent that the financially distressed consumer is still
able to repay any debt, a high penalty rate, such as 29.9 percent,
takes advantage of the situation and provides incentives for this
issuer to be repaid in front of other lenders. And to the extent that
the consumer repays no debt, the high penalty rate maximizes the
issuer’s nominal loan balance, and therefore the issuer’s pro rata
share of recoveries following bankruptcy.

Since every credit card issuer has this unilateral incentive to
charge a high penalty rate, the likely outcome is inefficiently high
penalty rates. As such, this common pool problem may be viewed
as a market failure, yielding scope for Congress to intervene in use-
ful ways.

Universal default clauses arise in similar fashion. Each issuer in-
dividually has the incentive to impose penalty pricing when a con-
sumer misses a payment to somebody else in order to collect first
from the common pool. This prisoner’s dilemma-like game has the
result that all issuers impose universal default, but no issuer is
any better off if all have it than if none have it.

Indeed, they may all be made worse off;, an overextended con-
sumer suffering a setback is often best dealt with by relaxing the
terms of the loan and giving the consumer an opportunity to get
back on his feet. Instead, penalty pricing and universal default cre-
ate an explosion of finance charges from which it is difficult for the
consumer to emerge.

Given the current turmoil in credit markets and in real estate,
additional pressure on consumers from credit card debt would be
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particularly unfortunate. Such pressures could be reduced if the
proposed bill becomes law in a timely fashion.

While it is almost axiomatic that consumers who have triggered
penalty rates are greater risks than consumers who have not, I am
unaware of any empirical evidence that the magnitude of higher
rates bears any close relation to the magnitude of enhanced risk.
Quite to the contrary; it is evident from other aspects of credit card
pricing that the levels of many fees are based more on the relative
insensitivity of consumer demand than on any particular relation
to cost.

Good examples are the 3 percent surcharges recently imposed by
most issuers on credit card transactions made in foreign currencies,
the $39 late fees imposed irrespective of the number of days pay-
ment is late, ete.

As part of my written statement, I have included a new paper,
co-authored with Professor Amanda Dawsey of the University of
Montana, developing an economic model of the issue. While our
analysis is very preliminary and incomplete, the penalty interest
rate appears to be higher under universal default, and the higher
interest rate appears to exceed the enhanced credit risk associated
with missing a payment.

A second result is that the probability of full repayment after
missing a minimum payment is lower under universal default.

Third, it appears that social welfare is frequently lower with uni-
versal default than without it.

Separately from these issues, let me briefly observe that any
time/any reason repricing would appear to be detrimental to com-
petition in the credit card market. This conclusion comes from
standard considerations in industrial organizations, such as search
costs and switch costs.

How can a consumer comparison shop if all he is told about fu-
ture pricing is, we may change your APR and fees “based on infor-
mation in your credit report, market conditions, business strate-
gies, or for any reason?” That is a quote from the current Bank of
America disclosure.

Thank you.

[The prepared statement of Professor Ausubel can be found on
page 76 of the appendix.]

Chairwoman MALONEY. Thank you.

Ms. Franke?

STATEMENT OF CARTER FRANKE, MARKETING EXECUTIVE,
JPMORGAN CHASE

Ms. FRANKE. Madam Chairwoman, and members of the com-
mittee, good morning. My name is Carter Franke and I am a senior
vice president at JPMorgan Chase. I am proud to represent today
the 20,000 Chase card service employees who serve the needs of
more than 100 million Chase card customers each and every day.

Chase believes that building solid customer relationships is the
best approach to long-term success in the credit card or in any in-
dustry, and we have worked to deepen those relationships for a
number of years.

Last year we articulated before Congress and in many other
venues our belief that the appropriate use of credit cards involves
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a shared responsibility between banks and their customers. We
said that credit cardholders need to use their cards responsibly,
only purchasing what they can afford, never exceeding their credit
limits, and making their payments on time.

For banks like Chase, our responsibilities include the need to lis-
ten and respond to customer needs, to communicate clearly about
our products, to make sure customers understand the terms of our
agreement, and to go further by helping them live up to those
terms.

That is why early last year we developed our Clear & Simple
program, to make sure that customers have clear information and
to help simplify their relationship with us. Clear & Simple provides
tools that help customers manage their accounts and use those
tools and therefore virtually eliminate the possibility of ever paying
a penalty fee.

Also last year, after listening to our customers, we decided to
make a major policy shift. As of March 1st of this year, we no
longer use credit bureau information to initiate a reset of a cus-
tomer’s rate with us. We very much appreciated your announce-
ment applauding our change, Madam Chairwoman. We believe that
both in principle and practice, we share your concerns for con-
sumers who use credit cards.

However, in order to avoid the unintended consequences of high-
er interest rates and decreased access to credit for consumers, we
believe that great caution must be exercised in the process of turn-
ing these concerns into complex new legislation.

Even though Chase does not engage in a number of the practices
the bill would prohibit—for example, two-cycle billing and bureau-
based repricing—we do believe that the overall impact of the legis-
lation would be to lessen our ability to price according to the indi-
vidual risk profile of our customers, which is the bedrock of the
competitive credit card industry today.

Study after reputable study, including those by the GAO, the
Federal Reserve, and just last month by the Congressional Re-
search Service, have concluded that the ability to measure and
price according to individual risk has significantly lowered average
interest rates and brought credit cards to millions of Americans
who could not have gotten them 15 years ago.

While the bill has the admirable goal of protecting consumers, it
seeks to do so through complex, expansive rules and restrictions
that would micromanage the banks’ ability to charge or change in-
terest rates based on indicators that we know significantly raise a
customer’s risk of default. At Chase, for example, we know that 30
percent of customers who are late twice in one year will eventually
default on their loans, an expensive process that raises cost for
other customers.

Without the ability to mitigate risk, banks will have to reduce
the number of people they are able to make loans to, depriving
many families access to mainstream credit and possibly driving
them to subprime markets where interest rates are exorbitant.

We believe that the Federal Reserve Board’s process to put more
information and greater control in the hands of consumers, com-
bined with a commitment to ban practices that are unfair or decep-
tive, is preferable to the legislation currently under discussion, and



27

that Congress should let the Fed’s process continue to determine
its effectiveness.

In summary, let me quote Chairman Bernanke, speaking to the
committee several weeks ago: “Onerous regulations that create re-
ductions in credit availability unconnected with the issues of disclo-
sure would be a negative in the current environment.” That is our
point.

We are concerned that this bill would reduce the availability of
credit at the very time when Congress is doing all it can to increase
credit availability and stimulate the economy.

Thank you very much, and I look forward to your questions.

[The prepared statement of Ms. Franke can be found on page 105
of the appendix.]

Chairwoman MALONEY. Thank you very much.

We have been called for two votes, and there are 8 minutes left
in the vote. I did want to note that Chase did voluntarily incor-
porate some of the best practices that were in our Bill of Rights,
and we congratulate you for that, and Bank of America, too, for
those actions.

But we are going to break now for two votes, and we will be right
back. Thank you so very, very much, and I apologize for this incon-
venience.

[Recess]

Chairwoman MALONEY. The hearing will be called to order. Will
the witnesses please take their seats, and we can resume in a few
moments with Mr. Oliver 1. Ireland.

STATEMENT OF OLIVER I. IRELAND, PARTNER, MORRISON &
FOERSTER

Mr. IRELAND. Chairwoman Maloney, Ranking Member Biggert,
and members of the subcommittee, I am a partner in the Wash-
ington office of Morrison & Foerster. I was an Associate General
Counsel at the Federal Reserve Board for over 15 years. And I
have worked on credit card issues since 1975. I am pleased to be
here today to discuss H.R. 5244, the Credit Cardholders’ Bill of
Rights Act of 2008.

The current credit card disclosure regime has not kept up with
the market. Recognizing this, in June 2007, the Federal Reserve
Board proposed a comprehensive revision to the credit card provi-
sions of its Regulation Z that address many of the issues raised by
H.R. 5244,

In addition, the Board is exploring additional credit card issues
under its unfair and deceptive acts and practices authority. It is
premature to address credit card practices in legislation until these
initiatives are completed, probably later this year.

The regulation of consumer credit is highly technical, and the
risks from acting on inadequate information or simply imperfect
drafting are significant. Unfortunately, I believe that H.R. 5244 re-
flects some of these problems.

H.R. 5244 may lead to increased rates and reduce credit avail-
ability. For example, H.R. 5244 would limit risk-related increases
in APRs on existing balances, would prolong the payoff of these
balances, limit changes in terms generally, and require 45 days’ ad-
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vance notice and an additional 90-day opt-out period for rate in-
creases.

The Federal Reserve Board’s proposal is far simpler. It would re-
quire 45 days’ prior written notice before increasing rates that ap-
plies to both changes in terms and default pricing. These prior no-
tices in the Board’s proposal would give a cardholder ample oppor-
tunity to seek a better rate elsewhere.

In addressing double-cycle billing, H.R. 5244 appears to mandate
grace periods that are not now provided for and to outlaw current
interest rate calculation practices that are not considered to be
double-cycle billing. Under the Board’s proposal, double-cycle bill-
ing would continue to be disclosed in solicitations and account
opening disclosures. If this does not fully address concerns, addi-
tional disclosures could address the issue without outlawing unre-
lated practices.

H.R. 5244 would require pro rata allocation of payments to bal-
ances that are subject to different rates, thereby discouraging low
promotional rates that can help customers to change accounts
when their rates on existing accounts are increased. Under the
Board’s proposal, credit card issuers would be required to make a
new payment allocation disclosure for discounted cash advance or
balance transfers. This disclosure could be broadened to other cir-
cumstances where different rates apply to different unpaid bal-
ances.

H.R. 5244 would require statements to be sent at least 25 cal-
endar days before the due date, a 75 percent increase over current
Regulation Z requirements. This would discourage grace periods or
require higher rates to address lost income. The Board’s proposal
would improve disclosures on due dates, cutoff times, and fees for
late payments, and therefore, I think, addresses the issue.

I think H.R. 5244’s impact could go beyond consumer credit. Sig-
nificantly, America’s small businesses, which account for over 50
percent of the domestic workforce, rely heavily on credit cards.
Over 77 percent of small businesses use credit cards to pay busi-
ness expenses, and nearly 30 percent use cards to help finance
their business operations. Not only is H.R. 5244 likely to affect
rates and availability of credit for consumers, but it is also likely
to raise rates and reduce the availability of credit for small busi-
nesses.

Finally, a significant source of funding for credit cards is derived
from asset-backed securities. In an environment where market con-
fidence has been shaken, any market perception that the risk pro-
file of credit card receivables is changing could lead to a reduced
access to this source of funding for card issuers that would require
issuers to further tighten credit standards and raise rates.

Thank you for the opportunity to be here today. I would be happy
to answer any questions.

[The prepared statement of Mr. Ireland can be found on page 108
of the appendix.]

Chairwoman MALONEY. Thank you so much for your testimony.

And our final witness is Ms. Porter.
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STATEMENT OF KATHERINE M. PORTER, ASSOCIATE
PROFESSOR, THE UNIVERSITY OF IOWA COLLEGE OF LAW

Ms. PoRTER. Madam Chairwoman and members of the sub-
committee, my testimony explains two key benefits of enacting
H.R. 5244. First, it would provide Congress with timely, reliable,
and complete data about credit card markets. Currently, such in-
formation is virtually nonexistent. The second focus of my testi-
mony is explaining the innovative and important ways that this
bill would empower consumers to responsibly use their cards.

As Members of Congress, you work to ensure that our laws pro-
mote sound financial behavior and encourage positive economic
growth. Effective lawmaking about credit cards requires knowl-
edge, yet Congress and other agencies have almost no information
about the actual functioning of credit card markets.

Even the most powerful regulators or investigative agencies, like
the OCC or GAO, cannot reliably answer basic, key questions about
how American families use credit cards. How many households pay
overlimit fees each month? What is the average actual interest rate
charged to a revolving account balance?

Similarly, very little is known about the profit structure of credit
card issuers. Without such information, it is impossible to guard
against a credit bubble and to ensure appropriate underwriting.
Congress cannot rely solely on the card industry, consumer advo-
cates, academic researchers, or Federal agencies to provide the nec-
essary data.

Such information will be at best only partially complete and at
worst perhaps self-serving or unreliable. Without the legal man-
date for data contained in H.R. 5244, Congress cannot fully under-
stand and monitor credit cards, despite their powerful role in our
economy.

This bill would dramatically improve knowledge by gathering
data on the types of transactions that incur fees or specialized in-
terest rates by measuring how many cardholders pay such fees or
rates and by documenting how issuers earn their revenue.

Armed with such data, Congress and Federal regulators can
monitor the economic wellbeing of American families and the finan-
cial stability of card issuers. Congress needs timely and comprehen-
sive data to regulate effectively. Enacting H.R. 5244 would give you
such information, allowing you to assess whether our credit card
policies need further reform.

H.R. 5244 takes a moderate approach. At its core, this bill is
about ensuring that consumers who try to use their cards in a re-
sponsible manner are able to succeed. It empowers cardholders to
avoid default and to honor the terms of their card agreements. This
bill would encourage responsible card use in at least three ways.

First, it would commit consumers to set a firm limit for their
cards. Issuers would have to honor these limits, and could not
charge an overlimit fee if they extended additional credit in con-
travention of a consumer’s express desire. Helping consumers stay
within their credit limits is a sound financial practice that reduces
the risks to consumers and issuers.

The bill also limits issuers to imposing an overlimit fee only one
time in a billing cycle. Issuers can manage their risk by refusing
to authorize transactions that would exceed the bill. The law would
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merely prevent companies from churning overlimit fees for profit if
they voluntarily take on additional risk.

The bill also would reward consumers who do not overspend after
exceeding the limit because such consumers could only be penalized
for two subsequent months after initially exceeding a limit.

The bill also empowers consumers to pay their credit card bills
on time by creating standardized billing practices. Consumers who
have the means to pay on time and intend to do so should be able
to succeed in that goal, and not be tripped up by confusing and
varying rules. The bill proposes a uniform rule that payment is
timely if received by 5 p.m., and would prohibit issuers from impos-
ing a late fee if a consumer could show the payment was mailed
7 days before the due date.

The final way the bill promotes consumer responsibility is its re-
quirement that the most vulnerable consumers pay the up-front
costs of obtaining a card. Subprime cards typically have very low
credit limits of $250. Half or more of this amount is normally sub-
sumed with fees charged at account opening. An annual fee, a pro-
gram fee, an account setup fee, and a participation fee are all com-
mon.

If such fees exceed 25 percent of the total credit limit, the bill
would require the consumer to pay these fees before the card may
be issued. This would prevent vulnerable, high-risk consumers
?"odm becoming trapped with an inappropriate card they cannot af-

ord.

By empowering consumers to stay within their credit limits, by
helping them succeed in paying on time, and by ensuring that con-
sumers can afford the high fees of their cards, H.R. 5244 would
promote financial responsible practices that would benefit every-
one.

[The prepared statement of Professor Porter can be found on
page 140 of the appendix.]

Chairwoman MALONEY. Thank you very much for your testi-
mony. We literally just received an endorsement letter from the
National Small Business Association in support of the legislation,
and I would like unanimous consent to place it in the record, along
with various newspaper editorials in support of the bill.

Thank you. Thank all of you. And one of the provisions—actu-
ally, Ms. Porter touched on it—that is in this bill that I like very
much because it is simple and I believe it is very needed, as she
testified, and it is the last provision requiring better data collec-
tion.

We have had trouble getting basic data. For example, I would
like to ask the issuers and Mr. Ireland and anyone else who would
like to comment: How much revenue do card issuers make from
each of the billing practices that H.R. 5244 directly regulates?
Would any issuer like to comment?

Mr. BAER. I will just say that I don’t have that data.

Chairwoman MALONEY. You don’t have it? Well, then, I think it
is fair to ask, then: How can you say that the bill will have a nega-
tive impact on your profits if you don’t have the data?

Mr. BAER. Chairwoman Maloney, I think our central concern
with the bill is less directed directly to profits but more just the
ability to put into practice the risks that we measure and see in
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the marketplace. In fact, one could argue that the effect of the bill
will simply be to change the way banks and issuers make profits.
But our central concern is whether we can price for risk for cus-
tomers who are exhibiting higher risk.

Chairwoman MALONEY. Well, does any other issuer have a com-
ment on this, of having the data? No one? Mr. Ireland? Any aca-
demic? No one wants to comment? Mr. Ausubel?

Mr. AUSUBEL. The only comment that I would make is that the
last time that I was privy to such things, Visa, the organization,
collected such numbers, aggregated them over all issuers, and dis-
tributed it to their members, including Bank of America. The title
of the document at the time was the “Visa Profitability Analysis
fReport,” and it gave breakdown according to finance charges versus
ees.

Chairwoman MALONEY. Well, thank you. Mr. Levitin?

Mr. LEVITIN. I do not have direct knowledge of the profitability
of issuers for any of these practices myself. However, I would bring
to the committee’s attention that I recently saw a resume from a
senior vice president at HSBC, and one of the lines on her resume
was that she previously worked at MBNA, which is now part of
Bank of America, and she had headed up their risk-based repricing
initiative.

The resume boasted that this initiative brought in $52 million of
net income before tax to MBNA. What I think is interesting about
it is that this resume did not phrase this in terms of, we were just
covering loss. Instead, this was seen as—this was being boasted as,
I am making the bank more profitable, that this is a profit center
rather than just hedging against risk.

Chairwoman MALONEY. Well, in response to Mr. Baer’s testimony
that they were just pricing for—looking at risk-based pricing. And
I really would like to ask, based really on the testimony that you
gave, Mr. Levitin, where you said that toddlers and pets are issued
credit cards, and certainly many parents complain to many of us
that their teenagers and college students are getting credit cards—
but seriously, what evidence is there that pricing is based on risk
and that it is done with any competence?

Senator Levin held a compelling hearing earlier this Congress in
which he made a good case that credit card companies increase
rates with no basis in fact. He had witnesses who had multiple
rates from the same cardholder. And how do multiple rates for the
same cardholder show any reflection of the risk of the cardholder?

Aggin, I ask any issuer or Mr. Ireland or any academic to re-
spond.

Mr. BAER. Chairwoman Maloney, I would like to respond, I
guess, to the toddlers and pets point, as I think it represents a fun-
damental misunderstanding of the difference between marketing
and credit extension at issuers.

We send out millions of pieces of mail, obviously, in order to mar-
ket our credit cards. We purchase lists in order to find out who we
should be marketing to. That may mean that we end up sending
a marketing solicitation, for example, to a toddler. Say, for exam-
ple, a toddler signs up on the Carolina Panthers Web site as a fan.
If we have a Carolina Panthers card, we may send that toddler a
card, even more likely if the toddler lies about his or her age.
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That is not to say, however, that toddler is ever granted credit.
The toddler would have to send in an application. That application
would ask for their age. And then once the application was re-
ceived, we would check on that toddler’s credit score. We would
pull a bureau report, we look at their credit history, and we would
see that they had no credit history.

So although that toddler or pet might get a mailer, there are
really three reasons they would not get a card: First, because it is
illegal; second, because they have no credit history and are unlikely
to repay; and third, especially with the pets, we find that they have
trouble pulling the cards out with their little paws.

[Laughter]

Chairwoman MALONEY. But then to the more serious point: How
do multiple rates for the same cardholder show any reflection of
the risk of the cardholder? That was a point that was made in the
Levin hearing and other hearings, and that is made really by indi-
viduals to our offices.

Mr. BAER. I will let the other issuers have a turn as well. But
I think that is reflective of the competition in the industry. A given
customer might receive a better rate as a result of a promotion,
which again we are trying to take market share from a competitor.

If the customer is part of an affiliate group—for example, a Pan-
thers fan or a member of the National Education Association or a
medical practice group—that affiliation might get them a better
rate. So it is really a reflection of competition that we will offer dif-
ferent rates based on how someone qualifies for a solicitation. But
I will let others talk as well.

. Chairwoman MALONEY. Would anyone else like to comment be-
ore—

Mr. IRELAND. Just a short comment, Chairwoman Maloney. The
analysis of risk is an attempt to predict future behavior, and that
is necessarily imprecise. And I would be kind of surprised to see
multiple issuers, for example, agreeing 100 percent on the risk of
any individual person who wasn’t in bankruptcy or wasn’t, at the
other end of the scale, in super-prime territory.

The question is not, it seems to me, whether that works all the
time. The question ought to be: Is that a good idea, and should peo-
ple be doing that? And I think, economically, pricing for risk is a
very sound principle and is a key to market economies.

Chairwoman MALONEY. Well, the question was on the same card-
holder having different cards with the same issuer with different
rates. I guess another way of asking it is: What data do any issuers
have to support the argument that repricing is based on risk? Any-
one? Any comments from anyone?

Ms. FRANKE. I would be glad to respond to that, in that we would
love to share with the committee, for furthering the education of
everyone, the statistical probability that we see, which is difficult
to discuss in detail here. But again, we would be more than happy
to share that information that is indicated by the reasons that a
customer goes into default with one of our credit card companies.

And we can assure you that there are indications that a cus-
tomer is more risky, which will lead us to make a pricing change.
And at Chase, we only reprice a customer now if they do not live
up to the terms of their agreement with us. And we can show you
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indeed that if a customer defaults on their agreement with us, that
their risk has increased and that we need to take an appropriate
price change to cover that risk.

Chairwoman MALONEY. Mr. Ausubel? And then my time is ex-
pired.

Mr. AUsUBEL. The point that I think is worth emphasizing is
that there is no reason under economic theory that you would ex-
pect that the issuer is simply going to assess the exact amount of
extra risk and then price equal to that amount.

Suppose you have a customer whom you believed had a 5 percent
extra probability of default. But suppose your model told you that
you could raise their rate by 10 percent and they probably wouldn’t
leave you. Then you will do it. They are not interested in simply
coming up with the number and then setting their price equal to
the cost.

Chairwoman MALONEY. Yes. That was the point that was made
in Ms. Warren’s testimony earlier.

Would you like to augment?

Okay. Ms. Biggert.

Mrs. BIGGERT. Thank you, Madam Chairwoman.

I would like to continue a little bit on this risk issue. Let’s say
we have—and maybe, first of all, Ms. Franke, because you said you
don’t include FICO scores or anything as far as looking at some-
body’s credit. But let’s say somebody has had a card with one of
the issuers for a long time.

One of the cardholders has an income of $45,000. They have just
defaulted on a car loan. They have defaulted on three other cards.
And they have not paid their mortgage in 3 months. And the other
person has maybe—could be the same amount of money, but let’s
say they have a higher income and they have one card, and they
always pay the full balance on time.

Do you think that the risk of the customer paying back the card,
the one who has defaulted and had all the problems, do you think
that risk stays the same? Does it go up, or does it go down?

Ms. FRANKE. We would believe that risk was greater with a cus-
tomer who has indicated a difficulty in meeting their obligations.

Mrs. BIGGERT. But you are saying then that that should not be
taken into account, whether to raise the interest rate?

Ms. FRANKE. We are saying that at Chase, we believe that the
best way for us to deal with our customer is to limit our pricing
actions to those things that the customer understands would cause
them to be in default with us. And that is missing a payment, ex-
ceeding their credit limit, or writing us a check that does not have
sufficient funds.

I do believe, however, that as a statistical indicator, that risk
would be increased if someone is significantly in default on other
obligations.

Mrs. BIGGERT. But you would just keep them on the—as long as
they paid your card, there is no—

Ms. FRANKE. That is correct. At Chase we believe that we can
adequately manage the risk based upon their behavior with us.

Mrs. BIGGERT. Okay. Mr. Ireland, would you comment on that?
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Mr. IRELAND. Well, I would like to go back just a moment to Con-
gresswoman Maloney’s example because it shows, I think, part of
the difficulty with the bill.

If I am a card issuer and I give multiple cards to the same per-
son and my system is working right, I ought to be charging them
the same rate on different cards, I think. I think the way the bill
works, as I read the language of the bill where you make changes
going forward based only on the performance of that account, that
the bill would actually create a situation where it is much more
likely that you would be charging the same cardholder different
rates on different accounts because you couldn’t consider the per-
formance in another account for the individual account. And to the
extent that is viewed as a problem, it aggravates that problem.

Mrs. BIGGERT. Thank you.

Mr;) Baer, what would you do with do with the two separate
cases?

Mr. BAER. Sure. I think it is worth noting here that, again, there
are two different ways where customers primarily get repriced. One
is through trigger-based default repricing. At Bank of America, we
will only do that based on two types of events, late or overlimit,
not bounced check; and we will only do it, again, if they do it twice
within a 12-month period. And even then, we do an individualized
risk assessment.

But I think it is fair to say that is how most people get repriced
across the industry, is by default repricing. We also—and this is
one of the reasons we can be more forgiving with respect to default
repricing—we also do look at someone who is, as you described, de-
faulting to other issuers.

Again, 94 percent of our customers for 2007 ended up with a
lower or the same rate as at the beginning of the year. But there
were a percentage of customers—I think it was actually 2 to 3 per-
cent—who we risk-based repriced because of behaviors such as de-
faulting with other issuers, maxing out their credit lines.

Again, we hesitate to do that because this is a competitive mar-
ket and we don’t want to lose customers and they don’t like it. But
in those cases, we feel there is genuine risk that merits that repric-
ing. And I think to Ms. Franke’s point, I mean, our numbers show
that if you identify that group of people with those risks, they actu-
ally default at a 50 percent higher rate than our average cus-
tomers.

So that again to us demonstrates the predictability of the models
and the fact that this is legitimate risk-based pricing.

Mrs. BIGGERT. What about the customer who always pays the
minimum balance, never pays off any of it? Doesn’t that exponen-
tially raise the—well, the monthly payments go that it compounds
interest at such a high rate that eventually they are just going to
run into their credit limit.

Mr. Baer?

Mr. BAER. First let me stress that is an unusual case. I think we
have looked at our numbers, and we have only about 1 percent of
our customers who are paying only the minimum payment for, I
think, 6 months in a row. So that is very unusual behavior.

And I think most of our customers—in fact, you could say 99 per-
cent of our customers—understand that the responsible way to
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manage credit is not just by making the minimum payment every
month. So that is certainly a risk flag.

But I think when you look at the way that we model, it would
be unusual for someone—perhaps even rare—for someone to be re-
priced on a risk basis solely because they are making minimum
payments. It is generally going to take a lot more than that.

Mrs. BIGGERT. Would you be happy if the Fed acts to solve the
issues of concern? Does it matter to the issuers whether the regu-
lators make changes or Congress?

Mr. Ireland?

Mr. IRELAND. Well, my experience is that in technical areas like
this, the regulators will go in with a scalpel and do it more pre-
cisely and with less error. And I think one of the debates that has
been going on here is how to separate out what some people con-
sider inappropriate practices from dealing with legitimate risks.
And I think that the regulators have—are better equipped to do
that than the Congress is.

Mrs. BIGGERT. Ms. Franke?

Ms. FRANKE. We believe that the regulatory process should be al-
lowed to continue, and that it will accomplish a great deal of what
the legislation is attempting to accomplish.

Mrs. BIGGERT. Mr. Finneran?

Mr. FINNERAN. Yes, Congresswoman. We agree that the Fed has
all the power. And in fact, they are three-quarters of the way
through addressing a lot of these issues in their proposal to revamp
the disclosure rules on Reg Z. And again, with the latest comments
by Chairman Bernanke, they are going to take it further and con-
sider taking action under their unfair and deceptive acts and prac-
tices authority with respect to some of the problems that we have
been talking about here with the committee.

Mrs. BIGGERT. Mr. Baer?

Mr. BAER. The same.

Mrs. BIGGERT. And Ms. Warren, would you think that could be
solved by regulation?

Ms. WARREN. Well, the problem is, I think, as we heard, they
haven’t regulated. If you have regulators whose principal responsi-
bility is to ensure the profitability of the banks rather than to pro-
tect the customers, then we end up with the circumstances we have
that Chairman Frank started with.

And that is we don’t hear the words “consumer protection” spo-
ken by a Federal Reserve Chairman for just about 27 years. And
I don’t think we can afford to go another 27 years of letting the
banks make up the rules on what kinds of credit card practices
they want to engage in.

Mrs. BIGGERT. But when he said in the testimony this time, it
was consumer protection.

Ms. Porter?

Ms. PORTER. I would just echo Ms. Warren, that he said con-
sumer protection. And he may be the Federal Reserve Chairman
for another year or 2 years or 3 years or 4 years, but our Congress
is charged with making laws that endure and stand the test of
time, and with balancing the rights of consumers and regulators.

The Federal Reserve’s primary responsibility is to ensure the sta-
bility of the banking system. I am glad that Chairman Bernanke
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is going to also embrace, for the first time in basically my lifetime,
the obligation to use the unfair and deceptive practices authority.

Mrs. BIGGERT. Well, these regulations will be out at the end of
this year, so I think that will be an issue that will be taken care
of by then.

I yield back.

Chairwoman MALONEY. Mr. Watt?

Mr. WATT. Thank you, Madam Chairwoman, and thank you for
this hearing because I think this is a complicated area and the
need for hearings on the bill extremely important.

Let me just deal with one thing about the variation changes in
payment dates, particularly for people like me who pay bills only
once a month. When somebody changes my payment date, it is a
major, major problem.

Is there some business justification for that? I think all three of
the representatives of companies here testified that your company
doesn’t do it. That is a different question. But is anybody prepared
to make a business case, a justification case, for being able to just
change a payment date?

Mr. BAER. I guess I would make more of a calendar case than
a business case. For us, as I understand it—and this gets down
into the weeds—we basically try to keep a 30-day cycle. But it is—
and it ideally would be the first business day of one month to the
first business day of the next. The problem arises, though, that you
have Saturdays and Sundays, and we don’t have them come due
on Saturdays and Sundays. Same for holidays.

So depending on what month you are in, how many days there
are in the month, depending on how many holidays there are in
that month, it is going to move around a little bit. But we certainly
don’t try to move it around—

Mr. WATT. I understand. That is not the question I am asking.
I am asking, is there some real overwhelming business justification
for having the right to change a date, a payment date, arbitrarily?
Well, “arbitrarily” is a bad word, but to change a payment date?

Mr. BAER. Again, I think the only reason our payment date
would move around, other than as you might expect it, is for the
reason I have given. But otherwise, we don’t do that.

Mr. WaTT. All right. Let me see if I can zero in on this Visa re-
port that Mr. Ausubel talked about.

What year did that cover? Do you remember?

Mr. AUSUBEL. It was getting published annually, and it may still
exist.

Mr. WATT. So is that something you could get access to and pro-
vide to the committee to help us evaluate the relative benefits that
are coming from late payment fees or other kinds of fees versus in-
terest rates?

Mr. AUSUBEL. My assumption is that you would have to make a
formal request to a bank that is a member of Visa or a request to
Visa itself.

Mr. WATT. Bank of America is a member of Visa. So is that
something you all could get access to and provide to the committee?

Mr. BAER. I don’t know about the particular report, but we are
certainly happy to work with the committee and get that kind of
information if it is available.
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Mr. WATT. On this issue of fees versus rates, the obvious appear-
ance to the whole world is that the credit card industry, everybody
in it, is making a lot of money on fees versus rates. Is that the case
or—I mean, you know from your own personal bank’s experience
surely how much you are making on fees versus actual interest,
don’t you?

Mr. BAER. Yes. No, I don’t know the exact—

Mr. WATT. I am not asking you the exact amount. But you are
making a profit on late fees, aren’t you?

Mr. BAER. Actually, if you look at the amount that we gain in
late and overlimit fees, it is a fraction of the amount that we lose
in credit losses. So our late and overlimit fees are—I'm just guess-
ing—

Mr. WATT. But credit losses are supposed to be priced by interest
rates, aren’t they?

Mr. BAER. Well, that is what I am saying, is—

Mr. WATT. I mean, isn’t that the risk-based that—am I missing
something here? The risk-based analysis is supposed to get you to
a rate that covers credit losses. Isn’t that right?

Mr. BAER. Exactly, Congressman. What I am saying is that the
late and overlimit fees are not sufficient to cover our losses. That
is why we rely upon interest, including risk-based interest, in order
to recoup those losses and earn a reasonable risk-adjusted—

Mr. WATT. I guess the question I am asking is: Should you be
relying on late payment fees to cover those before you are relying
on interest rates? You are saying you rely on interest rate adjust-
ments to cover those losses because late payment or other fees
don’t cover them. Shouldn’t it be the reverse, I guess is the ques-
tion I am asking.

Mr. BAER. Well, and again, this speaks to the competitive mar-
ket. I mean, it would be nice to be able to rely, for example, on an-
nual fees. But what our customers show is that they don’t like high
late and overlimit fees, and they will change issuers if we charge
them. So that is why we tend to rely more on interest. There may
be other dynamics at work, but I think that is one.

Mr. WATT. My time is up—5 minutes goes so fast—and I have
a whole list of questions. But I will yield back.

Chairwoman MALONEY. Mr. Ausubel had his hand up. Did you
want to make a comment on his testimony?

Mr. AUSUBEL. I think, to give a fairly direct answer to the ques-
tions that Mr. Watt was asking, there is no doubt in my mind that
issuers have erected an array of policies meant to induce con-
sumers to accidentally miss payment—for example, delaying the
mailing of statements, and giving a fairly short time for them to
send checks in.

I, myself, was subject—I paid a bill one day late last month and
was assessed a $38 late fee and a finance charge of around $40.

Mr. WATT. I think that has happened to every single one of us
at one time or another, including myself in the last month. So I
don’t think there is any dispute about that, which is one of the
things that troubles people. And it was as a result of a change in
the payment date. That is what is troubling to people, I think.

So I personally don’t have any problem with assessing risk and
charging interest based on that assessment of risk. But I think
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what is troubling here to a lot of people is that the interest rate
that is being charged is really not reflective of anything any more
because, to the extent that risks are being covered, they are really
being covered, as Mr. Baer said, primarily by late payment fees
rather than having an interest rate that factors in the actual risk
that is being taken.

So I am sorry, Madam Chairwoman. I had already yielded back.

Chairwoman MALONEY. I thank the gentleman. That is an impor-
tant point, and as you know, the bill sets a specific pay date and
a specific time so that people will not be tripped up in the future.

Mr. Castle?

Mr. CASTLE. Thank you, Madam Chairwoman.

Let me start by asking for unanimous consent to submit a chart
that shows revenues and profits of credit card issuers and a card
industry directory for $100 credit card assets. And this was done
in October of 2006. It reflects 2004, and it is GAO’s, “Credit Cards:
Increased Complexity in Rates and Fees Heightens Need for More
Effective Disclosures to Consumers,” sort of in response to your
earlier question about some of the numbers which I have. You may
want to examine it.

Chairwoman MALONEY. Without objection, it is so ordered.

Mr. CaSTLE. This is sort of an unusual panel as I sit here and
listen to you and read your testimony. Unfortunately, I had to be
out while most of you spoke. Generally speaking, the banking insti-
tutions represented here seem to have much better practices, if not
excellent practices, in this area, and perhaps some of these changes
we are talking about have already been made by many of your in-
stitutions.

There is some disagreement about the best methodology of regu-
lating, and I am going to try to examine this because I am con-
cerned that we are jumping ahead of both Regulation Z and the un-
fair and deceptive practices policies which the Federal Reserve is
getting ready to make public in the next couple of months, at least
according to what Chairman Bernanke told us when he was here.

I tend to agree with what Mr. Ireland said, that regulators may
balance interests more precisely and are better equipped to do it
than we are on some subjects. I worry about broad legislative pro-
posals when perhaps a better way to protect consumers could be
done by regulation in a more precise way.

So let me just start, Mr. Ireland, by asking you: Does the Federal
Reserve Board have sufficient authority to rewrite card disclosures
to address current concerns?

Mr. IRELAND. Yes.

Mr. CASTLE. And Ms. Porter, you mentioned that you are con-
cerned this has gone on for years without regulation. I think we all
share that concern. I don’t think anyone up here thinks that we
shouldn’t be doing this. It is a question of how we are going to do
it.

But have you factored in that they are looking closely at Regula-
tion Z and what they have said about the unfair and deceptive
practices at the Federal Reserve?

Ms. PORTER. I think that it is possible that a Federal regulator
could attempt to correct many, although not all, of the practices
covered in H.R. 5244. But those regulations are more easily
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changed, and the fundamental focus of the Federal Reserve has not
been on ensuring consumer protection.

And indeed, the Federal Reserve, unless it acts—has authority to
supervise certain kinds of banks. But it also has authority to imple-
ment Regulation Z. But its past actions for the last 30 years have
emphasized disclosure, disclosure, disclosure. And many of the pro-
visions that H.R. 5244 would ban are not related to disclosure.

Mr. CASTLE. Well, you can’t—I mean, I would imagine, like me,
you would like to see all this before we go too far. I mean, I just—
you may be right about what you are saying. I don’t know. But I
am sort of curious as to what is going to be in Regulation Z and
what is going to be in this unfair and deceptive practices report
that they are going to give so we can determine if what you are
saying is correct. It may well be, but I think that is something that
we need to do.

Mr. Ireland, can the consumers avoid the fees that many have
complained about here today?

Mr. IRELAND. I think generally the answer is yes. If the con-
sumers understand their accounts, pay attention to their accounts,
and deal with them carefully, I think they can avoid the fees. I per-
sonally cannot recall incurring one of those fees, so it is at least
possible for somebody to do that. And I charge on my credit card
in preference to any other means of payment because of additional
rights I get in terms of claims and defenses under the Truth in
Lending Act.

Mr. CASTLE. Did you say you personally can’t recall incurring
any of those fees just now?

Mr. IRELAND. That is correct.

Mr. CASTLE. You are probably the only person in this room who
hasn’t incurred any of those fees somewhere or other.

The credit card industry believes that the legislation before us,
as I understand it, is inflexible and micromanages things in a way
that is likely to increase interest rates for everybody else and re-
duce the availability of credit.

Could any of the credit card companies indicate specifically what
you are concerned about?

Mr. FINNERAN. Yes. There were several provisions, I think, that
were mentioned in our various testimony. One was redefining the
grace period, which extends for all consumers an interest-free pe-
riod where there would be no interest at all charged with respect
to the loans that are made under credit cards. This changes the ex-
isting practices quite dramatically.

I believe another provision was the requirement that payments
be allocated in a particular order, which again is a change from
most of the practice and indeed something that at least we have
found that consumers fully understand and have shown themselves
capable of taking advantage of many of the offers that the competi-
tors in the marketplace make.

And I believe Mr. Ireland had a few other provisions that he
mentioned as well.

Chairwoman MALONEY. The gentleman’s time has expired.

Mr. CASTLE. Thank you.

Chairwoman MALONEY. Unless, Ms. Franke, did you want to
make a comment on this?
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Ms. FRANKE. I was just going to make one comment, which was
I would like to add to the point of the consumer enjoying the ben-
efit of low rate offers that we do today through what we call bal-
ance transfers. And I do think, if we are not permitted to allocate
those payments to the lowest rate, you will see those offers elimi-
nated in the market. And we would be able to tell you that the con-
sumer would be very disappointed if that were to happen.

Mr. CASTLE. Thank you. Thank you, Madam Chairwoman.

Chairwoman MALONEY. Mr. Ackerman?

Mr. ACKERMAN. Thank you, Madam Chairwoman.

This whole thing is really a real mess. And the comfort level of
consumers is not improving any, from what I can see, except for
some people maybe around the margins, depending on which credit
card company they might be dealing with.

But one of our colleagues who expressed some concern earlier in
saying that he was concerned about supporting this legislation be-
cause it would—and I will quote him—he said he “feared too many
Americans would be denied credit” if we reined in some of the va-
garies and uncertainties that consumers face fathoming this.

To quote the Pope when he spoke at Gdansk to the boatyard
workers, “Be not afraid.” They will find you and they will give you
credit. If you can’t afford a house, if you have lost your job, if you
can’t verify your income, there are people marketing that they are
going to buy you a house if you sign on the dotted line.

There is no way that you are not going to get offers of credit.
Last calendar year, these are solicitations to me and my wife. That
is last calendar year. At the end of the year, we moved. I can’t tell
you what that does. But one of the things it does is it triggers ev-
erybody—as soon as you pay off a mortgage or apply for a new
mortgage, every credit card company sees you in the crosshairs and
you start getting more and more notices.

I don’t know how they found us so quickly. I couldn’t change my
address on the GPS, and I got to the mailbox at my new place and
I had credit card offers up the wazoo. The interesting thing is I get
some and my wife gets some, sometimes from the same institution,
offering us different rates on identical word for word until you get
to the rate part. And if we are both on the hook for the same card,
I don’t know how that works.

My mom has been gone for 10 years. They found her now at my
new address, and you should see: Her credit rating is better in the
past couple of years than it was for her whole entire life, there are
so many offers.

And if you take a look at the confusion that these things have,
it is absolutely astonishing. I mean, you could pick one out of the
pile and read the back of it, with asterisks and swords and notes
and crosses and everything else you could imagine. And you could
actually read it verbatim one night at the comedy club and walk
away with first prize. It is astonishing.

It is a time for raising hands, I guess, earlier in the meeting.
And I mean, there are people—I try to understand these and I try
to read it to see if there is a good deal because I like a good deal
when I can get one. I don’t find it very often.

But sometimes it is hard to understand what I have to pay in
these great deals that are advertised all over the envelope in 12
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different colors and things. And the zero is always the biggest
thing on the thing, both on the envelope and in iridescent colors
and what have you.

But to figure out what it means and to find out what you are
really paying is befuddling. Even if you are a Congressman who
has been elected 13 times, are on the Financial Services Com-
mittee, taught mathematics, was an investigative reporter, and
thought he was an educated consumer, not knowing half as much
as any of you on the panel, can’t figure out in 5 minutes what he
would be paying if he borrowed $1,000 on a promotion that ended
in 3 months, except if you paid one of the checks that they give you
with your name already printed on it so it is really easy to get into
this thing.

And then you take out a cash advance a month later on the same
$1,000. You pay half of it by the date the thing expires. With cat-
egory A, B, C, and D on the back, how much in real interest would
you be paying if there is a 3 percent transaction fee up front?

And if any of you sitting there are representing a credit card
company, I have your notice in here because I read who you are.
So everybody is represented and then some. So if anybody would
answer the question that I just posed, I will bring the pile to you,
pick out one. You can use a calculator and tell me, at the end of
13 months, what your real interest rate would pay or how much
]ion ddq)llars you are paying. You have the balance of my time. Any-

ody’

Mr. LEVITIN. I can’t tell you the balance. But you know what? It
doesn’t matter because even if I could calculate that, there is prob-
ably an any time/any reason term change in there.

Mr. ACKERMAN. Yes.

Mr. LEVITIN. That means whatever I calculate could be wrong.

Mr. ACKERMAN. So even if you were a much better consumer
than me or any other consumer and really understood the legality,
the fact that they all say, for any reason, if you didn’t pay—if you
defaulted on your Sears card and didn’t pay for your socks—that
is not stocks; that is socks—that your whole life starts to change
on all the credit that you have been issued that you have ever had
and all the cards that you had.

So it really doesn’t matter because any time, any place, any-
where, and for almost any reason, as long as you get notified—and
notified, my goodness, what we have done requiring notification
and privacy. You get three or four notices for each one of these
every year as to the privacy. You can’t keep up with the reading.
And your eyesight doesn’t get better.

It is a real mess. The question I have, and everybody seems to
think that for the most part, Regulation Z is a good thing—the
question is: What good is all this disclosure if all the disclosure
does is tell you the ways that your credit card company can screw
you, but it does it in bolder print or puts it in a box? What good
1s the disclosure? Anybody?

Chairwoman MALONEY. Any comments?

Mr. ACKERMAN. We need more witnesses or I will yield back the
balance of my time.

Ms. FRANKE. I would say that the disclosure—

Mr. ACKERMAN. I am sorry. Pull your microphone over.
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Ms. FRANKE. Excuse me. The disclosure helps the consumer to
make an informed decision. It is a highly competitive industry. The
disclosure will allow the customer to understand what product they
are buying and what features they want to select.

[Laughter]

Mr. ACKERMAN. People are chuckling up here and back there. It
seems that the disclosure is a further attempt to obscure and ob-
fuscate what you are trying to figure out.

Chairwoman MALONEY. And they always have the any time/any
reason tied to it.

Mr. ACKERMAN. Mr. Ausubel?

Chairwoman MALONEY. Okay. Mr. Ausubel, and then we must go
to Mr. Garrett.

Mr. AUSUBEL. Another example that would support what you are
sayirllg is double-cycle billing. As I understand it, there are pro-
posals—

Mr. ACKERMAN. I paid one payment 2 months ago, left New York,
came back to Washington, and had to race back home because my
wife said we had another bill and it was going to be late.

Mr. AUSUBEL. There are these proposals to disclose better dou-
ble-cycle billing. Now, if you are going to do your hand-raising
question, how many people could sit down with a calculator and
compute double-cycle billing? Or, for that matter, how many people
really know what double-cycle billing is in the United States? What
good would disclosing do?

So my read of the regulatory history is that the regulators have
been lax in enacting consumer protections except under the threat
of legislation. So if I am hearing now that some regulations will be
promulgated under the threat of legislation, it tells me you need
legislation.

Chairwoman MALONEY. The gentleman’s time has expired.

Mr. Garrett?

Mr. ACKERMAN. Let me just say something. I didn’t mean to em-
barrass anybody here or any of the companies because you are
among the better that are represented. Thank you.

Chairwoman MALONEY. Thank you.

Mr. Garrett?

Mr. GARRETT. I thank the panel and I thank you for the oppor-
tunity.

Just on the closing notes over here, I presume, just as in your
contracts there is any time/any reason that you may make those
changes, there is an any time/any reason that I as a customer can
just void this contract—or not void this contract, but pay my bill
and, in essence, be out of it.

But again, as I said at the very beginning, I appreciate your tes-
timony. I really have found it all interesting from all sides. Mr.
Levitin, I really found yours quite interesting. I will be reading
through it a little more so I can follow it all. But everyone here,
I do appreciate it.

This issue here with credit cards is really part of a larger issue
that I referenced before, and that is the overall economic issue and
the recession and the problems that we face right now. So I am
going to digress for just a moment to face that larger issue. And
we have Mr. Baer here that I want to throw out this question from.
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We are having a tougher time with credit markets and tough-
ening in the credit lending in general. Can you give me your
thoughts, your two cents, if you will, on the potential for banks to
issue something called covered bonds to address this issue?

My understanding is this is something that is already going on
over in Europe. It is akin to what we do over here with the GSEs.
It might be a way to open up some of the market and provide more
flexibility and get the credit going again. And it does so, if I under-
stand it correctly—and I will close on this—it does so in a way that
keeps it with the banks, keeps more adjustability by the banks,
and keeps the capital requirements there with the banks, if I am
understanding it correctly. But correct me if I am wrong.

Mr. BAER. Sure, Congressman. I think you have it correct. Cov-
ered bonds are actually a $2 trillion market in Europe. They are
a primary, maybe the primary, means by which mortgage finance
is financed in Kurope. Yet in the United States, there have only ac-
tually been two issuers, we being one of them, who have gone to
market. And there is a legal, almost technical legal obstacle, which
I will get to.

Mr. GARRETT. Yes.

Mr. BAER. But basically, the way cover bonds work is it is issued
by a bank under its own name, so in that way it is like straight
corporate debt. However, in the event that the issuer fails, there
is a cover pool of mortgages that stay on balance sheet but that are
identified as collateral in the event of failure.

That makes this a very high credit quality issuance because you
not only have the bank’s name but then, in the event of default,
you have the cover pool. It is important to understand it is dif-
ferent from asset-backed securities because with an asset-backed
security or mortgage-backed security, you are looking to the under-
lying mortgages to generate the cash flows. But here you are look-
ing to the bank to make the payments just the way it would on cor-
porate debt. And you are only looking at those mortgages in the
event of insolvency.

Furthermore, unlike ABS, the issuer is required to refresh that
pool of mortgages and always keep current, non-prepaid, non-de-
faulted mortgages in that pool. So it is a very high credit quality
issuance.

The only obstacle that we have seen to a large, potentially huge
market in the United States around this is the question about what
happens in the event of an issuer default, particularly with respect
to a 90-day automatic stay that occurs in the event of a receiver-
ship in the United States.

This question is largely up to the FDIC, and I know Chairman
Bair has indicated that she is taking the lead in looking at this
issue. I think other regulators—I note Secretary Paulson men-
tioned it today—have also looked at it. But we understand the
FDIC has this under advisement and is considering whether some
guidance in this area would potentially yield a potentially very
large source of credit for mortgages.

Mr. GARRETT. Okay. At the beginning of your comments, there
were impediments to implementing going forward with this. It is
over at the FDIC. Is there anything that we need to be doing—
first, doing what we are doing here, having a hearing on it in more
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detail? And second, is there something congressionally, legisla-
tively, that we should be looking at, or is that just all over there?

Mr. BAER. Well, in Europe, and I think as of this month in the
U.K. to the extent it is not part of Europe, there is a legislated cov-
ered bond program that is—these bonds are issued pursuant to leg-
islation which the market takes as a good associate that they will
continue to receive payments in the event of a default, that is, dur-
ing the resolution of the institution, and that they can still look to
that mortgage collateral.

The FDIC could, and may want to just as an initial step, issue
regulatory guidance on that. They have a fair amount of discretion.
I won’t speak for them, but they could certainly tell you some dis-
cretion about how they would act during an automatic stay period.

So it may be they want to take a regulatory step before a legisla-
tive step and then decide how much legislation is necessary. But
I would defer to the FDIC with respect to those judgments.

Mr. GARRETT. And I know we have other—this is a little bit far
afield, but it is still on the credit issue. There are other economists
and professors here as well. Is there anyone else that has a
thought on it? And if not, I appreciate your insight.

I see the chairman is not here. But does this chairman appre-
ciate consideration for a hearing at some point on the topic? And
there is that red light. Thank you. I didn’t get into my other—I
may submit some other questions that I do have for a couple of
people. So thank you.

Chairwoman MALONEY. Thank you. The Chair recognizes Mr.
Sherman, Congressman Sherman.

Mr. SHERMAN. Thank you, and thank you for putting forward
this bill.

I know that there is this kind of Ayn Rand model of the universe
where you have two equal parties free from government control ne-
gotiating their independent contract. The problem you have here is
that on the issuer’s side, you spend about $5 million—I am making
up a number—to do the legal research, to figure out your position,
and to program your computers.

And then the consumer spends about 25 minutes of time trying
to figure out which credit card to use. And if we were to value the
time the consumer can put in by their billing rate as a bookkeeper
or whatever level of financial experience they have, you may have
$5 worth of time being invested. And then we are told, well, this
is an equal bargain, one side putting in $5 million worth of trans-
actions cost, the other one putting in an amount of time worth
about $5.

The banks have put forward the idea that somehow, these op-
pressive provisions—and there are oppressive provisions in some of
these contracts—benefit other consumers because while rates
would be higher—

Chairwoman MALONEY. Excuse me. Congressman, can you take
the chair? I am going to run and vote and keep the hearing going
so that we can conserve time.

Mr. SHERMAN. Okay. Sure.

Chairwoman MALONEY. Thank you so much. We have been called
to one vote, but we are going to keep going.
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Mr. SHERMAN. [presiding] So the theory is that I won’t be the vic-
tim of some sort of rate increase and that I will be the beneficiary
of it because you will give me lower rates.

Can someone tell me what is the average rate of interest imposed
today on those who have balances on their credit cards? I mean,
I tend to see it as between 15 and 20 percent. Do we have a dif-
ferent number?

Mr. FINNERAN. I think the GAO report that was issued about 18
months ago, I believe the figure was somewhere in the 12 percent
range.

Mr. SHERMAN. The 12 percent range? So it is—oh, I didn’t see
you there.

Ms. PORTER. I would just respond that the GAO report was
issued 18 months ago, and I think it is important that Congress
and regulators have more up-to-date information than that; and
also that the GAO report relied on voluntary disclosures of only se-
lect issuers and may not be representative of the entire industry.

Mr. SHERMAN. Yes. I have seen an awful lot of cards being issued
at over 25 percent. Yes?

Mr. LEVITIN. I believe it is also important to note that the GAO
report, I believe, did not include subprime issuances in its popu-
lation. So the number is probably inflated.

Mr. SHERMAN. In any case, it is hard to say that America’s con-
sumers are somehow benefitting from wonderfully low rates be-
cause a few of their friends may be paying more into the system
as a result of some these oppressive provisions.

One thing that isn’t in the bill that I am thinking of suggesting
to the author is the idea that every credit card statement on which
there is a balance should disclose: “Dear consumer, if you make the
minimum payment, you will be paying this balance off for this
amount of time, and you will be paying not only the principal
amount of X but a total interest of Y. So this is how long it will
take you, and this is how much interest you are going to pay us—
assuming we don’t change the rate—if you choose to just pay the
minimum balance.”

Does anybody have a comment on whether that should be in-
cluded at the bottom of each statement? Yes?

Ms. WARREN. Congressman, yes, I do. I think consumers want
this. I think one way we know this, that we have seen it tested,
is the State of California passed a law requiring precisely this. And
I think it gives us an insight into now our regulatory agencies in
Washington have worked.

Not only did the banks come in, the credit card issuers come in,
and ask that the bill be overturned, the grounds on which they
wanted it done was that any attempt to require them to disclose
any information about whether or not—how much it would cost a
consumer if they financed over time was preempted.

And the OCC came in not on behalf of the consumers but on be-
half of the credit card issuers to take the position that their non-
requirement of information be the standard for requirement. And
the Ninth Circuit Court of Appeals bought that argument.

Mr. SHERMAN. It is rare that the Ninth Circuit—every other cir-
cuit would have probably ruled that way. I am surprised at the
Ninth. But I will point out it does make sense to have a single na-
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tional rule. It is either good for consumers in California and Texas,
or it is bad for consumers in California and Texas.

And what California was responding to was the total failure to
have good national standards. I mean, I am sure there are quite
a number of witnesses who could explain how burdensome it would
be to have 50 different standards of this. But sometimes California
feels the need to act when the Federal Government doesn’t, per-
haps even on greenhouse gases. But that is a different issue.

I believe my time has expired. Please proceed.

Mr. HENSARLING. Thank you, Mr. Chairman. Although I have
only been here for about 6 years and not 10 or 15, I can’t help but
note the irony of how people are decrying the excess amount of
credit offerings that exist in America today when I know, I know
in this very room, 10 to 15 years ago, many of these representa-
tives of credit card companies were hauled before Congress because
they weren’t giving enough credit out to low- and middle-income
Americans. And I do wish to note that irony.

As I look at the historical record, I see where there was a signifi-
cantly fewer number of Americans who had access to credit, and
they seemingly paid a universally high rate before the advent of
competition and risk-based pricing.

I also note that approximately 20 years ago, the fringe benefits
that we see today weren’t around. I know today that I have the op-
portunity to get different rates, different fees, cash back, car rental
insurance, donations to my favorite charity, frequent flyer miles,
and, if I pay my bill on time, I get an interest-free, unsecured loan
from the time of purchase. Such a deal.

The first question I have is—and anybody who has the answer,
I would be happy to hear it—how many customers paid the highest
interest rate 20 years ago, and how many pay it today? Do we have
anybody on the panel who has knowledge of that?

[No response]

Mr. HENSARLING. If not, we will move on. How many customers
might have paid no transactional cost last year? I would even be
happy with a ballpark figure. Any takers on that one?

[No response]

Mr. HENSARLING. I apparently seem to be stumping the band at
the moment. Let me move—yes?

Mr. LEVITIN. On that one, I may not be giving you exactly the
figure you are looking for, but I can say that I have seen data that
says about 39 percent of consumers did not consistently revolve a
balance over the course of 2006.

Mr. HENSARLING. So a little less than half, then, would be your
best recollection. Thank you.

I know that, not unlike a balloon, when you push in on one side,
something pushes out on the other side. When I look at—I must
admit, philosophically I have trouble with telling informed con-
sumers, assuming there is proper disclosure, that somehow we are
going to outlaw consensual commercial transactions.

But when I look at history before the advent of risk-based pric-
ing, and I look at where we are today, it seems to be a far im-
proved industry. But I notice that in the U.K., they seemingly have
had a similar experience. In 2006, they decided that credit card de-
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fault fees were too high and ordered card issuers to cut them or
face legal action.

In February 2007, two of the three largest issuers in the U.K.
promptly imposed annual fees on their cardholders. Nineteen card
issuers have raised interest rates. And by one estimate, credit
standards are now so tight that 60 percent of new applicants are
being rejected.

Well, if it happened there, it seems to me that it can happen
here. Would somebody on the panel like to tell me why we are not
going to have the U.K. experience? Or does somebody fear the U.K.
experience? I have very few takers on the panel today.

Ms. WARREN. No, Congressman, I would be glad to. Part of what
you have to remember here is that they don’t plan to lose money
on this. Why do you think credit card companies give zero balance
transfers? It is not because they are in the business of giving away
money. They give zero balance transfers because they count on the
fact that there will be some number of people who won’t get it
right.

And that is, they will use that credit card after they got a zero
balance transfer. They will get dinged at 22 percent interest. And
every payment they make that goes into it will be paying down the
zero balance transfer.

Those are profit centers for the issuers. They are not good deals
for the customers. I would—

Mr. HENSARLING. Well, I hope they are profit centers. I don’t
know—

Ms. FRANKE. I would like to respond to that.

Mr. HENSARLING. Certainly, Ms. Franke.

Ms. FRANKE. Because the consumer has the ability to make the
choice as to whether they want to take low cost credit or not. When
the consumer makes the decision that they want to take advantage
of a low cost credit offer, it is to their benefit. And in the vast ma-
jority of instances, they are able to enjoy that opportunity.

We want the consumer to be able to benefit from those things
that we put in front of them. And I think that if we were not able
to do that any longer because we were restricted in our ability to
price for risk, you will indeed see two things happen, an increased
cost of credit, and reduced access to credit to those people who need
it most.

Mr. HENSARLING. With 6,000 credit cards out there, I assume if
I don’t like my terms, I can reject the terms and I can go and pick
up somebody else’s credit card.

Ms. FRANKE. That is exactly correct.

Mr. HENSARLING. I see I am out of time. Thank you, Mr. Chair-
man.

Mr. SHERMAN. Thank you. I will point out that all those freebies
you get on the credit card aren’t completely free. The merchants
end up paying for those. And I just want to inform this committee
that the Judiciary Committee is thinking of hearings on the other
side of this transaction, which is the relationship between the mer-
chants and the credit cards. Maybe this committee wants to get
ahead of that or maybe you want to have them take over because
we don’t really care about our turf. We will see.
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With that, let me turn it over to Mr. Moore to ask his questions
and to serve as temporary chair.

Mr. MOORE. [presiding] Thank you, Mr. Chairman. And I have
just one question to ask, and then I am going to have to go vote.
I understand Chairwoman Maloney is on her way back and should
be here soon, but I would like to hear your answer, if you have an
answer, to this question.

A question for the credit card issuers on the panel with regard
to what is called universal default: I understand that some issuers
have voluntarily banned the use of an individual credit score in re-
pricing a card account. As you know, the underlying bill attempts
to ban the practice of universal default by restricting the ability of
credit card issuers from raising interest rates based on any infor-
mation other than how the individual is performing on that par-
ticular card account.

I do have concerns about the lack of clarity that consumers often
receive regarding account features, terms, and pricing, and I think
we need to examine how to do a better job of ensuring that con-
sumers don’t get caught with unexpected fees or rate increases.

But I also have some concerns about how this provision would af-
fect businesses’ ability to accurately price for risk. Given that some
of you have voluntarily taken this step, can you explain to me what
are some of the other sources of information you look to in order
to predict the risk of your customers? And do you believe that the
way the bill is currently written, it would have any effect on those
who would offer credit in the future?

Any responders here? Mr. Baer?

Mr. BAER. Sure. As we—and I think traditionally the under-
standing of universal default has been—is basically a default that
is automatic, no choice, repricing based on off-us behavior, that is,
not with the issuer. Bank of America has never engaged in uni-
versal default.

What we do do, though, is we will reprice customers with notice
and choice if we observe an increase, a material increase, in their
risk profile. That can take various forms. It could include maxing
out their credit lines with us and other issuers, defaulting on a
mortgage, defaulting to other issuers, and all types of behavior like
that that, when you put them together in terms of our internal
modeling, demonstrate a materially greater risk of charge-off.

Mr. MOORE. Thank you. Does anyone else wish to respond to this
question?

Mr. FINNERAN. Sir, I would just note that I think this really
highlights one of the issues with the bill. Capital One does not en-
gage in universal default and handles risk based pricing differently
than Bank of America does. But I think the key is that what Mr.
Baer is saying is that they only do it with respect to people to
whom they give appropriate notice and an opportunity to opt out,
which is exactly what we have been advocating with respect to all
forms of repricing.

I think a single targeted fix that can be best done by the Federal
Reserve will address so many of the issues associated with change
in terms for customers, that is clearly the way to go. And then you
don’t have to get into the nuances of trying to define what uni-
versal default is and what it isn’t.
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Mr. MOORE. Thank you. I am going to—Mr. Ausubel, I am going
to have to go vote. We have been told that I now have less than
2 minutes, and I need to run over there. Mr. Perlmutter is going
to come up and take over the chair here. Is that right?

Mr. PERLMUTTER. Yes, I will take the chair, and I will behave
myself.

Mr. MOORE. And I won’t say the real chair, the regular chair, Ms.
Maloney, should be back soon. So thank you very much. And I
will—if you care to respond, I promise you I will look at your re-
sponse later. Thank you.

Mr. PERLMUTTER. [presiding] And the last shall be first.

[Laughter]

Mr. PERLMUTTER. I always get the chance to bring up the ca-
boose because I have the least seniority of this entire committee.
And I just want to thank the panel. This has been an outstanding
panel, both representing the industry as well as representing aca-
demia, that has questions about where we have come from. And I
just want to say a couple of things.

I think from my point of view, and I think one of the professors
mentioned this, or a couple, I mean, our job is to give a broad direc-
tion and then allow the regulators to work with the industry as to
the specifics of what a universal default is, what a double-billing
cycle is, how many fees can be charged, from late fees to annual
fees and all that sort of stuff.

I represented, just as disclosure, banks, credit card companies. I
am a consumer who has suffered, having thought he terminated a
card. Got an annual fee. Got a penalty on the annual fee. Got pen-
alty interest on the annual fee and the penalty. So coming at it
from both sides.

I think we have to make a decision in the broad decision. And
I think somebody said 27 years ago was the last time there had
been an effort or consumer protection was brought up. I think the
bigger question, and the one that is a moral question, is, you know,
the other side of credit is debt. And do we want more debt?

And whether it is a biblical kind of an approach or Thomas Jef-
ferson or Teddy Roosevelt or whomever, in 1982, we passed the
Garn-St Germain Act. I couldn’t remember the name, but our very
able staff found it for me. It basically loosened regulations and
gave the industry the ability to work in these areas and to really
control its fate and develop profit.

I think the broader question for the Congress is: Where are we
now? And there have been a number of folks up here who have
complained about a particular practice or whatever. You know, the
industry is there to earn profits for its shareholders, and I don’t
think we can deny that.

But the question is—I think, Professor Warren, you said that
rates—should there be limits on rates? You said that was off-limits.
Well, I am not sure. We used to have usury laws in this country.
And I certainly don’t want to see that, but I want to give some in-
struction to the regulators as to, look. Keep an eye on this. Just
because there has been a democratization of credit, is that good?
From a societal point of view, is that good? So I do have some ques-
tions, and I will stop pontificating.
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Mr. Baer, with respect to the customer has notice and choice,
which is what your testimony was, if that customer has already
run up a bill—you know, you have given him a $10,000 credit line,
say, and they have now spent $5,000 against that credit. And you
now see something—either there was a default or, if there wasn’t
a default, you see problems in their credit outside.

When the customer has a notice and choice, is that what you are
saying, look, we are going to up your rate. You can leave. You can
pay this off and leave us. Is that what you mean by—

Mr. BAER. They have two choices. First, they can accept the high-
er rate, which going forward will be applied to everything they owe
us because we consider this a new loan every month. Or, alter-
natively, they can opt out and they can repay the existing balance
under the original rate, no questions asked. All we ask is that they
no longer use the card for new purchases.

Mr. PERLMUTTER. I think a new loan every month, I think that
is an interesting approach. And it is a 30-day loan or whatever it
is. But for most people, especially as you—to the lower income stra-
tas or other folks who are using the credit card for their basic stuff,
they are going to be in real trouble to be able to pay that on a 30
day/30 day/30 day.

Mr. BAER. Yes. Actually, I mean, to your larger point, I mean,
I think we would certainly agree. There are people out there who
are having trouble managing their finances and who should be bor-
rowing less.

The difficult question, I think, for this subcommittee and the
Congress is: Can you identify those people through legislation first,
without having an overlap effect where you are cutting off credit
to people who can repay responsibly? And then the second very dif-
ficult question is: This bill would only cut off credit card credit to
those people. So the question is: Would those people stop bor-
rowing, or would they look to payday loans, rent-to-own, install-
ment lending, or other types of much higher rate, much lower
transparency forms of credit?

And that is why where we come out on this is because the credit
card industry is a highly competitive one where you can rest rel-
atively assured that people are getting competitive rates, and be-
cause we have the Federal Reserve coming out with a Regulation
Z that more than ever before is going to allow informed comparison
shopping, and thereby allow consumers to take advantage of that
competition—because that is a hallmark of perfect competition; you
have to have informed consumers—we think when you put those
two things together, this is a good time to let the market continue
to work, aided by a disclosure regulation from the Federal Reserve.

Mr. PERLMUTTER. Professor Warren?

Ms. WARREN. I just want to say one thing about informed con-
sumers. I think the practices that Bank of America announces,
where they say they will let people pay off over time, is a good
practice, and we want to remember that is not the practlce of all
of the issuers. Many issuers say, no, the whole $5,000 is due right
now if you don’t want to have to pay ‘the elevated interest rate.

But the question of what constitutes an informed consumer trou-
bles me deeply here. I listen to Bank of America describe how well
they take account of this, and they measure this, and they weigh
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that, and they finally come up with a number. “We are not going
to do something we call universal default, but we are going to do
something out there that is magic.”

I have read my Bank of America statement, and I can’t figure
out how it is that they make the decision when I will be the one
who receives the next arrow through the heart, that my interest
rate has jumped from 11 percent to 29 percent.

And to describe this as a market that consumers understand,
low-priced credit that we talk about, I must have two dozen zero
balance transfer offers in the last couple of months alone. Not one
says, by the way, here is how we plan to make money off of you
on this one. And that is the hope that you will use this credit card,
not understand how the repayment is going to work, and we will
manage to suck 20 percent interest rates out of you over the period
of time that you try to pay back this balance.

So it is fine to say we put a lot of words that are incomprehen-
sible in a credit card statement. But the idea that we have con-
sumers who are fully informed about these obscure practices sim-
ply does not represent reality.

Mr. PERLMUTTER. And I would agree with that. I don’t begrudge
the industry—first of all, they probably had a lawsuit or two that
has caused some of the addition of the language. So I respect that.

I mean, I think again there has been—for the last 27 years the
conversation has been about the free market and allowing opportu-
nities for profit with people. And that is fine. But I think that the
conversation now has to move back to debt. Is this something as
a societal function we want more debt? And consumer protection.

My time has expired, and I see the gentleman from Tennessee
has—oh, I am. The gentleman from California.

Mr. CAMPBELL. Thank you, Mr. Chairman. Before I get to my
couple of questions, I would like to ask unanimous consent to enter
the GAO report entitled, “Credit Cards Increase Complexity in
Rates and Fees.”

Chairwoman MALONEY. Without objection.

Mr. CAMPBELL. Thank you, Madam Chairwoman.

My first question is to the three representatives of the bank’s
credit card issuers. Mr. Levitin showed a chart that as far as risk-
based pricing, that indicated that there was not a lot of price dif-
ference or interest rate difference charged based on someone’s cred-
it score, FICO score, or whatever it might be.

Do you accept that chart? Is that correct? And if it is or it isn’t,
is there a situation in credit card charging because of what the
rates are, where people with higher FICO stores, higher credit
scores, will borrow money from other places because they can get
it cheaper, and other people with lower credit scores will tend to
not pay off their credit card every month? Any one of the three of
you want to take that?

Mr. FINNERAN. I mean, I will try. I am sorry, I didn’t really get
a chance to study the specific chart, but I can certainly share with
you our practice at Capital One. We do differentiate based on credit
score at the time of account acquisition, and offer varying interest
rates depending upon the likelihood of those consumers to pay us
back and handle their credit appropriately.

Mr. CAMPBELL. Do the rest of you agree with that?
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Ms. FRANKE. I would totally agree with that, and would say that
we would love to be able to put forth the right analysis, with
enough time to do it, that would show that you would absolutely
see a decrease substantially in interest rates that much exceeds the
decrease in cost of funds over the same period of time.

Chairwoman MALONEY. Mr. Levitin? A response?

Mr. LEVITIN. The chart I showed is from a subscription data
source that gathers its data from card issuers directly. It is not rep-
resenting any particular issuer, so Capital One may be different.
What it is showing is a composite of the entire credit card industry.

And while we have some of the prettiest faces in the card indus-
try up here saying that, you know, we don’t do this practice and
we don’t do that one, it is rather irrelevant because this bill is
about regulating the worst practices in the industry. And just look-
ing at the best actors in the industry doesn’t tell us what we need
to know.

Mr. CAMPBELL. Okay. Then my next question is to the prettiest
faces of academia, to the academicians that are up there. There has
been a lot of talk today about the ads for credit cards, whether they
are on television, whether they are the things you get in the mail,
whatever, and what would appear to be a pretty intense competi-
tive market for the credit card issuers to issue credit cards and get
customers on their credit cards.

Do you all believe, when you take into account the various cost
aspects of credit cards—all of them, you know, the initial fee, the
late fees, the interest rates, the bonuses or benefits you get—in
academia, do you believe that there is price-fixing in the credit card
industry, or do you believe that the market is working—or that
there is a market in which there is price competition? I guess first
Mr. Levitin, and then we will go to you, sir.

Mr. LEVITIN. Well, let’s start with, I mean, different aspects of
credit card pricing. On the merchant side, I think there is a very
good argument that there is price-fixing going on. There is major
antitrust litigation about this right now pending in the Eastern
District of—

Mr. CAMPBELL. On the merchant side relative to Visa and
MasterCard?

Mr. LEVITIN. Well, and also the issuers because the issuers are
part of the—or alleged to be part of the price-fixing conspiracy as
members of Visa and MasterCard. Really, Visa’s only function—

Mr. CAMPBELL. Okay. I don’t think that is subject to this bill.

Mr. LEVITIN. It is not, but there is an important link, Congress-
man. Merchants are the ones who finance rewards programs, and
the rewards programs are really the—it is like a Venus flytrap.
That is the honey that sucks in the flies and then gets them into
the—consumers into interest rate traps and late fee traps and over-
limit traps. And the fixing on the merchant side encourages over-
use of credit cards, that more people come into that flytrap.

Mr. CAMPBELL. Okay. Yes, sir?

Mr. AUSUBEL. The vast proliferation of offers is an indication of
high profits for every offer that is accepted. I mean, that is the sim-
ple truth of it. If the industry were unprofitable, 4 billion solicita-
tions a year would not be mailed out. And—
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Mr. CAMPBELL. But do you believe that there is price competition
between them in those offers? Do you believe that that is one of
the ways in which they are competing?

Mr. AUSUBEL. Here is a quick way of understanding it. There are
three or four terms of the credit card offer that consumers under-
stand. They understand the introductory rate. I think they prob-
ably understand the post-introductory rate. They understand the
annual fee.

They have no notion of what double-cycle billing means. They
have no idea what any reason type thing is. They have absolutely
no idea what their penalty rate is or the terms that would trigger
it. They have no notion what happens with their credit score in
terms of increasing their interest rate. And they don’t pay attention
to most of the fees.

So they compete, the issuers compete, on interest rate. But it is
very profitable because a number of the other relevant terms are
not salient, and consumers don’t comparison shop.

Mr. CAMPBELL. And I will yield back, just with a final comment
that if you look at the volume of advertising for the—I was in the
retail car business, which does lots and lots of advertising. It is one
?f ‘Elhe smallest margin businesses out there, just slightly ahead of

ood.

So I think it just indicates that it is a competitive marketplace,
and that there is business out there, and you are looking for ways
to get it. I don’t think it necessarily indicates that it is a high prof-
itability—I mean, it is profitable or else people wouldn’t go for the
business at all. But I don’t think it indicates how much, or not di-
rectly correlates.

Sorry. I yield back, Madam Chairwoman.

Chairwoman MALONEY. Thank you. And I would like to thank
the gentleman for submitting the GAO report into the record. And
I would like to note that this GAO report, as well as a Federal Re-
serve report of 2005, noted that the number one reason credit card
interest rates have gone down is because the cost of money has
gone down.

I now recognize Mr. Scott.

Mr. ScorT. Thank you very much, Madam Chairwoman. And
again, my compliments to you for having this hearing. It is very,
very informative and very, very timely, as I said.

I would like to ask Ms. Franke—is it Franke or Franke?

Ms. FRANKE. Franke.

Mr. ScorT. Franke. Very good. I found your testimony to be very,
very interesting and intriguing. You said that this bill is complex,
expansive, and it restrains credit availability.

I would like for you to tell us exactly how—give us some exam-
ples within the bill that this bill does that. And I also want to get
your opinion, and others may comment on this as well, in light of
your concerns about the bill, just how we address this practice of
universal default.

This is a major, major concern. I would like to know your
thoughts on that. And would it make sense to consider repricing a
customer’s interest rate only if they default on the company that
issued the card instead of penalizing these people because of their
behavior regarding different financial commitments, their specific



54

history with other lenders, or information obtained from a credit
report?

And if a customer has made a late payment or goes over their
credit limit, wouldn’t it make sense to ensure that a person re-
ceives adequate notice to any changes that are made to that cus-
tomer’s rate and its status? And furthermore, wouldn’t it be pru-
dent for a credit card company to alert their customers of changes
in terms?

That, and also this one also: The concern about the clarity of
credit card agreements with regard to what little information they
are currently providing with minimum payments and only paying
the small amount each month, customers are further penalized as
the debt continues to balloon so that when a customer logs onto
their account, why can’t we ensure that the full amount is in the
payment box instead of the small minimum payment?

I feel that with this change, it may help encourage the credit
card user to pay off more of the debt or pay in full each month.
But by only making a minimum payment, say, on a $1,000 balance,
as minimum as that, for example, that can lead to a debt that
could take 15 years to pay off, if not longer.

So my point is, I wanted to point out those areas where it is obvi-
ous there is a problem we need to address. And I wanted you to
maybe answer that in light of your own opposition to this legisla-
tion. Can’t you see some middle ground here where we need to
move to address these particular concerns?

Ms. FRANKE. Let me see if I can make an attempt to cover those
topics. Let me do it in a couple of ways.

First and foremost, I think we believe that there are changes
that need to be made in the credit card industry. We believe that
the regulatory actions that are being taken will be appropriate to
handle those issues. They will address things such as disclosure,
and how the customer has a keen understanding of their relation-
ship with the credit card issuer.

Starting at the end with your minimum payment question, if you
were to go to the Chase Clear & Simple tools, you would find today
a minimum pay calculator. We do believe that it is important for
the consumer to be able to understand the time it will take for
them to pay off their balance if they simply make the minimum
payment.

We don’t believe, however, that should be legislated, and this is
probably a longer conversation than we have to discuss today, be-
cause of what would be required for us to display that on each indi-
vidual statement. It is quite difficult.

We do think, though, that we need to promote to the consumer
how they can easily get that information. So what is really impor-
tant is that the customer understand how long it would take for
them to pay their bill if they only make their minimum payment.
We want to make sure we provide that information to them.

Why don’t we support this legislation? To us it is very simple. It
gets to our ability to be able to price for risk. We believe that it
is critical that we are able to continue to price for risk. And there
are aspects of this bill that would limit our ability to do that.

You asked about universal default. Universal default allows folks
to use bureau-based information that informs their decisions as to
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someone who is risky. We at Chase, as we have said many times
today, no longer believe that is in our customers’ best interest. Our
customers have told us that they would prefer to understand the
clear circumstances under which we will raise their rate. And we
have agreed that we will only do that in three circumstances.

You did ask, though, about advance notice of that. Because that
is the only tool we at Chase have today to make sure that we man-
age risk, it is important that we are able to take that pricing action
at the time that the customer defaults on their agreement with us.

If we are not able to do that for 135 days, as is outlined in this
bill, it will significantly impair our ability to manage that risk, and
it will therefore limit our ability to offer the vast majority of Ameri-
cans the lowest rates available, and to offer credit to more Ameri-
cans.

So we believe that it is important that we have the permission
to price for risk and that we are able to do that in a timely fashion.

Mr. Scortt. All right. Yes, Mr. Levitin?

Mr. LEVITIN. I think it is important to point out that H.R. 5244
does not prohibit all use of external off-us information. The only
thing that H.R. 5244 prohibits is retroactive increase of interest
rates based on off-us behavior.

Section 2(a) of H.R. 5244 still allows issuers to increase rates
prospectively based on off-us behavior. And the existing balance
should have already been priced. That is the deal you had with the
card company when you charged a balance. It shouldn’t be able to
be repriced retroactively.

Chairwoman MALONEY. Thank you. And now the Chair recog-
nizes Mr. Bachus, Ranking Member Bachus.

Mr. BAcHUS. Thank you. You might be aware that there was to
be a panel preceding your panel of consumers who had various
credit card complaints. The chairman and I discussed this yester-
day when our staffs discovered that the credit card companies,
without a waiver, could not respond because initially the hearing
was going to be some consumers saying, this is what happened to
me, and we felt like that the—and he and I agreed that the card
issuers should have a right to then respond or answer because the
first panel would actually be making charges against the compa-
nies.

We had that agreement. We had a further agreement that we
would postpone those hearings because it wouldn’t be fair. And Ms.
Maloney said this in her opening statement. It would not be fair
for these customers to come, announce what had happened to
them, and not have the credit card companies have a right, if they
were going to be used as examples, to respond.

I consider that as an agreement, which was really proposed to
me. I believe if you make an agreement, you ought to keep it. That
is part of what we have talked about today, what those agreements
do. Is there a meeting of the minds?

But unfortunately, we have had a Member release a press re-
lease detailing all the complaints that these witnesses had and all
the charges, and making them available to the press, which really
goes against the claims that—and I know the chairman, I think,
is equally chagrined, that we all agreed we wanted a fair process
where both sides could respond.
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And probably the most unfair thing and the most inaccurate
thing is that some press is reporting that the credit card companies
insisted that these witnesses did not testify. And I can tell you, as
ranking member of this committee, that no credit card company—
no credit card company—did that.

So I hope in the future that when we make agreements—and I
do not think the chairman is involved in that—but I think when
we reach across the aisle in a bipartisan way and an arrangement
is proposed, that it be honored.

Ms. Warren, you are raising your hand?

Ms. WARREN. Thank you. I just have a question because I am
just trying to understand this. I had never heard this before I ar-
rived this morning.

And the question I have is whether or not those same rules apply
to the credit card companies. We have heard a lot of information
today about how Bank of America does its risk-based pricing. We
have heard many representations about how Chase conducts its
business and what proportion of customers are paying and what
proportion of its customers are not paying, and so on.

That is information that is not publicly available. My testimony
comes from a set of footnotes. It is all publicly available. The same
is true for Professor Levitin. The same is true for Professor
Ausubel. The same is true for Professor Porter.

If it is a concern about whether or not people can say, all right,
if you are going to testify about something that is private informa-
tion, that information should be available to everyone.

Mr. BacHus. No. Well, actually—

Ms. WARREN. I just wanted to know, is that going to be the new
rule?

Mr. BACHUS. Yes. Dr. Warren, I think you make a good argu-
ment. Let me say this. Their practices, all the three credit card
issuers here today, they have issued their best practices. And those
practices are, in fact—and I know in your opening statement you
acknowledged that most of the major credit card issuers are play-
ing by the rules. In fact, you said several major credit card compa-
nies have dropped these practices; they should be commended. You
pointed out that the majority of credit card issuers are not guilty
of these practices.

And what we had intended to do, and what was going to happen
until this arrangement was proposed, is these witnesses were going
to testify at the first hearing, and then the credit card companies
would have been able to respond.

But because we felt it would be unfair—and no, these credit card
companies cannot talk about an individual and what happened in
an individual case without that individual giving a waiver. And
they were prepared. They were prepared to discuss individuals if
the individuals had testified and given waivers, as we first antici-
pated.

Ms. WARREN. And I cannot discuss the practices of Bank of
America, Chase, or any other issuer unless they make those data
available. They come here and get to engage in a game of they
show a little that reflects the best light. They come to this hearing
and testify. They have testified in front of this committee that they
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do not engage in universal default, and yet they describe a practice
that many people would describe as universal default.

Mr. BAcHUS. Well, now, it is not a question of that they don’t
publish that. That is available to you and I both. In fact, in prepa-
ration for this hearing, I read what their practices were. And as
you have said, you said that—you came in and said these tricks
and traps, that several major issuers weren’t doing that.

Ms. WARREN. At least we don’t know if they are doing them.
What we have is we have their testimony, but no revealed informa-
tion.

Mr. BAacHUs. I agree totally. We didn’t know. And for that rea-
son, we were going to have five people say, this is what they did
to me. And then—

Chairwoman MALONEY. Mr. Ausubel would like to testify.

Mr. BAcHUS. And then we were going to have—they were going
to sign a waiver, and then the credit card companies could have
said, you know, this is what happened in their case. In other
words, there would have been an accusation and a chance to defend
themselves. And that didn’t happen because it was proposed that
there wasn’t enough time. But that was not our proposal.

Chairwoman MALONEY. Mr. Ausubel?

Mr. AUSUBEL. Regardless of whether consumers are allowed to
testify or not, I think an important point that has to come before
this hearing is that just as it has been remarked that there are,
I don’t know, 3 million subprime mortgages that are ticking time
bombs, there are also millions of credit cards in circulation that
have universal default clauses in them right now, that have pen-
alty interest rates as high as 29.99 percent in them. And those are
ticking time bombs as well.

Mr. BACHUS. And let me say—

Mr. AUSUBEL. And you can see the contagion effect that could
have on the economy. And whether the consumers can—

Chairwoman MALONEY. The gentleman’s time has expired. Mr.
Cleaver?

Mr. BacHuS. If T could at least respond. Professor, I will agree
we hear stories from time to time of people saying, this is what
happened. So this hearing was designed—all the things you are
talking about, this hearing was designed for five people or six peo-
ple to come before the Congress and say, as opposed to anecdotal
or somebody told me or this thing—for them to come before us and
testify, this is what happened to me. And then the credit card com-
panies would have—you know, we asked them to appear and ex-
plain whether or not this in fact happened.

And yesterday it was a consensus. In fact, the chairman of the
committee said it wouldn’t be fair to do what—

Chairwoman MALONEY. Reclaiming my time, we do want to focus
on substance and not on process. I now recognize Mr. Cleaver.

Mr. BACHUS. This is pretty—

Chairwoman MALONEY. Mr. Cleaver is recognized.

Mr. CLEAVER. Thank you, Madam Chairwoman.

One of the major credit card companies sent a credit card to Her-
man, Junior. He is my cousin. I wouldn’t have given him a credit
card. I would have given him anything but a credit card. He is one
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of the most irresponsible people I know. In fact, he is in jail now.
I hope they took the credit card before they locked him up.

But we have almost a one point below credit—I am sorry, sav-
ings rate in the country. Zero. Which means that we can’t borrow
money domestically. And it would seem to me that we all have a
responsibility of trying to reverse that because if we don’t, we are
damaging unborn generations. We all owe right now about $30,000
on the U.S. debt, $9 trillion.

And so is there any redeeming social value in sending credit
cards to college students or people like Herman, Junior? One of the
credit card companies.

Mr. BAER. Well, I had said earlier—I don’t know if you were here
Congressman—

Mr. CLEAVER. I am sorry. I have been going back and forth be-
tween two committee hearings.

Mr. BAER. I understand. Two issues. One I think is minors, and
the other is college students, because I think they are very dif-
ferent cases.

With respect to minors, while they may receive solicitations in
the mail because they are on a marketing list, that is not at all to
say they will actually be granted a card. They will still have to be
verified that they are age-eligible and that they have sufficient
credit to receive a card. So it does happen, and it is our loss be-
cause we can never finalize a transaction, that we will solicit some-
one. That doesn’t necessarily mean we grant.

With respect to—

Mr. CLEAVER. Excuse me, because my time is limited. So are you
saying that college students are not receiving credit cards if they
are not creditworthy?

Mr. BAER. I started by saying there is a distinction between mi-
nors on the one hand and college students on the other. Let me
now turn to college students.

We are actually a very large lender to college students. We con-
sider college students potentially our best customers because we
want to take them from being a credit card customer to a deposit
customer to a home mortgage to retirement savings 50 years from
now. We have no incentive with regard to college students for them
to default because that makes them dislike us. It makes them less
able to take all those other products for us.

So what we do with college students, we have a max. We will not
lend to any college student more than $1,500. The average line for
a freshman is $500. The average line for a senior is $1,000. What
we do with college students, and I think we are the largest lender
to college students, we give them very small lines of credit that we
think they can manage.

Furthermore, we provide a phenomenal amount of financial lit-
eracy to them in terms of education about how to manage their
credit. We do not risk-base reprice college students. We are more
lenient on all of our fees towards college students. In other words,
we set college students up to succeed when they get a credit card
from us.

Mr. CLEAVER. Thank you. I am not finished, no. But there is no
requirement for the new cardholder to provide information to the
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lender that he or she does in fact have a backstop in the event that
they can’t make the payments?

Mr. BAER. I am not sure how exactly the credit metrics work.
But certainly they get some credit for the fact that they are in col-
lege. On the other hand, they get very low credit lines.

Mr. CLEAVER. No, no, no, no. No. Do you require that a college
student provide information that they can in fact—they have the
financial wherewithal to make the payments? Is there a person
with a job someplace who signs off on the credit card and declares
that he or she will make the payments if the credit cardholder can-
not?

Mr. BAER. Do you mean do we require college students to have
cosigners for their credit cards? If that is the question, the answer
is no.

Mr. CLEAVER. Yes. That is where I was going.

Mr. BAER. I am sorry. I misunderstood. The answer is no.

Mr. CLEAVER. Yes. Sometimes I am inarticulate. One of the
things that I am concerned about is that college students do get
these cards. It is the antithesis of saving. It is, go get in debt. You
know, let’s—I mean, right after 9/11, the President said, let’s go
shopping.

And so we are just pushing it. Get in debt. A minus .6 savings
rate in the United States. And do you think that process of sending
credit cards to students is helping the Nation?

Mr. BAER. Well, Congressman, we think it is helping those col-
lege students because they are being given very low credit lines—

Mr. CLEAVER. But if you have no job, even if it is 1 percent, you
can’t pay it.

Mr. BAER. Well, I think our experience has been that actually,
college students do not default on their credit cards at any greater
rate than our general customers.

Mr. CLEAVER. I apologize for not bringing the article here. It was
about 3 months ago in the Washington Post, almost a full-page
story about a woman who did just that, received a credit card in
college. And I can’t remember how much—she is about $5- to
$7,000 in debt right now. It was a full-page story, and I am going
to try and get it before you leave.

Chairwoman MALONEY. The gentleman’s time has expired. You
can place this information in the record. And I would like to note
that the Congressman is the author of a very thoughtful credit card
reform bill that includes credit cards for college students.

We now recognize Mr. Feeney. Congressman Feeney.

Mr. FEENEY. Thank you, Madam Chairwoman.

You know, this is a little bit of deja vu all over again from my
perspective. I remember, long before I got to Congress, watching in
the 1960’s and 1970’s and 1980’s, the lending industry in general
being beat up because they were denying mortgage loans, for exam-
ple, to people that were considered to have risky credit behind
them.

There were even implications that some of those decisions were
made not based on profitability or risk, but based on ethnicity or
race or gender. It seems to me that when you are chasing a profit,
most capitalists, pure capitalists, anyway, are sort of neutral in
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terms of where they earn that profit from in a free society. But I
suspect some of that happened.

And there was a great deal of badgering that went on for a pe-
riod of decades about how we ought to make capital more accessible
so that everybody could aspire to the American dream of owning
a home.

And as a consequence of that, oh, for the last 5 years especially,
there has been some very easy credit access to people of risky abil-
ity to pay back. Some of that has been through no-documentation
loans. Some of that has been through 100 percent or in excess of
100 percent financing of the asset. Some of it has been simply be-
cause there were a lot of interested investors in getting a good re-
turn on their capital.

But now we had the subprime bubble. That is often what hap-
pens, whether because of monetary policy we inflate the currency
or whether because the credit access caused a stock market bubble.
In 1929, it took 15 years for this country to recover, largely because
Congress jumped all over the place to hyper-regulate and hyper-tax
every productive industry in the country, publicized a lot of for-
merly private utilities, and so forth.

And I think we are going down that path. We are going to turn
a recession into a deep depression if we are not careful, all because
of the law of unintended consequences. It is not that anybody
wants to do evil to the consumers out there. It is in the name of
protecting consumers and protecting small individuals throughout
the country that we do these abuses.

I was thrilled. I think it was Congressman Price who mentioned
earlier that Senator McGovern, not known as a limited government
radical like some of us are, talked about the forgotten man when
we regulate based on a policy of how we help half a percent or 2
or 4 percent of the population.

And what I am afraid of in this bill is that we are going to—in
the name of helping a few people, we are going to deny access to
the best available credit rates to the 95 percent of the population
who have made great use of this.

Mr. Baer, I mean, let’s take the other extreme. Supposing we just
abolished credit cards in this country and everybody had to use
cash or a debit card or a check. What do you think would be the
impact on the American economy if we just took this horrible dan-
gerous instrument that people carry around in their wallets with
them away? We could just go to an all-cash economy. Can you give
us a rough estimate of what the impact would be to our $13 trillion
economy?

Mr. BAER. I don’t think I am qualified to give a numerical esti-
mate. But, I mean, I would say because the vast majority of people
who use credit cards are doing so responsibly, are using that to
fund worthwhile purposes, even invest in businesses, that would
obviously be a tremendous loss.

And also, even if you abolished credit cards, as I think I had
mentioned earlier, that is not to say that people would stop bor-
rowing. They may start borrowing through less regulated, higher
cost, less transparent forms.
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Mr. FEENEY. Mr. Ausubel, if you can be brief, I will let you—re-
member my question. What would be the impact on a $13 trillion
economy of going to all debit cards or cash?

Mr. AUSUBEL. The answer that I would give is that I think the
various warnings that have been going out are rather alarmist. I
mean, for example, the Senate bill bans 3 percent foreign trans-
action—

Mr. FEENEY. Well, if I can—I don’t mean to be impolite, but I
have 5 minutes and that is unresponsive. It may be a very inter-
estirﬁgdcollateral observation, but it is unresponsive to the question
I asked.

Look. I think we want fair and full disclosure. I think we want
economic literacy. And I wish some of the do-gooder advocates out
there who don’t have their own cash on the line making loans
would be doing more to advance the cause of making sure that
every single American student got a good education in how to pro-
tect himself and herself when they are making financial decisions.

But when it comes down to what the risk is to our system and
what the risk is to investors and how they will respond to over-
zealous regulations, you will forgive me if I believe the capitalists
and the investors, without which we won’t have any credit when
they tell me what the potential response.

All of the panelists today from the private sector have said they
don’t engage in several of these practices—universal default, two-
cycle billing, and some of the other abuses. Nonetheless, even
though their competitors do and they are at a competitive dis-
advantage, they think it will be foolish for the American economy
if we regulate things through congressional legislation.

I happen to at this point buy that argument. With that, I will
yield back the balance of my time.

Chairwoman MALONEY. The gentleman’s time has expired. But
both Ms. Porter and Mr. Ausubel wanted to respond to his com-
ments, so I would like to give them that opportunity.

Ms. PORTER. I can say that based on a study of five national
economies that Professor Ronald Mann did, large national econo-
mies similar to the U.S. economy, dollar for dollar, moving people
from credit card spending onto debit card spending, moving people
from card borrowing onto non-card borrowing, would lower the
bankruptcy rate.

Chairwoman MALONEY. Mr. Ausubel, do you have a comment?

Mr. FEENEY. Well, now, if I can, the chairman has been gracious
enough, and I am happy to have that response. I didn’t ask about
the bankruptcy rate. I asked about the effect on a $13 trillion goods
and services economy. That is—you know, there may be some good
things that happen as a result of killing your economy. Bank-
ruptcy—

Chairwoman MALONEY. I would just say, reclaiming my time,
Congressman, no one is advocating abolishing credit cards. We all
acknowledge the important tool they are to our economy. And as
one who represents a great number of retailers, they are absolutely
essential for commerce in the district that I represent. What we are
talking about is more notice and allowing cardholders to pay off
their balances at the rate that they agreed to.

I now recognize Mr. Davis.
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Mfl DAvis oF TENNESSEE. Madam Chairwoman, thank you very
much.

As we engage in this debate and this discussion, it would seem
to me there is a reason for you folks being here today. If everything
was apple pie and a pot of gold at the end of the rainbow, and we
could find it, you wouldn’t be here today. So there is obviously
something happening in the financial world that the average per-
son who lives in my district has complained about.

I represent the fourth most rural residential congressional dis-
trict in America. I have the third highest number of low wage earn-
ers and blue collar workers, who have a tough time having health
care, and paying almost $4 a gallon for gasoline to drive to a job
that just barely pays more than minimum wage, which we raised
recently. So when we talk about the issues here today, in my dis-
trict, we are engaged. We are connected. And we do feel the pain.

I heard someone say a moment ago that credit card companies
offer credit unsupervised. I am a farm boy. When we start moving
cattle from one stall to another or from one field to another or load-
ing them for market, we have a little stick. On the end of it, it
has—excuse me, those who might not agree with this—it has a lit-
tle shock on the end of it. And we are able to supervise livestock
with that.

A lot of folks in my district feel like they have been shocked by
the bill that they get from the credit card companies. I am one of
those, and I will explain in a moment why I feel that way.

I also like to ride horses, now mainly mules because they are
more safer to get on. Occasionally I put on a pair of spurs. And
when I touch that animal in the side, it is to give supervision to
that animal. A lot of my constituents back home have felt the pain
of the spur in their ribs and in their wallet.

Now, you might not follow what I am saying, but folks back
home understand what I am saying. When we talk about high risk
credit, those in this room have done more to establish the credit
rating of most Americans than any other financial institution in
America, either good or bad. So it seems to me real easy before you
send out one of those I have heard as many as 8 billion solicita-
tions, all you have to do is check their credit report and see if that
is a good risk.

So really, if you are sending high risk out, it is your fault. You
should know whether or not these folks are good credit risks or not.
All you have to do is click on—get the report, and then you are not
taking much risk any more. So for me, I don’t agree with some of
the statements I am hearing today, and I do believe that it is su-
pervised credit because we have felt some of the stings of it back
home.

When I also look at those 8 billion solicitations, or 4, I heard ear-
lier, but I have come to believe that it is 8 billion, if it costs 15
cents to send those out, including the printing and everything else
and postage, you are talking about $120 million. Some folks say a
trillion dollar business; some folks say $2.3 to $2.4 trillion. I don’t
kno}x;v what that figure is. Perhaps collectively you all could arrive
at that.

That seems like an awful lot. But I will tell you how one of my
staff members disciplines and supervises credit card companies.
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When he gets one of those solicitations—and he just told me this
earlier—he takes it to the mailbox, tears it open, folds everything
else back up, and puts it in the return envelope. And it costs 41
cents for you to get it back. So he is doing the best he can to dis-
cipline you all.

So as we look at this thing, there are a lot of issues that we need
to talk about, a lot of questions. Everything is not rosy. I wish it
was. You provide a wonderful service. In the late 1970’s, my wife
and I got our credit cards, and we cut them up and we burned
them. As I engaged in business that took me a long way from home
in 1991, I applied for credit cards.

I have two credit cards. One of those is listed on it, since 1991.
I have never paid interest on it. I have never paid a late fee on
it. I pay it off every month. I have another one that is smaller that
has absolutely aggravated and wore me out, and that is why I feel
something has to happen.

When I called one day after being here, quite frankly, on the
smaller amount that I had—it was less than $100—realized I had
not paid it and it was due the next day, I called to see if I could
pay it by phone. You can. It is $29. I owed $50-something. It is $29.
What is the late fee? $29. I am not going to pay you over the
phone. I will send it to you.

So when you tell me everything is fine and rosy, it really is not
for some of us. So what I want to do is be sure that we work in
a way to where that credit cards continue to be what they have
been, a source for individuals to be able to use to be a consumer
in this country. And that is what this hearing is about today.

One of the questions I want to ask you is that $29 fee that some-
one was going to charge me by paying by phone, how much was
that going to cost you? Because the other one I call in at the end
of every month, I do it by phone. The phone says, tell me your card
number. What is your mother’s birthday? Do you want to pay it all
off or do you want to pay—so in essence, they don’t charge me any-
thing for doing that.

But most credit card companies do. So how much does it cost you
to take that automated phone call, and how much should you
charge for it? Anyone who wants to answer that.

Ms. FRANKE. I can'’t.

Mr. DAvIs OF TENNESSEE. Do you have an idea what it costs?

Ms. FRANKE. What I can tell you is that 98 percent of the pay-
ments are made for free. There are many, many options to pay
your bill without ever incurring a charge. And we would always en-
courage our customers to take advantage of the ways that they can
pay their bills on time without incurring any penalty fees. And
again, 98 percent of all of our payments are made for free.

Mr. DAviS OF TENNESSEE. I have a college degree. It is in agri-
culture. And I am a Member of Congress. When I start reading
what is on the back of that card, before I get angry with it, I tear
it up and throw it away. I mean, I don’t think anybody reads what
is on the back of those cards. We trust you. Literally, we trust you
to be fair and honest with us. And that is what we have always
done with our banks and others.

So I don’t want people to start distrusting a valuable source for
us in this country. So if you could somehow maybe talk with other
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folks and see if you can tell me about what it would have cost me,
had I agreed to pay the $29, what it would cost you to charge me
$29 on less than a $60 bill.

Chairwoman MALONEY. Can any of the issuers answer his ques-
tion, or can any of the academics answer his question, of how much
does it cost the issuer to take a payment by phone? Can anyone
answer that in relation to the fee?

Mr. BAER. I don’t know the exact amount. I do know it is our
highest cost way of accepting a payment. But I don’t know the rel-
ative cost.

Chairwoman MALONEY. Could you get it back to us in writing
later after you have analyzed it?

Mr. BAER. If we have it, we will give it to you.

Mr. DAvis OF TENNESSEE. Can I—

Chairwoman MALONEY. Can all of the issuers respond to his
question? Sure.

Mr. DAvis OF TENNESSEE. I would like to make an announce-
ment. For all folks who have credit cards and you get a request in
the mail, send them back like my staff does and it costs them 41
cents.

Chairwoman MALONEY. Yes. Would any other issuer like to com-
ment? Mr. Ireland first, or—okay. Then the academics. Mr.
Levitin?

Mr. LEVITIN. I can’t speak to the issuer’s overhead costs involved
in accepting a payment by telephone. But they should be able to
do it through an automated clearinghouse transaction that would
1c’lost them 5 cents. That is 5 pennies for the automated clearing-

ouse.

Chairwoman MALONEY. Can anyone else answer his question?

Mr. IRELAND. I would just like to comment. Automated clearing-
house transaction, to clear the transaction once you have formatted
it and put it into the system, the interbank fee is on the order of
5 cents.

To actually take in the transaction, link it up with the right ac-
count, account for it, and so on in a different environment is going
to be significantly more than five cents. I don’t know what the ac-
tual numbers are, but people have said they will bring them.

Chairwoman MALONEY. Go ahead.

Mr. AUSUBEL. There are other nuisance fees that are much easi-
er to trace down the cost of. So like if you take the foreign currency
fees I think everyone at this table charges, any transaction that is
paid in foreign currency they surcharge 3 percent. That is on top
of the conversion fees that Visa and MasterCard assess. So I would
say that one it is clear the cost is literally zero.

Mr. BAER. If I may just respond?

Chairwoman MALONEY. The Chair recognizes the gentleman for
an additional minute. I do want to note that Mr. Davis is the au-
thor of a very comprehensive credit card reform bill, which does in-
clude price limits and price fees.

Go ahead. An additional minute, in recognition of your hard work
on your own bill.

Mr. Davis oF TENNESSEE. Okay. As you answer those questions
concerning the fees for a phone call, what does it cost you to proc-
ess me sending it in through my internet, through an e-mail, where
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I actually go online and pay you online? Is there a difference in
that and an automated phone call? And if I send you a check, in
comparison for you to take the check out of the envelope, have the
folks process that and enter that, which of the three would be the
most expensive and which would be number one, two, and three?

Mr. FINNERAN. I don’t know the precise numbers, Congressman.
But I think in order of expense, the cheapest is the internet be-
cause that is the most highly automated. I think the second least
expensive is through the mail, simply because of the volume of peo-
ple who actually choose to pay in that way.

And the most expensive by a fair amount, although again I don’t
have the precise figure, is over the phone because few people
choose to do it that way, and you have to have the people to take
the phone call or to make sure that the automated aspects of it
work and make all the linkages that Mr. Ireland referred to.

For Capital One, and I know probably the other issuers at the
table as well, notwithstanding some of the anecdotes that people
like to pass around regarding billing due dates, we send our bills
out a good 25 days before the due date. And we certainly encourage
and provide multiple ways for people to pay on time. We spend a
lot of time and effort to try to encourage people to not wait for the
last day.

Mr. Davis oF TENNESSEE. I hate to interrupt you. But how long
have you had that 25 day period when you send out your bills? Is
this recently or is it—

Chairwoman MALONEY. Reclaiming my time, what our bill is ap-
proaching is all practices with all credit card companies. Many
companies have very fine practices that give a great deal of notice,
the 25-day limit, which many of my colleagues on the other side of
the aisle requested be placed in the bill.

I now recognize Mr. Clay for 5 minutes. And he will be followed
by Mr. Ellison.

Mr. CLAY. Thank you so much, Madam Chairwoman.

Since no one in authority will call the current economic straits
of the country a recession or a depression, I will say that we are
in an informal recession, that is, a recession that is felt by the mil-
lions that are losing all of their wealth, their homes, and in many
cases their families.

This has been caused by the outsourcing of jobs overseas, the re-
placement of workers in this country with cheaper laborers, the
grand larceny of the housing mortgage community and various
other credit and payment schemes, criminally high energy costs,
and a few other economic burdens.

At what point will it be determined that the consumer cannot
pay all of the increases in interest rates, the additional fees and
costs associated with credit? At what point will there be the real-
ization that reasonable profit is better than the destruction of the
consumer base that it is depending upon for the maximized profits
that are being sought?

When will the concept of losing money stop being confused with
the concept of not meeting profit projections? And I will start right
here. When do we concede that we must start—or that we must re-
alize that consumers may not be able to pay all of these bills? I will
start with you, ma’am.
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Ms. WARREN. Congressman, I think we should be there right
now. And I will just say, I will hit just a few of the numbers. One
in every seven American families is dealing with a debt collector.
Forty percent of American families worry whether or not they are
going to be able to make their bills at the end of the month. And
the one that truly breaks my heart is that one in every five Amer-
ican families says, I believe I will die still owing my bills.

Congressman, how much worse does it have to get before we
start taking some action to clean this up?

Mr. CrAY. And it is about what cost they incur now. People try-
ing to heat their homes, fill their gas tanks up. On top of all of
that, they are being pursued by companies wanting to collect on
the debt.

How about you, Mr. Baer? Any comment?

Mr. BAER. Sure. Obviously it is a large topic. I mean, I would
make one point, though, which is that in contrasting credit card
lending to mortgage lending, there is a rather significant dif-
ference, which is credit card lending is wholly unsecured lending.
So there is a rather significant constraint on our willingness to ex-
tend credit to people, namely, that if they do not repay it, there is
no car. There is no home. There is no security at all.

And I think that is why—and you may have the wrong group of
lenders here because I think these are the lenders who are prob-
ably managing credit the most responsibly and intelligently and
why, of course, we are interested in risk-based pricing.

But we have every incentive not to have customers paying inter-
est rates they can’t repay or levels of debt that they can’t repay be-
cause we bear 100 percent of the loss in the event that they don’t
repay. That is not to say we suffer the anguish, the personal an-
guish, that they might feel in that case, and the longer term poten-
tial bad ramifications of poor credit. But in terms of the immediate
dollar financial loss, we feel 100 percent of it.

. So you should feel some assurance that at least the issuers
ere—

Mr. Cray. Okay. I appreciate the response. But when will the
concept of losing money stop being confused with the concept of not
meeting projected profits? How about that? Do you have any re-
sponse to that? There is a difference, don’t you think?

Mr. BAER. Yes. Now—

Mr. CrAY. Losing money compared to projected profits.

Mr. BAER. I mean, our interest obviously is not in losing money,
and our interest is in earning a reasonable risk-based return on
capital, which in this case means lending to people we believe can
repay it.

Mr. CrLAY. Based on paying out bonuses at the end of the year
and making sure your values are up in the stock market and all
that. Correct?

Mr. BAER. Well, again, if our customers aren’t repaying us and
we are suffering credit losses, that will not help our stock value.

Mr. CLAY. How about you, Mr. Levitin? Do you have any com-
ment?

Mr. LEVITIN. I think it is interesting what you point out about
executive compensation and bonuses, that they are very often tied
to short-term profits. And those short-term profits are—a good way
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of increasing short-term profits is by squeezing consumers through
really dirty billing tricks.

You can bump up profits a little bit in a quarter, and that beats
the market’s expectation by a penny, and walk away with a large
golden parachute. And certainly looking at executive compensation
practices is, I think, part of the picture here, and making sure that
they are decoupled from things like billing practices and the profits
generated by them.

Mr. CLAY. Thank you so much.

Chairwoman MALONEY. The gentleman’s time has expired. Mr.
Ellison, and I want to congratulate his hard work throughout four
different hearings and a roundtable discussion that we had on this
with issuers.

Mr. ELLISON. Well, Madam Chairwoman, I just want to thank
you. I think that your leadership in this area is tremendous. Obvi-
ously there are powerful forces who are trying to stop us from pro-
tecting the consumers, and I just thank you for your courage and
commitment.

I-gow profitable is the credit card business these days, Ms. War-
ren?

Ms. WARREN. The most recent data we have available is that
they made about $18.4 billion in 2006. That was a 45 percent jump
over the year before. We haven’t seen the 2007 data.

Mr. ELLISON. $18.4 billion?

Ms. WARREN. $18.4 billion with a “B.”

Mr. ELLISON. That is a lot of money. What is the percentage of
prof;ltability? Does that term—do you understand what I am asking
you?

Ms. WARREN. Yes. The revenues were about $115 billion. So you
can sort of figure it out from that one. Not bad.

Mr. ELLISON. Yes. And of course, you may not know this and we
may need to come back for it. How much did the CEO at Capital
One make?

Ms. WARREN. Oh, gosh. A lot more than I did.

Mr. ELLISON. Yes. Does anybody know?

Ms. WARREN. It is outside my range.

Mr. ELLISON. Mr. Finneran, do you know that? Your CEO, how
much did he get?

Mr. FINNERAN. Our CEO has not taken a salary since 1997. All
of his compensation is in equity in the company, therefore what he
makes is entirely dependent upon the success of the company.

Mr. ELLISON. Mr. Finneran, how much did he get paid last year?

Mr. FINNERAN. Pardon me?

Mr. ELLISON. How much did he get paid last year? I am not ask-
ing you if it was salary or—I am asking you how much compensa-
tion did he receive?

Mr. FINNERAN. Well, in our most recent proxy disclosure, I be-
lieve it was $17 million worth of equity grants.

Mr. ELLISON. $17 million. And how about the CEO of JPMorgan
Chase, ma’am?

Ms. FRANKE. I don’t know.

Mr. ELLISON. You don’t know that? Well, I will commend you on
being extremely well-prepared on everything else. Bank of Amer-
ica?
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Mr. BAER. I don’t know my CEQ’s exact compensation, or even
his approximate compensation, for that matter.

Mr. ELLISON. Mr. Baer, come on.

Mr. BAER. I don’t.

Mr. ELLISON. Okay. Does anybody else know?

[No response]

Mr. ELLISON. You know what? In 1980, the average CEO made
about 41 times the average worker. In 2005, it was about 411
times. So it is interesting how—it is too bad folks don’t know what
their boss made.

I introduced—well, let me just skip that one.

Demos has noted in a study that African American and Latino
credit cardholders with balances are more likely than whites to pay
interest rates higher than 20 percent. Why do you think that is?
Well, is it true? And why do you think that might be? Mr. Ausubel,
have you looked at this? Have you heard about this, Professor War-
ren? Haven’t heard about that one?

Ms. WARREN. Oh, yes. No, I cited it in my testimony.

Mr. ELLISON. Oh, yes. Could you elaborate on that, please?

Ms. WARREN. Well, they looked at a survey of consumer finance
data. But I don’t think there is any question about the accuracy of
the data.

Mr. ELLISON. Right.

Ms. WARREN. And they simply analyzed it by race. They also
looked at the effects on single women. They looked at family in-
come. And the people who are carrying the heavy burdens here are
disproportionately African American, Latino, single mothers, and
people in lower income categories.

Mr. ELLISON. Professor Warren, maybe you could help me with
this. You know, I am just a simple guy, and I hear these financial
people using big words like risk-based pricing and stuff like that.
It sounds really important.

Are they basically saying that these people are riskier, so we get
to charge them more?

Ms. WARREN. They may be saying that, but—

Mr. ELLISON. But is that what they are saying?

Ms. WARREN. But in fact, that is not what they are doing. I
mean, this is the point that Professor Levitin has really empha-
sized, and I want to be sure to highlight his research on this.

Mr. ELLISON. Would you please do that?

Ms. WARREN. Professor Levitin?

Mr. LEVITIN. Sure. Most of the overall price that you pay on a
credit card has nothing to do with your individual risk profile. It
has to do with the cost to the issuer of borrowing money from the
capital markets. It has nothing to do with whether you are risky
or whether you are going to pay on time. Only at the very margins
does it have any impact.

Mr. ELLISON. Basically, the pricing reflects what they can get
from a consumer, right?

Mr. LEVITIN. Very much so.

Mr. ELLISON. So it is pretty much about just getting money?

Mr. LEVITIN. This is a—as they note, it is a competitive market
and they want to squeeze every last drop of profit they can.
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Mr. ELLISON. I am glad you said that about the competitive mar-
ket thing, because I was talking to somebody just yesterday, and
they told me that, well, I shouldn’t worry about these credit card
practices that seem so egregious to me because if people don’t like
it, they can just call somebody else.

But then have you ever tried to call a credit card company?
Could you just—Ms. Warren, Professor Levitin, have you tried to
actually talk to these people and get them on the phone to discuss
your bill?

Ms. WARREN. Of course not. That is why we all laugh. That is
like the punch line to a joke, to call a credit card company.

Mr. ELLISON. Right.

Ms. WARREN. But I want to make the point here even so, even
if you could reach someone, by the time you recognize most of these
things have happened to you, they have happened to you.

Mr. ELLISON. Right.

Ms. WARREN. This is not about understanding in advance, golly,
I have one of those cards that is going to have a new due date on
it, or that they are going to switch me every 6 months on the date
that my payment is due. This is about things that you only know
you have been bitten after the teeth are well sunk in. And then it
is too late to do anything about it.

Mr. ELLISON. Let me ask you this. On this issue of the moving
target of the payment date, it was pointed out to me yesterday
that, hey, we don’t want to have—

Chairwoman MALONEY. The gentleman’s time has expired. And
the moving target date is one that we end in this legislation that
is before us today.

I would like to thank all of my colleagues and the witnesses for
your testimony today. We are moving forward with legislation. This
bill is on four previous hearings and roundtable discussions with
issuers and consumers and academics. And the next hearing will
be held on April 9th.

We look forward to passing legislation that will put into place re-
forms that will enable responsible consumers to better control their
financial affairs, and will bar some of the most abusive practices
that drive responsible cardholders further into debt. Our legislation
is balanced and sensible, and I look forward to our next hearing.

I do want to note that Members, if they have additional ques-
tions, and my colleague Mr. Ellison, can put his additional ques-
tions in writing to the panel. Without objection, the hearing will re-
main open for additional comments and questions for 30 days.

And again, I want to thank the witnesses and thank everyone
here. We will get your responses into the record. This meeting is
adjourned. Thank you.

[Whereupon, at 2:15 p.m., the hearing was adjourned.]
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Subcommittee on Financial Institutions and Consumer Credit
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“The Credit Cardholders' Bill of Rights: Providing New
Protections for Consumers”
March 13, 2008

Statement for the Record

‘Thank you Madam Chairwoman for holding this hearing. And I appreciate the witnesses
being here today.

Several of my colleagues from the other side of aisle are forecasting that the next great
financial crisis in America is in the credit card market. They hypothesize that once the
subprime crisis shakes out, defaults in credit card debt will rise to staggering levels.

1 am concerned with this too. Considering Americans held roughly $787.5 billion in
credit card debt in 2004, this is obviously something Congress should address. It is no
secret that Americans have one of the lowest savings rates of any industrialized nation in
the world, and with only half of Americans paying their credit card balances off every
month, that statistic is not going to change anytime soon.

Like any industry, there have been some bad players, and [ understand we are going to
hear several witnesses today complain about their atrocities with credit card companies. 1
know T hear regularly from constituents who complain of credit card providers raising
rates even if they have been on time or have not gone over the limit. Other practices,
such as “double-cycle billing” and purposely confusing disclosures, should be eradiated.

However, I question why this subcommittee is addressing legislation to legally prohibit
any of this before the regulators have released their new rules, Regulation Z. The Fed,
who Congress tasked to oversee credit card providers, has been working on extensive
new disclosure rules for cardholders for over a year. Regulation Z is meant to educate
further consumers who decide to take out revolving credit so they may make informed
decisions of what they can or cannot afford. To pass laws prohibiting practices before
Congress can even determine whether Regulation Z is helping is premature.
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Furthermore, T know many of the witnesses here and those representing the lending
institutions will use our floundering economy as an excuse to prohibit reforms,
contending they could restrict credit. However, I disagree with the philosophy that
encouraging credit card use, or making it easier by loosening credit, is the way to
stimulate America’s faulty economy. Providing choices and lifelines to consumers who
need help, as credit cards do, is one thing. However, the way a person, college graduate,
family and our economy gets back on a financial track is by living within our means, not
going further into debt,

1 look forward to hearing from the constituents and other presenters’ testimony today and

thank you again Madam Chairwoman for allowing Members to present their views on the
credit card industry.

Page 2 of 2



74

Opening Statement of Representative Michael N. Castle (DE)
March 13, 208

Subcommittee on Financial Institutions and Consumer Credit
Hearing on “The Credit Cardholders’ Bill of Rights: Providing
New Protections for Consumers”

Good morning. Credit cards are the focus of our hearing and we
will hear today and in the coming weeks from witnesses --
consumers, regulators, and businesses -- about a range of issues.
While [ have an open mind about ideas for reform, I also think it is
very important to keep some basic facts and our subsequent
discussions in perspective:

e We are a nation with about 225 million credit active
Americans

» According to the Federal Reserve, around 640 million credit
cards are in circulation in this country

e The Fed published a report a few years ago that said the
average American consumer has 5 credit cards; One in ten
consumers has more than 10 credit cards in their wallet

¢ And, | have seen a study that shows that most consumers
keep their credit cards a minimum of 7 years and frequently
much, much longer.

My point is this: Consumers, overall, are a pretty savvy group. If
they find a good deal, they stick with it. If they find a bad deal or
are treated poorly, they drop that product or service in a heartbeat.
And since the overwhelming majority...about 90% of the public
pays its credit card bills on time, | worry that well intended
legislative efforts might go too far -- especially since the final,
updated version of Federal Reserve Regulation Z will address
many of the provisions included in H.R. 5244 and is scheduled for
release soon.



75

Let me be clear about this so our witnesses and the public can have
a better appreciation for all that the Federal Reserve has done
relative to these soon-to-be-released regulations:

The professional staff at the Federal Reserve has put out for
comment several different consumer tested ideas related to credit
cards that were developed in part with the help of consumer focus
groups. The Fed has been very deliberate in their approach to
these issues and has gone so far as hiring consumer focus groups to
test proposed disclosure and billing ideas. Subsequently, as this
process has unfolded, the Fed has had to review over 2,500
comments from banks, consumers, consumer groups, lawyers and
so forth concerning these issues and proposed solutions. All of this
work is coming to an end later this year and I would prefer to see
what final changes are proffered by the Fed before pursuing any
legislative proposals.

Madame Chair, our economy is struggling. And while I want to do
everything I can to make certain consumers are dealt a fair hand
and our financial services industry thrives, I look forward to the
testimony today and the important work the Federal Reserve will
release later this year.
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EXECUTIVE SUMMARY OF WRITTEN STATEMENT

My written statement comprises this “executive summary” together with a preliminary paper,
“Penalty Interest Rates, Universal Default, and the Common Pool Problem of Credit Card Debt”
(jointly authored with Amanda E. Dawsey of the University of Montana), which is attached.

1. Credit card debt poses a common-pool problem

1t is now reasonably well understood that unsecured eredit such as credit card debt poses a
common-pool problem. Since it is not secured by any collateral and since recoveries will be
allocated pro rata under bankruptey, each credit card issuer is motivated to try to collect from the
“common pool” — and the attempt to collect by one issuer may pose a negative externality to
other issuers. When a consumer becomes financially distressed, each credit card lender has an
incentive to try to become the first to collect. For example, a lender may engage in aggressive
collection efforts even if they may result in the consumer seeking protection under bankruptey
law: the benefits of collection acerue to this lender alone, while the consequences of a
bankruptey filing are distributed over all credit card lenders and other creditors.

2. The common-peol problem leads to penalty interest rates and
universal default clauses

A useful explanation and interpretation of penalty interest rates and universal default clauses
in credit card contracts is that each issuer is secking to maximize its own individual claim on the
common pool of unsecured debt of a financially-troubled consumer. To the extent that the

1
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consumer repays any debt, a high penalty rate (such as 29.99%) provides incentives for the
credit-card issuer to be repaid before other lenders. And to the extent that the consumer repays
no debt, the high penalty rate maximizes the issuer’s nominal loan balance and therefore the
issuer’s pro-rata share of recoveries following bankruptey. Since every credit-card issuer has this
unilateral incentive to charge a high penalty rate and to impose a severe universal default clause,
the likely outcome in the absence of threatened or actual regulation is inefficiently-high penalty
rates together with inefficiently-broad and unforgiving universal default clauses. As such, the
commen-pool problem of unsecured debt may be viewed as a market faiture, yielding scope for
the U.S. Congress to intervene in useful ways.

The attached preliminary paper develops an economic model that is useful for studying these
issues and obtains some suggestive results.

3. Would the biill help cardholders to extricate themselves from debf?
What impact would it have on consumer spending?

An unfortunate byproduct of penalty rates, universal default clauses and “any time, any
reason” repricing is that they tend to increase the difficulty for consumers to emerge from debt
without serious defaults or bankruptey. This follows from general principles and is also a
preliminary conclusion of the attached paper. Given the current turmoil in credit markets and real
estate, additional pressure on consumers from credit card issuers is particularly unfortunate, but
such pressure could be reduced if the proposed bill beconies law in a timely fashion.

The bill’s impact on consumer spending seems to be ambiguous, but in any event, its impact
on consumer spending seems to be of very small magnitude.

4. “Any time, any reason” repricing is detrimental fo competition

“Any time, any reason” repricing would appear to be detrimental to competition in the credit
card market, owing to standard considerations in industrial organization, such as search costs and
swiich costs. The simple reason is the difficulty posed to comparison-shopping, if the future
course of pricing is difficult for consumers to foresee. The same critique would appear also to
apply to penalty terms that are difficult for consumers to understand or take into account at the
time that they shop for credit cards. Federal limitations on repricing and penalty terms could be
expected to improve the competitive process.

5. Is there evidence that the magnitude of risk-based repricing is
commensurate with the magnitude of enhanced risk?

While it is almost axiomatic that consumers who have triggered penalty terms are greater
credit risks than consumers who have not triggered penalty terms, I am unaware of any empirical
evidence that the magnitude of higher prices imposed bears any close relation to the magnitude
of enhaneed risk faced by the issuers. Quite to the contrary, it is evident from other aspects of
current credit card pricing that the levels of many fees are based more on the relative
insensitivity of consumer demand than on any particular relation to cost. Good examples are:
the 3% surcharges recently imposed by most issucrs on credit card transactions made in foreign
currencies; the $39 late fees imposed irrespective of the number of days the payment is late; and
overlimit fees imposed on consumers for whom the issuer is happy to increase the credit line.

The attached preliminary paper develops an economic model in which it appears that, even
under perfect competition and perfectly optimizing behavior by consumers, universal default
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clauses may result in penalty interest rates exceeding the enhanced risk faced by the issuers.
Certainly, without perfect competition and perfectly optimizing behavior by consumers, it would
be easy for penalty interest rates to arise that exceed the enhanced risk associated with the
triggering cvents.

6. Is there evidence that penalty pricing or “any time, any reason”
repricing has led to lower prices generally for cardholders?

Similarly, | am unaware of any empirical evidence that penalty pricing or “any time, any
reason” repricing of credit cards has led to lower prices (i.c. interest rates and fees) generally for
cardholders. In the perfectly-competitive model of the attached paper, the existence of penalty
pricing results in lower interest rates, absent missed payments, but higher interest rates,
following missed payments. The combination nets out to be about the same, but aggregate
consumer welfare and aggregate social welfare appears to be reduced under universal default
(including “any time, any reason” repricing”). In the rcal world, there is evidence that the credit
card market is less than perfectly competitive and that consumers may be less than perfectly
optimizing; under such circumstances, one would expect that penalty pricing or “any time, any
reason” repricing of credit cards would likely lcad to higher overall prices.

7. Are the issuers or financial regulators likely to address these
issues in the absence of legislation?

Credit card issuers are unlikely on their own to address or remedy the issues prompting the
proposed legislation, owing to the common-pool problem that leads them to act unilaterally in
the opposite direction. My read of the regulatory history is that the financial regulators have been
lax in acting to protect consumers in this regard, except under the threat of legislation.

8. Would the bill be effective? Does it go far enough?

The current bill, if enacted, would be helpful in protecting consumers, particularly
financially distressed consumers, and in improving competition in the credit card market. Given
the current credit erisis, it would seem helpful for the legislation to become effective sooner than
the one-year anniversary of enactment specified in the current text of the bill. While the bill
addresses the ability of an issuer to impose penalties triggered by the consumer’s late payment of
other lenders, it might usefully go further in limiting severe penalties following minor
transgressions to the lender itsclf. The bill might also usefully limit what are often termed
“junk fees™: terms of the account other than the most salient pricing terms (e.g., other late
payment fees, surcharges for purchases in foreign currencies, and overlimit fees).

DISCLOSURE OF FEDERAL GRANTS, CONTRACTS OR SUBCONTRACTS

Professor Ausubel was the Principal Investigator on National Science Foundation Grant
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on National Science Foundation Grant 115-02-05489 (“Rapid Response Electronic Markets for
Time-Sensitive Goods,” with G. Anandalingam, P. Cramton, H. Lucas, M. Ball and V.
Subrahmanian), and Co Principal Investigator on a Federal Aviation Administration Grant (“Slot
Auctions for U.S. Airports,” with M. Ball, P. Cramton and D. Lovell), all grants to the University
of Maryland. While each of these grants, broadly speaking, relates to the study of economics, the
specific subject matter of these grants bears no relation to the topic of the current hearing.
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Penalty Interest Rates, Universal Default, and
the Common Pool Problem of Credit Card Debt

Lawrence M. Ausubel and Amanda E. l)awsey*
March 12, 2008

Very Preliminary and Incomplete

1 Introduction

It is now reasonably well understood that unsecured credit such as credit card debt poses a
common-pool problem. Since it is not secured by any collateral and since recoveries will be
allocated pro rata under bankruptey, each credit card issuer is motivated to try to collect from the
“common pool” — and the attempt to collect by one issuer may pose a negative externality to
other issuers. When a consumer becomes financially distressed, each credit card lender has an
incentive to try to become the first to collect. For example, a lender may engage in aggressive
collection efforts even if they may resulf in the consumer seeking protection under bankruptcy
law: the benefits of collection accrue to this lender alone, while the consequences of a
bankruptey filing are distributed over all credit card lenders and other creditors.

This paper attempts to explore the recent proliferation of penalty interest rates and universal
default clauses in credit card contracts. By a peralty interest rate, we mean the following:
The fairly standard credit card offering in 2008 includes an introductory interest rate on new
purchases of (% for the first several billing periods, followed by a post-introductory interest rate
on new purchases of 9.99% to 15.99%. However, if payment is received late once during the
introductory period, the interest rate reverts to the post-introductory APR; and if payment is
received late twice within any 12 billing periods, the interest rate reverts to a “defauit APR” of
typically 23.9% to 29.99%. In addition to the increase in interest rate, the cardholder generally is
also assessed a late payment fee of typically $39.

By a universal default clause, we mean the following: Many credit card contracts provide
that the penalty interest rate is triggered by late payments to this credit card issuer, but it may
also be triggercd by late payments to other creditors. Depending on the issuer’s particular
practices, universal default may also be triggered by deterioration in the consumer’s FICO score,

) Department of Economics, University of Maryland, College Park, MD 20742, and Department of Economics,
University of Montana, Missoula, MT 59812, We gratefully acknowledge the research assistance of Oleg Baranov,
and helpful comments by Richard Hynes and Thayer Morrill.

Copyright © 2008 by Lawrence M. Ausubel and Amanda E. Dawsey. Al rights reserved.
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exceeding a credit limit, utilizing a credit line beyond a particular percentaget, or more generally,
“based on information in your credit report.” '

An issuer can accomplish the same effect (and more) with an “any time, any reason”™
repricing clause. An example of the relevant language is: “Account and Agreement terms are not
guaranteed for any period of time; all terms, including the APRs and fees, may change in
accordance with the Agreement and applicable law. We may change them based on information
in your credit report, market conditions, business strategies, or for any reason.” * Bills recently
introduced in the U.S. Congress propose to regulatc penalty interest rates, universal default
clauses, and “any time, any reason” repricing.’

A useful explanation and interpretation of penalty interest rates and universal default clauses
in credit card contracts is that each issuer is secking to maximize its own individual claim on the
cammon pool of unsecured debt of a financially-troubled consumer. To the extent that the
consumer repays any debt, a high penalty rate (such as 29.99%) provides incentives for the
credit-card issuer to be repaid before other lenders. And to the extent that the consumer fails to
repay the debt, the high penalty rate increases the issuer’s pominal loan balance and therefore the
issuer’s pro-rata share of recoveries following bankruptcy. Since every credit-card issuer has this
unilateral incentive to charge a high penalty rate and to impose a severe universal default clause,
the likely outcome in the absence of threatened or actual regulation is inefficiently-high penalty
rates together with inefficiently-broad and unforgiving universal default clauses. As such, the
common-pool problem of unsecured debt may be viewed as a market failure, yielding possible
scope for government intervention in useful ways.

2 Related Literature

The premise of an externality imposed by competing creditors is related to the idea of
sequential banking studied by Bizer and DeMarzo (1992). The difference here is that the
externality in our model results from competition to collect from a defaulting borrower, rather than
as a consequence of an increase in risk as the borrower acquires additional loans. The idea that
creditors have an incentive to grab payment from borrowers, even when doing so husts the
borrower’s ability to repay her total debt, is one of the fundamental principles underlying rmuch of
the US bankruptey system.* Thomas H. Jackson, along with Douglas Baird and Robert Scott, has
formalized this idea in a series of articles using economic models to examine the effects of these
externalities.” Under the Jackson regime, bankruptcy can actually increase the welfare of creditors

"The particular language of “based on information in your credit report” is taken from the disclosure associated with
a Bank of America online credit card offering. The associated URL, accessible on March 12, 2008, is:
https://wwwa.apptvontinenow.com/USCCapp/Ctl/display?pageid=disclosure&cp=

*This language is taken from the same Bank of America disclosure as referenced in the previous footnote.

*See HLR. 5244 (“Credit Cardholders’ Bill of Rights Act of 2008™) and S. 1395 (*Stop Unfair Practices in Credit
Cards Act of 20077).

*See, for example, Tene (2003).
*See, for example, Jackson (1985 and 1986), Baird and Jackson {1990) and Jackson and Scott (1989).

2
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by forestalling destructive creditor collection and mitigating the negative cxternality, and these
savings are passed along to the borrower in the form of lower interest rates.

Several authors have argued that Jackson’s approach is overly theoretical and unsubstantiated
by empirical evidence.® In response to this criticism, Dawsey (2007) provides an empirical test. It
shows that, holding debt level constant, increasing a borrower’s number of creditors increases the
probability a borrower files for bankruptcy and decreases the probability she chooses informal
bankruptcy, defined as long-term default without a formal bankruptey filing. These results lend
support to Jackson’s hypothesis that when a creditor attempts to collect from a distressed borrower,
his efforts reduce the likelihood a borrower will repay her other loans and increase her probability
of filing for bankruptcy.

A few papers have examined policy tools other than bankruptcy that may reduce the negative
externality of competitive collections. Williams (1998) finds some evidence that eredit counseling
services, by facilitating coordination among lenders, decreases competitive eollections efforts.
Brunner and Krahnen (2004) observe that bank pools, a legal mechanism for allowing coordination
among creditors in Germany, also decrease destructive competition among creditors. Franks and
Sussmen (2005) find that the British contractualist system mitigates the incentive of multiple
lenders to prematurely liquidate a distressed firm.

Like Bizer and DeMarzo, the small group of papers examining the effects of “cross default”
clauses have focused on the borrower’s increased riskiness due to multiple loans. Like universal
default clauses, cross default clauses specify that default on one loan results in default on all loans
covered by the clause. Using comparative statistics, Childs et al (1996) find that cross default
clauses in commercial mortgage contracts substantially reduce default risk. In the Childs model,
cross default gives creditors access to additional collateral which yields diversification benefits,
decreasing default frequency and severity. The Childs model differs from the one presented hiere in
two important respects. First, the cross default clause gives the creditor access to additional
collateral, which would not be a factor for the unsecured creditor in our model. Second, the Childs
approach is to consider only cases involving a single creditor and borrower; the contention of this
paper is that when the model is broadened to allow the borrower to interact with more than one
creditor, any benefits of cross-default are mitigated by the negative externality it imposes.

Two purcly theoretical papers find results that are similar to Childs’. Mohr and Thomas
(1997) present a model in which a sovereign nation enters into both a loan contract and an
environmental agreement, and a cross-default clause reduces the risk of default on either
obligation. Mohr (1995) finds a similar resuit when a country is both in debt and involved in
international environmental permit markets. These results are driven by the borrower’s desire to
avoid the double punishment that would result from defaulting on two contracts rather than only
one. Again, these papers focus on borrower riskiness rather than externalities involved in
collection.

®See Block-Lieb (1993) and Rothschild (2007).
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3 The Model

A consumer wishes 1o consume over three periods. He earns income only in the second and
third periods, and so has a consumption-smoothing motive to borrow on credit cards. More

specifically, the consumer’s utility is given by U = Zil 8" ufe,y, where u(e,) =c,” (y <1),

! . . , .
& =177 denotes the discount factor between periods, ¢, denotes the consumer’s consumption

‘I?I
inperiod # (=1, 2, 3), and », denotes the market interest rate. The consumer’s income in period
1, denoted 7, equals zero. The consumer’s income in periods 2 and 3, denoted [, and /,
respectively, are drawn independently from uniform distributions on the interval [0, T]. The

consumer does not learn /, until period 2 and does not learn 7, until period 3.

The consumer borrows on his credit card(s) in period 1 so as to maximize his expected
utility. If the consumer chooses to consume ¢, in period 1, then he runs up a credit card balance
of ¢,, which with application of an interest rate » becomes a balance of (1 + r)c, in period 2. To
simplify the solution of the model, the consurner is permitted to borrow on his credit card(s) only
in period 1. In addition, if the consumer borrows from two cards in period 1, then it is assumed
that he borrows equal amounts on each of the two cards, i.e. amounts of +¢, each. In period 2,
the consumer’s actions are limited to repaying his credit card balances (in whole, in part, or not
at all). Let p denote the fraction of his balances that he repays in period 2. If the consumer
repays fraction o in period 2, that requires him to pay o(1+ r)c,, leaving him
¢, =1, — p(l+ )¢, in consumption for period 2.

The interest rate applied to the consumer’s credit card balances from period 2 to period 3
may be a regular interest rate r or a penalty interest rate #” . With one credit card lender, the
regular interest rate is applicable if the consumer meets a required minimum payment ¢, i.e. if
£ 2« . However, if the consumer does not meet the required minimum payment, i.e. if p<ea,
then the penalty rate is applicable. With two credit card lenders, the rate depends on which (if
any) lenders have received the required minimum payment, and on whether a universal default
clause applies to the given credit card. These conditions are elaborated below.

In period 3, the terminal period, the consumer has no decision problem fo solve. Instead, the
consumer simply consumes out of his income (if any) net of debt repayment. Thus, if the
consumer was subject to the regular interest rate from period 2 to period 3, then his consumption
in period 3 is ¢, = max {0 A=+ 00 p)(1+ r)cl}. However, if the consumer was subject to
the penalty interest rate from period 2 to period 3, then his consumption in peried 3 is
¢; =max {O A =+ rF)(1 - o)1+ r)c‘} . Note that the max{O . }7 terms in the previous
expressions reflects that the credit card lender(s) cannot collect more than [, from the consumer;

the money simply is not there to collect. Period 3 marks the end of the model. With two credit
card lenders, their respective interest rates (including penalty rates, when triggered) are applied
to their respective balances; and if the period 3 income is less than the balances owed, the
income is applied pro rata between the two lenders.
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There are » credit card issuers (n = 3) competing to lend to a consumer. A consumer is
permitted to accept at most two credit cards at the stated terms. A credit card offer by issuer i
consists of a pair of interest rates, (i;,r{.” ), where r, is the regular interest rate and r,” is the
penalty interest rate. Each of these values is chosen from the closed interval [0, F], where 7 is
the maximum interest rate that an issuer might select (e.g. 2 29.99% APR). The other relevant
terms of a credit card are its credit limit, I , and its required minimum payment, e, in period 2.
For simplicity, #, I and ¢ are constants that are exogenous to the model — and I is specified
so that the consumer wishes to borrow from two credit cards in period 1.

3.1 Own default

By own defaulz, we refer to the contract term that a consumer is subject to a penalty interest
rate on a credit card if he has not made the minimum repayment on that credit card. (By contrast,
under universal default, the consumer is subject to the penalty rate if he has not made the
minimum repayment on that credit card or on any other credit card. This case is treated in the
next subsection.)

Under a rule of own default, there are three relevant possibilities:

(1) The consumer makes at least the minimum payment on both cards. In that event, he is
subject to the regular interest rate on both cards.

(2) The consumer makes the minimum payment on card i but not on card ;. In that event,
he is subject to interest rate 7, on card i, but subject to interest rate r,” on card j.

3) The consumer does not make the minimum payment on either card. In that event, he
is subject to interest rate »,” on card / and to interest rate #,” on card .

In our preliminary results, it appears that an optimizing consumer will generally repay at
least the minimum payment on a given card or else will repay zero (but will not repay an amount
in between). Moreover, in the case where the consumer makes the minimum payment on only
one card and the penalty rates on the two cards are different, the optimizing consumer will make
the minimum payment on the card with the Aigher interest rate (i.e., it is advantageous for the
consumer to repay high-interest debt before low-interest debt).

3.2 Universal default
Under universal default, the consumer is subject to the penalty rate if he has not made the
minimum repayment on that credit card or on another credit card. Under a rule of universal
default, there are three relevant possibilities:
H The consumer makes at least the minimum payment on both eards. In that event, he is
subject to the regular interest rate on both cards.
2) The consumer makes the nunimum payment on card i but not on card j. In that event,
he is subject to interest rate r,” on card i and to interestrate #,” on card ;.
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3) The consumer does not make the minimum payment on either card. In that event, he
is again subject to interest rate »,” on card i and to interest rate #,” on card j.
Repaying one card but not the other does not avert any penalty interest rates at all. In our
preliminary results, and for parameter values in the relevant range, it appears that an optimizing
consumer will generally repay at least the minimum payment on both cards or else will repay
zero on both cards (but will not repay one card, under universal default, or repay an amount in
between).

4 Tentative General Results
RESULT 1. Jt is never an equilibrium for the penalty rate to equal the regular rate.

REASONING. Suppose not. Since missing a minimum payment signifies that the consumer
received a low realization of income, the firm’s expected profits conditional on a consumer
missing a minimum payment to either firm is negative. If the firm unilaterally raises its penalty
interest rate by ¢, then to the extent that it induces early repayment, it is therefore profitable. And,
to the extent that raising the penalty interest rate by ¢ does not induce early repayment, it simply
yields higher revenues. L]

RESULT 2. Symmetric equilibria under “own default” satisfy one of the following conditions:

{a) The penalty interest rate < the maxinum allowable intevest vate, and the firm is
indifferent between being repaid in period 2 and not being repaid in period 2.

(b) The penalty interest rate = the maximum allowable interest rate, and the firm strictly
prefers being repaid in period 2 to not being repaid in period 2.

REASONING. Consider all possible penalty rates in the interval {rom the regular interest rate
to the maximum allowable interest rate. By the same reasoning as for Result 1, at the regular
interest rate, default results in negative expected profits, and therefore the firm strictly prefers
being repaid in period 2 to not being repaid in period 2. Suppose that the firm also strictly prefers
being repaid in period 2 to not being paid in period 2 at all higher interest rates in the interval
(where the associated regular interest rate has been chosen to be the equilibrium interest rate).
Then either firm would profitably deviate by raising its penalty rate by ¢ whenever possible,
making the maximum allowable interest rate the unique equilibrium penalty interest rate (Case
(b)). Conversely, suppose that there exists a penalty interest rate in this interval such that the firm
does not strictly prefer being repaid in period 2 (where the associated regular interest rate has
been chosen to be the equilibrium interest rate). Then, let »# denote the lowest such penalty
interest rate. Then with a penalty interest rate of »7 (and the associated regular interest rate
chosen to be the regular interest rate), a continuity argument implies that the firm is indifferent
between being repaid in period 2 and not being repaid in period 2 (Case (a)). |
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5 Preliminary Results from Simulations

Our preliminary simulations are done with the following parameter values:

¥ = 0.5 (parameter in utility function)

7 =1 (income is distributed on intervat [0, 1T)

L =02 (credit limit on a given card)

¢ =0.2 (minimum payment as percentage of balance)
r,, =8% (market interest rate)

7 =30% (maximum allowable penalty interest rate)

Repaying one card but not the other does not avert any penalty interest rates at all. In our
preliminary results, it appears that an optimizing consumer will generally repay at least the
minimum payment on both cards or else will repay zero on both cards (but will not repay one
card, under universal default, or repay an amount in between).

5.1 Simulations under own defauit
Under own default, a candidate equilibrium in which the penalty interest rate equals the
maximum allowable interest rate (Case (b) in Result 2) can first be simulated. In the simulation,
we find that:
r=12.60% (regular interest rate)
#¥ =30% (penalty interest rate)
P, =54.67% (probability of full repayment after missing payments on 2 cards)
P, =61.67% (probability of full repayment after missing payments on 1 card}
EU =14747 (expected utility over all states of the world x 100}

However, the candidate equilibrium of Case (b) is not a true equilibrium, for the following
reason. The high penalty interest rate more than offsets the expected default losses (as a
percentage of balances loaned). The firm strictly prefers nof to be repaid in period 2 over being
repaid in period 2. Thus, the firm could profitably deviate by offering a slightly lower penalty
interest rate.

An interior solution, i.e., a candidate equilibrium in which the penalty interest rate is less
than the maximum allowable interest rate (Case (a) in Result 2) can also be simulated. In the
simulation, we find that:

r=14.11% (regular interest rate)

r¥ =18.89% (penalty interest rate)

P, =57.40% (probability of full repayment after missing payments on 2 cards)
P =62.40% (probability of full repayment after missing payments on 1 card)
EU =147.56 (expected utility over all states of the world x 100)

The candidate equilibrium of Case () appcars to be a true equilibrium. The penalty interest rate
reflects the expected defanlt losses (as a percentage of balances loaned), making the firm
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indifferent between being repaid in period 2 and not being repaid in period 2. This is the
requirement for equilibrium in this situation.

1t is illuminating to see the consumer’s debt level after period 2 (and implied repayment in
period 2). This is graphed in the first panel of Figure 1. At low levels of income realization, the
consumer misses the minimum payment on both cards. At the next interval of income
realizations, the consumer makes the minimum payment on one card but no payment on the
other. At the next interval of income realizations, the consumer makes the minimum payment on
both cards, but no additional repayment. Finally, at the highest income realizations, the
consumer’s repayment increases in income, until full repayment oceurs.

5.2 Simulations under universal default
Under universal default, a candidate equilibrinm in which the penalty interest rate equals the
maximum allowable interest rate (Case (b) in Result 2) can be simulated using the same
parameter values, In the simulation, we find that:
r=12.79% (regular interest rate)
7 =30% (penalty inierest rate)
P, = 54.80% (probability of full repayment after missing payments on 2 cards)

P, : notapplicable (prob. of full repayment after missing payments on | card)
EU =147.43 (expected utility over all states of the world x 100)

The candidate equilibrium of Case (b) appears to be a true equilibrium. The high penalty interest
rate more than offsets the expected default losses, and the firm strictly prefers not to be repaid in
period 2 over being repaid in period 2. However, under universal default, this does not imply that
either firm has a profitable deviation. The explanation appears to be that the consumer generally
does not make a minimum payment on a single card under universal default, as the consumer
would still be subject to penalty interest rates on both cards. Therefore, a modest reduction on a
firm’s penalty interest rate has negligible effect on the probability of repayment —- but serves to
reduce the firm’s revenues.

It is illuminating to see the consumer’s debt level after period 2 (and implied repayment in
period 2). This is graphed in the second panel of Figure 1. At low levels of income realization,
the consumer misses the minimum payment on both cards. There is no interval where the
consumer makes the minimum payment on one card but no payment on the other. At the next
interval of income realizations, the consumer makes the minimum payment on both cards, but no
additional repayment. Finally, at the highest income realizations, the consumer’s repayment
increases in income, until full repayment occurs.

& Discussion

Subject to the caveat that our results are only preliminary, let us compare the regimes of own
default and universal default simulated in the previous section and make some observations.
First, the penalty interest rate appears to be higher under universal default, and the higher interest
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rate exceeds the enhanced credit risk associated with missing a payment. Second, the probability
of full repayment following missing the minimum payment is lower under universal default,

i.e., universal default clauses tend to increase the difficulty for consumers to emerge from debt
without serious defaults or bankruptcy. Third, the expected utility of consumers over all states of
the world appears to be lower in the equilibrivm that we have constructed under universal
default, as compared to under own default. Finally, since the firms’ expected profits have been
held constant in this exercise, it can also be said that social welfare is expected to be lower under
universal default than under own default. In short, the simulations appear to favor limitations on
the practice of universal default.

Our confidence in these results needs to be tempered by their preliminary nature and by the
possibility that there are other parameter values for which these results may be reversed. Still,
there appears to be present a tight argument why lenders would impose universal default clauses,
but society as a whole (including lenders) would benefit from a collective choice to eliminate
them.

The analysis in this paper may be lintited in that consumers have been assumed to make
fully-optimizing decisions (subject to their uncertain future incomes). However, there exists
longstanding evidence that consumers may tend to underestimate their future borrowing (see,
for example, Ausubel, 1991) or otherwise be overly optimistic about their future financial
prospects. Under such scenarios, consumers would likely take insufficient account of the penalty
interest rates that they might face. As such, the effects and conclusions described in this paper
would likely be amplified.
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Figure 1: Consumer Debt in Simulations
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Introduction

Good morning, Chairwoman Maloney, Ranking Member Biggert and Members of the
Subcommittee. My name is Gregory Baer and | am a Deputy General Counsel at Bank of
America focusing on Regulatory and Public Policy. 1 appreciate the opportunity to
discuss our views on the Credit Cardholders® Bill of Rights Act of 2008, H.R. 5244.

This is Bank of America’s second appearance before the subcommittee on these issucs,
and we had the opportunity to participate in your credit card summit as well. We are
pleased that the subcommittee intends multiple hearings on the legislation and will hear
from regulators, various issuers and other experts. While we understand most of the
major issuers will at some point testify, we also encourage the subcommittee to hear from
smaller issuers that target specific economic segments of the population that could be
more vulnerable during these current economic conditions. The issues being discussed
today are of great importance to our economy, and the risk of unintended consequences,
both to consumers and to the overall economy, is significant.

Bank of America provides a full range of financial services to individual consumers,
small- and middle-market businesses, large corporations and government entities. In the
retail space, Bank of America Card Services has more than 40 million active customers
and more than $200 billion in managed loans. At Bank of America, we believe that we
have this volume of customers because we listen to them — more than 90 million calls per
year — and work hard to meet their needs, minimize mistakes and continuously improve.

Today, I will focus my comments on how H.R. 5244 would affect our ability to serve
consumers. First, I will discuss the current competitive and regulatory environment for
credit cards. Then, T will highlight the likely impact of particular provisions of the bill.

In sum, we believe that H.R. 5244 would significantly hinder the ability of financial
institutions to price the risks of credit card lending, and would result in less credit being
made available to creditworthy borrowers, with generally higher prices for those who do
receive credit. Because we see the card industry as a highly competitive one, we do not
believe that legislation setting terms and, implicitly, prices is necessary to protect
consumers, who generally benefit from competitive financial markets. H.R 5244 is also
likely to have other unintended effects.

Overview of the Industry

A credit card relationship offers consumers unique flexibility and choice. Every time a
consumer uses a credit card, for any reason, the customer is receiving an unsecured loan
that the lender grants based largely on the customer’s earlier promise to repay. If the
customer wishes to charge additional items or is unable to repay the loan immediately,
the lender has agreed in advance to allow the customer to revolve a balance on the loan
up to a pre-determined amount and repay a portion each month, thereby avoiding the
need to apply for a new loan. The amount revolved and the length of repayment is



93

largely up to the consumer. But this flexibility for the customer means real challenges for
issuers who must earn a reasonable risk-based return and operate safely and soundly.
Before risk-based pricing, card companies simply charged all cardholders a relatively
higher rate at the outset, and declined credit to those who presented more risk.

Risk-based pricing has revolutionized the credit card industry. Issuers have developed
sophisticated modeling capabilities that combine internal data with credit bureau
information to predict future performance and price loans accordingly. Such innovations,
coupled with the law that this Committee crafted (the FACT Act) to help make sure
credit history information is more reliable, have helped lenders manage risk better than in
the past. The result has been democratized access to credit — allowing lenders to offer
affordable, mainstream credit to consumers who previously might have been denied from
receiving bank loans or other traditional forms of credit. The GAO recently documented
these benefits as part of an exhaustive study, which also noted that this transition,
combined with vigorous competition among issuers, lowered rates for vast segments of
credit card users.

Risk-based pricing is first employed when we receive an application from a consumer.
We pull a credit bureau report, and consider the consumer’s FICO score and general
credit history. That information is useful, but as the years go by, and the customer’s
financial situation changes, sometimes significantly, the original score tells us less and
less about the risks we are actually running when we lend to the customer each month.
But our actual experience with the customer, and information about the customer’s
ongoing behavior with other lenders, tells us quite a lot. We can thercby offer fower rates
to customers who manage their credit well and relatively higher rates to those who don’t.
We take experience into account in two ways:

Default re-pricing

Default pricing (sometimes called penalty pricing) occurs when a customer is late or
overlimit on an account, and the APR is increased as a result of that default event.
Default pricing is disclosed upfront as a part of the Schumer Box and is set out in the
credit card agreement. The change, therefore, is made in the context of the existing
agreement. Our practice at Bank of America is that a customer must be late or overlimit
not once but twice within a 12-month period on his or her Bank of America credit card
account before default pricing can be applied. (Some issuers treat a bounced payment
check as an cvent of default, but Bank of America does not.) However, not all customers
who hit our default triggers are necessarily re-priced and, of those who are re-priced, not
all go to the full default rate. We look at these customers individually, and determine
whether the default truly indicates heightened risk.

Risk-based re-pricing

When we see that a customer is exhibiting risky behavior — and this may include high
utilization (maxing out credit cards) or delinquency with other lenders — we may seek to
charge the customer a higher interest rate. But the customer always has notice and
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choice. If the customer does not wish to pay the higher rate, he or she can simply decline
the proposed change in terms and repay the existing balance under the old interest rate;
the only thing the customer need do in return is stop making additional charges on the
card. {The customer’s right to say no is the crucial distinction between risk-based pricing
and universal default, in which Bank of America has never engaged.)

I should note that our experience shows that nothing frustrates customers more than an
increase in their interest rate. At Bank of America, where our goal is to make a credit
card customer a mortgage, deposit, brokerage and retirement savings customer, we have
all the more reason to maintain competitive prices and keep customers satisfied. Looking
at our 2007 portfolio, the overwhelming majority of customers — nearly 94% — had the
same or lower rate at the end of the year than they did at the beginning, and four times as
many customers had a lower rate than a higher one.

So, why would we ever raise rates? First, because for these customers, we are confident
that we bear real, inercased risk. Repeated, rigorous testing shows that our internal
models, supplemented by FICO scores, are extraordinarily predictive of consumer
behavior. GAQ and other studies have confirmed as much.

Furthermore, when we re-price customers, we find that the repricing itself does not cause
any significant increase in default — in other words, for two groups of borrowers with a
given risk profile or score, those who accept a change in terms to a higher, risk-based rate
do not default more than a control group who are kept at a lower rate. But both groups
default 50% more frequently than our average customers ~ confirming that our models
are truly predictive of eventual customer default. Many repriced customers tend to
manage their credit more wisely, making larger monthly payments and paying down their
debt faster. Thus, from our perspective, a higher intercst rate not only allows us to earn
income to compensate for greater risk, it actually reduces the risk we are managing and
causes the customer to manage credit more wisely.

Some of the borrowers to whom we propose a change in terms exercise their right to opt
out of a higher rate — an option Bank of America offers for any risk-based re-pricing.
And of course there are others who do not opt out but simply transfer their balance to
another issuer. This is the market at work. Either we have over-priced the risk of this
borrower, and are losing a valuable customer, or our competitor has under-priced the risk
of this borrower, and is taking on undue risk.

In some cases, borrowers do have problems paying the higher rate, because they are in
genuine financial distress. If a customer falls behind on an account, our experience tells
us it is likely due to circumstances outside his or her control. In our Customer Assistance
division, we believe each account should be reviewed on an individual basis by using
“account recognition” skills. Account recognition means taking all the customer’s
information into consideration before determining the best way to resolve the situation. If
assessment of a customer’s financial situation determines that he or she is unable to
maintain the minimum monthly payments, we will offer several options to assist with the
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repayment of the loan. The right program is determined by understanding whether the
customer is experiencing short- or long-term financial difficulties.

In addition, on an annual basis, we award approximately $6 million to non-profit credit-
counseling agencies that help people work their way out of financial distress. We work
hand-in-hand with these agencies to tailor customized loan arrangements to fit individual
circumstances and to help people get back on a solid financial footing.

Second, charging higher rates to our riskiest customers allows us to hold down interest
rates and fees on our less risky customers - those who manage their accounts responsibly.
Thus, a large segment of our accounts - those who pay off their balance each month —
pay no interest or fees for the benefits of their cards. These so-called “transactors” pay
their balances in full each month and receive the benefit of a grace period, whereby they
receive an interest-free loan provided that they repay in full each month, thereby
demonstrating themselves to be very low risk customers. The emergence of this option
demonstrates the level of competition in the market place. Risk-based pricing allows us to
reward less risky consumers by charging them relatively less.

And of course the market here is dynamic. If a significant number of consumers
demonstrate that they are intolerant of the possibility of rate increases, someone will
innovate to meet that need, and profit from it. Such innovation is going on right now.
But H.R. 5244 would inhibit innovation by setting in legislation important terms around
which issuers now innovate.

Regulation Z and Unfair and Deceptive Practices Regulations

Of course, innovation in the market place depends in large part on customers
understanding the differences among issuers, making informed choices about the
products they select and how they use them. With the increase in flexibility and
eligibility, the job of describing how the product works has become more complex. To
address these concerns, the Federal Reserve Board has proposed substantial revisions to
Regulation Z, which implements the Truth in Lending Act. We believe that the proposed
revision is thorough and well crafted. The quality of the proposal reflects the fact that the
Board conducted numerous focus groups with consumers in order to determine their
preferences and needs. This work has resulted in the Board’s proposal being shaped by
those who will directly benefit from it. As a result, the regulation will provide customers
meaningful disclosures in an even clearer format, and it will facilitate comparison
shopping and better assist consumers in modifying their behavior, potentially reducing
their costs.

More recently, Chairman Bernanke announced that the Federal Reserve also will
promulgate additional consumer protections addressing specific credit card practices. We
would encourage Congress to allow that process to move forward before enacting
legislation. We believe the Fed’s rulemaking provides a dynamic approach in such a
rapidly evolving industry.
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Effects of Legislation

Now let me turn to H.R. 5244, and express some of the more significant concerns that
Bank of America has about the bill.

Rigk-based pricing

As we read Section 1 of the bill, it would make four fundamental changes to our ability to
price and manage risk.

First, it would prohibit risk-based re-pricing of existing debt at any time, even with notice
and choice. For purposes of evaluating the impact of this provision, it is important to
note that in the great majority of cases, we learn about an increase in a customer’s risk
after the customer has run up a large balance and utilized a large part of a credit line, not
before. Thus, the risk lies in that existing balance, not future charges (which may not
even be permitted if the customer has reached or exceeded the card’s credit limit).

Thus, under H.R. 5244 once a customer ran up a balance of, for example, $9,000, then
the interest rate applicable at the time of the charges — say, 9.9% — would continue to
apply until the loan is repaid. Currently, we propose a higher interest rate to customers
but tell them that they have the right to say no — to opt out of the increase and repay the
existing balance under the old rate, so long as they stop using the card — but H.R. 5244
would say that they can keep the old rate and continue using the card at the new rate by
accepting the proposed “change in terms” with no consequence.

As already noted, we have found that an increased interest rate causes borrowers to repay
their outstanding balances in larger amounts and more quickly, thereby reducing our risk

and their exposure. Under H.R. 5244, this tool would be taken away and the result would
be higher prices and less credit available at the outset and throughout the relationship.

Second, in addition to letting them opt out of risk-based re-pricing, H.R. 5244 would
provide customers the ability to opt out of default re-pricing — that is, allow customers to
breach their agreement but suffer no consequence for it. Under H.R. 5244, a consumer
could keep the loan open, making only a minimum payment; so, if interest rates rose, and
the customer’s credit rating fell and prevented him from obtaining other credit, the
customer could repay as slowly as possible.

H.R. 5244 thereby would take significant steps to reduce a customer’s incentive to
manage credit wisely — to both the issuers detriment and the customers. A customer who
consistently paid late or overspent would be given the opportunity to opt out of the higher
rate that the customer agreed to pay in the event of such misbehavior. This customer’s
risk would be subsidized by those other customers who do not default on their contracts.

Third, as we read the bill, issuers would generally be prohibited from re-pricing except at
the expiration of the term of the card. At that point, they could re-price by amendment
for any reason — excepf risk.
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Last, the notice mechanics of H.R. 5244 would seriously impede the ability of banks to
respond to risk when that risk is identified. In aggregate, provisions of H.R. 5244 would
give customers an extraordinary 135 days to decide whether to accept a higher interest
rate or take their business elsewhere. This extended period and a lack of incentive for
customers to pay in a timely fashion would significantly increase risk.

In sum, Section 1 of H.R. 5244 would increase issuers’ risk and take away important
tools they use to manage it. The results are not hard to predict. H.R. 5244 would at least
in the short term reduce the cost of credit for existing consumers with damaged or
deteriorating credit. However, it would reduce the ability of such consumers to obtain
credit in the future. Knowing that any charges incurred by a consumer will continue to
carry the same interest rate indefinitely, lenders — as a matter of both profitability and
safety and soundness — would be required to restrict availability and raise rates for such
borrowers. Finally, and most importantly, because it is difficult to predict at the outset
which borrowers will end up defaulting, rates and fees are highly likely to rise for all
borrowers.

Of course, one could respond that fewer Americans having credit cards, or being able to
borrow less, is just what the doctor ordered, and that government-sponsored reductions in
the amounts that consumers can borrow is appropriate. But of course this bill focuses
only on credit cards. There is no reason to believe that consumers denied credit through
credit cards will not choose to turn to payday lenders or other higher-cost, lower
transparency sources of credit. And H.R. 5244 would also raise prices on the great
majority of customers who are managing their credit responsibly, and currently benefiting
from risk-based pricing.

Recent experience suggests that this course is not a wise one. There is general consensus
that the major cause of the mortgage crisis was an originate-to-distribute model where
players in the system had incentives to externalize or not fully consider risk. A clear
lesson of the past year has been that both lenders and consumers suffer when lenders do
not sufficiently consider risk in pricing loans.

As a credit card lender, we internalize risk. Credit card lending is unsecured, and if a
customer defaults, we suffer the loss. The customer emerges with damaged credit, but
loses no assets. H.R. 5244 would exacerbate this problem by limiting our ability to adjust
terms to meet risk.

There is another area where a comparison of mortgage and credit card legislation is
worthwhile. The major credit card companies fund more than 50% of their portfolios
through securitization - currently more than $400 billion of receivables are funded
through asset-backed securities. Investors in card receivables have taken comfort from
the underwriting discipline of issuers, including their ability to adjust on a real-time basis
for changes in risk. Obviously, the availability of funds would shrink or rise in cost to
the extent that issuers” ability to price for risk was degraded, with this cost passed along
to borrowers.
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In considering legislation on mortgage lending, the Commitice wisely continues to
consult with a wide range of secondary market participants to determine the potential
impact on already damaged credit markets. We believe this bill has the potential to have
similar significant impacts on such markets, and would urge at least as much consultation
before so profoundly changing the way credit cards are priced and managed.

Pro-rata Payment Allocation

As card lending has developed, customers frequently carry balances on which they carry
higher interest rates. Cash advances, for example, carry higher rates than purchases;
initial, promotional rates offered to encourage balance transfers often carry a lower, even
0% rate. Section 3(f) of the bill requires that any payment made by a customer be
assigned pro rata to each balance; so a $100 payment by a customer with a $500 cash
advance balance at 19.9 percent, $300 purchase balance at 9.9%, and $200 promotional
rate balance at 0%, will be assigned $50, $30, and $20 respectively. Cusrently, most
issuers would apply the $100 payment solely to the promotional rate balance.

Such an allocation scheme seems rational; however, the market should be left to produce
such a structure, rather than having Congress mandate it by legislation. A clear downside
of such an allocation system — and perhaps why the market has nof produced it ~ is that it
would severely curtail the use of promotional rates that have proven popular with, and
valuable to, customers. Under the Fed’s proposed Regulation Z, disclosure of payment
allocation practices will be improved, and competitors will have an incentive to move
towards pro rata allocation if there is genuine demand for it (and a corresponding lack of
demand for promoticnal rates). It is worth noting that a customer who intends to pay off
a balance after a couple of months would more rationally choose the former, but would
be denied that choice by H.R. 5244.

Average Daily Balance

At its most clemental, lending means extending funds to a borrower in exchange for the
payment of interest. Interest is assessed against the amount owed for the amount that the
loan is outstanding, at an agreed-upon rate. Thus, if credit card lending were like all
other types of lending, a cardholder would begin to pay interest at the time credit was
extended ~ for example, at the time a purchase was made - and would pay interest for the
use of those funds until repaid. In competing for borrowers, however, credit card issuers
combined the benefits of a charge card ~ where customers were required to pay in full
each month — with the ability to revolve a balance each month to create a unique
exception to this rule: basically, that a loan would be interest-free in the event that the
borrower repaid it in full at the end of the billing cycle. So, even if a customer borrowed
money on the first day of the month and repaid it on the last — 30 days worth of
borrowing, and 30 days of credit risk for the lender — no interest would be charged.

There was nothing foreordained about this outcome. It is not required by law; indeed, it
is hard to imagine a law requiring banks to lend money interest free. It is certainly not
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the market norm: one does not receive a refund of cach month's mortgage interest if the
principal payment is repaid; borrowers are not rebated interest they pay on a car loan if
they repay the principal. Indeed, this outcome is rather extraordinary - and represents a
major financial sacrifice by lenders, who could carn substantially more interest income
under traditional practice. That, of course, is why its benefits have been limited to one
type of borrower: the botrower who consistently repays in full each month, and thus
represents the lowest risk.

For borrowers who do revolve a balance, issuers charge interest against the average daily
balance over the cycle. Borrowers who revolve a balance — that is, do not repay in full -
pay an interest rate that is multiplied by the average amount they borrowed during the
month. That method is universal, relatively simple to understand, and, we thought,
uncontroversial.

Under the average daily balance method, interest is owed on the average amount
borrowed over the course of the previous period. Suppose, for example, that a customer
with a 10% interest rate begins the January period with a carryover $1,000 outstanding
balance, makes a $500 purchase halfway through the month and then pays $500 at the
very end of the cycle. The 10% interest rate would be applied to the $1,000 for the first
lhalf of the month, and to $1,500 for the second half.

As we read the bill, Section 3 invalidates the average daily balance method of calculating
interest owed on an account. Section 3 would, in effect, allocate the payment to the new
purchases and dictate that the customer pay interest on only $1,000 for every day of the
month - in other words, that $300 of the $1,500 in credit offered for the month be an
interest-free loan. The section is self-described as prohibiting double-cycle billing, but
would not prohibit double-cycle billing but rather single-cycle billing. {Double cycle
billing - a practice in which Bank of America has never engaged - occurs when a
customer who has been paying in full each month decides to begin revolving a balance;
in a month where the customer began owing nothing, the interest rate is assessed against
charges made in that month as well as the following month — that is, assessed in two
cycles.)

As noted earlier, we currently make interest-free loans to our customers who pay off each
month; H.R. 5244 would also require us to make interest-free loans to customers who
revolve a balance, if they choose to pay off at the end of the month.

Credit Cycle

H.R. 5244 would mandate that there must be at least 25 days between the date the
statement is mailed and the payment due date (as opposed to 14 days, under current faw).
Given that it takes us 3-6 days to generate and mail statements after the closing date (and
given that months have 28-31 days), we would simply be unable to comply with this
provision, absent the elimination of grace periods. Furthermore, in effect, this section
would mandate that any grace period provided by an issuer — that is, any interest free loan
~ last a minimum of 25 days plus processing time - as opposed to 14 days plus
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processing time currently. By mandating the length of a grace period, this provision
would either further endanger the continuance of grace periods or cause other prices or
fees to rise. Given the absence of any empirical evidence that customers need a time for
mailing of greater than 14 days, we cannot support the government setting this term of
the agreement.

Fraud Risk

Section 3{d) would prohibit issuers from reporting to a credit bureau the fact that a
consumer has recently opened new credit card accounts until the card is used or activated
by the consumer. This seemingly innocuous provision will significantly increase so-
called “bust-out risk™ — that is, what happens when an identity thief, or a customer facing
a financial crisis, applies for multiple cards at the same time, with the goal of maxing
them all out immediately. If our lenders see such behavior going on, they will not issue a
card. But under H.R. 3244, they will be blinded to this risk until it is too late.

We have other, more technical, concerns about the bill, which we would be pleased to
discuss with Committee staff,

Conclusion

Based on our own experience with each customer and on the experience of other
creditors, it is imperative that we take risk into account when making lending decisions.
Doing so makes good financial sense, and makes credit readily available at more
competitive prices to more customers. Every credit card company uses different pricing
strategies based on what it thinks best serves its customers and what makes it the most
competitive in a highty competitive market place. We strongly believe ours is what
provides the most credit at the least cost to more of our customers while fairly pricing for
risk.

Thank you for the opportunity to share our views today. T look forward to any questions
from the panel.

10
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Testimony of John G. Finneran, Jr. General Counsel, Capital One Financial Corporation
Before the United States House Subcommittee on Financial Institutions
March 13, 2008

Chairwoman Maloney, Ranking Member Biggert, and members of the
Committee, my name is John Finneran. I am the General Counsel of Capital One
Financial Corporation. I want to thank you for inviting me back to testify before the
Subcommittee, this time about pending credit card legislation. As you may recall,
testified before you in June of 2007, and participated in the Credit Card Summit hosted
by Chairworman Maloney, in July.

This Subcommittee has played a constructive role in identifying problems that
consumers have with their credit cards. We have been a willing, active participant in the
dialogue about how to improve on the remarkable value delivered to millions of
American consumers by credit card products.

With respect to the practices that have been central to the debate, Capital One has
worked diligently to establish a high standard of customer sensitivity.

e We do not engage in any form of “Universal Default” repricing.

e We have never done 2-cycle billing.

¢ We have a single, clear penalty repricing policy. We will impose a penalty

rate on a customer only if the customer pays late twice by three or more days

in a twelve month period with respect to that specific card. We will provide
the customer with a prominent warning on the billing statement after the first
infraction. In many cases, we choose not to reprice a customer even if the

customer pays us late twice in a twelve month period. If a customer is
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repriced, but pays us on time for 12 consecutive months, we will take the
customer back to the prior rate. This “unrepricing” is automatic.

* We have supported the Federal Reserve’s proposed 45-day notice for penalty
repricing, and have gone beyond the Fed’s proposal to urge that customers be
given the opportunity to reject any repricing, close the account, and pay down
the outstanding balance at the old rate over time.

e We provide our customers notice and the ability to opt out of overlimit
transactions.

Across our entire portfolio of customers—more than 30 million--we work very
hard to provide important notices in plain English that capture attention at critical
moments. We do so because we believe—as Chairman Bernanke said to this Committec-
~that card holders must understand the terms under which they are borrowing, and be
empowered to manage their credit wisely——as the overwhelming majority of our
customers do.

Capital One has never been a voice for the status quo. We have long advocated
for changes in the way credit cards are marketed to consumers. We believe that the
banking regulators have the statutory authority right now to implement an advanced
consumer choice regime that effectively solves the most critical credit card problems
identified by the Committee with minimal risk of over steering or unintended
consequences.

Toward that end, we have led the industry in recommending that consumers have
clear, conspicuous 45-day notice and the right to opt out of all types of repricing, And

we believe that such a regulatory initiative may be on the horizon.
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But Madame Chairwoman, we also believe that it is unwise—especially at this
time—to enact broad legislation that sets payment formulas in statute, redefines critical
product features, and limits the tools of risk management for consumer credit.

Capital One must therefore oppose H.R. 5244 and we do so for three fundamental

reasons:

1. The legislation sets multiple statutory limits on a lender’s ability to price for the
cost of credit. For example, under the heading of eliminating “double cycle
billing,” the bill actually redefines the concept of “grace period” and arbitrarily
expands the degrec to which all issuers--even those that don’t engage in double
cycle billing--must extend credit interest-free. Similarly, the bill mandates a
formula for allocating a customer’s payments for different types of borrowing in a
way that will certainly result in reducing the availability of deeply discounted
introductory and balance transfer rates. Other provisions also raise the specter of
price controls.

2. The consequence of so sweeping a bill would be to force the industry to raise the
cost of credit for everyone, including those who present less risk of default to the
lender, and reduce the availability of credit for those customers who present a
greater risk of default.

3. This result would be exactly the wrong policy prescription, particularly in this
economic environment. As the mortgage crisis has unfolded, we've had a
progressive tightening in the credit markets and many believe we are near or in a
recession. To ease the impact of a slow-down i our economy, the Fed has

aggressively lowered the federal funds rate and the Congress has passed a
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bipartisan stimulus package. H.R. 5244 could significantly counteract the

positive effects of both of those policy initiatives.

Madame Chairwoman, that would be especially unfortunate since the regulators—
those policy makers uniquely positioned to evaluate the complex and dynamic credit card
industry—are poised to address all of the issues targeted by H.R. 5244,

Under its new Reg Z rule, the Fed proposes a 45-day notice period before all
types of repricing. The new rule also offers improved disclosure requirements for
payment allocation, minimum payment, and “fixed” and introductory interest rates. And
that’s just a partial list,

Equally important, Chairman Bernanke has confirmed before this Comrﬁiltee that
the Fed will soon supplement its Reg Z rale with new credit card rules under its UDAP
authority. It seems likely that those rules will go to the core of the Committee’s concerns.
We believe that such rules may provide the best, safest and most direct road to reform.

Capital One has publicly called for balanced, reasoned change that can be
implemented quickly, would improve disclosure and enhance consumer choice. We have
also sought to work cooperatively with you and the Committee. Though we must
respectfully disagree about the impact of H.R. 5244, | want to thank you for this

opportunity 1o ¢Xpress our views.

# # #
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Testimony of Carter Franke
House Committee on Financial Services
Subcommittee on Financial Institutions and Consumer Credit
March 13, 2008

Madam Chairman, Members of the Committee, good morning. My name is Carter Franke; I am a
senior vice president at JPMorgan Chase.

I am proud to represent, today, more than 20,000 Chase Card Service employees who serve the
needs of more than 100 million Chase credit card relationships every day.

Chase believes that building solid customer relationships is the best approach to long-term
success in the credit card or any industry, and we have worked to deepen those relationships for
a number of years. This is our third appearance before Congress in the last 14 months, and we
have listened carefully to the points of view that have been raised. More important, we have
listened closely to our customers, and as a response to their needs and concerns, we have made
changes in our practices to align with them.

Last year we articulated before Congress and in other venues our belief that the appropriate use
of credit cards involves a shared responsibility between card issuing banks and their customers.
We said that credit card holders need to use their cards responsibly. That means they should
only purchase goods and services they can afford; they should not exceed their credit fimits; they
shouid make payments on time; and they shouid avoid behavior that lowers their overail credit
worthiness.

For banks like Chase, our responsibilities include the need to communicate clearly and
transparently about cur products, to help customers understand the terms of our agreements ~
and to go further by helping them five up to those terms.

That is why, early last year, we developed our Clear & Simpie program, to make sure customers
have clear information and to simplify their relationship with us. Qur Clear & Simpfe web site
contains tools and access to programs that help customers manage their accounts and avoid late
and over-limit fees. Through Clear & Simple customers may, for example, stop courtesy approval
of over-limit charges, thereby assuring they will never be charged an over-limit fee. They may
also sign up for free payment-due alerts and choose their own payment due date. They may
also sign up for automatic payments, virtually assuring they will never be charged a late fee. The
Clear & Simple site also contains educational resources for groups such as students and seniors
to help them understand personal finance and the limits necessary to use credit cards wisely.

Last year, Madam Chairman, we participated in your roundtable process to develop a set of “Goid
Standard” Credit Card Principles. We were pleased to be included in the roundtable and gratified
that we could contribute to the Principles. In general, we believe that a broad set of clear,

customer-friendly principles makes great sense and can serve as a guide to responsible behavior.

Also last year, as we examined our policies and practices through the lens of our Clear & Simple
principles and in response to customer comments, we decided to make a major policy shift. We
announced in November that, as of March 1% of this year, we would no longer use credit bureau
information to re-set a customer’s interest rate.

We very much appreciated your announcement applauding our change, Madam Chairman. We
believe that in both principle and practice, we share your concerns for consumers who use credit
cards.
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However, we also believe that great caution must be exercised in the process of turning these
concerns into complex new legisiation. That is particularly true since good regulatory aiternatives
exist, namely the Fed's Regulation Z, which is well under way and promises to include certain
features that will greatly benefit consumers, accomplishing much of what HR 5244, the Credit
Card Bill of Rights Act of 2008, contemplates.

The Fed's far-reaching overhaui, while not perfect as we noted in cur comment letter, will
significantly improve consumer disclosures and consumers’ control aver contract terms. It is the
result of extensive research and exhaustive consumer input involving 2,000 public comment
letters, 900 pages of proposed changes, and significant interview and focus group research with
consumers around the country. When the revised regulations are in place, we believe they will
accomplish much of what policymakers want without the unintended consequence of harming the
great majority of consumers with higher interest rates, about which I will speak in a moment.

I would also like to remind this Committee that Fed Chairman Bernanke, appearing here on
February 27, not only addressed the importance of Reg Z for consumers, but he also referred to
the Fed’s authority under the Unfair or Deceptive Acts and Practices authority to "ban specific
practices which are unfair or deceptive for the consumer.” This proposal is expected fo be
circulated soon.

At Chase, we believe that the Federal Reserve Board's process to put more information and
greater control in the hands of consumers, combined with a commitment to ban practices that
are unfair or deceptive, is preferable to the legisiation currently under discussion and that
Congress should let the Fed's process continue to determine its effectiveness.

We urge caution and great restraint with HR 5244 today and ask the various elements of our
saciety represented here today — elected representatives, consumers, and industry — to consider
the real and ultimate goal we are trying to achieve. If you see that goal, as we do, to be the
continued availability of unsecured credit to the broadest group of Americans at the lowest
average cost, then we all need to step back and see what impact this legisiation would likely
have.

Even though Chase does not engage in a number of the practices the bill would prohibit -~ for
example, two-cycle billing and bureau-based re-pricing ~ we are still concerned about the
unintended consequences for consumers that will result from legislation that would significantly
reduce our ability to price our product according to the individually tailored profiles of our
customers. This individualized pricing based on a customer’s risk profile is the bedrock of our
competitive credit card industry today. The ability to price for individual risk and make attractive
offers for consumers” business based on competitive interest rates has significantly lowered the
average rate paid by the vast majority of consumers, while at the same time making credit
available to many who would never have qualified for a card only 15 years ago.

Turning back the clock on individualized pricing will reverse the most beneficial trend for
consumers, as chronicled in a number of studies, in the past 20 years ~ bringing credit cards to
many more people at much lower average prices.

The 2006 GAQ report, requested by Senator Levin, found that credit card interest rates had
declined from around 20 percent in 1990 to 12.3 percent in 2005. Federal Reserve data shows a
similar drop in interest rates in the same period — from 18.23 percent at the end of 1990 to 12.58
percent at the end of 2005. Most studies relate these declines to the development of risk-based
pricing and subsequent competition.
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According to the Federal Reserve “Report on Practices,” “advances in the technology of credit-risk
assessment and the breadth and depth of the information available on consumers’ credit
experiences have made it possible for creditors to quickly and inexpensively assess and price risk
and to solicit new customers.” The result has been to unleash competitive forces that have
lowered the interest rates on the majority of credit cards to close to that of the cost of funds.

Yet the current bill would undermine the competitive individual pricing modet! through a number
of sub-provisions that essentially micro-manage a bank’s ability to charge interest and to change
an interest rate whenever a customer does not keep a promise, such as failing to pay a bill or
going substantially over their credit limit. These are important parts of our agreement, and we
have always made the consequences clear to our customers both at application and when they
receive their card. The bill also requires that a bank follow payment terms which cost a great
deal to implement - costs that will be passed on to consumers -- and will virtually end
competitive efforts to win business through low ar zero interest offers.

At Chase, our experience is that consumers appreciate these offers and take advantage of them.
Many have become our long-term, valued customers.

Credit card issuing banks are constantly evaluating which of these loans may lead to a costly
default or non payment. Whenever a bank’s ability to adjust pricing at the first sight of defauit
indicators is diminished, our experience tells us that expensive defauits will rise. For example, at
Chase, approximately 30 percent of late payers eventually default on their loans. This results in
costs being driven up and passed on to consumers in the form of higher interest rates and
avoiding taking on customers with riskier individual profiles, cutting off access to mainstream
credit for many Americans. When this happens, these families may be forced to turn to payday
lenders and sub-prime credit sources where interest rates can be extraordinarily high.

Please keep in mind that these comments come from a bank that has already taken extraordinary
steps to increase the control its customers have over their accounts, including most notably our
recent pricing policy change that we no longer use credit bureau information to initiate an
increase to a customer's rate —~ ever. We believe that especially in times of economic uncertainty,
our customers appreciate knowing that whatever financial strain they might face, we won't add
to it, as long as they remain in good standing with us.

We also very strongly believe the context in which HR 5244 is being put forward argues for
considerable restraint on this legislation.

In this uncertain economy, with credit markets already much tighter than they have been in
many years, prudence would seem to dictate extreme caution with legisiation that has the
potential to further restrict consumers’ access to credit. Access to unsecured credit through
credit cards has become so important to consumers that there is significant anecdotal evidence
that many are paying their credit card bills before other forms of credit, including mortgage and
automobile loans. There is clear indication that restricting credit cards would likely have painful
consequences for consumers and smalf businesses ~ and eventually for the US economy.

With these comments, I want to say again that I am pleased to represent Chase Card Services
and its employees today and look forward to your questions.
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Good morning Chairwoman Maloney and Ranking Member Biggert. I am a partner in
the law firm of Morrison & Foerster LLP, and I practice in the firm’s Washington, D.C. office.
Prior to joining Morrison & Foerster, I was an Associate General Counsel in the Legal Division
of the Board of Governors of the Federal Reserve System (“Board™) for over 15 years. Prior to
that, I worked at the Federal Reserve Banks of Boston and Chicago. In all, I have over 30 years
of experience working in banking and financial services, including working on various issues
relating to credit cards. During that time, I have had the opportunity to be intimately involved in
both drafting and interpreting regulations as a regulator and in advising financial institutions on
how to interpret and comply with regulations. I have witnessed first hand the changes in
industry practices brought about by various regulatory modifications and other difficulties
incurred in compliance. 1 am pleased to appear before you today to discuss H.R. 5244, the
Credit Cardholder’s Bill of Rights Act of 2008,

Credit Cards Benefit Consumers

Today, credit cards are among the most popular and widely accepted forms of consumer
payment in the world. In 2005, the total value of credit card transactions charged by U.S.
consumers alone exceeded 1.8 trillion dollars. Credit cards can be used at millions of merchants
worldwide. As a result of the convenience, efficiency, security and access to credit that credit
cards provide to American consumers, credit cards have become a driving force behind the
consumer spending upon which our national economy is largely based. Credit cards also have
facilitated the development of new markets, such as the Internet, where credit cards play an
essential role.

Credit cards offer other benefits to consumers including consolidation of transactions into

a single statement payable once a month, the ability to accurately track expenses and freedom
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from cash dependency when shopping locally or when traveling around the world. In addition,
consumers typically enjoy protections that are unavailable in cash transactions when they use
credit cards, including protection from loss or theft and preservation of claims and defenses that
a consumer may have against the merchant. Credit cards also offer other benefits, such as
product warranties and rewards, including, for example, cash back and airline frequent-flier
miles. Moreover, approximately half of all cardholders pay their balances in full every month
and, therefore, enjoy interest-frec loans.

Although fees, and card issuer revenues from fees, have increased in recent years,
because of vigorous competition among credit card issuers and the use of individualized pricing
medels, consumers are enjoying lower interest rates and more access to credit than in the past.
For example, according to a recent Government Accountability Office report on credit card
disclosure practices (“GAO Report™), the average credit card interest rate 15 years ago was
approximately 20 percent and credit cards often had annual fees in excess of $20. Today,
according to the same GAO Report, the average interest rate is approximately 12 percent and
nearly 75 percent of credit cards have no annual fees. In addition, although there has been much
concern about levels of credit card debt, the GAO found that credit card debt is a small portion of
overall consumer debt and has actually declined as a portion of overall consumer debt.

Despite the benefits that credit cards offer, in recent years, credit card practices, such as
so~called “universal default” and “double-eycle billing,” have been criticized as unfair to
consumers in large part because these practices are inconsistent with consumers’ expectations for
their credit card accounts. These criticisms call into question whether the current credit card

disclosure regime has kept up with the market. Simply put, it has not.

! http://www.gao.gov/new.items/d06929.pdf.
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Recognizing this, in June 2007, the Boeard proposed a comprehensive revision to the
credit card provisions of its Regulation Z, which implements the Truth in Lending Act ("TILA”).
This proposal addressed many of the issues addressed in H.R. 5244. Moreover, the Board has
recently announced that it is exploring additional credit card issues under its unfair and deceptive
acts and practices authority. 1 believe that it is premature to address credit card practices in
legislation until these regulatory initiatives are completed, probably sometime later this year.
The regulation of consumer credit is highly technical and the risks of unintended consequences
from acting on inadequate information or simply imperfect drafting are significant. 1 believe that
H.R. 5244 demonstrates these problems.

LR, 5244

The Credit Cardholders’ Bill of Rights Act of 2008 would impose significant and far-
reaching restrictions on the credit card industry that could have significant and adverse
unintended consequences for consumers, the industry and, potentially, the U.S. economy. On
balance, H.R. 5244 would significantly curtail the ability of credit card issuers to aceurately price
for risk on existing accounts, substantially reducing their ability to modify pricing to reflect
changes in the creditworthiness of borrowers and changing market conditions.

The impact of these restrictions could be significant. Current credit card pricing is based
on individual risk factors. Individual pricing allows a credit card issuer to provide credit cards
with lower rates to lower-risk cardholders while still providing credit cards at higher rates to
higher-risk consumers who otherwise might be unable to obtain credit. Under H.R. 5244, the
current risk-based pricing model for credit cards is likely to be restructured to one in which
cardholders with good credit histories who pay their bills on time would subsidize higher risk

cardholders. It is also likely to lead to a tightening of credit availability for lower income



112

cardholders, or for those in acute financial stress, since many issuers may simply avoid offering
credit to this segment of the market rather than increasing costs to other cardholders. This would
reduce the availability of credit at a time when economic stimulus, not tightening, is needed.

The Board’s proposal involves targeted initiatives that promote consumer control, choice
and understanding with respect to the use of credit cards. In addition, the Board’s efforts to
address alleged unfair or deceptive practices are likely to go to the concerns being raised with
respect to various credit card practices, but in a way that should limit unintended consequences
that may hurt consumers and the U.S. economy.

In contrast, H.R. 5244 likely would result in a number of significant unintended
consequences. For example, section 2(a) of HL.R. 5244 would prohibit increases in APRs that are
based on negative information that is not directly related to account performance. This provision
would encourage credit card issuers to charge higher rates initially in order to take into account
the potential deterioration in cardholder creditworthiness. The effect of this provision would be
compounded by section 3(f) on payment allocation, which would prolong the pay-off of existing
balances, In addition, section 2(b) would limit changes in terms to specific reasons and subjeet
to specific limitations in the credit card agreement. Morcover, section 2(c) generally would
require 45 days advance notice, and an additional 90 day opt-out period, for any rate increase on
a credit card account, This provision would delay credit card issuers from re-pricing for risk at
the time that risk has bccome readily apparent, thus requiring them to account for that risk in
other ways, including, for example, by pricing accounts higher at the outset.

I belicve that the Board’s proposal should address the concerns inherent in these
provisions-—the fairness of changes in terms at any time for any reason with little prior notice.

The Board’s proposal would require that credit card issuers provide 45 days prior writlen notice
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before changing rates or charges or increasing minimum payment requirements disclosed in the
account-opening disclosure. This 45-day notice period would apply to both changes in terms and
default pricing. These prior notices would give a cardholder ample opportunity to seek a better
rafe elsewhere.

Section 3(a) of H.R. 5244 would prohibit the application of interest to credit card
balances that have been paid within the so-called “grace period,” if the credit card issuer
provides such a grace period—a practice that the bill refers to as “double-cycle billing.” This
provision, for example, would disconrage credit card issuers from providing grace periods for
anyone (i.e., eliminate the interest-free loan aspect of credit cards even for those that pay on time
and in full), or encourage them to impose higher rates on all accounts if they continue to offer
grace periods. In addition, section 3(a) may outlaw current interest rate caiculation practices that
are not considered to be double-cycle billing. Under the Board’s proposal, double-cycle billing
would continue to be disclosed in solicitations and account-opening disclosures. This disclosure
would be directly below the disclosure table. Although this proposal may not fully address all
concerns about double-cycle billing, additional disclosures could alert consumers to the practice
effectively without disrupting other existing billing practices that have not been the subject of
controversy.

Section 3(f) of the bill would require pro-rata allocations of payments to different
balances that are subject to different rates. This provision would significantly change industry
pricing models and would, for example, discourage credit card issuers from offering low
promotional rates, thereby reducing competition in the marketplace. In practice, these rate
options would provide added incentives for consumers to change accounts in response to notices

of rate increases or other changes in terms. Under the Board’s proposal, credit card issuers
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would be required to add a new disclosure to credit card solicitations and account-opening
disclosure tables stating that any discounted cash advance or balance transfer rate does not apply
to purchases, that payments will be allocated to balances subject to the discounted rate before
being allocated to any purchases and that the consumer will be charged interest on the purchases
until the entire account balance is paid off. This type of disclosure could be broadened to other
circumstances where different rates apply to different unpaid balances.

Section 3(g) of H.R. 5244 would require that each periodic statement be provided to a
cardholder at least 25 calendar days before the due date identified in the statement, representing
more than a 75 percent increase over the time currently required by section 163 of TILA. This
provision would discourage credit card issuers from offering grace periods or require card issuers
to charge higher rates to address the income lost due to extended grace periods. In light of the
fact that TILA currently requires that periodic statements be mailed at least 14 days prior to the
due date and also requires the prompt crediting of payments, I believe that issues with late
payments are more appropriately addressed through improved disclosures. In this regard, the
Board’s proposal would require that the periodic statement disclose the due date, cut off time on
the due date for the receipt of payments if it is before 5 p.m. and any late payment fees or penalty
rate that will apply due to a late payment. These disclosures would be grouped together on the
first page of the periodic statement.

Section 4 of H.R. 5244 would give consumers the right to opt out of over-the-limit
transactions where an over-the-limit fee may be imposed and, more generally, restrict the
imposition of over-the-limit fees cven where consumers have not opted out. This provision
would encourage card issuers to deny transactions that might, but will not necessarily exceed,

credit limits making it more difficult for a consumer to rely on the ability to use his or her credit
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card for emergencies or as he or she may otherwise choose. In addition, compliance with this
provision would create significant operational difficulties for credit card issuers and would
require consumers to continually monitor their account balances to determine if an anticipated
purchase will exceed the limit and be declined. Under the Board’s proposal, credit card issuers
would be required to disclose specified fees, including over-the-limit fees, in credit card
solicitations and account-opening disclosure tables. In addition, fees would be grouped
separately on periodic statements under the heading “Fees” and labeled as transaction fecs or
fixed fees. The periodic statement also would include a year-to-date total for fees.
Small Businesses

An often overlooked point is that the vast majority of America’s small businesses rely on
credit cards for their cveryday operations. According to a 2007 SBA report {o the President,
small businesses account for over 50.9 percent of the domestic work force, 50.7 percent of the
non-farm gross product and all of the net job growth in 20047 In 2003, the Board surveyed
small business finances and found that over 77 percent of small businesses used credit cards to
pay business expenses and nearly 30 percent used cards to help finance their business
operations.” H.R. 5244 could have a direct and adverse impact on small businesses, raising
interest rates and reducing the availability of credit for this very important segment of the U.S.

economy.

2 http://www.sba.goviadvo/research/sb_econ2007.pdf.
3 See hitp:/fwww federalreserve.gov/pubs/oss/oss3/ssbfd3/ssbf03home.html.

S8-
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Financial Markets

Finally, in addition to likely increasing rates for consumers and small businesses,
H.R 5244 may have other adverse affects that are more difficult to assess but that could be even
more significant. In a retail market, such as credit cards, where a significant source of funding is
derived from asset-backed securitics, and in an environment where market confidence in asset-
backed securities has been shaken, any market perception that the risk profile of credit card
receivables is changing could well fead to a reduced appetite for assets backed by credit eard
receivables that would, in tumn, require issuers to tighten credit standards and raise rates even
further.

1 appreciate the opportunity to appear before you today, and T would be pleased to answer

your questions.
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Madam Chairwoman, Members of the Subcommittee:

I am pleased to testify in support of H.R. 5244, the Credit Cardholders” Bill of Rights,
legislation that would end many unfair and abusive billing practices within the credit card
industry.!

There are four major points I wish to make in my written testimony. First, [ want to
underscore for the Subcommittee the unusual and confusing nature of credit card pricing and
how deceptive and manipulative billing practices exacerbate the situation. Credit card billing
practices function as hidden price points that increase the effective cost of credit to consumers,
warp competition within the card industry, obstruct consumers’ attempts to exercise responsible
control of their finances, negatively impact the consumer goods and services economy, and
contribute to bankruptey filings. By banning various unfair and deceptive billing practices, H.R.
5244 would help improve the faimess and the efficiency of the consumer credit economy.

Second, 1 want to emphasize the inadequate state of the current regulatory regime for
credit cards, and explain why it is important that Congress act to fill the regulatory void. Third, I
wish to address a central argument put forth by the credit card industry against any form of
regulation, namely that it would dissipate the benefits of risk-based pricing. This arguraent
against regulation is inconsistent with the evidence on credit card pricing and is ultimately
inapplicable to H.R.5244°s very moderate provisions. And finally, T would like to suggest that
H.R. 3244 be expanded to prohibit an additional trio of unfair and abusive billing practices.

L THe COMPLEXITY OF CREDIT CARD PRICING AND THE INADEQUACY OF THE CURRENT
REGULATORY REGIME

Most consumer credit products, such as auto loans, mortgages, and student loans have
only one or two price points. These price points do not vary cxeept in relation to an objective
index, such as the Federal Funds Rate or LIBOR. Unlike other common consumer credit
products, however, credit cards have an astounding array of price points: annual fees, merchant
fees, teaser interest rates, base interest rates, balance transfer interest rates, cash advance interest
rates, overdraft advance interest rates, default interest rates, late fees, overlimit fees, balance
transfer fees, cash advance fees, international transaction fees, telephone payment fees, etc.
These are all explicit prices points, disclosed in Truth-in-Lending schedules. The sheer number
of explicit prices points that make it difficult for consumers to accurately and casily gauge the
total cost of using credit cards.”

This difficulty is compounded by credit cards’ hidden price points in the form of billing
practices such as universal cross-default, unilateral term changes, two-cyele billing, unliraited
overlimit fees, application of payments to the lowest interest rate balance, non-standard use of
terms like “fixed rate” and “Prime rate,” and unclear policies as to precisely when a payment is
due. These billing practices make credit card pricing to vary based not only on objective indices,
but also on the card issuers’ subjective whim. Credit card billing practices alter the application
of the explicit price points and make the effective cost of using credit cards higher than

! This testimony derives from Adam . Levitin, 4 Critique of the American Bankers Association’s Study of
Credit Card Regularion, Georgetown Law and Economics Research Paper No. 1104327, ar
hitp://ssrn.com/abstract=1104327.  All source data for graphs in this testimony may be downloaded from
bt/

g
* Mark Furletti, Credit Card Pricing Developments and Their Disclosure, Discussion Paper, Payment
Cards Center, Fed. Res. Bank of Phila., Jan. 2003, at 19.
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disclosed. These billing practices further obfuscate the true cost of using credit and make it
virtually impossible for a consumer to make a fully informed decision about whether to use
credit and, if so, which credit card product to use.

By concealing the true cost of using credit cards, these billing practices encourage higher
levels of credit card debt than would occur if there were clear and transparent pricing. A
fundamental cconomic theory, the price theory of demand, tells us that consumer demand for
credit products is shaped by the price of credit. When consumers cannot accurately gauge the
net price of credit, however, they will use inefficient amounts of it. In particular, when
consumers underestimate the costs of using credit cards, as occurs when consumers do not notice
hidden price points, they will overuse credit cards. Accordingly, unfair and deceptive credit card
billing practices have contributed to the soaring level of consumer card debt, which is rapidly
approaching one trillion dollars (see Chart 1, below).

Chart 1. Growth of Revolving Credit in the United States
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By banning billing practices that function as covert price points, H.R. 5244 will promote
greater competition in the card industry, help consumers exercise control of their finances
responsibly, encourage productive consumer spending, and help decrease bankruptcy filings.
Currently credit card issucrs do not compete with each other on the net price of cards (benefits
minus costs). Instead, they compete on selectively highlighted price points, such as teaser
interest rates or bundied benefits, like frequent flier miles.” Any issuer that attempted to

3 Federal Reserve Statistical Release G.19 measures revolving credit, which is primarily, but not
exclusively credit card debt. Mark Furletti & Christopher Ody, Measuring U.S. Credit Card Borrowing: An Analysis
of the G.19's Estimate of Consumer Revolving Credit, Fed. Res. Bank of Phila. Discussion Paper, April 2006, at 24.
There is no governmental statistic measuring just credit card debt, much less credit card debt accruing interest, a
serious shortcoming in the Federal Reserve's statistical collection.

4 Adam J. Levitin, Priceless? The Competitive Costs of Credit Card Merchant Restraints, 55 UCLA L.
Rev (forthcoming 2008).
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advertise its total price would suffer in the market because its total price advertisements would
line up against the zero percent teaser rates and triple bonus miles offered by other issuers. It is
casier for issuers’ to push price points away from easily comparable, up-front costs, like annual
fees, toward delayed back-end price points like penalty interest rates, late fees, and overlimit
fees. Competition within the card market leads to obfuscated pricing with price points away in
fine print billing practices. Eliminating hidden pricc points encourages card issuers to compete
on the basis of #otal price, which will make the credit card market more efficient.

H.R. 5244 will also empower consumers to exercise control of their financial affairs
responsibly, both by making the price of credit more easily understandable and by permitting
cardholders to opt-out of certain rate increases and opt-out of the ability to excced their charge
limit. Additionally, H.R. 5244 wili help the economy by promoting productive consumer
spending. The higher levels of credit card debt service fostered by hidden price points in credit
card billing practiees come at the expense of other parts of the economy, as every dollar spent
paying off credit card debt is a dollar that cannot be spent on new goods and services.? High
levels of credit card debt also discourage savings for future comtingencies and retirement.
Eliminating these hidden price points will foster productive consumer spending and help the
cconomy overall.

Disguised credit card price points also contribute to bankruptcy filings. Concealed
pricing encourages higher credit card use than would otherwise occur, which leads, inexorably,
to more credit card debt. Dollar for dollar, a consumer with credit card debt is more likely to file
for bankruptcy than a consumer with any other type of debt.® Debt is of course a sine qua non of
bankruptcy, but credit card debt has a particular and peculiar relationship with bankruptey filings
that other types of debt do not have. H.R. 5244 may help limit bankruptcy filings, the costs of
which are borne by all creditors, including the government, and thus by all taxpayers. By
climinating hidden credit card prices points, H.R. 5244 will make credit card markets more
efficient and will help consumers and the economy.

L H.R. 5244 F1LLs A MAJOR REGULATORY VOID

H.R. 5244 is an important step in establishing fundamental fairness and efficiency in the
credit card market and fills a major regulatory void. Credit cards are among the most ubiquitous
consumer financial products, Credit cards’ share of consumer payment volume is higher than
cash, checks, or debit cards.” More than one of every four dollars of consumer transactions in
2006 was done using a credit card.® By 2011, the number is expected to be closer to onc in
three.” In 2006 there were over $1.871 trillion dollars in credit card transactions in the United
States, a number projected to rise to $2.8 trillion by 201 1.1

Yet the credit card industry is only minimally regulated and is among the least
transparent in the financial services sector, State usury laws, the historical bulwark of consumer

¥ Adam J. Levitin, Priceless? The Social Costs of Credit Cards, 45 HARY. J. ON LEGIS. 1, 46 (2008).

¢ RONALD J. MANN, CHARGING AHEAD: THE GROWTH AND REGULATION OF PAYMENT CARD NETWORKS
AROUND THE WORLD 66 (2006).

7 Nilson Report #890, Oct. 2007, at 10-11

“1d.

I,

10 ]d
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credit regulation, were gutted by the Supreme Court on federalism grounds.’*  Binding
mandatory arbitration has closed off the courts to consumers and has largely precluded the
judiciary from ensuring even basic modicum of fairness in the card industry.*? State legislatures
and banking regulators who have sought to curb abusive credit card billing practices have found
themselves running up against preemption by federal banking law.

Federal law provides for little beyond barcbones disclosure regulation, cardholder
liability limits, and a minimum interest free grace period. Moreover, federal banking regulators
have shown a remarkable indifference to consumer protection,’d which is fundamentally at
tension with their primary safety-and-soundness mission. This indifference manifests itself both
in terms of lax enforcement of existing regulations, and resistance to enacting of anything other
than disclosure regulations. As a result, there is today no effective mechanism for regulating a
leading consumer financial services product. It is important that Congress take the lead in filling
this regulatory void in order to ensure fair and efficient consumer credit markets,

H.R. 5244 will not resolve all of the problems of the credit card industry; it does not
address deep-seeded problems of price structure, rewards programs, antitrust, merchant fees, or
identity theft prevention, among other issues. The card industry might well find new ways to
impose hidden price points. Nonetheless, H.R. 5244 is an important first step to reining in an
industry that has run wild in a regulatory no-man’s land of outdated and threadbare federal laws,
preempted state Jaws, and somnolent consumer protection by federal banking regulators. The
Credit Cardholders’ Bill of Rights is an important piece of consumer protection legislation that
will help shield consumers from the worst abuses of the card industry and that witl make credit
markets fairer and ultimately more cfficient.

UL THEMYTH OF RISK-BASED CREDIT CARD PRICING

An importani argument put forth by the credit card industry against any form of
regulation is that it would negate the benefits of risk-based pricing,M Risk-based pricing means
that credit cards are priced according to individual consumers® creditworthiness. Credit card
issuers contend that since the early 1990s they have engaged in risk-based pricing. Card issuers
claim that risk-based pricing has benefited creditworthy consumers in the form of lower costs of
credit and subprime consumers in the form of greater availability of credit. Card issuers contend
that any regulation, including of their billing practices, would negate the benefits of risk-based
pricing.

I wish to highlight four problems with the card industry’s risk-based pricing story: (1)
eredit card pricing is not actually risk-bascd, (2) risk-based pricing does not explain unfair and
deceptive billing practices, (3) neither creditworthy consumers nor subprime consumers have not
benefited from putative risk-based pricing; and (4) H.R. 5244 docs not interfere with card
issuers’ ability to price for risk.

" Marquette Nat'l Bank of Minneapolis v. First of Omaha Service Corp., 439 U.S. 299, 309 (1978)
(national banks are subject only to the usury laws of the state in which they designate as their location). See also
Smiley v. Citibank (S.D.), N.A, 517 U 8. 735 (1996) (late {ees are subject to Marguette’s limitations on state usury
Himits).

2 public Citizen, The Arbitration Trap: How Credit Card Companies Ensnare Consumers (Sept. 2007).

% See e, g.. Stephanie Mencimer, The Nefarious Bureauwcral Who's Helping Banks Rip You Gff, THE NEW
REPUBLIC, Aug. 27, 2007,

'* Eg., Jonathan M. Orszag & Susan H. Manning, An Economic Assessment of Regulating Credit Card
Fees and Interest Rates, Commissioned by the American Bankers Association, October, 2007.
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A. Credit Card Pricing Is Not Risk-Based

Overall, credit card pricing is not risk-based. Only some components of credit card
pricing relate to individual cardholder risk, and imprecisely so at that. Of the astounding array of
explicit and covert credit card price points, only some interest rates and late fees are arguably
risk-based. Most have no relation to risk.

There are two factors in determining cardholder repayment risk. First is the size of the
cardholder’s balance. The second is likelihood of the cardholder not repaying the balance (the
“risk profile”). All else being equal, a cardholder with a large balance presents a greater risk to a
card issuer than one with a smaller balance because in the event of a default, the card issuer’s
loss will be greater for the cardholder with the higher balance. Tt is important to remember that
risk profiles, derived largely from credit reports and “on-us” payment history, are not the sole
factor in determining risk to the card issuer; fully risk-based pricing should account for both the
likelihood of default and the size of the issuer’s exposure. Only some components of credit card
pricing relate to either one or the other of these two risk components, and imprecisely so at that.

None of the many credit card interest rates vary depending on the size of a consumer’s
balance. On the fee side, only overlimit and late fees sometimes vary depending on the size of a
consumer’s balance, but even then it is within two or three tiers that do not permit for precise
tailoring to risk. Likewise, some interest rates and late fees depend in part on issuers’ perception
of individual cardholders” default risk, but again are not narrowly tailored.

1. Interest Rates

Credit cards carry a variety of intercst rates. Many cards have introductory teaser rates,
often at 0%. They also typically have a base rate for purchases, a base rate for cash advances, a
base rate for balance transfers, a base rate for overdraft advances, and a default or penalty
interest rate. Intreductory teaser rates, which typically last several months, are not risk-based;
they are flat 0% rates for all borrowers, regardless of their risk.

Although the base interest rate for purchases is only one of many price terms that affect
the total cost of revolving a balance on a credit card, it is often perceived as the most important
price point; it is the first term listed in the Schumer Box and in larger font than any other term in
the Schumer Box.!5 Base interest rates are not particularly sensitive to individual consumers’
evolving risk profiles.

Most issuers offer only two or three pricing tiers for non-introductory base interest rates.
Credit tisk, however, does not come just in sizes small, medium, and large. These rates do not
change with the percentage of the cardholder’s credit limit that is used, cven though there is a
greater risk posed by identical cardholders, one of whom has a balance of $200 and another with
a balance of $20,000. Base interest rates do change, however, with the cardholder’s risk profile
(excluding balances). When a consumer’s risk profile changes, based either on “on-us” events,
related to the cardholder’s use of the card or other services from the issuer or on “off-us” events,
related to the cardholder’s other credit behavior, many card issuers apply default and penalty
interest rates retroactively to existing balances.

Empirical data indicates that interest rates are, at best, marginally risk-based. The
Federal Reserve tracks the average interest rates offered by commercial banks botl on all credit

1512 CF.R. Pt 22625(b)(1); 12 C.F.R. Pt. 226, App. G-10(A)-(B).
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card accounts and on accounts on which interest was charged. Accounts on which interest is
charged are an inherently riskier subset of all credit card accounts.

If card interest rates were risk-based, then one would expect interest rates on accounts
charged interest to be consistently higher than on cards in general. But as the Chart 2 shows, the
interest rates on accounts charge interest have alternatively been higher and lower than card
accounts in general. This flip-flopping indicates that, at least until 2004-——fourteen years in the
so-called risk-based pricing era—pricing was not risk-based. Only since 2004 has the expected
for rate gap emerged, and it is quite small, in the nature of 1%.1% In other words, there is scant
evidence that low-risk transactors are offered lower interest rates than higher-risk revolvers.

Chart 2. Terms of Credit Card Accounts at Commercial Banks
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Likewise, as Chart 3 shows, the spread in the effective interest rate charged between
Platinum cards (issued to the most creditworthy cardholders), Gold cards (issued to less
creditworthy cardhaolders), and standard cards (issued to even less creditworthy cardholders) is
negligible. The effective rate charge includes penalty rates, but excludes promotional teasers.
The difference in effective interest rates charged on Platinum Cards and Standard Cards,
weighted for market share, was .41% in February 2008.17 Even for base interests, arguably the
most risk-sensitive and important component of credit card pricing, it is hard to discern anything
more than a negligible risk-based pricing spread.

1 Pederal Reserve Statistical Release .19,
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Chart 3. Base Interest Rate APR by Card Type (Weighted by Market Share of
Qutstandings)
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2. Late Fees and Overlimit Fees

Late fees and overlimit fees are also only marginally risk-based. Many issuers have up to
three tiers of late fees, depending on the size of the late balance, but these tiers are much less
exact at reflecting risk than if the fee were a simple percentage of late balance. Nor do late fees
account for important risk factors like how late a payment is—the fee is the same whether it is
received one hour or onc month late. Nor are late fees based on the cardholder’s individual risk
profile. For example, Capital One, fourth largest card issuer in terms of total cards,'® has the
same late fee for consumers regardless of their credit profile.l® Capital One’s late fee is ticred
based solely on the account balance at the time the fecs are applied. 20

Likewise, overlimit fees bear no connection with the risk posed to the card issuer.
Overlimit fees are typically flat fee amounts that do not vary by eredit profile. A consumer who
goes one penny over the limit pays the same amount as a consumer who goes $200 over the
limit. Some issucrs vary overlimit fees by the amount of consumers’ credit limits, which are a
function of credit risk profiles, among other factors, but even then it is within a limited number
of tiers.

For example, some of Capital One’s cards do not have overlimit fees at all. For other
cards, Capital One has three tiers of late fees, one for consumers with credit limits under $500,
another for those with credit limits of at least $500, but less than $1,000, and a third for

'* Nilson Report #896 (Feb. 2008), at 9.

19 See Capital One Card Lab, at hitp;
on file with the author).

2010
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consumers with credit limits over $1,000. A cursory perusal of consumer bankruptey filings and
claims shows that even consumers who are serious credit risks often end up with credit limits
well over $1,000.21 Tiered overlimit fees based on credit limits are only vaguely risk-based, and
when considered with the absence of overlimit fees on some cards, it is hard to sec overlimit fees
as being a risk-based pricing mechanism. If card issuers were truly concerned about the risk
from overlimit transactions, they would either not permit overlimit transactions or make
overlimit fees a percentage of the amount overlimit. Most issuers” overlimit fees are penalties,
not risk-compensation.

The structure of late and overlimit fees makes it impossible for them to relate to
individual consumer risk profiles. Similarly, other credit card price points, such as annual fees,
merchant fees, transaction fees, and other back-end fees have no relation whatsoever to
consumers’ credit risk. To the extent that some credit card price points are risk-based, they arc
incredibly blunt instruments. Owerall, credit card pricing is only marginally sensitive to
consumer credit risk.

3 Flawed Credit Scores Constrain Card Issuer’s Ability to Accurately Price for Risk

When one considers the data from which credit risk is assessed—consumer credit
reports—it is apparent why the credit card industry has no real interest in implementing true risk-
based pricing. Consumer credit reports are seriously flawed as data sources.

Credit reports contain only certain reported (not actual) debts and lines of credit. They
are both over- and under-inclusive in their lsting consumers’ debts, often fail to include positive
payment information, contain no information whatsoever on consumers’ assets and income, and
may not be updated to reflect changes in risk profile in a timely manner. 70% are riddled with
errors, including false delinquencies and mismatched accounts.?

There is no requirement that creditors file reports with credit reporting agencies,” so
credit reporting may not show the full picture of a consumer’s financial activity. This means
credit reports can make consumers look either riskier or less risky than they actually arc as
borrowers. Moreover, most creditors are not required to file any particular information with
reporting agencies when they do file. X Often they will file only negative information or omit
key clements of data, such as credit limits.” And some creditors are reluctant to file information
about certain types of consumers, out of competition concerns. ™

It would be irresponsible for a card issuer to rely on such a flawed source for determining
its prices. Indeed, both Citibank and JPMorgan Chase Bank have announced that they ware
ceasing to use credit bureau information to adjust credit card interest rates.?? 1f two of the largest

212007 Riverside-San Bernardino Banksuptcy Project data {on file with the author).

2218, Public Interest Research Group, Mistakes Do Happen: Credit Study Ervors Mean Consumers Lose,
March 1998.

2 Federal Trade Commission and Board of Governors of the Federal Reserve System, Report to Congress
on the Féil(: Credit Reporting Act Dispute Process, August 2000., at 8.

.

“Id.

¥ press Release, Citigroup, Citi Announces Industry Leading Changes 10 its Credit Card Practices, March
1, 2007, at http/fwww.citigroup.com/citizroup/press/2007/07030 1 b htm; Press Release, Chase Card Serviees, Chase
Announces Clearer, Simpler Credit Card Pricing Approach: Chase Will No Longer Increase Rates Based on
Credit-Bureau Information, Nov. 19, 2007, at hitp:/biz.yahoo.conybw/071118/20071 119006007 heni? v=1.
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and most sophisticated card issuers in the country have determined that credit bureau information
is a poor source of consumer risk data, we should be chary of other card issuers” reliance upon
such data.

B. RISK-BASED PRICING DOES NOT EXPLAIN ABUSIVE BILLING PRACTICES

The total cost of credit card usage for cardholders is shaped not just by explicit price
points, but also by covertly through billing practices. Even if the credit card industry were truly
engaged in risk-based pricing, risk-based pricing does not explain abusive and exploitative
billing practices, such as: two-cycle billing; any-time, any-reason changes in terms; retroactive
changes in interest rates; multiple applications of overlimit fees in a single billing-cycle;
allocation of payments to the lowest intcrest rate debt; and universal cross-default. When one
looks at the entirety of credit card pricing to consumers, not just the base interest rate, it is clear
that card pricing is not risk-based overall. Instead, card pricing and billing structures arc
designed to exploit card issuers” market power in order to extract rents from locked-in and often
unaware card users.

L Two-Cycle Billing

Two-cycle billing means that when a cardholder revolves a balance, interest accrues not
just on the actual balance being revolved, but also on the entire balance from the previous billing
cycle, even if it has already been paid off. To illustrate, in month one a cardholder charge $500
and pays off $450 off at the end of the month. In month two, the cardholder charges $500 and
pay off $400. Interest accrues as if on a balance of $600, even though the cardholder only owes
$150 ($50 balance from month one plus $100 balance from month two).

The result is that the cardholder pays a far higher effective interest rate than is disclosed
under Truth-in-Lending provisions. In this example, the cardholder would be paying an effective
interest rate four times higher than that disclosed in the cardholder agreement. Two-cycle billing
is neither risk-based nor even cost-based, as it computes interest based on balances that have
already been paid off, where there is no risk whatsoever. Instead, two-cycle billing mercly
exploits card issuers’ market power to squeeze more dollars out of unwitting cardholders.

2. Unilateral Term Changes

Many cardholder agreements permit the issuer to change the terms of the agreement,
including the interest rate, unilaterally, at any time, for any reason. Applied purely
prospectively, this is could be a risk-based provision that allows card issuers to adjust future
pricing based on changed risk-profiles. In practice, however, these terms are often applied in
ways that have no relation to changes in risk. For example, opening of a new low-limit charge
account is often an act that can trigger an increase in interest rates, such as the application of a
default interest rate that can casily be twice as large as the base rate. Surely, though, the
cardholder’s likelihood of default has not doubled merely by opening an additional line of credit.
There is nothing that restricts unilateral any-time/any-reason terms to being risk-based repricing.

Even if unilateral any-time/any-reason terms were applied sensibly in relation to risk they
are still problematic because of the significant lock-in effect for eard users. I commend to the
Subcommittee a recent study by Professor Lawrence Ausubel that estimates the average cost of

600 New Jersey dvenue, NW, Washington DC 20001-2073
Hotung 6022
(202) 662-9234  Fax: {202} 662-4030
AJLI3@iaw.georgetown. edu



128
12

switching cards at $150.28 Not only does it take a week or 5o to get a new card, during which the
consumer’s cash management might be severely constricted, but switching cards hurts a
consumer’s credit rating, and affects not only the price at which the consumer can get further
cards, but also the price at which the consumer can get any form of credit. Given the lock-in
effect of credit card borrowing, unilateral any-time any-reason terms are more like rent-
extraction devices than risk-based pricing terms.

The card industry contends that risk-based repricing is necessary to negate the moral
hazard that would exist if consumers did not incur costs for becoming riskier borrowers.2® When
someone does not bear the full costs of his actions, he is likely to engage in riskier behavior than
he would otherwise. This situation is moral hazard. Moral hazard could exist in the credit card
context because a person who knows that the cost of borrowing funds will not change if his
credit risk increases may be less motivated to maintain good credit.3®

The moral hazard argument is flawed, however, because issuers often determine credit
risk by factors that are out of the control of the individual, and that may well be inaccurate. A
consumer simply cannot know whether opening up an additional line of credit will result in a
higher interest rate or not under unilateral term change provisions. Likewise, a bona fide dispute
with a landlord might be viewed as risky. The consumer cannot know whether pursuing her
rights against the landlord, such as withholding rent, will result in higher interest rates on credit
cards. Because of the lack of clarity of what constitutes risky behavior and the lack of consumer
control over many risk factors, it is unlikely that risk-based repricing will effectively dissuade
risky credit behavior.

If card issuers were truly concerned about moral hazard they would make the trigger
events to term changes very clear and apply them scrupulously. They do not. Unilateral any-
timefany-reason term changes are devices to squeeze additional payments out of cardholders
rather than to deter moral hazard.

3. Retroactive Application of Interest Rate Increases

Many card issuers apply increases in interest rates retroactively to existing balances.
Combined with two-cycle billing, this can even be applied retroactively to balances that have
been paid off. This is not risk-based pricing. Risk-based pricing mcans that the pricing has to be
fixed before the risk materializes. The whole idea of risk-based pricing is that it is supposed to
be prospective risk-based pricing. Risk is a prospective concept; after-the-fact pricing is at the
very least cost-based, and can casily be used to milk cardholders by pricing at a level far above
cost. After-the-fact pricing is not risk-based.

The classic financial services example of risk-based pricing is insurance. Insurers offer
premiums based on the individual risk-profile of the insured. An insurer cannot decide to change
the premium required for past coverage after the coverage event occurs; there would be no risk-

** Haiyan Shui & Lawrence M. Ausubel, Time Inconsistency in the Credit Card Market, 14th Annual Utah

Adverse Selection in the Market for Credit Cards: New Evidence, 30 J. BANKING & FIN. 1653 (2006) (“information
baged barriers to switching have remained relevant in the credit card market despite the many changes seen in the
market over the past decade.™).

j: ABA Study, supranote 14, at 12,
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involved. It would be unconscionable for an insurer to base coverage for a past event on the
payment of higher premiums, retroactively applicd; the whole reason people purchase insurance
is s0 they do not have to pay the full costs of the event they are insuring against.

Insurance is just lending upside down. Lenders and insurers both gamble on risk. The
insurer is paid premiums up front and pays out gffer the risk materializes. The lender pays out
up front, but receives its payments later if the risk of default does not materialize. The timing of
payments and the risk contingency differs between lending and insurance, but the core
cconomics is the same-—a gamble on whether a risk materializes. Doing cost-based or cost-plus-
rent-cxtraction-based pricing defeats the benefits of true risk-based pricing for consumers.

Retroactive application of interest rates means that instead of paying according to risk,
which would limit moral hazard, cardholders who revolve pay whatever the issuer decides,
regardless of their risk profile. Again, retroactive application of interest rates provides an
example of card issuers’ exploiting their market power over cardholders, not risk-based pricing.

4. Universal Cross-Default

Many cardholder agreements contain universal cross-defauit clauses that provide that the
cardholder’s account is default if the cardholder is declared in default (accurately or not and with
notice or not) by any other creditor, even if the cardholder has been making payments on time to
the card issuer. Cross-default clauses are common in the corporate lending world, although the
default triggers are usually limited to defaults on bonds or other lines of credit, not any possible
contract dispute.

Universal cross-default appears at first blush to be a risk-based pricing mechanism. But
there is no obligation for issuers to verify the fact of a default. The typical source of issuers’
knowledge of a default are credit reports, but credit report entries are made without consumers’
knowledge and hence ability to contest. The Fair Credit Reporting Act’! does not require any
notification of the consumer of the entry of negative information in a credit report, Thus, as a
measure of real risk, universal default is problematic.

3. Multiple Applications of Overlimit Fees in One Billing Cycle

Some card issuers will charge a cardholder an overlimit fee for every overlimit
transaction in a single billing cyele. This practice is not risk-based because it has no relation to
the total amount of overlimit spending. A single $200 overlimit transaction will produce only
one overlimit fee, whereas three $20 overlimit transactions (or $60 total overlimit) will produce
five overlimit fees. This system can often result in pricing that is actually inverse to risk.

6. Allocation of Payments to Lowest Interest Rate Balances

If a cardholder has balances accruing interest at different rates, such as a purchase
balance and a cash advance balance, many card issuers apply payments to the lowest interest rate
balance. This is not risk-based pricing. The risk should be reflected in the interest rates, not in
the payment allocation because the card issuer cannot know when lending how the balances will
be paid—they could be paid off in full in one cycle, or it might take a while. This uncertainty
does not relate to the cardholder’s risk profile and cannot be accounted for in the payment

5 US.C. § 1681 ef seq.
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allocation method. Any method other than pro rata is simply rent-extraction, not risk-based
pricing.

The total cost of credit card usage for cardholders is shaped not just by explicit price
points, but by billing practices, many of which are not risk-based, but instead designed to exploit
card issuers’ market power in order to extract additional payments from locked-in card users.

C. The Ephemeral Benefits of “Risk-Based” Credit Card Pricing

1 “Risk-Based " Pricing Has Dubious Benefits for Creditworthy Consumers
Even if the card industry’s pricing were meaningfully risk-based pricing, it is far from
clear whether either creditworthy or subprime consumers benefit from it.

a. Card Benefits Have Declined for Transactors

There are two types of creditworthy cardholders. First, there are cardholders who never
revolve a balance. They use credit cards merely to transact and enjoy the “float” during the
interest-free grace period. Second, there are cardholders who revolve balances, but generally
make at least the minimum payment on time.

For cardholders who never revolve balances, there are no direct costs of credit other than
possibly annual fees. Annual fecs are less common than they once were, but cardholders have
never needed to pay annnal fees, so for savvy transactors, there really has been no change in the
direct cost of cards. What is relevant to transactors, however, is the length of the float or
interest-free grace period before repayment.

Card issuers are required, by law, to have a 14-day interest-free repayment pc:riod.32
Traditionally, issuers permitted a significantly longer period, often 30-days. As Chart 4 shows,
since the early 1990s the average float period has declined from around 30 days to 20 days.
One-third of the major benefits of credit card usage to creditworthy non-revolving cardholders
have disappeared since the onset of risk-based pricing. If pricing were truly risk-based, it is hard
to understand why card issuers needed to cut their float exposure by a third. Rather than
explicitly raising prices on creditworthy transactors, card issuers have done the economic
equivalent by reducing the benefit given to them.

212 C.F.R. Part 226 5(b)(ii).
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Chart 4. Average Interest Free Grace Period (Float)
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Declining float also increases the potential likelihood that of a creditworthy consumer
making a late payment and getting hit with late fees and penalty interest rates. And as soon as
creditworthy consumers start paying interest and fees, their creditworthiness declines.

b. The Drop in Base Interest Rates Is Due to a Drop in Issuers’ Cost of Funds

Creditworthy cardholders who revolve balances have supposedly benefited from risk-
based pricing in the form of lower base interest rates. The decline in base interest rates,
however, is attributable to a decline in card issuers’ cost of funds and has been offset by higher
backend fees. Because credit cards have multiple price points, one cannot gauge the cost of
credit merely by looking at one price point. Credit card pricing is designed in such a way that it
is near impossible to calculate the total cost of carrying balances on a card, but overall, it appears
that the costs of revolving balances on credit cards might have gone up since the advent of risk-
based pricing.

Since 1990, when risk-based pricing supposedly began, base interest rates on credit cards
have dropped. There is some dispute over the amount of the drop, in part because of the
inadequate nature of official credit card statistics.”> Nevertheless, empirical data strongly
indicates that the deeline in base interest rates is largely attributable to card issuers’ lowered cost
of funds.™ The proof is that between 1990 and present, card issuers’ net interest margin—the

* See Levitin, supra note 1.

* Board of Governors of the Federal Reserve System, The Profitability of Credit Card Operations of
Depository Institutions, {Washington, D.C.: June 2005). This decline in the cost of funds may be due, in part, to the
ability of credit card lenders to tap international securitics markets for funds by securitizing card receivables. Board
of Governors of the Federal Reserve System, 11-12. A 2006 GAO Report considered possible causes for the decline
in interest rates, but was unable to pinpoint a cause. United States Government Accountability Office, Credit Cards:
Increased Complexity in Rates and Fees Heightens Need for More Effective Disclosures to Consumers, Study to the
Ranking Minority Member, Permanent Subcommittee on Investigations, Conumittee on Homeland Security and
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difference between the interest rate charged consumers and the cost of funds of card issuers—has
remained static since before 1990, as shown below in Chart 5.°° The multi-panel time series data
showing static net interest margins proves that changes in base interest rates largely reflect
changes in card issuers’ cost of funds, not so-called “risk-based” pricing. Cost of funds, and not
risk-based pricing explains virtually the entire decline in ercdit card interest rates since 1990.

Chart 5. Net Interest Margin of Credit Card Lenders
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Source: FDIC Quarterly Banking Profiles, Net Interest Margin by Asset Concentration Group,
2. Three Credit Card Monte for Revolvers’ Pricing

The decline in base interest rates since 1990 has been offset by increases in other credit
card fees that do not distinguish between creditworthy and riskier cardholders, so there is no net
benefit to creditworthy consumers. As Chart 6 shows, late fees and over-limit fees are up an
average of 160% and 115%, respectively, from 1990 to 2005.°% As Professor Ronald Mann has
noted, the aggregate amount of late an overlimit fees “as a share of outstanding debt, has doubled
since 1990, increasing from about 70 basis points per year in 1990 to 140 basis points per year in
2004.7%" Additionally, credit cards now feature many charges and fees that did not exist in 1990,
such as penalty interest tates, cash advance fees, balance transfer fees, telephone payment fees,

Govemmental Affairs, U.S. Senate (Sept. 2006), GAO-06-929, at 15, 17, 35-31 (hereingfier, "GAO”). The GAO
Report mentioned, as possible factors, risk-based pricing, along with increased competition from the entry of
monoline card issuers (Capital One and MBNA) to the market, greater consumer awareness of interest rates because
of the implementation of the Schumer box, and a decline in the cost of funds.

35 FDIC Quarterly Banking Profile, Net Interest Margin by Asset Concentration Group.

* United States Government Accountability Office, Credit Cards: Increased Complexity in Rates and
Fees Heightens Need for More Effective Disclosures to Consumers, Study to the Ranking Minority Member,
Permanent Subcommittee on Investigations, Comumittee on Homeland Security and Governmental Affairs, U.S.
Senate (Sept. 2006), GAO-06-929, at 18.

3" Ronald 1. Mann, Bankrupicy Reform and the "Sweatbox” of Credit Card Debt, 2007 U. fLL. L. REV, 375,
389 (2007).
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stop payment fees, additional card fees, convenience check fees, money transfer fees, statement
copy fees, and foreign transaction fees.”® Moreover, minimum finance charges have increased,
and the definition of certain transactions, such as cash advances have been broadened to apply to
more transactions.”

Chart 6. Average Fee Amount for Late Fees and Overlimit Fees
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Source: CardData (subscription data source).

When one nets out lower base interest rates with increases in other fees, it becomes clear
that creditworthy consumers who pay fees might actually be worse off. For example, on a $500
balance, paid off over six months with 20% annual interest compounded daily and a $10 late fee,
the consumer would pay a total of $562.85. By contrast, with 10% annual interest compounded
daily and a $45 late fee, the consumer would pay a total of $572.54.

This shows that base interest rates are not a useful metric for measuring the actual cost of
credit cards. A better metric is weighted average interest rates, including penalty rates. When
penalty rates are included in weighted average interest rates, therc is only a 0.41% spread
between standard cards (for those who are just above subprime) and platinum cards (for the far
more ereditworthy).” On a $500 balance, this spread would amount to a savings for the
Platinum cardholder of $2.05, less than the cost of a gallon of gasoline or a cup of coffee. There
is good cause to think that many creditworthy eardholders may not have benefited from changes
in card pricing and some may have even been harmed by the shift away from upfront interest
rates and toward backend fees and penalty interest rates.

3% Mark Furletti, Credit Card Pricing Developments and Their Disclosure, Discussion Paper, Payment
Cards Cepgtcr, Fed. Res. Bank of Phila., Jan. 2003, at 26.

7 Id.

0 CardData, Monthly Pricing Averages, U.S. Standard Card Weighted and Platinum Card Weighted.
There is no standard definition of subprime, but a rule of thumb is that consumers with FICO scores beneath 600 are
subprime, and above 650 are not. Definition varies by lender between 600 and 650. See Dana Dratch, Buyer
Beware on Subprime Loans, BankRate.com, ar hitp:/www. bankrate.com/brm/news/debt/debtmanageguide/beware-
subprimel.asp. There is no data on average subprime card rates.
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3. Subprime Consumers Have Not Benefited from Risk-Based Pricing

In recent years there has been a dramatic growth in the availability of credit, including
credit cards, to subprime consumers. This growth has been fueled by securitization, rather than
risk-based pricing. Securitization is a financing method in which card issuers bundle large
numbers of cardholder receivables and sciling them to specially created trusts. These trusts pay
for the accounts receivable by selling securities, which are secured by and paid off from the
reccivables’ revenue stream. The card issuer typically serves as the servicer for the accounts
receivables in the trust in exchange for a fee.

Securitization allows card issuers to obtain cash now for debts that will take a while to
collect. It also allows them to transfer credit risk to the trust (and uitimately the investors in the
trust).”?  Securitization also lets card issuers increase their lending capacity. Federal and state
banking regulations require the banks and thrifts that issue credit cards to maintain certain
reserves of capital as a provision against loan losses. The more loans a financial institution has
outstanding, the more capital it has to keep on hand in liquid form earning litile return.
Securitization enables card issuers to underwrite more debt without maintaining higher reserve
requirements.

Reserve requirements only apply to the receivables a card issuer carrics on its books;
once the reccivables are sold to a securitization trust, the reserve requirements do not apply, and
the card issuer’s capital is available for underwriting additional loans. Likewise, securitization
of risky debt helps credit card lenders avoid the even higher reserve requirements caused by 180-
day delinquent revolving debts.” Securitization allows card issuers to move debt (and especially
delinquent debt) off their books and avoid “charge-offs” and thus maintain lower reserve levels.
Thus securitization has by itself dramatically increased banks lending capacity. Since banks can
lend more, it is not surprising that they would be willing to extend more credit to more marginal
consumers.

Securitization also shifts much of the repayment risk from the card issuer to the
securitization trust.” This reduces the incentive for card issuers to have careful underwriting
standards. Moreover, the master sccuritization trust structure (or more recently issuance trust
structure) used for eredit card sceuritization encourages lower underwriting standards. A master
securitization trust continually acquires credit card receivables against which it issues
securities.”® This means that a master sccuritization trust will hold billions of dollars in credit
card receivables, so that a higher initial default rate on any batch of millions of dollars of
receivables it purchases from the issuer has little cffect on the total return. Uncollected
receivables reduce the excess spread that goes to the servicer-issuer, but it appears to be more
profitable for issuers to screen out poor credit risk consumers affer lending by looking at their
payment history, than to screen them out before lending via underwriting diligence. Loans made
to true deadbeats can be siphoned out by several months of seasoning more cheaply for the issuer

A STEVEN L. SCHWARCZ ET 4L., SECURITIZATION, STRUCTURED FINANCE AND CAPITAL MARKETS 145
(2004).

* 1.

¥ See 12 CFR. Pt. 3, App. C, Pt 1 § 31(e) (national banks); 12 C.F.R. Pt. 567, App. C, Pt. 1 § 31(e)
(federal savings associations); 12 C.F.R. Pt. 325, App. D, Pt. 1 § 31(e) (state member banks); 12 C.F.R. Pt. 208,
App. F, Pt 1 § 31(e) (insured state non-member banks).

“ SCHWARCZ ET AL., supranote 41,
BEDIC CREDIT CARD SECURITZATION MANUAL , at

ic.gov/regulations/examinations/credit. card securitization/ .
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than through careful upfront underwriting. Developments in the form of securitization have
made it more profitable for some issuers to screen out the worst credit risks by payment history
after issuing cards than by careful and diligent underwriting before issuing cards.

Securitization encourages card issuers to issue cards without regard to consumers’ ability
to repay because they do not bear the ultimate repayment risk from securitized accounts.
Accordingly, card issuers are incentivized to lower underwriting standards and make credit cards
available to subprime consumers who present serious credit risks. Indeed, the card solicitation
and approval process appears to be so indiscriminate that as former Federal Reserve Board
Chairman Alan Greenspan testified fo the Senate Banking Committee “Children, dogs, cats and
moose are getting credit cards.™® It is hard to reconcile credit cards issued to toddlers and pets
with risk-based pricing.

Securitization of credit card receivables was introduced in 1987" and has soared since
1989, when the Federal Reserve began compiling data on it, as shown by Chart 7. As Chart 8
shows, in recent years the volume of outstanding securitized revolving debt has matched or
exceeded that of non-securitized revolving debt®®  Around 60% of all credit card debt is
currently held in securitized pools.*®  Chart 7 does not prove a causal relationship between
securitization growth and lowered standards for access to credit, but it provides at lcast as
compelling an explanation of inereased access to credit for subprime consumers as does non-
existent “risk-based” pricing.

 Credit Cards at 50: The Problem of Ubiquity, N.Y. TIMES, Mar. 12, 2000, at Ct1. See also, e.g., Dog
Issued Credit Card, NBC San Diego, Jan. 28, 2004, of htip://www.nbesandiego com/money/28001 73/ detailhtml
Jane Hughes, Toddler  Issued  Platinum Card, BBC  News, Aug. 11, 1999, at
http:/fnews . bbe.co.uk/a/hi/americas/41 7131 stm.

Section 1229 of the Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 directed the
Federal Reserve to “conduct a study of (1) consumer eredit industry practices of soliciting and extending credit—
(A) indiscriminately; (B) without taking steps to ensure that consumers are capable of repaying the resulting debt;
and (C) in a manner that encourages consumers to accumulate additional debt; and (2) the effecis of such practices
on consumer debt and insolvency.” In 2006, the Federal Reserve published the required study. The study concluded
that “as a matter of industry practice, market discipline, and banking supervision and enforcement, credit card
issuers do not solicit customers or extend credit to them indiscriminately or without assessing their ability to repay.”
Board of Governors of the Federal Reserve System, Report to the Congress on Practices of the Consumer Credit
Industry in Soliciting and Extending Credit and their Effects on Consumer Debt and Insolvency (June 2006), 5.

Unfortupately, the Federal Reserve’s conclusion is based solely on two short paragraphs of analysis that
contain neither citations nor statistics, id. at 22, and fly contrary to comumon sense and the statement of Chairman
Greenspan. There is no evidence that card solicitation and extension of credit is in fact based on consumers’ ability
{0 repay.

7 Mark Furletti, 4n Overview of Credit Card Asset-Backed Securities, Discussion Paper, Fed. Res. Bank of
Phila., Dec. 2002, at 1.

¥ Revolving debt is largely, but not entirely credit card debt, but securitized revolving debt is almost
entirely credit card debt. See note 3, supra.

* Darryl E. Getter, The Credit Card Market: Recent Trends, Funding Cost Issues, and Repricing
Practices, Congressional Research Service CRS 4-3 (Feb. 27,2008).
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Chart 7. Growth of Securitized Debt in the United States

$500
$450
$400
$350
$300

$250

$ (bit)

$200
$150

$100

NS PP e
INIRCOER IS S

- Y S N S S SN S W SRC S Y
P S P PSS ST HS
RN N S S S S S S

l ~~~~~~~~ Securitized Revolving Debt = Securitized Non-Revelving Dehi[

Source: Federal Reserve Bank Statistical Release G.19.

Chart 8. Growth of Securitized Revolving Debt Compared to Non-Securitized
Revelving Debt
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3. The Dubious Benefits of Predatory Credit to Consumers: Fee Harvester Cards

It is also far from clear whether subprime consumers really end up better off from access
to credit cards. Access to credit is valuable only if one has the ability to repay. Otherwise, itis a

800 New Jersey Avenue, NW, Washingion DC 20001-2075
Hotung 6022
(202) 662-9234  Fax: (202) 662-4030

AJLI3@law.georgetown, edu




137

21

Trojan horse. It is worthwhile considering the terms found on so-called subprime “fee harvester”
cards.”® These cards have credit limits of $200-$300, but they come with substantial upfront fees
when the consumer opens the card account. These fees are charged to the card and thus
potentially accrue interest and late fees. The upfront fees also reduce the cardholders’ initial
available credit to a mere $50-$100. The effective APRs on these subprime cards are often in the
range of 300%-500%, rates that approach or exceed the cost of a payday loan. 5

For example, the First Bank of Delaware’s Continental Finance Classic MasterCard
comes with a $300 credit limit>* But there is a $99 Account Set-Up Fee, an $89 Participation
Fce, a $49 Annual Fee, and a $10 monthly Account Maintenance Fee.”® The initial total useable
credit on the card is $53, and the opening balance is $247, with a 19.92% APR, compounded
daily. In other words, the cardholder has incurred $247 dollars in debt simply for the opportunity
to borrow an additional $33 at 19.92%. Assuming there are no overlimit fees, the effective APR

is for this $53 of available credit is 819%!™

The terms of subprime cards speak for themselves; it is hard to imagine that anyone is
better off borrowing at an 819% APR. Subprime lending invites predatory lending practices
because of the presumed lower financial sophistication of subprime consumers. To the extent
that anyone bothers to listen to what subprime consumers themselves say, it turns out that many
don’t think much of gaining access to credit cards. Sociological studies show that if the marginal
subprime consumers did not have access to credit cards they would either borrow from friends
and famii}y or not borrow at all rather than turn o less desirable forms of credit (such as loan
sharks).™

The recent housing bubble burst shows how many (not just subprime) households can be
hurt when they are lured into lending arrangements that they cannot reasonable finance. It also
shows how there are collateral costs (“externalities™) to the entire financial system. Increased
access to credit for subprime households beyond reasonable ability to repay is of dubious bencfit
1o subprime consumers themselves and to society as a whole.

b, The Impact of H.R. 5244 on Risk-Based Pricing
H.R. 5244 proposed only modest and moderate regulation on the card industry. It leaves
card issuers free to charge whatever interest rates they want and to price fees at whatever level

they wish. Issuers can also continuc to account for risk in their lending in five ways under H.R.
5244:

% See National Consumer Law Center, Fee-Harvesters: Low-Credit High-Cost Cards Bleed Consumers,
Nov. 2007.

M National Consumer Low Certer, supra note 50, at 20.

s First Bank of Delaware, Continental Finance Terms & Conditions,
bttns:!/\V\y;\m’fc@pnlvcom!m)dImc/’ﬂvdvterm , (last viewed November 28, 2007).

> id.

5% This figure was arrived at by compounding daily 19.92% interest on an initial balance of $300 over the
course of 365 days, broken down into a regular calendar year with a $10 monthly service fee added to the
compounding balance on the first day of each month. Over the course of a 365-day year, the initial $300 balance
plus monthly service fees will accumulate to $486.96. In ather words, the consumer will have paid $433.96 in
interest and {ees in order to borrow $33.

* Angela K. Littwin, “Comparing Credit Cards: An Empirical Examination of Borrowing Preferences
12101446,
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= First, card issuers can control for risk by controlling the credit line. If issuers become
concerned about the increasing financial risk of a cardholder, they can freeze or reduce
the amount of credit that is offered.

s Second, card issuers can engage in more careful initial underwriting. Issuers could make
more careful decisions upon issuance of a card, regarding whether to grant the card, how
much credit to grant and at what rate.

*  Third, issuers would still be able to increase rates prospectively for “off-us” behavior. If
issuers became concerned that a cardholder were becoming a greater financial risk
because of activity or behavior involving other ereditors, or because of a decline in the
cardholder’s credit score, they could raise rates prospectively.

*  Fourth, issuers could continue to increase rates retroactively for “on-us™ violations of the
cardholder agreement. If a cardholder is late or exceeds the credit limit, issuers could
raise interest rates retroactively. Nothing in H.R. 5244 prevents retroactive rate increases
for “on-us™ behavior.

* Finally, issuers ean always develop a workout plan with the cardholder in order to ensure
ultimate repayment. As always, the issuer can develop a workout plan, as long as it
meets the applicable banking regulator’s guidelines, to lower interest rates, reduce
principal, clongate payments, etc.

In short, card issuers do not need the deceptive billing practices targeted by H.R. 5244 to
account for risk; H.R. 5244 leaves them with multiple effective methods of conirolling
cardholder risk.

IV, WaysinWaicH H.R. 5244 CouLp BE IMPROVED

H.R. 5244 could be improved by banning a trio of additional unfair billing practices.
A Banning the Accrual of Interest on Balances Before the Posting Date of Transactions

First, the bill could be improved by banning the accrual of interest on balances before the
transaction is posted. Some issuers apply finance charges from the date of transactions, rather
than the posting date of the purchase. Issuers do not advance credit, however, until the posting
date. Issuers should not be able to eamn interest before they have paid merchants for the
transaction. Until the posting date, it is the merchant, not the issucr, extending credit to the
cardholder, so for the issuer to collect finance charges in this period is unjust enrichment. The
issuer is charging money for a period for which it has incurred no risk or cost. Moreover, by
applying finance charges from the transaction date, rather than the posting date, issuers are
charging a higher effective APR than disclosed in Truth-in-Lending disclosures. This practice
should be banned.

B. Banning the Accrual of Interest on Fees Applied Within a Billing Cyc[e

Second, the bill could be improved by banning the accrual of interest on fees applied
within a billing cycle. Some issuers apply overlimit fees on the date of the overlimit transaction,
rather than at the end of the billing cycle. This means interest accrues on the overlimit fee for
part of the billing cycle, which functionally increasing the amount of the overlimit fee beyond
what is disclosed; the cardholder pays not only the stated overlimit fee, but an overlimit fec that
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consists of the fee plus interest on it. The cardholder has not borrowed the overlimit fee amount
from the issuer, so it is unfair for the cardholder to pay interest on the fee.

C Banning the Application of Residual interest

Third, H.R. 5244 could be improved by banning the application of residual interest.
Residual interest is interest that accrues in the period between when a billing statement is
generated and when the payment is received. The existence of residual interest means that if a
revolving cardholder submits a payment for the entire balance indicated on the billing statement,
there will still be a remaining residual interest balance to pay the next month, Residual interest
can actually create a financial Zeno’s paradox, in which the cardholder can never eliminate the
balance, except by overpaying the issuer or closing the aceount.

To illustrate, suppose a cardholder had an interest rate of 10%, compounded daily, and a
revolving balance of $1000. The customer mails in a payment for $1000, which is received by
the issuer 25 days after the statement was generated. The cardholder would then receive a bill
the next month for $6.87, that is 25 days worth of interest. The cardholder then sends in $6.87,
say another 25 days later and thinks that the bill is paid off in full finally. But the next month,
the cardholder receives a bill for $1.00. Interest has accrued on the residual balance of $6.85 for
25 days, which should be 5¢, but because the card issuer has a minimum finance charge of $1.00,
the cardholder is billed for $1.00. At this point, assuming that there are no further charges made
and no double-cycle billing, the cycle repeats itself again and again. The cardholder pays $1.00,
but and less than a penny of interest accrues, but the cardholder is charged $1.00.

Theoretically this can go on forever; the only way the cardholder can pay off the balance
is to overpay by a sufficient amount to cover the residual interest in a month or to close the
account. Cardholders should not find themselves in the Groundhog’s Day of residual interest
and have to either overpay or close their account in order to eliminate all balances. H.R. 5244
could be improved by forbidding issuers to assess finances charges on for the period between a
billing statement date and the timely receipt of a payment of the statement balance in full.

V. CONCLUSION

“Risk-based” pricing’s “benefits” are not a reason for Congress to shrink from regulating
the credit card industry’s abusive pricing and billing practices. If the card industry were required
to price its products in a straightforward manner, and it were less costly for consumers to switch
cards, deceptive practices would be harder to maintain, Truth-in-Lending disclosures would be
more effective, as consumers would be able to easily compare cards and make informed
decisions about card usage, and competitive pressures would push down total card prices, forcing
the card industry to operate more efficiently, benefiting all consumers.

Even if credit card pricing were fruly risk-based and even if it had the benefits claimed by
the card industry, nothing in H.R. 5244, the Credit Cardhelders’ Bill of Rights, implicates the
risk-based pricing model. The Credit Cardholders’” Bill of Rights is about banning abusive and
manipulative tricks from credit card billing, nothing more and nothing less. It does not regulate
interest rates or fee amounts. Instead, all it does it ban or limit certain unfair and exploitative
billing practices that have no relationship whatsoever to consumer risk. Because these practices
are, at best, incidental to issuers’ profitability, H.R. 5244 will not result in higher costs of credit
or lower availability of credit. Instead, this legislation will help clarify credit card pricing, which
is a prerequisite for an efficient, competitive market. H.R. 5244 will help consumers and will
make for a fairer and more efficient credit economy, and I strongly urge this Congress to pass it.
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Witness Background

I am an Associate Professor of Law al the University of lowa College of Law." I joined
the faculty in 2005. I received my J.D. degree magna cum laude from Harvard Law School and
my B.A. degree cum laude from Yale College. I teach bankruptcy, commercial law, and
consumer law and have published empirical research on consumer credit in several respected
journals, including the Michigan Law Review, the Corne/l Law Review, the Wisconsin Law
Review, and the American Bankruptcy Law Journal> My research on credit cards has examined
how credit card practices affect a household’s financial well-being and how families who have
filed for bankruptey use credit cards. I served as Project Director of the 2001 Consumer
Bankruptcy Project and am one of the principal investigators in the ongoing 2007 Consumer
Bankruptcy Project. T also am a co-investigator in the Mortgage Study, a national empirical study
of mortgages in consumer bankruptcy cases.

I have not received any federal grants or contracts relevant to this testimony.

Introduction

Credit cards are an extremely popular ﬁndncxal product in America. More than three-
fourths of consumers have one or more credit cards,” and by dollar volumc total credit card

spending exceeds 13% of the United States” gross domestic produut While caxd based payment

systems have substantial advantages over traditional products like paper checks,” credit cards
present particular challenges because of their Lomplexxty Most consumer financial products are
either payment-only devices (cash, debit cards, etc.) or borrowing-cnly devices (mortgages,
signature loans, ctc.). Credit cards are umquc because they combine the ability to spend and
borrow in a single hnanua} instrument,” The proposed legislation, The Credit Cardholders” Bill
of Rights (H.R. 5244), preserves the rights of credit card issuers to control risk and earn profits
while giving consumers the tools they need to understand and comply with credit card contracts.

My testimony focuses on two aspects of H.R. 5244. First, I explain how the bill’s modest
regulations would empower consumers to exercise self-discipline in their financial practices. If
enacted, the bill would help consumers avoid over-the-limit fees, late charges, and inappropriate
subprime cards by giving consumers the opportunity to manage their card use in a responsible
manner. Second, T describe the lack of reliable, neutral data about credit card practices and
explain why such data are critically important to enabling Congress and regulatory agencies to
monitor our nation’s credit card practices, thus ensuring the stability of the financial markets and
the well-being of American families.

Part1
Allowing Consumers To Manage Their Card Use Responsibly

On an aggregate level, eredit cards are associated with financial distress.” At the
houschold level, however, millions of families benefit from credit cards. The goal of credit card
reform is to retain the advantages of credit cards while limiting their harmful effects. H.R. 5244
achieves this goal by giving consumers the ability to manage their credit cards responsibly. It
does so in threc key ways: it allows consumers to control their credit card limits; it establishes
standardized due date practices so that consurmers can pay on time; and it requires the riskiest
consumers to bear the costs of opening a credit card account. These regulations would reduce
consumer mismanagement in using credit cards, while retaining the ability of issuers to manage
risk.
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A. Over-the-limit Fees

In 2004, penalty fees represented an estimated 9% of revenue for card issuers.'® Most
commonly, these fees include charges for exceeding a credit limit or for late payment. H.R. 5244
does not ban the imposition of such fees when a consumer engages in the trigger behavior nor
does it cap the amount of such fees. Instead, the bill would put consumers in charge of avoiding
such fees. By improving the ability of consumers to manage their credit card practices, the bill
rewards responsible consumer behavior. Better financial practices by consumers will reduce risk
to credit card issuers and reduce the likelihood that credit cardholders suffer serious financial
distress.

Section four of FLR. 5244 pertains to over-the-limit fees.!’ It allows consumers to elect in
advance whether they want to avoid receiving credit in excess of the amount autherized on the
account. In this way, the bill helps consumers use their accounts responsibly by limiting their
available credit and avoiding escalating debts. Issuers who complain about charge-off rates and
losses when consumers mismanage their debts should support a system that would encourage
consumers to stay within the limits of their credit agreements.

If a consumer makes an election not to exceed the credit limit, the issuer may not
complete the over-the-limit transaction and may not charge an over-the-limit fee if such a
transaction is processed despite the consumer’s election. This provision ensures that issuers do
not have a financial incentive to exceed the prearranged terms of card agreements. Issuers
currently have the ability to deny credit card transactions that exceed the limit; H.R. 5244 merely
requires them to avoid penalizing a consumer who did not wish to receive additional credit.
Under the bill, if issuers voluntarily authorize an over-the-limit transaction, they bear the risk.
An issuer cannot impose an cxpense on a consumer when an over-the-limit transaction results
from a mistake or the issuer’s own choice to authorize such credit over the consumer’s stated
preference for a fixed amount of credit. In particular, older and younger Americans may be more
likely to make mistakes in monitoring their credit card accounts and to exceed their limits. ' Yet,
these very same consumers are more likely to have fixed incomes and low assets than middle-
aged consumers, making it harder for older and younger Americans to pay over-the-limit fees
and cope with penalty interest rates. These vulnerable groups would particularly benefit if HL.R.
5244 were enacted into law because they could elect to avoid exceeding their credit Hmits.

H.R. 5244°s other provision on over-the-limit transactions would restrict the number of
times that an issuer could impose an over-the-limit fee. The bill preserves the right of issuers to
collect an initial penalty if a consumer exceeds a limit but bans the practice of churning over-the-
limit fees for profit. Specifically, the bill would permit an over-the-limit fee to be imposed only
one time during each billing cycle. Under current law, consumers may be charged an over-the-
limit fee cach time they conduct a transaction after initially exceeding their limit."* Such fees can
amount to hundreds of doliars after only a handful of transactions. Yet, because current law does
not require point-of-sale disclosures when a purchase would exceed a credit limit, consumers
may not be aware that they have exceeded their limits. Recognizing the difficulty that
consumers face in monitoring their account balances, H.R. 5244 puts some responsibility on
issuers to control transactions. Issuers have necarly complete and instantaneous computerized
access 1o consumers’ account charges and are better positioned to enforce agreed-upon credit
timits.

H.R. 5244 also takes aim at an over-the-limit fee practice that some courts have already
determined is uncenscionable and unfair under longstanding principles of contract law.'” Under
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current law, if consumers exceed their Hmits, they can be assesscd an over-the-limit fee cach
month that their accounts remain over the limit, even if the consumers are making the required
minimum payments and avoiding any further transactions. In some instances, consumcrs pay
thousands of dollars in over-the-limit fees as a consequence of a single, modest, over-the-limit
transaction.'® If enacted, the bill would permit issuers to impose over-the-limit fees in only two
subsequent billing cycles after the initial over-the-limit transaction (assuming the consumer did
not make additional transactions). Given that the issuer does not put any further capital at risk
during the subsequent months, it is hard to justify even the additional two months of fees as
necessary elements of risk management. In my judgment, an over-the-limit fee should be
permitted only in the initial month of such a transaction and should not be allowed in subsequent
months when it serves as a penalty that is unrelated to additional risk. However, the bill merely
secks to eliminate the most egregious practices that violate traditional contract law.

The over-the-limit provisions of H.R. 5244 would empower consumers to control their
card spending by establishing firm credit limits. Over-the-limit fees remain available to issuers as
a legitimate risk-management technique, but issuers cannot penalize consumers for the issuers’
own decisions to approve transactions that exceed credit limits. In these ways, the bill
encourages cardholders and industry to work together to engage in responsible card practices that
reduce the potential of credit cards fo increase financial distress.

B. Due Date and Billing Practices

Credit card late fees have generated considerable consternation in recent years. In 2006,
about half of consumers mad a late payment. 17 The amount that issuers charge as a late fee has
escalated sharply in the last decade.™ Tn the United Kingdom, regulators have responded with a
fixed cap on late fees that is designed to ensure that such fees actually compensate for risk." In
America, the industry has claimed that it must have flexibility in assessing late fees to manage
risk.”® H.R. 5244 permits issuers to sct the amount of late fees and trusts the market to price this
term appropriately. The bill mercly sceks to make sure that consumers who have the means and
desire to pay on time are able to do so. It would accomplish this by climinating confusing and
complicated due date and billing practices. Such changes to current eard contracts would
encourage CONsumers to pay on time by protecting them from fees and default charges that are
incurred despite responsible efforts to meet billing deadlines.

H.R. 5244 would create standardized rulcs for due dates. First, the bill establishes
uniform rules for timely payment. Consumers who mail their bills not less than seven days
before the due date or whose payments reach the issuers by 5 p.m. EST on the due date would be
protected from late fees. Because these are clear rules, consumers would know what they must
do if they wish to avoid late fees. The multiplicity of due date rules in current card contracts
makes it very difficult for even the most diligent consumers to know with any agsurance that they
can avoid late fees. Consumers who want to pay on time should be able to do so without the
harms of due date traps. Fees from mere mistakes or arbitrary rules are not an element of
legitimate risk-based pricing. Late fecs should reflect circumstances that cotrespond to actual
consumer difficulty in meeting payment obligations. As Professor Ronald Mann has concluded,
“{i]t is hard to see that a bright-line rule [for repayment deadlines] would impose any burden on
legitimate business models.™!

The second standardized term in H.R. 5244 would require issuers to mail billing
statements twenty-five days before the due date. Current law already imposes an industry-wide
standard on the mailing of billing statements.” The bill would expand the time for consumers to
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open, read, and submit payment from fourteen days to twenty-five days. By giving consumers
ample time to respond to periodic statements, consumers who have the means to pay on time are
empowered to do so. The bill would also require issuers to provide a phone and internet address
for the consumer to access a payoff balance. This is particularly useful for consumers who wish
to prepay their accounts in advance of a billing statement but otherwise have to wait for a
statement and respond within the tight timeline under current law. It is sound policy to encourage
consumers to use their cards responsibly by paying them off on time and in full. H.R. 5244
supports consumers’ efforts to manage their cards successfully and would help prevent
Americans from becoming trapped in default-based pricing by accident or confusion when the
consumers have the intention and ability to repay their charges.

C. Subprime Card Fees

The moderate approach of H.R. 5244 is exemplified in its proposals on subprime credit
cards. Rather than banning such cards or limiting their marketing, the legislation requires
consumers to demonstrate that they can afford the costs of a subprime card. Like the provisions
on over-the-limit fees and billing practices, H.R. 5244’s focus is on helping consumers use
financial products in ways that are appropriate for their circumstances.

Subprime cards are issued to high-risk borrowers, including those with adverse credit
reports or low incomes. The availability of such cards has exploded in recent years.™ In my
research, I found that in the first year after filing Chapter 7 bankruptcy 96% of debtors received
credit card offers.** While new credit may be useful to such families, there is a grave risk of
harm if familics do not understand or manage the high-cost credit that is heavily marketed to
them.

Subprime cards usually have very low initial credit limits, often $250 or $500. Because of
the very small amount of credit cxtended, issuers will earn few dollars from merchant fees. To
compensate for this lost revenue, issuers impose very high upfront fees on subprime cards.”™ In
addition to an annual fee, such cards often charge a one-time account “set-up” fee, a “program”
fee, and monthly “service” fee.*® These fees reduce the available amount of credit. For cxample,
the Gold Tribute Mastercard offers a maximum credit limit of $300 but has initial fees of $150.
Under current practice, the available credit at account opening is only $150.%

H.R. 5244 does not tackle the issue of whether the very high fees for subprime cards are
appropriate devices for managing risk. Instead, it seeks to ensure that consumers can afford such
fees. Thus, it encourages responsible use of credit without regulating the market for card pricing.
The bill specifies that if card fees exceed 25% of the total amount of credit authorized under the
account, the card could not issue until the consumer paid such fees.” The payment of these fees
could not be financed by the card itself. If a consumer cannot or does not pay such fees, the card
cannot be issued.

This rule would impose an obligation on consumers to fund their decision to obtain a
subprime card. Consumers would remain free to choose the high-cost credit of subprime cards;
issuers would remain free to earn the profits from such customers. The bill’s focus on upfront
fees merely requires consumers to bear the cost of obtaining a card before it is issued. Such a
rule would ensure that consumers understand the full cost of subprime costs.

H.R. 5244 would prevent the issuer from reporting the opening of a subprime card
account to credit reporting agencies until the upfront fees were paid. This rule prevents
consumers from being trapped into maintaining a card that they cannot afford for fear of
worsening their credit. Such a rule would also deter issuers from marketing these cards merely to
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cam fees. Such industry behavior does not legitimately expand access to credit to low-income or
high-risk consumers. The bill’s balanced approach acknowledges and respects the industry’s
assertions about the importance of default-based pricing, while ensuring that the most vulnerable
consumers can bear the cost of a subprime card.

The bill’s prohibition on an issuer sending a card and reporting the card to credit
reporting agencies until the consumer has paid the upfront fees is analogous to the cooling-off
periods used in other consumer contexts. The point of such regulation is not to hinder the
freedom to contract contracts but to ensure that consumers have adequate time to digest the costs
and benefits of their decisions. The complexity of credit card contracts and the unusual fee
structure of subprime cards make it particularly appropriate to eliminate the adverse
consequences of applying for a high-fee card. If a consumer cannot afford the upfront costs of
such a card, the responsible path is to allow the consumer to avoid receiving the card without an
adverse consequence to their credit for merely completing an application.

D. Disclosure Cannot Substitute for the Benefits of Standardized Terms

The general approach to credit card regulation in America is disclosure.”® While the
Truth in Lending Act mandates disclosures in credit card solicitations, agreements, and periodic
statements, disclosure is an inappropriate response to practices that are fundamentally unfair or
that eonsumers do not understand or consider in selecting and using cards.™ Rather than mandate
disclosures, H.R. 5244 regulates in other narrow ways. It singles out the most egregious industry
practices, and it gives consumers the tools that they need to use their cards responsibly.

Disclosure suffers from several well-documented problems. Consumers may not read the
disclosures. If they do, they may not alter their behavior in light of the disclosures.”’ Serious
cognitive barriers hinder consumers from making cffective use of disclosures, including a
tendency to underestimate the likelihood that they will encounter a penalty under the contract.”
To overcome the limits of disclosure, the bill proposes to standardize certain key terms of credit
card agreements. For example, under current law, consumers must know, understand, and
remember numerous rules in order to pay their bills on time. Rather than having to master the
different due date policies on cach of several cards (timely if paid by 10 a.m. EST; timely if paid
by midnight CST, etc.), FL.R. 5244 would require consumers to know only a single, standardized
rule——that by law, a payment is timely if made before 5 p.m. EST.* Similarly, a consumer need
not study each issuer’s definition of “prime rate” because the bill would create a standardized
definition for the term. By limiting the ability of issuers to impose frregular and varying
administrative practices or contract terms, H.R. 5244 should improve cardholders’ understanding
of the terms of their contracts.

Credit card agreements in America are truly unique for their lack of standard terms.” The
focus in H.R. 5244 on standard terms is an appropriate adjunct to disclosure. It does not supplant
the importance of consumers taking responsibility for honoring their contracts but rather helps
consumers to achieve that outcome, Standardizing just a few modest terms of credit card
contracts would eliminate unwitting mistakes by consumers, empower consumers to comply with
their obligations, and focus consumer attention on comparing the key aspects of cards such as
interest rates that could vary. In these ways, standardized terms will improve the usefulness and
efficacy of disclosure. Merely giving consumers additional information at the time of contracting
would be much less effective in improving consumers” financial practices.
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Part 11
Improving Policymakers’ Understanding of Credit Card Markets

Credit cards have a tremendous impact on the health of America’s economy and on the
well-being of individual American families. In 2004, total bank credit card debt in the Unitcd
States amounted to $800 billion.*® Given their economic importance, regulators and
policymakers need aceess to timely and reliable information about credit card markets. Section
five of H.R. 5244 would require financial institutions to disclose information about credit card
practices to the Board of Governors of the Federal Reserve System (Federal Reserve), who

would make such information available to Congress.

A. Existing Data on Credit Card Practices Are Woefully Inadequate

The existing data on credit cards arc wocefully inadequate to assess the functioning of the
market and its impact on consumers. The current provisions of the Truth in Lending Act require
select financial institutions to disclose to the Federal Rescrve only one specific picce of
information about actual, completed credit card transactions—the annual percentage rate.*® The
remaining diselosures can be read, and apparently are so interpreted by the Federal Reserve, to
apply only to data about credit card offers.”” While that information may be useful to evaluate
credit card marketing, it is wholly insufficient to assess actual credit card practices.

The existing data on credit card offers are inadequate because credit card contracts permit
issuers to raise fees or rates after the initial contract. Current data only inform us about the
charges made in credit card solicitations. No data measure whether the industry routinely raises
fees on such accounts or on how many consumners actually pay the fecs. Additionally, card
issuers may impose new types of fees by amending the terms of the contracts. Such changes are
not captured by data on initial credit offers. Regulators also have inadequate information about
the actual interest rates imposcd on consumers. These rates may be sensitive to market
fluctuations but in a way that is too opaque to allow regulators to reliably measure how a change
in costs of funds may relate to consumer rates. Additionally, many card issucrs offer introductory
“teaser” interest rates or impose “default” interest rates. The current data provisions do not
capture how frequently or for how long consumers pay at a teaser or default rate or the extent to
which issuers rely on such rates for revenue. Merely knowing the base rate that the largest
financial institutions offer customers is inadequate.

The second problem with existing credit card data is that they do not capture information
on actual habits of consumers. That is, even if the fees or rates in credit card offers did not
change, such data still do not reflect how often such fees or rates are imposed. Under the existing
disclosure regime, regulators cannot answer basic questions such as *how many cardholders pay
late fees each month?” or “how many consumers revolve balances and incur interest rate
charges?” Yet, answering these questions is essential for regulators to monitor the economic
health of Amcrican families. Polieymakers are also handicapped in assessing the relative
advantages and disadvantages in the expansion of the consumer credit market if they do not
know how many consuiners are paying subprime interest rates or penalty fees. Congress cannot
determine whether alternate payment systems such as debit eards would impose fewer costs on
American consumers and businesses and should be encouraged by federal policy if they do not
know the true costs to consumers of using credit cards.

The third problem is that existing data do not facilitate the Federal Reserve’s oversight of
the actual practices of issuers. This issue is distinet from knowing how consumers use their
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cards. The focus here is on enabling regulators to identify particular issuers whose business
models may be unusually reliant on particular revenue streams. To ensure the stability of such
issuers, the Federal Reserve needs to know how card issuers earn revenue. On an aggregate level,
such data would help policymakers safeguard against undue risk-taking and could aid in
preventing financial instability. In the event of an overall market downturn, available and
consistent data on credit card profits would save valuable time in deciphering the functioning of
the market before designing effective responses to help issuers and consumers.

Congress and regulatory agencies cannot effectively monitor credit card markets with the
existing data gathered under the Truth in Lending Act. The Federal Reserve currently produces a
“Survey of Credit Card Plans,™ x‘which contains information only on the largest issuers and
others who “wish to participate.”* The data points are very few—annual fee, grace period, and
interest rate.*’ Frankly, an internet search produces in a few seconds more complete information
on the variety of available credit card terms than the Federal Reserve chooses to collect under the
existing Truth in Lending Act. The Federal Reserve’s interest in studying credit cards has been
consistently lackluster. For example, despite a statutory mandate in the 2005 amendments to the
Bankruptcy Code to study the card industry’s practices of soliciting and extending credit
“indiscriminately” or “in a manner that encourages consumers to accumulate additional debt,”
the Federal Reserve’s final report contained not a shred of new data and has no citations to
support many of its assertions.” Congress needs and deserves better information.

The federal government cannot rely on private actors or agencies to fill these information
gaps. Neither industry nor academic researchers nor administrative agencies can ensure that
Congress gets the data that it needs. The most prudent course of action is for Congress to enact
H.R. 5244 to arm itself with a robust understanding of credit card markets.

The credit card industry will not voluntarily provide data on its practices in a useful and
reliable format. First, no particular issuer has an incentive to disclose if other issuers will not
follow. That issuer may fear that it will put itself at a competitive disadvantage, attract negative
publicity, or become a target for regulatory intervention. Second, even when and if issuers do
disclose information about their practices, the emerging picture will be incomplete and
potentially deceptive. For cxam};]e, while some issuers have publicly promised that they do not
engage in double-cycle billing,* this admission does not mean that the same issuer does not rely
on other punitive practices to earn a disproportionate share of its revenue. Allowing issuers to
have complete controi over disclosures sets the stage for manipulative marketing or disclosures
driven only by public relations concerns. Third, issuers will not usc uniform and consistent
methodology in making veluntary disclosures. Without clear rules for when and how the data
must be revealed, issuers’ practices cannot be compared fairly against each other. If consumers
are going to engage in free choice to select a particular issuer, they must have access to
comparable information about issuers’ practices to make an informed decision. The industry’s
occasional and self-serving disclosures are neither transparent nor complete enough to be useful.

Academic researchers are unable to provide policymakers with a robust picture of credit
card markets without federal data. Credit card agreements are private contracts; they are not
publicly available. Issuers are not obligated to comply with requests from researchers to provide
information. They may either flatly refuse to do so or may selectively provide data to only
selected researchers whose proclivities they perceive to be favorable to the industry. If the
industry will not disclose, the remaining option for researchers is to rely on consumers
themselves to provide data about eredit card use. While some rescarchers have proceeded this
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way,* the costs of original data collection are very high. Further, the risks of sampling bias are
significant. ™

The same criticism can be leveled against the government’s data collection from
consumers about credit cards. The Federal Reserve Board's Survey of Consumer Finances (SCF)
is a triennial survey of households’ financial practices.*® Although the SCF may be the best and
most popular data on credit card use,™ it has serious shortcomings.*’ Further, the SCF’s focus on
household behavior does not provide insights on different issuers. The identities of issuers or
their practices are not covered in SCF data collection.

An additional barrier to government data collection is the fractured regulatory framework
for credit card issuers. States frequently have to contend with arguments about federal
preemption, even when just seeking to gather data.*® At the federal level, regulators may refrain
from investigating credit card practices because they believe it is appropriate to defer to another
agency. Because credit card issuers may be different types of financial institutions, several
separate agencies have oversight authority for credit card practices.” A cycle of non-action
results with no agency thus far having taken the lead in gathering detailed credit card data. The
result is that Congress remains deprived of uniform, consistent data about credit card practices.
Indeed, American lawmakers operate with much less information about card markets than their
peers in other countries.”

B. Improvements in Data Collection under H.R. 5244

Section five of H.R. 5244 would strengthen our collective knowledge about credit card
markets. The additional data would remedy many of the inadequacics with existing data. With
more information about card practices, Congress would be better equipped to evaluate any future
legislative proposals about credit cards. The bill would require the Federal Reserve to gather
three key kinds of information from issuers: 1) a list of the types of transactions that incur fees or
interest rates; 2) the number of cardholders who are subject to such fees or rates; and 3) a
breakdown of the revenue that issuers earn from such practices.

H.R. 5244 would require the Federal Reserve to obtain a list of each type of transaction
or event for which card issuers impose a separate interest rate”' and a list of each type of foe that
card issuers impose upon cardholders.* If enacted into law, these provisions would permit
Congress to understand the pricing mechanism for credit cards and to assess the extent to which
credit card pricing is risk-based.™ Further, the language about “each type” ensures that the
Federal Reserve’s data would stay abreast of changing credit card practices rather than attempt to
anticipate in advance the names of new fees or the reasons that issuers impose them.™ As credit
card issuers implement new practices, Congress would be aware of such fees.

The seeond kind of information that H.R. 5244 would require to be disclosed is the extent
to which consumers are being charged certain interest rates or fees. For cach different rate,
issuers would have to reﬁ?ort how many cardholders were charged a particular interest rate during
the prior calendar year. A similar provision applies to fees.™ These data could be used to
monitor whether a growing proportion of American consumers are paying late fees, an early
indicator of rising houschold financial distress. These data would also reveal how Americans use
their cards by documenting the number of cardholders who take out cash advances, exceed their
credit Himits, or use their card to obtain foreign currency. Such information is useful for
measuring the extent to which credit cards are being used for borrowing, rather than as spending
devices for convenience. This knowledge is critically important to determining whether
Americans’ preference for credit cards over debit cards is optimal.”’
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If enacted, H.R. 5244 would give Congress timely and regular information about the
overall revenue structure of credit card issuers. The Federal Reserve would gather data on the
total amount of interest and the total amount of fees that each issuer imposed upon cardholders.>
These data would be supplemented with an annual, public report by the Federal Reserve of the
approximate, rclative percentage of income that each issuer derives from interest, cardholder
fees, merchant fees, or other material sources of income. Existing research suggests that late fees
alone are the third largest revenue stream for card issuers,” and that overall fee income may be
35% of total revenues.” The economic importance of such revenue sources to the financial
stability of issuers requires that the Federal Reserve and Congress be knowledgeable about any
dramatic changes in issuers’ profits.

C. Effective Regulatory Oversight Requires Information

The sheer size of the credit card market makes it vitally important to the stability of the
American economy. To monitor the health of card issuers and American houscholds, Congress
needs basic information about actual credit card use and revenue. Without such information,
Congress cannot fairly evaluate the functioning of the credit card market, and regulators cannot
effectively exercise their duties. For example, regulators must know how issuers actually earn
revenue if they are to monitor issuers’ risk and to protect consumers against unconscionable
practices.”' Data on rates and fees at the time of application or solicitation are not appropriate for
such tasks, which require the improved data that H.R. 5244 would collect. Data on how many
consumers pay certain interest rates or fees is useful to Congress as it assesses the overall
cconomic health of American familics and considers proposals to reform the laws pertaining to
credit cards. Such data reflect how successfully American families are managing their access to
credit and the extent to which issuers are relying on financial distress to earn revenue.

The industry should welcome the data provisions in H.R. 5244. Issuers have repeatedly
asserted that certain legislative reforms such as price controls would do severe harm to the
business model for credit cards,* but Congress has been hamstrung in assessing the validity of
such concerns by a lack of reliable, ncutral government data about card revenue. Neither
consumers nor industry should be content with legislative activity that is the result of confusion
or misunderstanding. Indeed, the industry should benefit if Congress understands its practices
because lawmakers will regulate with a fuller appreciation of the consequences of changes. H.R.
5244’s improvements to data collection would enrich the debates about consumer credit by
creating shared data that could used to assess the soundness of proposed reforms.

Conclusion

Credit cards can be uscful spending and borrowing devices. However, their complexity
and their widespread usc in America impose heightened risks on consumers and create additional
challenges for regulators. H.R. 5244 would improve the ability of consumers to successfully
manage their card use. By standardizing administrative practices, consumers can pay on time. By
allowing consumers to set firm credit limits, consumers can avoid over-the-limit fees and stay
within their means. Such responsible credit card practices not only limit the risks to individual
consumers of financial distress from credit card use but also help insulate the economy from an
overall credit bubble that could occur if consumers become highly leveraged with credit card
debt. If enacted, H.R. 5244 would give Congress and regulators improved data about credit cards
with which they could monitor the industry’s stability and better weigh the impact of further
regulation on credit card markets and consumers.
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Credit Card Practices that Undermine Consumer Safety

Thank you for the opportunity to join this discussion about H.R. 5244 and credit cards.’

We are here today to consider modest changes to the rules governing credit cards.
Ironically, we are here to discuss banning practices that many responsible lenders have
already renounced. As a result, much of this discussion is about ensuring that banks that
claim to embrace clean practices are, in fact, following their own promises. It is also
about ensuring that the most shameless creditors do not engage in practices that both
borrowers and lenders have agreed are unfair.
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We are not here to regulate credit cards. This is not a hearing to discuss interest rate caps,
fee regulation or any restraint on {ree and competitive markets.

Instead, this is a hearing about the kinds of tricks and traps that undermine a competitive
market. Markets in which customers are bound to terms to which they did not agree, are
not free and competitive. Markets in which the terms of an agreement are not revealed
until after the customer signs on, are not free and competitive. Markets that permit traps
concealed in unreadable jargon, are not free and competitive.

For too long, the most aggressive credit card issuers have had a free rein to craft new
terms to ensnare unsuspecting eustomers. In the absence of baseline rules such as those
proposed in H.R. 5244, some credit card issuers have boosted profits by developing new
terms that are unfair, often devious, and sometimes legally deceptive. This is a hearing
about banning those practices to ensure real freedom and competition in the credit card
market.

The events of recent months remind us that we are all in credit markets together.
Customers and lenders of all stripes are affected by the lending and borrowing habits of
everyone else. Without careful regulation to support prudent lending, the risk increases
that a credit card bubble will further destabilize both families and the larger economy.

The Proposals
Billing Practices

To prepare for the hearing this morning, 1 read an entire credit card agreement in full
before coming here. 1 could not find any clear information about billing practices, other
than the due date and a promise of a grace period. There was certainly no mention in the
agreement of universal default, double-cycle billing, or other such practice. But those
billing practices can produce substantial revenues for some aggressive lenders. H.R.
5244 stops the scams. The bill

bans due date tricks

bans double-cycle billing

bans imposition of repeated fees for a single over-limit violation

requires pro-rata allocation of payments when customers have loans at different
interest rates

These are modest changes that end practices that, quite frankly, serve no purpose except
to mislead customers. Practices that would be banned, such as requiring payment before
noen or using fine print to shorten the due date for long-time customers, are deceptions,
not legitimate business practices. They should not be permitted. The same is true about
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double-cycle billing, which is used to collect interest on money that the customer has
already repaid.

Creditors are hard-pressed to defend these practices. In fact, several major credit card
issuers have announced that they will drop practices such as double-cycie billing and
unlimited penalties for over-limit violations. These issuers are on record stating that their
customers should not be treated this way. They should be commended. They also show
us that the changes proposed here should not be controversial.

Violations of Basic Contract Law

Other amendments are designed to curb violations of the basic principles of contract law,
principles that we have taught at Harvard Law School and other law schools around the
country for decades. They include:

Eliminating universal default and any-time, any-reason re-pricing

Requiring advance notice of rate increases

Giving consumers a chance to read the card terms before the card is issued
Making sure that terms such as “fixed rate” and “prime rate” carry their ordinary,
plain English meaning

« Limiting the issuer’s ability to change the credit limits without the consent of the
customer

e ® @& @

Contract law is based on the consent of hoth parties. When one party attempts to reserve
to itself the right to change prices or terms unilaterally—without the consent of the other
party—the contract is deemed illusory and neither party can enforce it. No party can
meaningfully consent to terms that did not exist when the contract was formed or to terms
that were not revealed until later. Yet some credit card issuers routinely use written
agreements that violate these foundational principles of contract law.

Once again, credit card issuers are hard-pressed to defend these practices. Some won’t
even try. When card issuers take advantage of contract terms they inserted in order to
bind consumers, but refuse to bind themselves to the same agreement, they engage in the
kind of heads-I-win-tails-you-lose game that contract law has banned for more than two
centuries. Restoring the basic principles of contract law to credit card transactions is an
important step toward restoring integrity and competition to the credit card market.

FEncouraging Customers to Meet their Obligations

Finally, one of the proposals involves a practice that aims toward helping more customers
meet their financial obligations and avoid default. This proposal benefits both consumers
and the credit industry. It involves giving consumers a clear path to financial
rehabilitation
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This is an important measure to strengthen both the credit card industry and our national
economy. When consumers fall behind on their credit card payments, the result is an
increase in their fees and interest rates, but their mounting debt also affects the
consumner’s family, other creditors who are doing business with the consumer, merchants
who hope to sell to the consumer, and the employer who needs the consumer to
concentrate on work matters. A weakened consumer has trouble meeting all of these
obligations.

No one is helped when consumers in financial trouble cannot recover their financial
footing. Giving the customer a clear path to financial rehabilitation is good not only for
the customer, but also for everyone who relies on the financial health of that customer.

Credit Card Reform in a Time of Economic  Uncertainty

The crisis in the subprime mortgage market has served as a bitter rerinder of what can
happen when lending terms are not transparent. When lenders are careless in screening
their customers and when customers are unable to evaluate fully the risks associated with
borrowing, especially without meaningful government oversight, the result is a series of
risky loans, raising the specter of mass defaults and economie upheaval.

Dramatic and sustained weakness in consumer confidence and consumer spending make
it imperative that Congress act to build confidence in credit card products. Financial
markets need to be reassured that the lending on which the U.S. economy is based have
been made prudently and are likely to be repaid. In a time of national economic
turbulence, the credit card market should be a pillar of stability, not a shell game based on
tricking consumers into spending more than they had intended.

Tricks, Traps and Bank Profitability

Some credit card contracts have become a dangerous thicket of tricks and traps. Part of
the problem is that disclosure has become a way to obfuscate rather than to inform. In the
early 1980s, the typical credit card contract was a page long; by the early 2000s, that
contract had grown to more than 30 pages of incomprehensible text.? The additional
language was designed in large part to add unexpected—and unreadable—language that
favors the card companies. In a recent memo aimed at bank executives, a Vice President
of the consulting firm Booz Allen Hamilton observed that most bank products are “too
complex for the average consumer to understand.™ That is an impressive understatement.

For an example of a trick hidden in a credit card, I turned to a mailing from a prominent
credit card company. To determine the interest rate the card would carry, the customer
would have to wade through a discussion referencing unfamiliar terms such as “LIBOR”
and “Cash Equivalent Transactions.” But even the most diligent reader would labor in
vain. After 47 lines of almost incomprehensible text about various rates, the fine print
concludes, “We reserve the right to change the terms at any time for any reason.”*
Evidently, all that convoluted language was there only to obscure the bottom line: The
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company will charge whatever it wants. In effect, lenders won’t be bound by any term or
price that becomes inconvenient for them, but they will expect their customers to be
bound by whatever terms the lenders want to enforce—and will count on the courts to
back them up.

Bankcard issuers generated record-breaking revenues in 2006, the latest year for which
data are available. All-purpose cards generated $115 billion in revenues in 2006, up from
$110 billion the year before.” Profits were a handsome $18.4 billion, a 45% jump from
the year before.

The breakdown in card income shows that most money comes from those customers who
cannot pay in full each month.”

Interest $75.15MM
Interchange 22.18MM
Penalty fees 6.44MM
Cash advance fees 5.65MM
Annual fees 4.00MM
Enhancements 0.92MM

There is, of course, no breakdown in the interest and fee categories to explain how much
of the industry revenue came from raising interest rates on customers who were making
all their payments in full and on time or how much came from charges based on double-
cycle billing for debt that had already been paid. But it is possible to gain some sense of
the need for such tricks and traps by noting the mumber of highly profitable card issuers
that have publicly renounced such practices.

e Bank of America has testified before this committee that it has never engaged in
universal default. The company’s credit card profits nonetheless continue to grow.

e Capital One has testified before this committec that it does not engage in
universal default.® The company’s credit card profits nonetheless continue to
grow.

s Citibank has testified before this committee that it would ban universal default
practices during the time a credit card was outstanding.” The company’s credit
card profits nonetheless continue to grow.

e I.P. Morgan Chase announced that it will stop all universal defaults.'” The
company’s credit card profits nonetheless continue to grow.

This summer, Money Magazine observed: “Since last March, none of the five major
issuers, which control 80% of the market, officially practiced universal default.”!

With so many card issuers abandoning universal default, it is difficuit to claim that such
clauses are essential for profitability. But why is it necessary to ban the practice? This is
a little like asking why it is necessary to ban toxic dumping if most companies don’t do i,
The simple answer is that banning the practice makes sure that a minority of card issuers
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do not burn consumers with these practices. Discover is perhaps the most prominent of
several lenders that still refuse to abandon this exploitative practice, despite the fact that
their competitors remain quite profitable without this source of revenue.

H.R. 5244 is also important because it puts the force of law behind the pledges of Bank
of America, Capital One, Citibank, and Chase. As it stands, nothing prevents these
companies from quietly changing their policies. Consumers deserve better protection
than the occasional benevolence of America’s largest lenders.

While universal default has attracted the most attention, there are other practices that do
not grab headlines, but that slice into customers’ pocketbooks. Even here, major issuers
have already abandoned some of the worst practices.

* Bank of America has testificd before this committee that it has never engaged in
double-cycle billing. It also limits the number of consecutive over-limit fees to
three.

e Senator Coleman announced in hearings last year that Chase had agreed to
“climinate the odious practice known as double-cycle billing.”'? The Senator also
said that Chase would not impose more than three over-limit fees per event.

e Capital One has testified before this committee that it does not engage in double-
cycle billing, and that it has eliminated billing practices that would impose high
interest rates when a customer is only a day late in paying. '’

These companies may have abandoned other sharp practices as well, and they are to be
commended. Their competitors may also have renounced double-cycle billing or repeat
over-limit fees, but such information is not readily available. We know about these
practices only because Congressional committees, led by Congresswoman Maloney and
others, have asked. Otherwise, customers remain in the dark about such practices. So
long as that is so, the market will not work. The only hope for restoring a competitive
market that provides transparency to consumers is to send a clear signal that these
disreputable stratagems have no place in the American financial system. Passing FLR.
5244 is an obvious way to end some of the most obvious forms of exploitation of
consumers while maintaining the vibrancy of the American credit industry.

Economic Stimulus and Credif Cards

Money siphoned off in devious billing practices and hidden fees is money not spent on
goods and services in this economy. Credit card debt now consumes a sizeable portion of
a family’s income, leaving families with less to spend elsewhere. Current data show an
average of 9.2% of families’ disposable income is taken up by credit card debt, money
that is not used to purchase goods and services that can bolster the U.S. economy. '

It 1s wromic that Congress would pass a huge stimulus package, committing billions of
dollars of taxpayer money to families in the hope that they will spend it on goods and
services to give the economy a much-needed lift. If, instead, that money goes to paying
interest on outstanding debts, the stimulus will fall flat. But Congress has other tools at
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its disposal beyond spending taxpayer dollars. Families would have more to spend if
they did not lose money to credit card issues through traps.

For a more detailed explanation of this phenomenon, I commend your attention to the
work of my co-panelist, Professor Adam Levitin. He explains the larger economic
impact of even small dollar differences that are multiplied by millions and millions of
transactions.”” H.R. 5244 gives Congress a chance to help strengthen the economy by
strengthening family budgets.

Regulation and Credit Bubbles

As experience in the subprime market has taught us, so painfully, when lenders can
increase their profits by promoting tricky products, they will make more loans with less
regard for the customers’ ability to repay them. At the margins, some loans will be made
that should never have been approved. For a short time, this reckless lending looks like
good news to the borrower who got money that he would not have otherwise obtained
and to the lender that generates an extra profit on the loan and packages the debt for re-
sale.

But the good news is always followed by bad news. Inflating lending through tricks and
traps is classic bubble activity—artificially driving up the number and dollar amount of
loans. Over time, a large fraction of the people who receive these loans will default on
them. When they do, the bubble bursts.

Credit card activity is no longer funded exclusively by bank deposits and capital reserves.
Instead, like mortgage loans, credit card receivables are passed along into securitized
pools. Currently about 60% of all credit card debt is held in securitized pools, such as
special purpose entities (SPEs in the parlance of the trade). ' These debts are then moved
off the card issuers’ balance shecets so that they no long require capital reserves—and so
that they are no longer so visible either to regulators or investors, let alone to consumers.

As the mortgage crisis has also taught us, the consequences of an exploding credit bubble
are not confined exclusively to those who engaged in imprudent lending and borrowing.
Instead, when a consumer fails financially, all of the people who do business with that
person are also in jeopardy. Other, more prudent credit card issuers are not paid.
Doctors” bills and dentists” bills go unpaid. Car loans break down. There is less money
to pay rents and mortgages. Defaults and bankrupteies will not discriminate between
prudent and imprudent lenders, and so thousands of responsible loans will become
collateral damage of the easy money epidemic.

There are no publicly-available data documenting the magnitude of each of the particular
practices identified in H.R. 5244. If they arc rarely used, then the current markets are
secure. Of course, if they are rarely used, then there will be little impact on the industry if
they are eliminated entirely. H.R. 5244 will serve the valuable purpose of ending these
pernicious practices before they spread.
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If, however, the practices identified in H.R. 5244 are widespread, then it is imperative
they be eliminated before they precipitate a financial crisis. Families cannot bear the
strain of losing money to credit card tricks, and responsible lenders should not be forced
to compete with those who are willing to boest their profits by taking advantage of
customers. Given the current vulnerabilities of the national economy, a second credit
crisis would almost certainly plunge us into a deeper and even more severe recession.

Who Get Hurts When Credit Card Markets Don’t Work?

Credit cards are everywhere. As of 2004, the Survey of Consumer Finance documented
that three-fourths (74.9%) of all houscholds held at least one credit card, and 58% of
those with credit cards carried balances.!” In other words, about 43.5% of all houscholds
in the US carry a balance on their credit cards. For those who carry debt, the average
debt per household in 2006 was reported as an astonishing $8.467." Since then, debt has
continued to grow. A household earning the median income would have to turn over
every paycheck for nearly three months to pay that bill. ¥ Of course, they would have to
find a way to stop eating, stop paying rent, stop driving to work, stop making car
payments, and, most importantly, stop the interest from continuing to accumulate on their
debt loads.

The publicly-available data are aggregated, which means that it is not possible to identify
particular lenders or particular practices. Many subtle and not-so-subtle ways of taking
advantage of vulnerable groups can be covered up by combining data from multiple
sources. Even so, the aggregated data reveal some deeply troubling trends.*®

s Single women are nearly twice as likely to be paying penalty rates of interest as
single men.

e African-American and Latino card holders who carry balances are more likely to
be paying interest rates above 20% than are their white counterparts.

e Families with incomes in the bottom 40% are twice as likely to be paying penalty
interest rates as families in the top 40%.

The cumulative effects of lower eamings and fewer accumulated assets leave many
Americans vulnerable to the exploitative practices of credit card companies. Unlike those
with more resources, they cannot always shrug off late fees or higher interest rates,
paying them with no real effect on their financial security.

Nearly half of all credit-card holders missed payments in 2006 (the latest year for which
data are available).”! This makes them obvious targets for the most aggressive and unfair
tactics. Sending in a payment that arrives one day late costs a family an average of $28,
even though the cost to the conmpany of a late payment can be measured in pennies.”
More importantly, a single late payment can trigger a rise in interest rates on that card
and on other outstanding cards that will make it far more difficult for the family to get
any of its debts paid.
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Anxiety has become a constant companion for Americans struggling with debt. Today
about one in every seven families is dealing with a debt collector.” Forty percent of
families worry whether they can make all their payments every month.?* An additional
2.1 million familics missed at least one mortgage payment.” In 2006, a then-record 1.3
million families received foreclosure notices, followed by another 2.2 million families
who were in foreclosure in 2007.%° One in five Americans is losing hope, saying that
even whez}7 they don’t count their mortgages, they expect to die still owing money to their
creditors.”

What will happen to these families? Since 2000, families have filed nearly 10 million
petitions for bankruptey. In 2005, the National Opinion Research Council asked families
about negative life events: the death of a child and being forced to live on the street or in
a shelter topped the list, but filing for bankruptcy ranked close behind, more serious than
the death of a close friend or separating from a spouse.® Of those who file for
bankruptcy, 85 percent struggle to hide the fact from families, friends, or neighbors.?

Some Americans believe that their neighbors are drowning in debt because they spend
and borrow recklessly-—and there can be no doubt that some portion of the credit crisis 1s
the result of foolishness and profligacy. But that is not the whole stery. Lenders have
deliberately built tricks and traps into some credit products so they can ensnare families
in a cycle of high-cost debt. With H.R. 5244, Congress has an opportunity to eliminate
some of the most harmful practices.

Making Markets Work

Americans are justifiably angry about how they are treated by their credit card issuers. In
2007, 11,427 people filed complaints with the Office of the Comptroller of the Currency,
which oversees only the subset of credit cards that are issued by federally chartered banks.
Last summer, when the Federal Reserve opened its website for public comments on its
proposal that lenders give 45-day notice before increasing interest rates, more than 2,500
consumers wrote in to support the rule change.

Lenders employ thousands of lawyers, lobbyists, marketing ad agencies, statisticians, and
business strategists to help them increase profits. In a rapidly changing market, customers
need some basic protection to be certain that the products they buy meet minimum safety
standards. Personal responsibility will always play a critical role in dealing with credit
cards, but no family should be brought low by tricks and traps designed to prey on the
unwary.

Creating safer marketplaces begins with making certain that the financial instraments on
which we depend are fair to consumers and sustainable over the long term. Terms hidden
in the fine print or obscured with incomprchensible language, reservation of all power to
the seller with nothing left for the buyer, and similar legally-sanctioned confidence games
have no place in a well-functioning market.
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Congresswoman Maloney and Chairman Frank have taken an important first step toward
ending the practices that put families and markets at risk. They deserve our support and
our thanks.

! In preparing this testimony, I received excellent research help from Adam Lebovitz, Harvard Class of
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NSBA'

National Small Business Assoclanon”

March 11, 2008

The Honorable Carolyn Maloney
United States House of Representatives
2331 Raybumn Office Building
Washington, D.C. 20510

Dear Representative Maloney:

The National Small Business Association is pleased to support H.R. 5244, the Credit
Cardholders’ Bill of Rights. Reaching 150,000 small-business owners across the nation, NSBA
is the country’s oldest small-business advocacy organization.

Credit cards are critical to America’s small businesses. Many small and startup businesses lack
the assets necessary for traditional bank loans, and on-going bank consolidation and the increased
usage of personal credit ratings for business owners have resulted in fewer community and
character-based loans. In turn, small businesses increasingly are obtaining vital business capital
from credit cards.

In a nationwide NSBA survey, 44 percent of small- and mid- sized business owners identified
credit cards as a source of financing that their company had used in the previous 12 months—
more than any other source of financing, including business earnings. Although they are
increasingly turning to credit cards for financing, more than half of small businesses report that
the terms of their credit cards are worsening. This is not good news for America’s economy,
which is heavily reliant on a robust and thriving small-business community.

To this end, NSBA supports credit-card reform. For far too long, the credit-card industry has been
allowed to engage in acts in direct violation of free-market capitalism and fundamental fairness. It
is time to curtail or prohibit the more egregious examples of these practices.

Congress must remain vigilant, however, of any unintended consequences arising from efforts to
reform the practices of the credit-card industry. Any enacted legislation must be carefully
constructed and meticulously monitored to avoid further restricting small businesses’ access to
capital. For instance, proposals to require cardholders to demonstrate proof of income would be
highly detrimental to aspiring entrepreneurs.

NSBA strongly encourages Congress and the administration to fully support small businesscs as
the true centers of growth in the U.S. economy and take the lead in ensuring that injurious credit-
card practices are not inhibiting small-business growth and harming Ameriea’s economy. NSBA
applauds you for your leadership on this vital issue and for recognizing the important connection
between needed credit-card reform and the essential role small business plays in the U.S.
economy.

Sincerely,
T

Todd O. McCracken
President

1156 15th St., N.W, + Suite 1100 « Washington, D.C. 20005-1735 » 202.293.8830 « Fax: 202.872.8543 « www.nsba.biz
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CREDIT CARDS

Increased Complexity in Rates and Fees
Heightens Need for More Effective
Disclosures to Consumers

What GAO Found

Originally having fixed interest rates around 20 percent and few fees,
popular credit cards now feature a variety of interest rates and other fees,
including penalties for making late payments that have increased to as high
as $39 per occurrence and interest rates of over 30 percent for cardholders
who pay late or exceed a credif limit. Issuers explained that these practices
represent risk-based pricing that allows them to offer cards with lower costs
to less risky cardholders while providing cards to riskier consumers who
might otherwise be unable to obtain such credit. Although costs can vary
significantly, many cardholders now appear to have cards with lower
interest rates than those offered in the past; data from the top six issuers
reported to GAO indicate that, in 2005, about 80 percent of their accounts
were assessed interest rates of less than 20 percent, with over 40 percent
having rates below 15 percent. The issuers also reported that 35 percent of
their active U.S. accounts were assessed late fees and 13 percent were
assessed over-limit fees in 2005.

Although issuers must disclose information intended to help consumers
compare card costs, disclosures by the Jargest issuers have various
weaknesses that reduced consumers’ ability to use and understand them.
According to a usability expert’s review, disclosures from the largest credit
card issuers were often written well above the eighth-grade level at which
about half of U.S. adults read. Contrary to usability and readability best
practices, the disclosures buried important information in text, failed to
group and label related material, and used small typefaces. Perhaps as a
result, cardholders that the expert tested often had difficulty using the
disclosures to find and understand key rates or terms applicable fo the
cards. Similarly, GAO's inferviews with 112 cardholders indicated that many
failed to understand key aspects of their cards, including when they would
be charged for late payments or what actions could cause issuers to raise
rates. These weaknesses may arise from issuers drafting disclosures to
avoid lawsuits, and from federal regulations that highlight less relevant
information and are not well suited for presenting the complex rates or
terms that cards currvently feature. Although the Federal Reserve has started
to obtain consumer input, its staff recognizes the challenge of designing
disclosures that include all key information in a clear manner,

Although penalty charges reduce the funds available to repay cardholders’
debts, their role in contributing to bankruptcies was not clear. The six
largest issuers reported that unpaid interest and fees represented about 10
percent of the balances owed by bankrupt cardholders, but were unable to
provide data on penalty charges these cardholders paid prior to filing for
bankruptcy. Although revenues from penalty interest and fees have
increased, profits of the largest issuers have been stable in recent years.
GAO analysis indicates that while the majority of issuer revenues came from
inferest charges, the portion attributable to penalty rates has grown.

United States Governmeni Accountability Office
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United States Govermment Accountability Office
Washington, D.C. 20548

September 12, 2006

The Honorable Carl Levin

Ranking Minority Member

Permanent Subcomuittee on Investigations

Committee on Homeland Security and Governmental Affairs
United States Senate

Dear Senator Levin:

Over the past 25 years, the prevalence and use of credit cards in the United
States has grown dramatically. Between 1980 and 2005, the amount that
V.S, consumers charged to their cards grew from an estimated $69 billion
per year to more than $1.8 tritlion, according to one firm that analyzes the
card industry.’ This firm also reports that the number of U.S. credit cards
issued to consumers now exceeds 691 million. The increased use of credit
cards has contributed to an expansion in household debt, which grew from
$59 billion in 1980 to roughly $830 billion by the end of 2005.% The Board of
Governors of the Federal Reserve System (Federal Reserve) estimates that
in 2004, the average American household owed about $2,200 in credit card
debt, up from about $1,000 in 1992.%

Generally, a consumer’s cost of using a credit card is determined by the
terrs and conditions applicable to the card--such as the interest rate(s),
minimum payment amounts, and payment schedules, which are typically
presented in a written cardmember agreement-—and how a consumer uses

'CardWeb,com, Inc., an online publisher of information about the payment card industry.

“Based on data from the Federal Reserve Board’s monthly (.19 release on consuruer credit.
T addition to credit card debt, the Federal Reserve also categorizes overdraft lines of credit
as revolving consumer debt (an overdraft fine of credit loan a consuier obtains from a
bank to cover the amount of potential overdrafts or withdrawals from a checking account in
amounts greater than the balance available in the account). Mortgage debt is not captured in
these data.

"B.K. Bucks, A.B. Kennickell, and K.B. Moore, "Recent (‘hdn«m U8, }'amﬂv l‘ nances:
Evidence from the ()0[ d.nd 2004 Nm ¥ 0(( or
March 22, 2006. Ak
from 1989 to 1982 qu(k‘m‘c fmm 11\(‘ Qurvov nf (‘or sumer Yman( 08,
Bulletin, October 1994, Adjusted for inflation, credit card debt in 1992 was $1,208 mr the
average American household.

Page 1 GAO-06-928 Credit Cards



171

a card.! The Federal Reserve, under the Truth in Lending Act (TILA), is
responsible for creating and enforcing requirements relating to the
disclosure of terms and conditions of consumer credit, including those
applicable to credit cards.® The regulation that implements TILA's
requirements is the Federal Reserve’s Regulation Z.5 As credit card use and
debt have grown, representatives of consumer groups and issuers have
questioned the extent to which consumers understand their credit card
terms and conditions, including issuers’ practices that—even if permitted
under applicable terms and conditions—could increase consumers’ costs
of using credit cards. These practices include the application of fees or
relatively high penalty interest rates if cardholders pay late or exceed credit
limits, Issuers also can allocate customers’ payments among different
components of their outstanding balances in ways that maximize total
interest charges. Although card issuers have argued that these practices are
appropriate because they compensate for the greater risks posed by
cardholders who make late payments or exhibit other risky behaviors,
consumer groups say that the fees and practices are harmful to the
financial condition of many cardholders and that card issuers use them to
denerate profits.

You requested that we review a number of issues related to credit card fees
and practices, specifically of the largest issuers of credit cards in the
United States. This report discusses (1) how the interest, fees, and other
practices that affect the pricing structure of cards from the largest U.S.
issuers have evolved and cardholders’ experiences under these pricing
structures in recent years; (2) how effectively the issuers disclose the
pricing structures of cards to their cardholders (3) whether credit card debt
and penalty interest and fees contribute to cardholder bankruptcies; and
{4) the extent to which penalty interest and tees contribute to the revenues
and profitability of issuers’ credit card operations.

To identify the pricing structures of cards—including their interest rates,
fees, and other practices—we analyzed the cardmember agreements, as

“We recently reported on mini 3 disclosure requirements. See GAQ, Credit
Cards: Customized Minimum Payment Disclosures Would Provide More Information to
Consumers, but Impact Cowuld Vary, GAO-06434 (Washington, D.C.: Apr. 21, 20063,

“Pub. L. No. 90-321, Title I, 82 Stat. 146 (1968) {codified as amended at 15 U.S.C. §§ 1601-
1666).

‘Regutation Z is codified at 12 CER. Part 226,
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well as materials used by the six largest issuers as of December 31, 2004,
for 28 popular cards used to solicit new credit card customers from 2003
through 2005.” To determine the extent to which these issuers’ cardholders
were assessed interest and fees, we obtained data from each of the six
largest issuers about their cardholder accounts and their operations. To
protect each issuer’s proprietary information, a third-party organization,
engaged by counsel to the issuers, aggregated these data and then provided
the results to us. Although the six largest issuers whose accounts were
included in this survey and whose cards we reviewed may include some
subprime accounts, we did not include information in this report relating to
cards offered by credit card issuers that engage primarily in subprime
lending® To assess the effectiveness of the disclosures that issuers provide
to cardholders in terms of their usability or readability, we contracted with
a consulting firra that specializes in assessing the readability and usability
of written and other materials to analyze a representative selection of the
largest issuers’ cardmember agreements and solicitation materials,
including direct mail applications and letters, used for opening an account
(in total, the solicitation materials for four cards and cardmember
agreements for the same four cards).” The consulting firm compared these
materials to recognized industry guidelines for readability and presentation
and conducted testing to assess how well cardholders could use the
materials to identify and understand information about these credit cards.
While the materials used for the readability and usability assessments
appeared to be typical of the large issuers’ disclosures, the results cannot
be generalized to materials that were not reviewed. We also conducted
structured interviews to learn about the card-using behavior and
knowledge of various credit card terms and conditions of 112 consumers
reeruited by a market research organization to represent a range of adult
income and education levels. IHowever, our sample of cardholders was too

“These issuers’ accounts (()miimtc almml ‘%(7 perc om o!’ (redix (drd Iemiin" in che Unilvd

MBNA Amoru (1 Bauk N.. A [ a()lldl <)no B(mk, :mdl S
Services. In providing us with materials for the most popular credit mrds tl\oso
determined which of their cards qualified as popular araong all cards in their portfolios.

fers to extending credit Lo borrowers who exhibit

charact cs indicating a significantly higher risk of default than traditionad bank lending
customers. Such issuers could have pricing structures and other terms significantly
different from those of the popular cards offered by the top issuers.

*Suby umo londxm, generally re
D!

“Regulation Z defines a “solicitation” as an offer (written or oral) by the card issuer to open
2 credit or charge card account that dees not require the consumer to complete an
application. 12 C.ER. § 226 5a(a)(1).
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small to be statistically representative of all cardholders, thus the results of
our interviews cannot be generalized to the population of all U.S.
cardholders. We also reviewed comment letters submitted to the Federal
Reserve in response to its comprehensive review of Regulation Z's open-
end credit rules, including rules pertaining to credit card disclosures.” To
determine the extent to which credit card debt and penalty interest and
fees contributed to cardholder bankruptcies, we analyzed studies, reports,
and bank regulatory data relating to credit card debt and consumer
bankruptcies, as well as information reported to us as part of the data
request to the six largest issuers. To determine the extent to which penalty
interest and fees contributes to card issuers’ revenues and profitability, we
analyzed publicly available sources of revenue and profitability data for
card issuers, including information included in reports filed with the
Securities and Exchange Commission and bank regulatory reports, in
addition to information reported to us as part of the data request to the six
largest issuers.” In addition, we spoke with representatives of other U.S.
hanks that are large credit card issuers, as well as representatives of
consumer groups, industry associations, academics, organizations that
collect and analyze information on the credit card industry, and federal
banking regulators. We also reviewed research reports and academic
studies of the credit card industry.

We conducted our work from June 2005 to September 2006 in Boston;
Chicago; Charlotte, North Caroling; New York City; San Francisco;
Wibmington, Delaware; and Washington, D.C., in accordance with generally
accepied governinent anditing standards. Appendix I describes the
objectives, scope, and methodology of our review in more detail.

Results in Brief

Since about 1990, the pricing structures of credit cards have evolved to
encompass a greater variety of interest rates and fees that can increase

"See Truth in Lending, 69 Fed. Reg. 70825 (advanced notice of proposed rilemaking,
published Dee. 8, 2004). “Open-end credit” means conswmer credit extended by a creditor
undder a plan in which: (1) the creditor reasonably conteraplates repeated transactions, (i)
the creditor may impose a finance charge from time to tirae on an outstanding unpaid
balance and (1) the amount of eredit that may be extended to the consumer is generally
made available to the extent that any outstanding balance is repaid. 12 C.FR. § 226.2(2)(20).

HAlthough we had previously been provided comprehensive data from Visa International on
credit industry revenues and profits for a past report on credit card issues, we were unable
1o obtain these data for this report.
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cardholder’s costs; however, cardholders generally are assessed lower
interest rates than those that prevailed in the past, and most have not been
assessed penalty fees. For many years after being introduced, ¢credit cards
generally charged fixed single rates of interest of around 20 percent, had
few fees, and were offered only to consumers with high credit standing.
After 1990, card issuers began to introduce cards with a greater variety of
interest rates and fees, and the amounts that cardholders can be charged
have been growing. For example, cur analysis of 28 popular cards and
other information indicates that cardholders could be charged

= up to three different interest rates for different transactions, such as one
rate for purchases and another for cash advances, with rates for
purchases that ranged from about 8 percent to about 19 percent;

e penalty Tees for certain cardholder actions, such as making a late
payment (an average of almost $34 in 2005, up from an average of about
$13in 1995) or exceeding a credit limit (an average of about $31 in 2005,
up front about $13 in 1995); and

a higher interest rate~—some charging over 30 percent—as a penalty for
exhibiting riskier behavior, such as paying late.

Although consumer groups and others have criticized these fees and other
practices, issuers point out that the costs to use a card can now vary
according to the risk posed by the cardholder, which allows issuers to offer
credit with lower costs to less-risky cardholders and credit to consumers
with lower credit standing, who likely would have not have received a
credit card in the past. Although cardholder costs can vary significantly in
this new environment, many cardholders now appear to have cards with
interest rates less than the 20 percent rate that most cards charged prior to
1990. Data reported by the top six issuers indicate that, in 2005, about 80
percent of their active U.S. accounts were assessed interest rates of less
than 20 percent—with more than 40 percent having rates of 15 percent or
less.” Furthermore, almost half of the active accounts paid little or na
interest because the cardholder generally paid the balance in fuil. The
issuers also reported that, in 2005, 36 percent of their active U.S. accounts
were assessed late fees and 13 percent were assessed overlimit fees.

¥For purposes of this report, active accounts refer to accounts of the top six issuers that
had had a debit or credit posted to them by December 31 in 2003, 2004, and 2005.
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Although credit card issuers are required to provide cardholders with
information aimed at facilitating informed use of credit and enhancing
consumers’ ability to compare the costs and terms of credif, we found that
these disclosures have serious weaknesses that likely reduced consumers’
ability to understand the costs of using credit cards. Because the pricing of
credit cards, including interest rates and fees, is not generally subject to
federal regulation, the disclosures required under TILA and Regulation Z
are the primary means under federal law for protecting consumers against
inaccurate and unfair credit card practices.” However, the assessment by
our usability consultant found that the disclosures in the customer
solicitation materials and cardmember agreements provided by four of the
largest credit card issuers were too complicated for many consumers to
understand. For example, although about half of adults in the United States
read at or below the eighth-grade level, most of the credit card materials
were written at a tenth- to twelfth-grade Ievel. In addition, the required
disclosures often were poorly organized, burying important information in
text or scattering information about a single topic in numerous places. The
design of the disclosures often made them hard to read, with large amounts
of text in small, condensed typefaces and poor, ineffective headings to
distinguish important topics from the surrounding text. Perhaps as a result
of these weaknesses, the cardholders tested by the consultant often had
difficulty using these disclosures to locate and understand key rates or
terms applicable to the cards. Similarly, our interviews with 112
cardholders indicated that many failed to understand key terms or
conditions that could affect their costs, including when they would be
charged for late payments or what actions could cause issuers to raise
rates. The disclosure materials that consumers found so difficult to use
resulted from issuers’ attempts to reduce regulatory and liability exposure
by adhering to the formats and language prescribed by federal law and
regulations, which no longer suit the complex features and terms of many
cards. For example, current disclosures require that less important terms,
such as minimum finance charge or balance computation method, be
prominently disclosed, whereas information that could more significantly
affect consumers’ costs, such as the actions that could raise their interest
rate, are not as prominently disclosed. With the goal of improving credit
card disclosures, the Federal Reserve has begun obtaining public and
industry input as part of a comprehensive review of Regulation Z. Industiy
participants and others have provided various suggestions to improve

TILA also contains procedural and substantive protections for consumers for credit card
transactions.

Page 6 GACG-0G6-829 Credit Cards



176

disclosures, such as placing all key terms in one brief document and other
details in a much longer separate document, and both our work and that of
others illustrated that involving consultants and consumers can help
develop disclosure materials that are more likely to be effective, Federal
Reserve staff told us that they have begun to involve consumers in the
preparation of potentially new and revised disclosures. Nonetheless,
Federal Reserve staff recognize the challenge of presenting the variety of
information that consumers may need to understand the costs of their
cards in a clear way, given the complexity of credit card products and the
different ways in which consumers use credit cards.

Although paying penalty interest and fees can slow cardholders' atterpts
to reduce their debt, the extent to which credit card penalty fees and
interest have contributed to consumer bankruptcies is unclear. The number
of consumers filing for bankruptey has risen more than sixfold over the
past 25 years—a period when the nation’s population grew by 29 percent—
to more than 2 million filings in 2005, but debate continues over the reasons
for this increase. Some researchers attribute the rise in bankruptcies to the
significant increase in household debt levels that also occurred over this
period, including the dramatic increase in outstanding credit card debt.
However, others have found that relatively steady household debt burden
ratios over the last 15 years indicate that the ability of households to make
payments on this expanded indebtedness has kept pace with growth in
their incomes. Similarly, the percentage of households that appear to be in
financial distress—those with debt payments that exceed 40 percent of
their income-—did not change much during this period, nor did the
proportion of lower-incormne households with credit card balances. Because
debt levels alone did not appear to clearly explain the rise in bankruptcies,
some researchers instead cited other explanations, such as a general
decline in the stigma associated with bankruptcies or the increased costs of
major life events—such as health problems or diverce—to households that
increasingly rely on two incomes. Although critics of the credit card
industry ha ed the emergence of penalty interest rates and growth in
fees as leading to increased financial distress, no comprehensive data exist
to determine the extent to which these charges contributed to consumer
bankruptcies. Any penalty charges that cardholders pay would consume
funds that could have been used to repay principal, and we obtained
anecdotal information on a few court cases involving consumers who
incurred sizable penalty charges that contributed to their financial distress.
However, credit card issuers said that they have little incentive to cause
their custonmers to go bankrupt. The six largest issuers reported to us that
of their active accounts in 2005 pertaining to cardholders who had filed for
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bankruptey before their account became 6 months delinguent, about 10
percent of the outstanding balances on those accounts represented unpaid
interest and fees. However, issuers told us that their data system and
recordkeeping limitations prevented thent from providing us with data that
would more completely illustrate a relationship between penalty charges
and bankruptcies, such as the amount of penalty charges that bankrupt
cardholders paid In the months prior to filing for barkruptey or the amount
of penalty charges owed by cardholders who went bankrupt after their
accounts became more than 6 months delinquent.

Although penalty interest and fees have likely increased as a portion of
issuer revenues, the largest issuers have not experienced greatly increased
profitability over the last 20 y . Determining the extent to which penalty
interest charges and fees contribute to issuers’ revenues and profits was
difficult because issuers’ regulatory filings and other public sources do not
include such detail. Using data from bank regulators, industry analysts, and
information reported by the five largest issuers, we estimate that the
majority—about 70 percent in recent years—of issuer revenues came from
interest charges, and the portion attributable to penalty rates appears to
have been growing. The remaining issuer revenues came from penalty
fees—which had generally grown and were estimated to represent around
10 percent of total issuer revenues—as well as fees that issuers receive for
processing merchants' card transactions and other sources. The profits of
the largest credit-card-issuing banks, which are generally the most
profitable group of lenders, have generally been stable over the last 7 years.

This report recormends that, as part of its effort to increase the
effectiveness of disclosure materials, the Federal Reserve should ensure
that such disclosures, including model forms and formatting requirements,
more clearly emphasize those terms that can significantly affect cardholder
costs, such as the actions that can cause default or other penalty pricing

ral o be imposed. We provided a draft of this report to the Federal
Reserve, the Office of the Comptroller of the Currency (OCQ), the Federal
Deposit Insurance Corporation (FDIC), the Federal Trade Commission, the
National Credit Union Administration, and the Office of Thrift Supervision
for comment. In its writlen comments, the Federal Reserve agreed that
current credit card pricing structures have added to the complexity of card
disclosures and indicated that it is studying alternatives for improving both
the content and format of disclosures, including involving consumer testing
and design consultants.
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Background

Credit card use has grown dramatically since the introduction of cards
more than & decades ago. Cards were first introduced in 1950, when Diners
Club established the first general-purpose charge card that allowed its
cardholders to purchase goods and services from many different
merchants. In the late 1950s, Bank of America began offering the first
widely available general purpose credit card, which, unlike a charge card
that requires the balance to be paid in full each month, allows a cardholder
to make purchases up to a credit limit and pay the balance off over time. To
increase the nurober of consumers carrying the card and to reach retailers
outside of Bank of America’s area of operation, other banks were given the
oppottunity to license Bank of America’s credit card. As the network of
banks issuing these credit cards expanded internationally, administrative
operations were spun off into a separate entity that evolved into the Visa
network. In contrast to credit cards, debit cards result in funds being
withdrawn almost immediately from consumers’ bank accounts (as if they
had a written a check instead). According to CardWeb.com, Inc., a firm that
collects and analyzes data relating to the credit card industry, the number
of times per month that credit or debit cards were used for purchases or
other transactions exceeded 2.3 billion in May 2003, the last month for
which the firm reported this data.

The number of credit cards in circulation and the extent to which they are
used has also grown dramatically. The range of goods and services that can
be purchased with credit cards has expanded, with cards now being used
to pay for groceries, health care, and federal and state income taxes. As
shown in figure 1, in 2005, consumers held more than 691 million credit
cards and the total vatue of transactions for which these cards were used
exceeded $1.8 trillion.
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Figure 1: Credit Cards in Use and Charge Volume, 1980-2005
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The largest issuers of credit cards in the United States are commercial
banks, including many of the largest banks in the country. More than 6,000
depository institutions issue credit cards, but, over the past decade, the
majority of accounts have becorne increasingly concentrated among a
sinall number of large issuers. Figure 2 shows the largest bank issuers of
credit cards by their total credit card balances outstanding as of December
31, 2004 (the most recent data available) and the proportion they represent
of the overall total of card balances outstanding.
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Figure 2: The 10 Largest Credit Card Issuers by Credit Card Balances Outsianding
as of December 31, 2004

Outstanding

Card issuer recelvables Pertent of totat market
Crigroup the. $139,600,000,000
Chase Card Services 135,370,000,000
MBNA America 101,800,000,000
Bank of America 58,629.000,000
Capitat One Financial Corp. 48,609,571,000
Discover Financiat Services, Inc. 48,061,000,000
American Express Centurion Bank 39,600,000,000
HSBC Credit Card Services 18,670,000,000
Providian Financiat Corp, 18,100,000,0660
Wells Farge 13,479,0689,059

$623,219,460,059

Seurce: GAO analysis of Card industry Directory cata.

TILA is the primary federal law pertaining to the extension of consumer
credit. Congress passed TILA in 1968 to provide for meaningful disclosure
of credit terms in order to enable consumers to more easily compare the
varjous credit terms available in the marketplace, to avoid the uninformed
use of credit, and to protect themselves against inaccurate and unfair credit
billing and credit card practices, The regulation that implements TILA's
requirements is Regulation Z, which is administered by the Federal
Reserve.

Under Regulation Z, card issuers are required o disclose the terms and
conditions to potential and existing cardholders at various times. When
first marketing a card directly to prospective cardholders, written or oral
applications or solicitations to open credit card accounts must generally
disclose key information relevant to the costs of using the card, including
the applicable interest rate that will be assessed on any outstanding
balances and several key fees or other charges that may apply, such as the
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fee for making a late payment.” In addition, issuers must provide
consumers with an initial disclosure statement, which is usually a
component of the issuer’s cardmember agreement, before the first
transaction is made with a card. The cardmember agreement provides
more comprehensive information about a card’s terms and conditions than
would be provided as part of the application or a solicitation letter.

In some cases, the laws of individual states also can affect card issuers’
operations. For example, although many credit card agreements permit
issuers to make unilateral changes to the agreement’s terms and
conditions, some state laws require that consumers be given the right to
opt out of changes. However, as a result of the National Bank Act, and its
interpretation by the U.S. Supreme Court, the interest and fees charged by
a national bank on credit card accounts is subject only to the laws of the
state in which the bank is chartered, even if its lending activities occur
outside of its charter state.”” As a result, the largest banks have located
their credit card operations in states with laws seen as more favorable for
the issuer with respect to credit card lending.

Various federal agencies oversee credit card issuers. The Federal Reserve
has responsibility for overseeing issuers that are chartered as state banks
and are also members of the Federal Reserve System. Many card issuers
are chartered as national banks, which OCC supervises. Other regulators of
bank issuers are FDIC, which oversees state-chartered banks with federally
insured deposits that are not members of the Federal Reserve System; the
Office of Thrift Supervision, which oversees federally chartered and state-
chartered savings associations with federally insured deposits; or the

d close 1h() same kvv pr}(mﬂ tvrms roqmred to b(‘ (hs los(\d on dm‘( L maxl a.pph( asmns and
solicitations. Alfernatively, issuers may include in a prominent location on the application or
solicitation a staternent that costs are associated with use of the card and a toll-lree
telephone number and mailing address where the conswmer may contact the issuer to
request specilic infonmation. 12 C.F 226.5a(e)(8).

BThe National Bank Act provision codified at 12 U.S.C. § 85 permits national banks to
charge interest at a rate allowed by laws of the jurisdiction in which the bank s located. In
Marquette National Bank v. First of Omeha Service Corp. et ol., 439 ULS, 209 (1978), the

{1.8. Supreme Court held that a national bank is deemed to be “10( ated” in the state in which
hartered. See also Smiley v Cittbank (South Dakote), N.A, 517 U.S. 735 (1966)
{holding that “interest” under 12 U.S.C. § 85 includes any charges attendant to credit card
usage).
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National Credit Union Administration, which oversees federally-chartered
and state-chartered credit unions whose member accounts are federally
insured. As part of their oversight, these regulators review card issuers’
compliance with TILA and ensure that an institution’s credit card
operations do not pose a threat to the institutions’ safety and soundness.
The Federal Trade Cornmission generally has responsibility for enforcing
TILA and other consumer protection laws for credit card issuers that are
not depository institutions.

Credit Card Fees and
Issuer Practices That
Can Increase
Cardholder Costs Have
Expanded, but a
Minority of
Cardholders Appear to
Be Affected

Prior to about 1990, card issuers offered credit cards that featured an
annual fee, a relatively high, fixed interest rate, and low penalty fees,
compared with average rates and fees assessed in 2005, Over the past 15
years, typical credit cards offered by the largest U.S. issuers evolved {o
feature more complex pricing structures, including multiple interest rates
that vary with market fluctuations. The largest issuers also increased the
mumber, and in some cases substantially increased the amounts, of fees
assessed on cardholders for violations of the terms of their credit
agreement, such as making a late payment. Issuers said that these changes
have benefited a greater number of cardholders, whereas critics contended
that some practices unfairly increased cardholder costs. The largest six
issuers provided data indicating that most of their cardholders had interest
rates on their cards that were lower than the single fixed rates that
prevailed on cards prior to the 1990s and that a small proportion of
cardholders paid high penalty interest rates in 2005. In addition, although
most cardholders did not appear to be paying penalty fees, about one-third
of the accounts with these largest issuers paid at least one late fee in 2005,

Issuers Have Developed
More Complex Credit Card
Pricing Structures

The interest rates, fees, and other practices that represent the pricing
structure for credit cards have become more complex since the early
1990s. After first being introduced in the 1950, for the next several
decades, credit cards commonly charged a single tixed interest rate around
20 percent—as the annual percentage rate (APR)—which covered most of
an issuer’s expenses associated with card use.' Issuers also charged
cardholders an annual fee, which was typically between $20 and $50

*Unless otherwise noted, in this report we will use the term “interest rate” to describe
annual percentage rates, which represent the rates expressed on an annual basis even
though interest may be assessed more frequently.

Page 13 GAD-06-929 Credit Cards



183

Multiple Interest Rates May
Apply to a Single Account and
May Change Based on Market
Fluctuations

beginning in about 1980, according to a senior economist at the Federal
Reserve Board. Card issuers generally offered these credit cards only to the
most creditworthy U.S. consumers. According to a study of credit card
pricing done by a member of the statf of one of the Federal Reserve Banks,
few issuers in the late 1980s and early 1990s charged cardholders fees as
penalties if they made late payments or exceeded the credit limit set by the
issuer.”” Furthermore, these fees, when they were assessed, were relatively
small. For example, the Federal Reserve Bank staff member’s paper notes
that the typical late fee charged on cards in the 1980s ranged from $5 to
$10.

After generally charging just a single fixed interest rate hefore 1990, the
largest issuers now apply multiple interest rates to a single card account
balance and the level of these rates can vary depending on the type of
transaction in which a cardholder engages. To identify recent pricing trends
for credit cards, we analyzed the disclosures made to prospective and

g cardholders for 28 popular credit cards offered during 2003, 2004,
5 by the six largest issuers (based on credit card balances
outstanding af the end of 2004).*® At that time, these issuers held almost B0
percent of consumer debt owed to credit card issuers and as much as 61
percent of total U.S. credit card accounts. As a result, our analysis of these
28 cards likely describes the card pricing structure and terms that apply to
the maajority of U.S, cardholders. However, our sample of cards did not
include subprime cards, which typically have higher cost structures to
compensate for the higher risks posed by subprime borvrowers.

We found that all but one of these popular cards assessed up to three
different interest rates on a cardholder’s balance. For examnple, cards
assessed separate rates on

« halances that resulted from the purchase or lease of goods and services,
such as food, clothing, and horae appliances;

M. Furlettt, “Credit Card Pricing Developments and Their Disclosure,” Federal Reserve
Bank of Philadeiphia’s Payment Cacds Center, January 2003, In preparing this paper, the
author relied on public data, proprietary issuer data, and data from a review of more than
150 cardmember agreements from 15 of the largest issuers in the United States for the S-year
period spaniing 1897 to 2002

¥See Card Dndustry Divectory: The Bhee Book of the Credil and Debit Card Industry in
North America, 17th Edition, (Chicago, IL: 2005). These issuers were Bank of America,
Capital One Bank; Chase Bank USA: Citibank {South Dakota}, N. iscover Financial
Services; and MBNA America Bank.
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+ balances that were transferred from another credit card, which
cardholders may do to consolidate balances across cards to take
advantage of lower interest rates; and

» balances that resulted from using the card to obtain cash, such as a
withdrawal from a bank automated teller machine.

In addition to having separate rates for different transactions, popular
credit cards increasingly have interest rates that vary periodically as
market interest rates change. Almost all of the cards we analyzed charged
variable rates, with the number of cards assessing these rates having
increased over the most recent 3-year period. More specifically, about 84
percent of cards we reviewed (16 of 19 cards) assessed a variable interest
rate in 2003, 91 percent (21 of 23 cards) in 2004, and 93 percent (25 of 27
cards) in 2005." Issuers typically determine these variable rates by taking
the prevailing level of a base rate, such as the prime rate, and adding a fixed
percentage amount.” In addition, the issuers usually reset the interest rates
on a monthly basis.

Issuers appear to have assessed lower interest rates in recent years than
they did prior to about 1990. Issuer representatives noted that issuers used
to generally offer cards with a single rate of around 20 percent to their
cardholders, and the average credit card rates reported by the Federal
Reserve were generally around 18 percent between 1972 and 1990.
According to the survey of credit card plans, conducted every 6 months by
the Federal Reserve, more than 100 card issuers indicated that these
issuers charged interest rates between 12 and 15 percent on average from
2001 to 2005. For the 28 popular cards we reviewed, the average interest
rate that would be assessed for purchases was 12,3 percent in 2005, alimost
G percentage points lower than the average rates that prevailed until about
1990. We found that the range of rates charged on these cards was between
about 8 and 19 percent in 2005. The average rate on these cards climbed
slightly during this period, having averaged about 11.5 percent in 2003 and
about 12 percent in 2004, largely reflecting the general upward movement

W

‘Although we reviewed a total of 28 card products for 2003 to 2005, we did not obtain
disclosure documents for all card products for every year.

“The prime rate is the rate that commercial banks charge to the most creditworthy
borrowers, such as large corporations for short-term loans. The prime rate reported by The
Wall Street Jowrnal is often used as a benchmark for credit card loans made in the United
States.
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in prime rates. Figure 3 shows the general decline in credit card interest
rates, as reported by the Federal Reserve, between about 1991 and 2005
compared with the prime rate over this time. As these data show, credit
card interest rates generally were stable regardless of the level of market
interest rates until around 1996, at which time changes in credit card rates
approximated changes in market interest rates. In addition, the spread
between the prime rate and credit card rates was generally wider in the
period before the 1980s than it has been since 1990, which indicates that
since then cardholders arve paying lower rates in terms of other market
rates.

T S e
Figure 3: Credit Card Interest Rates, 1972-2005

Pargent

20 H
|
|
:

15 !
Changes in oredit
card inferest rates
refiect changes in

the prime rate

30 from 1995 on

,
5

'
¢
'
'

1972 1574 1978 1578 1980 1982 1984 1986 1988 1950 1992 1994 1996 1998 2000 2002 2004

Year

wmmmmn  (rodit card inferest rate

Prime rate

Source: GAD analysis of Faderi Reserve data.

Recently, many issuers have attempted to obtain new customers by offering
low, even zero, introductory interest rates for limited periods. According to
an issuer representative and industry analyst we interviewed, low
introductory interest rates have been necessary to attract cardholders in
the current competitive envirorument where most consumers who gualify
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for a credit card already have at least one. Of the 28 popular cards that we
analy , 7 cards (37 percent) offered prospective cardholders a low
introductory rate in 2003, but 20 (74 percent) did so in 2005-—with most
rates set at zero for about 8 months. According to an analyst who studies
the credit card industry for large investors, approximately 25 percent of all
purchases are made with cards offering a zerc percent interest rate.

Increased competition among issuers, which can be attributed to several
factors, likely caused the reductions in credit card interest rates. In the
early 1990s, new banks whose operations were solely focused on credit
cards entered the market, according to issuer representatives. Known as
monoline hanks, issuer representatives told us these institutions competed
for cardholders by offering lower interest rates and rewards, and expanded
the availability of credit to a nmuch larger segment of the population. Also,
in 1988, new requirements were implemented for credit card disclosures
that were intended to help consumers better compare pricing information
on credit cards. These new requirements mandated that card issuers use a
tabular format to provide information to consumers about interest rates
and some fees on solicitations and applications mailed to consurners.
According to issuers, consumer groups, and others, this format, which is
popularly known as the Schumer box, has helped to significantly increase
consumer awareness of credit card costs.* According to a study authored
by a staff member of a Federal Reserve Bank, consumer awareness of
credit card interest rates has prompted more cardholders to transfer card
balances from one issuer to another, further increasing competition among
issue: However, another study prepared by the Federal Reserve Board
also attributes declines in credit card interest rates to a sharp drop in
issuers’ cost of funds, which is the price issuers pay other lenders to obtain
the funds that are then lent to cardholders.™ (We discuss issuers’ cost of
funds later in this report.)

“The Schumer box is the result of the Fair Credit and Charge Card Disclosure Act, Pub. L
No. 100-583, 102 Stat. 2060 {1988}, which amended TILA o provide for more detailed and
uniform disclosures of rates and other cost information in applications and solicitations {o
opern credit and charge card accounts. The act also required issuers 1o disclose pricing
mformation, to the extent practicable as determined by the Federal Reserve, in a tabular
Tormat. This table is also knowr as the Schumer box, named for the Congressman that
introduced the provision requiring this disclosure into the legislation.

FFuarlett, “Credit Card Pricing Developments and Their Disclosure.

*Board of Governors of the Federal Reserve System, The Profitability of Credil Card
Operations of Depoasitory Institutions, (Washington, D.C.: June 2005).
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Credit Cards Increasingly Have
Assessed Higher Penalty Fees

Our analysis of disclosures also found that the rates applicable to balance
transfers were generally the same as those assessed for purchases, but the
rates for cash advances were often higher. Of the popular cards offered by
the largest issuers, nearly all featured rates for balance transfers that were
substantially similar to their purchase rates, with many also offering low
introductory rates on balance transfers for about 8 months. However, the
rates these cards assessed for obtaining a cash advance were around 20
percent on average. Similarly to rates for purchases, the rates for cash

5 on most cards were also variable rates that would change
periodically with market interest rates.

Although featuring lower interest rates than in earlier decades, typical
cards today now include higher and more complex fees than they did in the
past for making late payments, exceeding credit limits, and processing
returned payments. One penalty fee, commonly included as part of credit
card terms, is the late fee, which issuers assess when they do not receive at
least the minimum required payment by the due date indicated in a
cardholder’s monthly billing statement. As noted earlier, prior to 1990, the
level of late fees on cards generally ranged from $5 to $10. However, late
fees have risen significantly. According to data reported by CardWeb.com,
Inc., credit card late fees rose from an average of $12.83 in 1995 to $33.64 in
2005, an increase of over 160 percent. Adjusted for inflation, these fees
increased about 115 percent on average, from $15.61 in 1995 to $33.64 in
2005.% Sirnilarly, Consumer Action, a consumer interest group that
conducts an annual survey of credit card costs, found late fees rose from an
average of $12.53 in 1995 to $27.46 in 2005, a 119 percent increase (or 80
percent after adjusting for inflation).® Figure 4 shows trends in average
late fee assessments reported by these two groups.

#Dollar values adjusted using the Gross Domestic Product (GDP) deflator, with 2005 as the
base year.

*Consumer Action analyzed more than 100 card products offered by more than 40 ssuers in
each year they conducted the survey, except in 1895, when 71 card products were incinded.
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[ ]
Figure 4: Average Annual Late Fees Reported from issuer Surveys, 1995-2005
{unadjusted for infiation)

Fee {in dotlars}
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»»»»» CardWeb.com, inc.
e CORSHMER ACHON
Source: GAO analysis of Gonsumar Action Credit Card Survey, CardWeb.com, inc,
Notes: Consumer Action data did not report values for 1996 and 1998.
CardWeb.com, Inc. data are for financial institutions with more than $100 mifiion in outstanding

receivables.

In addition to increased fees a cardholder may be charged per occurrence,
wany cards created tiered pricing that depends on the balance held by the
cardholder®® Between 2003 and 2005, all but 4 of the 28 popular cards that
we analyzed used a tiered fee structure. Generally, these cards included
three tiers, with the following range of fees for each tier:

* $15 to $19 on accounts with balances of $100 or $250;

*  $25 to $29 on accounts with balances up to about $1,000; and

“Based on our analysis of the Consumer Action survey data, issuers likely began
intreducing tiered late fees in 2002,
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°  $34 to $38 on accounts with balances of about $1,000 or more.

Tiered pricing can prevent issuers from assessing high fees to cardholders
with comparatively small balances. However, data from the Federal
Reserve’s Survey of Consumer Finances, which is conducted every 8 years,
show that the median total household outstanding balance on U.S. credit
cards was about $2,200 in 2004 among those that carried balances. When
we calculated the late fees that would be assessed on holders of the 28
cards if they had the entire median balance on one card, the average late
fee increased from $34 in 2003 to $37 in 2005, with 18 of the cards assessing
the highest fee of $32 in 2005.

Issuers also assess cardholders a penalty fee for exceeding the credit limit
setl by the issuer. In general, issuers assess overlimit fees when a
cardholder exceeds the credit Himit set by the card issuer. Similar to late
fees, overlimit fees also have been rising and increasingly involve a tiered
structure. According to data reported by CardWeb.com, Inc,, the ge
over-limit fees that issuers assessed increased 138 percent from $12.95 in
1995 to $30.81 in 2005. Adjusted for inflation, average over-limit fees
reported by CardWeb.com increased from $15.77 in 1995 to $30.81 in 2005,
representing about a 95 percent increase.”’ Similarly, Consumer Action
found a 114 percent increase in this period (or 76 percent, after adjusting
for inflation). Figure 5 illustrates the trend in average over-limit fees over
the past 10 years from these two surveys.

*Tiotar values adjusted using the Gross Domestic Product (GDP) deflator, with 2003 as the
base year.
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AT
Figure 5: Average Annual Qver-limit fees Reported from Issuer Surveys, 1995-2005
{unadjusted for inflation)

Fee (in doflars}
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Soures: GAD analysis of Consumer Action Credit Card Survey, CardWeb.com, inc,

Notes: Consumer Action did nat report values for 1996 and 1998,

CardWeb.com, Inc. data are for financial institutions with more than $100 million in outstanding
receivables.

The cards we analyzed also increasingly featured tiered structures for over-
limit fees, with 29 percent (5 of 17 cards) having such structures in 2003,
and 53 percent (10 of 19 cards) in 2005. Most cards that featured tiered
over-limit fees assessed the highest fee on accounts with balances greater
than $1,000. But not all overdimit tiers were based on the amount of the
cardholder’s outstanding balance. Some cards based the amount of the
over-limit fee on other indicators, such as the amount of the cardholder’s
credit limit or card type. For the six largest issuers’ popular cards with
overlimit fees, the average fee that would be assessed on accounts that
carried the median U.S. household credit card balance of $2,200 rose from
$32 in 2003 to $34 in 2005, Among cards that assessed overdimit fees in
2005, most charged an amount between $35 and $39.
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Cards Now Frequently Include a
Range of Other Fees

Not all of the 28 popular large-issuer cards included overlimit fees and the
prevalence of such fees may be declining. Inn 2003, 85 percent, or 17 of 20
cards, had such fees, but only 73 percent, or 19 of 26 cards, did in 2005,
According to issuer representatives, they are increasingly emphasizing
competitive strategies that seek to increase the amount of spending that
their existing cardholders do on their cards as a way to generate revenue.
This could explain a moverent away from assessing over-limit fees, which
likely discourage cardholders who are near their credit limit from
spending.

Cards also varied in when an overimit fee would be assessed. For
example, our analysis of the 28 popular large-issuer cards showed that, of
the 22 cards that assessed overlimit fees, about two-thirds (14 of 22) would
assess an overdimit f the cardholder’s balance exceeded the credit limit
within a billing cycle, whereas the other cards (8 of 22) would assess the
fee only if a cardholder’s balance exceeded the limit at the end of the billing
cycle. In addition, within the overall mit, some of the cards had separate
credit limits on the card for how much a cardholder could obtain in cash or
transfer from other cards or creditors, before similarly triggering an over-
limit fee.

=

Finally, issuers typically assess fees on cardholders for submitting a
payment that is not honored by the issuer or the cardholder’s paying bank.
Returned payments can oceur when cardholders submit a personal check
that is written for an amount greater than the amount in their checking
account or submit payments that cannot be processed. In our analysis of 28
popular cards offered by the six largest issuers, we found the average fee
charged for such returned payments remained steady between 2003 and
2005 at about $30.

Since 1990, issuers have appended more fees to credit cards, In addition to
penalties for the cardholder actions discussed above, tbe 28 popular cards
now often include fees for other types of transactions or for providing
various services to cardholders. As shown in table 1, issuers assess fees for
such services as providing cash advances or for making a payment by
telephone. According to our analysis, not all of these fees were disclosed in
the materials that issuers generally provide to prospective or existing
cardholders. Instead, card issuers told us that they notified their customers
of these fees by other means, such as telephone conversations.
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Table 1: Various Fees for Services and Transactions, Gharged in 2005 on Popular Large-issuer Cards

Fee type

Assessed for:

Number of cards that
assessed fee in 2005

Average or range of amounts
generally assessed (if
charged)

Cash advance

Obtaining cash or cash equivalent
ftem using credit card or convenience
checks

26 of 27

3% of cash advance amount or
$5 minimum

Balance transfer Transferring alt or part of a bafance  150f 27 3% of transfer amount or $5 to
from anather creditor $10 minimum

Foreign transaction Making purchases in a foreign 19 0f 27 3% of transaction amount (in
country ar currency U.S. dollars)

Returned convenience check Using a convenience check thatthe 20 of 27 $31
issuer declines to honor

Stop payment Requesting to stop payment on a 20 0f 27 $28
convenience check written against
the account

Telephaone payment Arranging a single payment througha  N/A* $5-$15
customer service agent

Dupiicate copy of account QObtaining a copy of a billing N/A® $2-513 per item

records statement or ather record

Rush delivery of credit card Requesting that a card be sent by N/A® $10-$20

overnight delivery

Source: BAD.

Note: Cash aquivalent transactions include the purchase of items such as money orders, lotiery tickets
and casing chips. Convenience checks are personalized blank checks that issuers provide cardholders
that can be written against the available credit §imit of a credit card account.

*We wera unable to determine the number of cards that assessed telephone payment, duplicate copy,
or rush delivery fees in 2005 because these fees are not required by requiation to be disclosed with
either mailed soficitation letiers or initial disclosure staternents. We abtained information about the
Tevet of these fees from a survey of the six largest U.S. issuers.

While issuers generally have been including more kinds of fees on credit
cards, one category has decreased: most cards offered by the largest

uers do not require cardholders to pay an annuval fee. An annual fee is a
fixed fee that issuers charge cardholders each year they continue to own
that card. Almost 75 percent of cards we reviewed charged no annual fee in
2005 (among those that did, the range was from $30 to $90). Also, an
industry group representative told us that approximately 2 percent of cards
featured annual fee requirements. Some types of cards we reviewed were
more likely to apply an annual fee than others. For example, cards that
offered airline tickets in exchange for points that accrue to a cardholder for
using the card were likely to apply an annual fee. However, among the 28
popular cards that we reviewed, not all of the cards that offered rewards
charged annual fees.
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Recently, some issuers have introduced cards without certain penalty fees.
For example, one of the top six issuers has introduced a card that does not
charge a late fee, over-limit fee, cash-advance fee, returned payment fee, or
an annual fee. Another top-six issuer’s card does not charge the cardholder
a late fee as long as one purchase is made during the billing cycle. However,
the issuer of this card may impose higher interest rates, including above 30
percent, if the cardholder pays late or otherwise defaults on the terms of
the card.

Issuers Have Introduced
‘arious Practices that Can

Significantly Affect

Cardholder Costs

Interest Rate Changes

Popular credit cards offered by the six largest issuers involve various issuer
practices that can significantly affect the costs of using a credit card for a
sardholder. These included practices such as raising a card’s interest rates
in response to cardholder behaviors and how payments are allocated
across balances.

One of the practices that can significantly increase the costs of using
typical credit cards is penalty pricing. Under this practice, the interest rate
applied to the balances on a card automatically can be increased in
response o behavior of the cardholder that appears {o indicate that the
cardholder presents greater risk of loss to the issuer. For example,
representatives for one large issuer told us they automatically increase a
cardholder’s interest rate if a cardholder makes a late payment or exceeds
the credit limit. Card disclosure documents now typically include
information about default rates, which represent the maximum penalty rate
that issuers can assess in response to cardholders’ violations of the terms
of the card. According to an industry specialist at the Federal Reserve,
issuers first began the practice of assessing default interest rates as a
penalty for term violations in the late 1990s. As of 2005, all but one of the
cards we reviewed included default rates. The default rates were generally
much higher than rates that otherwise applied to purchases, cash advances,
or balance transfers. For example, the average default rate across the 28
cards was 27.3 percent in 2005-—up from the average of 23.8 percent in
2003—with as many as 7 cards charging rates over 30 percent. Like many of
the other rates assessed on these cards in 2005, default rates generally were
variable rates. Increases in average default rates between 2003 and 2005
resulted from increases hoth in the prime rate, which rose about 2
percentage points during this time, and the average fixed amount that
issuers added. On average, the fixed amount that issuers added to the index
rate in setting default rate levels increased from about 19 percent in 2003 to
22 percent in 2005.
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Four of the six largest issuers typically included conditions in their
disclosure documents that could allow the cardholder’s interest rate to be
reduced from a higher penalty rate. For example some issuers would lower
a cardholders’ rate for not paying late and otherwise abiding by the terms
of the card for a period of 6 or 12 consecutive months after the default rate
was imposed. However, at least one issuer indicated that higher penalty
rates would be charged on existing balances even after six months of good
behavior. This issuer assessed lower nonpenalty rates only on new
purchases or other new balances, while continuing to assess higher penalty
rates on the balance that existed when the cardholder was initially
assessed a higher penalty rate. This practice may significantly increase
costs to cardholders even after they've met the terms of their card
agreement for at least six months.

The specific conditions under which the largest issuers could raise a
cardholder’s rate to the default level on the popular cards that we analyzed
varied. The disclosures for 26 of the 27 cards that included default rates in
2005 stated that default rates could be assessed if the cardholders made
late payments. However, some cards would apply such default rates only
after multiple violations of card terms. For example, issuers of 9 of the
cards automatically would increase a cardholder’s rates in response to two
late payments. Additionally, for 18 of the 28 cards, default rates could apply
for exceeding the credit limit on the card, and 10 cards could alse impose
such rates for returned paymends. Disclosure documents for 26 of the 27
cards that included default rates also indicated that in response to these
violations of terms, the interest rate applicable to purchases could be
increased to the default rate. In addition, such violations would also canse
issuers to increase the rates applicable to cash advances on 16 of the cards,
as well as increase rates applicable to balance transfers on 24 of the cards.

According to a paper by a Federal Reserve Bank researcher, some issuers
began to increase cardholders’ interest rates in the early 2000s for actions
they took with other creditors.® According to this paper, these issuers
would increase rates when cardholders failed to make timely payments to
other creditors, such as other credit card issuers, utility companies, and
mortgage lenders. Becoming generally known as “universal default,”
consurmer groups criticized these practices. In 2004, OCC issued guidance
to the banks that it oversees, which include many of the largest card

Sfurletti, “Credit Card Pricing Developments and Their Disclosure.
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issuers, which addressed such practices? While OCC noted that the
repricing might be an appropriate way for banks to manage their credit.
risk, they also noted that such practices could heighten a bank’s
compliance and reputation risks. As a result, OCC urged national banks to
fully and prominently disclose in promotional materials the circumstances
under which a cardholder’s interest rates, fees, or other terms could be
changed and whether the bank reserved the right to change these
unilaterally. Around the time of this guidance, issuers generally ceased
automatically repricing cardholders to default interest rates for risky
behavior exhibited with other creditors. Of the 28 popular large issuer
cards that we reviewed, three cards in 2005 included terms that would
allow the issuer to antomatically raise a cardholder’s rate to the default rate
if they made a late payment to another creditor.

Although the six largest U.S. issuers appear to have generally ceased
making automatic increases to a default rate for behavior with other
creditors, some continue to eraploy practices that allow them to seek to
raise a cardholder’s interest rates in response to behaviors with other
creditors. During our review, representatives of four of these issuers told us
that they may seek to impose higher rates on a cardholder in response to
behaviors related to ether creditors but that such increases would be done
as a change-in-terms, which can require prior notification, rather than
automatically.® Regulation Z requires that the affected cardholders be
notified in writing of any such proposed changes in rate terms at least 15
days before such change becomes effective.” In addition, under the laws of
the states in which four of the six largest issuers are chartered, cardholders
would have to be given the right to opt out of the change.™ However, issuer
representatives told us that few cardholders exercise this right. The ability
of cardholders to opt out of such increases also has been guestioned. For
example, one legal essay noted that some cardholders may not be able to
reject the changed terms of their cards if the result would be a requirement

HCredit Card Practices, OCC Advisory Letter AL 2004-10 (Sept, 14, 2004).

“At least ane of the six largest issuers may automatically increase a cardholder’s rates for

violations of terrs on any loan the cardholder held with the er or bank with which it
was affiliated.

“12 CFR. § 226.9(c).

*States in which issuers have a statutory obligation to afford cardholders an apporunity to
opt-out or reject a change-in-terms to increase the interest rate on their { card account,
include Delaware, South Dakota, New Hampshire, Florida and Georgia.
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Payment Allocation Method

Balance Computation Method

to pay off the balance immediately.® In addition, an association for
community banks that provided comments to the Federal Reserve as part
of the ongoing review of card disclosures noted that 15 days does not
provide consumners sufficient time to make other credit arrangements if the
new terms were undesirable.

The way that issuers allocate paymerts across balances also can increase
the costs of using the popular cards we reviewed. In this new credit
environment where different balances on a single account may be assessed
different interest rates, issuers have developed practices for allocating the
paymenis cardholders make to pay down their balance. For 23 of the 28
popular larger-issuer cards that we reviewed, cardholder payments would
be allocated first to the balance that is assessed the lowest rate of
interest.” As a result, the low inferest balance would have to be fully paid
before any of the cardholder’s payment would pay down balances assessed
higher rates of interest. This practice can prolong the length of time that
issuers collect finance charges on the balances assessed higher rates of
interest.

Additionally, some of the cards we reviewed use a balance computation
method that can increase cardholder costs, On some cards, issuers have
used a double-cycle billing method, which eliminates the interest-free
period of a consumer who moves from nonrevolving to revolving status,
according to Federal Reserve staff. In other words, in cases where a
~ardholder, with o previous balance, fails to pay the eniire balance of new
purchases by the payment due date, issuers compute interest on the
original balance that previously had been subject to an interest-free period.
This method is illustrated in figure 6.

FSamuel k aroff and Erin F. Delaney, “Symposiur: Homo Economicus, Homo
Myopicus, and the Law and Economics of Consumer Cholce,” University of Chicago Lo
Review 73 (Winter: 2006).

#ssuers of the remaining five cards would apply cardholder payments in a manner subject
to their discretion.
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Figure 6: How the Double-Cycle Billing Methad Works
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Note: We calculated finance charges assuming a 13.2 percent APR, 30-day billing cycle, and that the
cardholder's payment is credited on the first day of cycle 2. We based our calculations on an average
daily balance method and daily compounding of finance charges.

In our review of 28 popular cards from the six largest issuers, we found that
two of the six issuers used the double-cycle billing method on one or more
popular cards between 2003 and 2005. The other four issuers indicated they
would only go back one cycle to impose finance charges.

New Practices Appear to Representatives of issuers, consumer groups, and others we interviewed
Affect a Minority of generally disagreed over whether the evolution of credit card pricing and
Cardholders other practices has been beneficial to consumers. However, data provided

by the six largest issuers show that many of their active accounts did not
pay finance charges and that a minarity of their cardholders were affected
by penalty charges in 2005,
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Issuers Say Practices Benefit
More Cardholders, but Critics
Say Some Practices Harm
Consuners

The movement towards risk-based pricing for cards has allowed issuers to
offer better terms to some cardholders and more credit cards to others.
Spurred by increased competition, many issuers have adopted risk-based
pricing structures in which they assess different rates on cards depending
on the credit quality of the borrower. Under this pricing structure, issuers
have offered cards with lower rates to more creditworthy borrowers, but
also have offered credit to consumers who previously would not have been
considered sufficiently creditworthy. For example, about 70 percent of
families held a credit card in 1989, but almost 75 percent held a card by
2004, according to the Federal Reserve Board's Survey of Consumer
Finances. Cards for these less creditworthy consumers have featured
higher rates to reflect the higher repayment risk that such eonsumers
represented. For example, the initial purchase rates on the 28 popular
cards offered by the six largest issuers ranged from about 8 percent to 19
percent in 2005,

According to card issuers, credit cards offer many more benefits io users
than they did in the past. For example, according o the six largest issuers,
credit cards are an increasingly convenient and secure form of payment,
These issuers told us credit cards are accepted at more than 23 million
merchants worldwide, can be used to make purchases or obtain cash, and
are the predominant form of payment {or purchases made on the Internet.
They also told us that rewards, such as cash-back and airline travel, as well
as other benefits, such as rental car insurance or lost luggage protection,
also have become standard. Issuers additionally noted that credit cards are
reducing the need for cash, Finally, they noted that cardholders typically
arc not responsible for loss, theff, fraud, or misuse of their credit cards by
unauthorized users, and issuers often assist cardholders that are victims of
identity theft.

In contrast, according to some consumer groups and others, the newer
pricing structures have resulted in many negative outcomes for some
consiuners. Seme consumer advocates noted adverse consequences of
offering credit, especially at higher interest rates, to less creditworthy
consumers. For example, lowerincome or young consumers, who do not
have the financial means to carry credit card debt, could worsen their
financial condition.” In addition, consumer groups and academics said that

student
5. See GAD Consumer Finance: College Students and Credit
gton, 11.C. June 20, 2001).

“We previously reported on the marketing of eredit cards to students and
experiences with credit
Cards, GAD-0LY
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various penalty fees could increase significantly the costs of using cards for
some consumers. Some also argued that card issuers were overly
aggressive in their assessment of penalty fees. For instance, a
representative of a consumer group noted that issuers do not reject
cardholders’ purchases during the sale authorization, even if the
transaction would put the cardholder over the card’s credit limit, and yet
will likely later assess that cardholder an over-limit fee and also may
penalize them with a higher interest rate. Furthermore, staff for one
banking regulator told us that they have received complaints from
consumers who were assessed overdimit fees that resulted frora the
balance on thejr accounts going over their credit limit because their card
issuer assessed them a late fee, Af the same time, credit card issuers have
incentives not to be overly aggressive with their assessment of penalty
charges. For examnple, Federal Reserve representatives told us that major
card issuers with long-term franchise value are concerned that their banks
not be perceived as engaging in predatory lending because this could pose
a serious risk to their brand reputation. As a result, they explained that
issuers may be wary of charging fees that could be considered excessive or
imposing interest rates that might be viewed as potentially abusive. In
contrast, these officials noted that some issuers, such as those that focus
on lending to consumers with Jower credit quality, may be less concerned
about their firm's reputation and, therefore, more likely to charge higher
fees.

Controversy also surrounds whether higher fees and other charges were
commensurate with the risks that issuers faced. Consumer groups and
others questioned whether the penalty interest rates and fees were
Jjustifiable. For example, one consumer group questioned whether
submitting a credit card payment one day late made a cardholder so risky
that it justified doubling or tripling the interest rate assessed on that
account. Also, as the result of concerns over the level of penalty fees being
sed by banks in the United Kingdom, a regulator there has recently
announced that penalty fees greater than 12 pounds (about $23) may be
challenged as unfair unless they can be justified by exceptional factors.”
Representatives of several of the issuers with whom we spoke told us that
the levels of the penalty fees they assess generally were set by considering
various factors. For example, they noted that higher fees help to offset the
increased risk of loss posed by cardholders who pay late or engage in other

Tice of Fair Trading, Caleulating Foiv Default Charges in Credit Card Contracts: A
Statement of the OFF's Position, OFTS42 (April 2006).
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Most Active Accounts Are
Assessed Lower Rates Than in
the Past

negative behaviors. Additionally, they noted a 2006 study, which compared
the assessment of penalty fees that eredit card banks charged to
bankruptcy rates in the states in which their cards were marketed, and
found that late fee assessments were correlated with bankruptey rates,”
Some also noted that increased fee levels reflected increased operating
costs; for example, not receiving payments when due can cause the issuer
to incur increased costs, such as those incurred by having to call
cardholders to request payment. Representatives for four of the largest
issuers also told us that their fee levels were influenced by what others in
the marketplace were charging.

Concerns also have been expressed about whether consumers adequately
consider the potential effect of penalty interest rates and fees when they
use their cards. For example, one academic researcher, who has written
several papers about the credit card industry, told us that many consumers
do not consider the effect of the costs that can aecrue to them after they
begin using a credit card. According to this researcher, many consumers
focus primarily on the amount of the inte rate for purchases when
deciding {o obtain a new credit card and give less consideration to the level
of penalty charges and rates that could apply if they were to miss a
payment or violate some other term of their card agreement. An analyst
that studies the credit card industry for large investors said that consumers
can obtain low introductory rates but can lose them very easily before the
introductory period expires,

As noted previcusly, the average credit card interest rate assessed for
purchases has declined from almost 20 percent, that prevailed until the late
1980s, to around 12 percent, as of 2005. In addition, the six largest issuers—
whose accounts represent 61 percent of all U.S. accounts—reported to us
that the majority of their cardholders in 2005 had cards with interest rates
lower than the rate that generally applied to all cardholders prior to about
1980. According to these issuers, about 80 percent of active accounts were
s d interest rates below 20 percent as of December 31, 2005, with

HMassoud, N., Saunders A., and Scholnick B., “The Cost of Being Late: The Case of Credit

Card Penaity Fees,” January 2008. Pablished with financial assistance from the Social

Sciences Reses Council of Canada and the National Research Program on Financial

s and Public Policy at the Schdich School of Business, York Un
tady examined data from the Feder: 2

s and corapared them to bankrup

credit card rates and fer
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Minority of Cardholders Appear
to Be Affected by Penalty
Charges Assessed by the Largest
U5, Issuers

more than 40 percent having rates below 15 percent.™ , the
proportion of active accounts assessed rates below 10 percent declined
since 2003, when 71 percent received such rates. According to issuer
representatives, a greater number of active accounts were assessed higher
interest rates in 2004 and 2005 primarily because of changes in the prime
rate to which many cards' variable rates are indexed. Nevertheless,
cardheolders today have much greater access to cards with Jower interest
rates than existed when all cards charged a single fixed rate.

A large mumber of cardholders appear to avoid paying any significant
interest charges. Many cardholders do not revolve a balance from month to
month, but instead pay off the balance owed in full at the end of each
month. Such cardholders are often referred to as convenience users.
According to one estimate, about 42 percent of cardholders are
convenience users.”™ As a result, many of these cardholders availed
themselves of the benefits of their cards without incurring any direct
expenses. Similarly, the six largest issuers reported to us that almost half,
or 48 percent, of their active accounts did not pay a finance charge in at
least 10 months in 2005, similar to the 47 percent that did so in 2003 and
2004.

Penalty interest rates and fees appear to affect a minority of the largest six
issuers’ cardholders.™ No comprehensive sources existed to show the
extent to which U.8. cardholders were paying penalty interest rates, but,
according to data provided by the six largest issuers, a small proportion of
thelr active accounts were being assessed interest rates above 25 percent—
which we determined were likely to represent penalty rates. However, this
proportion had more than doubled over a two-year period by having
increased from b percent at the end of 2003 to 10 percent in 2004 and 11
percent in 2005,

of the top six issuers that
004, and 2005,

*Jor purposes of this report, active accounis refer to acconn
had had a debit or credit posted to them by Deceraber 31 in 200

PCardWeb.com, Inc.
TOur data likely wndercounted the cards and ca udholdms that were affected by thes
charges bec our data was comprised of active accounts for the six lar
Although th ors have some subprime accounts (accounts held by less-creditworthy
borrowers), we did not include issuers in our saraple that predominantly market o
subprime borrowers.
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Although still representing a minority of cardholders, cardholders paying at
least one type of penalty fee were a significant proportion of all
cardholders. According to the six largest issuers, 3b percent of their active
accounts had been assessed at least one late fee in 2005. These issuers
reported that their late fee assessments averaged $30.92 per active account.
Additionally, these issuers reported that they assessed overlimit fees on 13
percent of active accounts in 2005, with an average overdimit fee of $8.49
per active account.

Weaknesses in Credit
Card Disclosures
Appear to Hinder
Cardholder
Understanding of Fees
and Other Practices
That Can Affect Their
Costs

The disclosures that issuers representing the majority of credit card
accounts use to provide information about the costs and terms of using
credit cards had serious weaknesses that likely reduce their usefulness to
consumers. These disclosures are the primary means under federal law for
protecting consumers against inaccurate and unfair credit card practices.
The disclosures we analyzed had weaknesses, such as presenting
information written at a level too difficult for the average consumer to
understand, and design features, such as text placement and font sizes, that
did not conform to guidance for creating easily readable documents. When
atterapting to use these disclosures, cardholders were often unable to
identify key rates or terms and often failed to understand the information in
these documents. Several factors help explain these weaknesses, including
outdated regulations and guidance. With the intention of improving the
information that consumers receive, the Federal Reserve has initiated a
comprehensive review of the regulations that govern credit card
disclosures. Various suggestions have been made to improve disclosures,
including testing them with consumers. While Federal Reserve staft have
begun to involve consumers in their efforts, they are still attempting to
determine the best form and content of any revised disclosures. Without
clear, understandable information, consumers risk making poor choices
about using credit cards, which could unnecessarily result in higher costs
to use them.

Mandatory Disclosure of
Credit Card Terms and
Conditions Is the Primary
Means Regulators Use for
Ensuring Competitive
Credit Card Pricing

Having adequately informed consumers that spur competition among
issuers is the primary way that credit card pricing is regulated in the United
States. Under federal law, a national bank may charge interest on any loan
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at a rate permitted by the law of the state in which the bank is located. In
1978, the U.S, Supreme Court ruled that a national bank is “located” in the
state in which it is chartered, and, therefore, the amount of the interest
rates charged by a national bank are subject only to the laws of the state in
which it is chartered, even if its lending activities occur elsewhere.™ As a
result, the largest credit card issuing banks are chartered in states that
either lacked interest rate caps or had very high caps from which they
would offer credit cards to customers in other states. This ability to
“export” their chartered states’ interest rates effectively removed any caps
applicable to interest rates on the cards from these banks. In 1996, the US.
Supreme Court determined that fees charged on credit extended by
national banks are a form of interest, allowing issuers to also export the
level of fees allowable in their state of charter to their customers
nationwide, which effectively removed any caps on the level of fees that
these banks could charge.

In the absence of federal regulatory limitations on the rates and fees that
card issuers can assess, the primary means that U.S. banking regulators
have for influencing the level of such charges is by facilitating competition
among issuers, which, in turn, is bighly dependent on informed consumers.
The Truth in Lending Act of 1968 (TILA) mandates certain disclosures
aimed at informing consumers about the cost of credit. In approving TILA,
Congress intended that the required disclosures would foster price
competition among card issuers by enabling consumers to discern
differences among cards while shopping for credit. TILA also states that its
purpose is to assure that the consumer will be able to compare more
readily the various credit terms available to him or her and avoid the
uninformed use of credit. As authorized under TILA, the Federal Reserve
has promulgated Regulation Z to carry out the purposes of TILA. The
Federal Reserve, along with the other federal banking agencies, enforces
compliance with Regulation Z with respect to the depository institutions
under their respective supervision.

In general, TILA and the accompanying provisions of Regulation Z require
credit card issuers to inform potential and existing customers about
specific pricing ferms at specific times. For example, card issuers are

"1208.

“Marquetie National Bank v First of Omaha Service Corp. ef. af, 439 U.S. 298 {1978).

Bmiley v. Citibunk, 517 U.S. 735 (1806).
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required to make various disclosures when soliciting potential customers,
as well as on the actual applications for credit. On or with card applications
and solicitations, issuers generally are required to present pricing terms,
including the interest rates and various fees that apply o a card, as well as
information about how finance charges are calculated, among other things.
Issuers also are required to provide cardholders with specified disclosures
prior to the cardholder’s first transaction, periodically in billing statements,
upon changes to terms and conditions pertaining to the account, and upon
account renewal. For example, in periodic statements, which issuers
typically provide monthly to active cardholders, issuers are required to
provide detailed information about the transactions on the account during
the billing cycle, including purchases and payments, and are to disclose the
amount of finance charges that accrued on the cardholder’s outstanding
balance and detail the type and amount of fees assessed on the account,
among other things.

In addition to the required timing and content of disclosures, issuers also
must adhere to various formatting requirements. For example, since 1989,
certain pricing terms must be disclosed in direct mail, telephone, and other
applications and solicitations and presented in a tabular format on mailed
applications or solicitations.™ This table, generally referred to as the
Schumer box, must contain information about the interest rates and fees
that could be assessed to the cardholder, as well as information about how
finance charges are calculated, among other things.*® According to a
Federal Reserve representative, the Schumer box is designed to be easy for
consumers to read and use for comparing credit cards. According to a
consumer group representative, an effective regulatory disclosure is one
that stimulates competition among issuers; the introduction of the
Schumer box in the late 1980s preceded the increased price competition in
the credit card market in the early 1990s and the movement away from
uniform credit card products.

Not all fees that are charged by card issuers must be disclosed in the
Schumer box. Regulation Z does not require that issuers disclose fees
unrelated to the opening of an account. For example, according to the
Official Staff Interpretations of Regulation Z (staff interpretations),
nonperiodic fees, such as fees charged for reproducing billing statements

*See generally 12 C.ER.

e supra note 21
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or reissuing a lost or stolen card, are not required to be disclosed. Staff
interpretations, which are compiled and published in a supplement to
Regulation Z, are a means of guiding issuers on the requirements of
Regulation Z.% Staff interpretations also explain that various fees are not
required in initial disclosure statements, such as a fee to expedite the
delivery of a credit card or, under certain circumstances, a fee for arranging
a single payment by telephone. However, issuers we surveyed told us they
inform cardholders about these other fees at the time the cardholders
request the service, rather than in a disclosure document.

Although Cougress authorized solely the Federal Reserve to adopt
regniations to implement the purposes of TILA, other federal banking
regulators, under their anthority to ensure the safety and soundness of
depository institutions, have undertaken initiatives to improve the credit
card disclosures made by the institutions under their supervision. For
example, the regulator of national banks, OCC, issued an advisory letter in
2004 alerting banks of its concermns regarding certain credit card marketing
and account management practices that may expose a bank to compliance
and reputafion risks. One such practice involved the marketing of
promotional interest rates and conditions under which issuers reprice
accounts to higher interest rates.” In its advisory letter, OCC recommended
that issuers disclose any limits on the applicability of promotional interest
rates, such as the duration of the rates and the circumstances that could
shorten the promotional rate period or cause rates o increase.
Additionally, OCC advised issuers to disclose the circnmstances under
which they could increase a consumer’s interest rate or fees, such as for
failure to make timely payments to another creditor.

Credit Card Disclosures
Typically Provided to Many
Consumers Have Various
Weaknesses

The disclosures that credit card issuers typically provide to potential and
new cardholders had various weaknesses that reduced their usefulness to
consumers. These weaknesses affecting the disclosure materials included
the typical grade level required to comprehend them, their poor
organization and formatting of information, and their excessive detail and
length.

#Compliance with these official st issuers protection from liability
under Section 130(f) of TILA, whic } lability for any act done or
omitted in good faith compliance with any official staff interpretation. 12 C.ER. Part
Supp. L

UCredit Card Practices, QCC Advisory Letter AL 2004-10 (Sept. 14, 2004).
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Disclosures Written at Too High
a Level

The typicat credit card disclosure documents contained content that was
written at a level above that likely to be understandable by many
consumers, To assess the readability of typical credit card disclosures, we
contracted with a private usability consuitant to evaluate the two primary
disclosure documents for four popular, widely-held cards (one each from
four large credit card issuers). The two documents were (1) a direct mail
solicitation letter and application, which must include information about
the costs and fees associated with the card; and (2) the cardmember
agreement that contains the full range of terms and conditions applicable
to the card.® Through visual inspection, we determined that this set of
disclosures appeared representative of the disclosures for the 28 cards we
reviewed from the six largest issuers that accounted for the majority of
cardholders in the United States. To determine the level of education likely
needed for someone to understand these disclosures, the usability
consultant used computer software programs that applied three widely
used readability formulas to the entire text of the disclosures. These
formulas determined the readability of written material based on
quantitative measures, such as average number of syllables in words or
mambers of words in sentences. For more information about the usability
consuliant’s analyses, see appendix L

On the basis of the usability consultant’s analysis, the disclosure
documents provided to many cardholders likely were written at a level toe
high for the average individual to understand. The consultant found that
the disclosures on average were written at a reading level commensurate
with about a tenth- to twelfth-grade education. According to the
consultant's analysis, understanding the disclosures in the solicitation
letters would require an eleventh-grade level of reading comprehension,
while understanding the cardmember agreements would require about a
twelfth-grade education. A consumer advocacy group that tested the
reading level needed to understand credit card disclosures arrived at a
similar conclusion. {n a comment letter to the Federal Reserve, this
consumer group noted it had measured a typical passage from a change-in-
{erms notice on how issuers calculate finance charges using one of the
readability formulas and that this passage required a twelfth-grade reading
level.

e did not evaluate disclosures that issuers are reguited to provide at other times-—such
as in periodic billing statements or change in terms notices.
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Poor Organization and
Formatting

These disclosure documents were written such that understanding them
required a higher reading level than that attained by many U.S. cardholders.
For example, a nationwide assessment of the reading level of the U.S.
population cited by the usability consultant indicated that nearly half of the
adult population in the United States reads at or below the eighth-grade
level ® Similarly, to ensure that the information that public companies are
required to disclose to prospective investors is adequately understandable,
the Securities and Exchange Comumission (SEC) reconmumends that such
disclosure materials be written at a sixth- to eighth-grade level.®

In addition to the average reading level, certain portions of the typical
disclosure documents provided by the large issuers required even higher
reading levels to be understandable. For example, the information that
appeared in cardmember agreements about annual percentage rates, grace
periods, balance computation, and payment allocation methods required a
minimum of a fifteenth-grade education, which is the equivalent of 3 years
of college education, Similarly, text in the documents describing the
interest rates applicable to one issuer's card were written at a twenty-
seventh-grade level. However, not all text in the disclosures required such
high levels. For example, the consultant found that the information about
fees that generally appeared in solicitation letters required only a seventh-
and eighth-grade reading level to be understandable. Solicitation letters
likely required lower reading levels to be understandable because they
generally included more information in a tabular format than cardmember
agreements.

The disclosure documents the consultant evaluated did not use designs,
including effective organizational structures and formatting, that would
have made them more useful to consumers. To assess the adequacy of the
design of the typical large issuer credit card solicitation jetters and
cardmember agreements, the consultant evaluated the extent to which
these disclosures adhered to generally accepted industry standards for

#1092 National Adudt Literacy Survey. The 2003 National Assessment of Adult Literacy
{renamed from 1992) found that reading comprehension levels did not significantly change
between 1992 and 2003 and that there was little change in adults' ability to read and
understand sentences and paragraphs.

Securities and Bxchange Commission, Plein English Handbook: How to Create Clear

lostgre D (Washington, D.C.: 1898). The Securities and Exchang
Corumission regulates the issuance of securities to the public, including the information that
companies provide to their investors.
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effective organizational structures and designs intended to make
documents easy to read. In the absence of best practices and guidelines
specifically for credit card disclosures, the consultant used knowledge of
plain language, publications design guidelines, and industry best practices
and also compared the credit card disclosure documents 1o the guidelines
in the Securities and Exchange Conumission’s plain English handbook. The
usability consuitant used these standards to identify aspects of the design
of the typical card disclosure documents that could cause consumers using
them to encounter problems.

On the basis of this analysis, the usability consultant concluded that the
typical credit card disclosures lacked effective organization. For example,
the disclosure documents frequently placed pertinent information toward
the end of sentences. Figure 7 illustrates an example taken from the
cardmember agreement of one of the large issuers that shows that a
consumer would need to read through considerable amounts of text before
reaching the important information, in this case the amount of the annual
percentage rate (APR) for purchases. Best practices would dictate that
important information——the amount of the APR-~be presented first, with
the less important information——the explanation of how the APR is
determined—placed last.

fooca e e s e s e e s e
Figure 7: Example of Important Information Not Prominently Presented in Typical
Credit Card Disclosure Documents

+ Usability consultant’s comment ‘
| Placing pertinent information, in this i
*case the APR for purchases, near the
+end of sentences requires readers o ¢ {083011% o
p
{

3.3.%.a: Purchases, Tho Annual Per
Purchases, a variable rate, is the lndex plus.
Based an this lorenula, he APR as ot bay 4,

sesponding Daily Pariodic fato)

nlage Fate for

1 wade through considerable amounts
+ of text before reaching important
{ information.

Saurces: UsarWorks, Ing.; Information Internationat Associates,

In addition, the disclosure docwrrents often failed to group relevant
information together. Although one of the disclosure formats mandated by
law—the Schumer box——has been praised as having simplified the
presentation of complex information, our consultant observed that the
amount of information that issuers typically presented in the box
compromised the benefits of using a tabular format. Specifically, the typical
credit card solicitation letter, which includes a Schumer boy, may be
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causing difficulties for consumers because related information generally is

not grouped appropriately, as shown in figure 8.

Figure 8: Example of How Related information Was Not Being Grouped Together in Typical Credit Card Disciosure Documents

Annual Percentage Rate | 0.0% fixed introductory rate until October 1, 2006;' therealter, a vanabie
{APR) for Purchases’ APR, currently | 1. goo; . ate
Other APRs NonCheck Balance Transfers: 0.0% fixed introductory APR umxl
October 1, 2006; thereafter, together with all other Balance Transfers,

a variable APR, currently 13.49%,

Cash Advances and Convenience Checks: A variable APR, currently 22.49%.
Penalty APR: A variable APR, currently up to 30.49%.°

ary. They are determined
999 for Purchases and
Non-Check Balance Tranafers 15.99% for Cash Advanced and Convenience
Checks; and up to 23.99% for Penalty APRs. How tha rate fs determ

Ralance Calculation Average Daily Balance (including new purchases)
Method for Purchases

Variable Rate
Information’

Annual Fee None

Girace Period for At least 20 days

Purchases

Minimum Finance $1.50 {unless purchase Average Daily Balance is zero)
Charge for Purchases .

P The ferms of your Accoant, mciud'mg any APR (or fiouws an APR is Calculated) are subject to change. Any changes will be made
in agcorde iwith the Ty id ens.

H an introductory rate is appliculble o !hfs product and we do not receive at least the Minimum Paymen!‘ Due dumuz any billing cycle, you
s.nefd Yyour credi {imit or ymz Se YOur account, any xr:tmducrory rade onkﬂrrch

ann? Rate chan;;es will take effect on the first day of your Bilting Cycle that ends in the umzndar month following the Index Da
Al pariabie rate disclosures are based on the Prime Rate of 8.50% ia effect on August 10, 2005,

Sources: GAG anafysis of data fram UserWorks, inc.; lnfermation lnjernational Associates.,
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As shown in figure 8, information about the APR that would apply to
purchases made with the card appeared in three different locations. The
first row includes the current prevailing rate of the purchase APR; text that
describes how the level of the purchase APR could vary according to an
underlying rate, such as the prime rate, is included in the third row; and
text describing how the issuer determines the level of this underlying rate
is included in the footnotes. According to the consultant, grouping such
related information together likely would help readers to more easily
understand the material.

In addition, of the four issuers whose materials were analyzed, three
provided a single document with all relevant information in a single
cardmember agreement, but one issuer provided the information in
separate documents. For example, this issuer disclosed specific
mformation about the actual amount of rates and fees in one document and
presented information about how such rates were determined in another
document. According to the readability consultant, disclosures in muitiple
documents can be more difficult for the reader to use because they may
require more work to find information.

Formatiing weaknesses also likely reduced the usefulness of typical credit
card disclosure documents. The specific formatting issues were as follows:

* Font sizes. According to the usability consultant’s analysis, many of the
disclosure documents used font sizes that were difficult to read and
could hinder consur ahility to find information. For example, the
consultant found extensive use of small and eondensed typeface in
cardmember agreements and in footnotes in solicitation materials when
best practices would suggest using a larger, more legible font size.
Figure 8 contains an illustration of how the disclosures used condensed
text that makes the font appear smaller than it actually is. Multiple
consumers and consumer groups who provided conmuments to the
Federal Reserve noted that credit card disclosures were written in a
small print that reduces a consumer's ability to read or understand the
docurment. For example, a consumer who provided comments to the
Federal Reserve referred to the text in card disclosures as “mice type.
This exaraple also Hllustrates how notes fo the fext, which should be 1
important, were the same size and thus given the same visual emphasis
as the text inside the box. Consumers attempting to read such
disclosures may have difficulty determining which information is more
important.

»
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Figure 9: Example of How Use of Small Font Sizes Reduces Readability in Typical Credit Card Disclosure Documentis

<
‘
‘
¢

Usahility
consuftant's
comments:

Using condensed
taxt makes the font
appear simalle
than it acutally is.

Condensed 11 pt. text Reguiar 11 pt. text

Transattion fees far tash advances 3% of the amount of the advance, bt

Late Paymentiee: §14.00 on halances up1o, but rol nclding, $150; $26.00 0 had
and over. However, if you already have made one or more {ate payments in the pria
Duerdhe-Crndit-Limit fea: $20.00

International Transactions: 3% of the U.S. doflar amount of the ransaction, wheth

# Youunderstand it the ferms af your aceount, incluging the ABRs, are subject lo
change to higher APRs, fixed APRs may change {o vartable APRs, or variable A

Sources: UserWorks, inc.; information internationat Assogiales.

Note: Graphic shown is the actual size it appears in issuer disclosure documents, Graphic is
intentionally portioned off to focus attention to headings.

e Ineffective font placements. According to the usability consultant, some
issuers’ efforts to distinguish text using different font types sometimes
had the opposite effect. The consultant found that the disclosures from
all four issuers emphasized large amounts of text with all capital letters
and sometimes boldface. According to the consultant, formatting large
blocks of text in capitals makes it harder to read because the shapes of
the words disappear, forcing the reader to slow down and study each
letter (see figure 10). In a cormment letter to the Federal Reserve, an
industry group recommended that boldfaced or capitalized text should
be used discriminately, because in its experience use of such
font types cansed disclosures to iose all effectiveness. SEC’s guidelines
for producing clear disclosures contain similar suggestions.
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Figure 10: Example of How Use of Ineffective Font Types Reduces Readability in
Typical Credit Card Disclosure Documents

{ Usabitity T.14: AMENDMENT OF THIS AGREEMENT. WE MAY AMEND
! consuitant's THIS AGREEMENT BY CHMANGING, ADGING OF DELETING ANY
:Cummenls: TERW, CONDITION, SERVICE OR FEA\'UHE {“HEW TERM"} OF

YOUR ACCOUNT OR OF THIS ACREEMENT AT ANY TISME. WE
WILL PROVIDE YOU WITH NOTICE OF THE AMENDMENT TO
THE EXTENT REQUIRED BY LAW. UNLESS WE STATE
OTHERWISE, ANY NEW TERM WILL APPLY YO YOUR

¢ By emphasizing aff
< the text in a paragraph,
H i nothing is emphasizer.

ARBITRATION: PLEASE READ THIS PROVISION CAREFULLY 1T PHOVIDES THAT ANY
TISPUTE MAY BE BESOLVED BY BINDING ARBITRATION. ARBETRATION REPLAZES THE
| RIEHT 0 GU 70 COURY. YOU WILL NOT BE ABLE T0 BRING A CLASS ACTHN (R
SIVILAR PROCEEDING 1N COURY, NOS WILL YOU BE ABLE 30 BRING ANY CLABM N

o

ources: UserWorks, ing.; Information Intermational Associates.

Selecting text for emphasis. According to the usability consultant, most
of the disclosure documents unnecessarily emphasized specific terms.
Inappropriate emphasis of such material could distract readers from
more important messages. Figure 11 contains a passage from one
cardmember agreement that the readability consultant singled out for
its emphasis of the term “periodic finance charge,” which is repeated six
times in this example. According to the consultant, the use of boldface
and capitalized text calls attention to the word, potentially requiring
readers to work harder to understand the entire passage’s message.

Figure 11: Example of How Use of inappropriate Emphasis Reduces Readability in
Typical Credit Card Disclosure Documents

} Usabitity zexo, We multiply the daxiv bxu‘ﬂr-m by the applicable Daily Perodic Rate, as stated in
< consultant's e Toble of lnterst Chargs gat your Pareodic FINANCE CHARGES for that day.
! camments: We then wid these Fe!mdn: F!NANC{ CHARGES 10 your dally balanve to gt the

Geginming balance for the vext day. For Fuschases, we 3o the same thing lor gach

+ Repeated use of { day of fhie previus CyelR to (et thie daily balance of Purchases for the previdus biling
L

1 boldface and cap:

1 calis attention to a
$word, potentially

« requiring readers to
3 work harder o

+ understand the

+ passage’s message.

cycle. Howewes, the daily bslance Jor previnus biffing cycle Purchuses is considered
10 be zeva for sach day of the previous biling oycle i & Periodic FINANCE CHARGE
was aiready imgosed on Purchases flemized on yeur pravieys satement of you paid
your New Bakice on yaue pravious statement in hull by the paysasnt due date,
Toget your tate! Periodic FINANCE CHARGE tor 2 hiting tyrs, we add ol of the daily
Periodic FINANCE CHARGES for ol feotures, f vou melliply the Averoge Uafly
Balance for eych feature by the spplicable Daly Ferindic Rate and the number of days.
i the applicable bifing cyclais) and add the resuls wgether, the tatal will equal the
Ferlodic FINANGE CRARGES for the bifing cycle, except for minor vaiations du o
wunding To detsrming an Average Dally Batance, we add vour deily bofances aad
divide by the mumber of the days in the anotcable biling cyciess).

Saurces: UserWorks, ing.; tnformation international Associates,
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= {se of headings. According to the usability consultant, disclosure
documents from three of the four issuers analyzed contained
headings that were difficult to distinguish from surrounding text.
Headings, according to the consultant, provide a visual hierarchy to
help readers quickly identify information in a lengthy document.
Good headers are easy to identify and use meaningful labels. Figure
12 Mustrates two examples of how the credit card disclosure
documents failed to use headings effectively.

Figure 12: Example of Ineffective and Effective Use of Headings in Typical Credit Card Disclosure Documents

Ineffective heading use (shading added by GAD) Effective heading use (shading added by GAO)

Section X USE OF YOUR ACCOUNT

EATVPes of Transactisns: You may use your Account fos e following types. How We Detarmine the Balance:
of constmey transactions: "
29.1 Purehases, Purchase goods or servioes wilh your Gard Tha ntmai outslanq!ng baiance {the amount you owe us) appears as
242 Cash, Obtain cash fram a g financial institution the “New Balance™ an the billing staiement. To determine the New
r merctiant (Cash Disbursemant’) of from an ATM (ATM Advance, wite & Balance, we begin with the culstanding balance on your acceunt at
Convenience Check tor any legal purpose {'Conveniance Check Advanoe') or the heginning of each biling period, called the “Previcus Balance™

puchase money orders, avelers checks, foreign cumency, fofery fickets, P

casing chies, sacelrack wagars, vouchers redeemable for cash or oiber on the billing statement, We add any purchases or cash advances

reaclly convertible info cash -Quasi Casi), of transfer funds from yaur and subtract any credits or payments credited as of that bilfing

s&;&g;w K:‘mm Ftacton personal checking account for overtraft pariod. Wa then add the appropriate finance charges and fees and

et - - make other applicable adjustments.
2438 Transtors. o5 10 your th
crediors, axcept hose made using & Convanience Chack : 5 y
22 Limitations on Use, Ann# Percentage Rates for F and.

Cash Advancoes: . i
Your annual p rates and the ing datly periodic

Payimit Allssation; You agree that we are authosized o afocate yaur payments and rates appear an the card carrier, A daly periodic rate Is the appi
ceedits i a way that is most favorable to or convenient for us. For example, you
suthorize us 10 apply your peyments and credits 1o alances with lower: Arinval
Porseintage Fatos {"APRS") {such as promotional APRS) bafore balances with higher
5B 4PH; for a1 baances except gromanns balsnces for Disney vacation packeges.
Eredit tine/Autharized Usage: Your credit fing is shawn on the folder Santaining your
Card. Since we may change your credit fine from time fo time, your latest credit ling
wilt appear o1 your monthly statement. You agree nol to make a Purchase or obtam a
Cash Advance that wouid case e urpaid hefance of your ACeount to exceed vour

Usabiiity consultant’s comments:

i Usability consultant’s commen!

I@ Headings are easy to distinguish from the surrounding text.
.

:$ Heagings are easy to identify, but are preceded by an unnecessary string
T of numbers that do not correspond 10 anyibing useful fike a table of comants,
B

@ Headings are not substantiaily different from the text.

'
H
:
'

Sources: Userworks, Inc.. information infermationat Associates.
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In the first example, the headings contained an unnecessary string of
nuitbers that the consultant found would make locating a specific topic in
the text more difficult. As a result, readers would need to actively ignore
the string of aurbers until the middle of the line to find what they wanted.
The consultant noted that such numbers might be useful if this document
had a table of contents that referred to the numbers, but it did not. In the
second example, the consultant noted that a reader’s ability to locate
information using the headings in this document was hindered because the
headings were not made more visually distinct, but instead were aligned
with other text and printed in the same type size as the text that followed.
As a result, these headings blended in with the text. Furthermore, the
consultant noted that because the term “Annual Percentage Rates” was
given the same visual treatment as the two headings in the example, finding
headings quickly was made even more difficalt. In contrast, figure 12 also
shows an example that the consultant identified in one of the disclosure
documents that was an etfective use of headings.

s Presentation lechniques. According to the usability consultant, the
disclosure documents analyzed did not use presentation techniques,
such as tables, bulleted lists, and graphics, that could help to simplify
the presentation of complicated concepts, especially in the cardmember
agreements. Best practices for document design suggest using tables
and bulleted lists to simplify the presentation of complex information.
Instead, the usability consultant noted that all the cardmember
agreements reviewed almost exclusively employed undifferentiated
blocks of text, potentiaily hindering clear communication of complex
information, such as the multiple-step procedures issuers use for
calculating a cardholder’s minimum reguired payment. Figure 13 below
presents two samples of text from different cardmember agreements
describing how minimum payments are calculated. Acconding to the
consultant, the sample that used a bulleted list was easier to read than
the one formatted as a paragraph. Also, an issuer stated in a letter to the
Federal Reserve that their consumers have welcomed the issuer’s use of
bullets to format inforination, emphasizing the concept that the visnal
layout of information either facilitates or hinders consumer
understanding.
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Figure 13: Example of How Presentation Technigues Can Affect Readability in Typical Credit Card Disclosure Documents

BAININUB MONTHLY PAYMENT, The Minimum Payment Due eath month
will be the sum of any amount past due and the minimum manthly
payment. The minimun monthly payment aech month wifl be the graater
F $10 or 150th of the New Balande, rounded to the next higher whole
doliar amount, i any ANNUAL FERCENTAGE RATE spplicable to your
A«eum I greater than 22.99%, but less than 26.00%, your minimum

onthly payment will be the grester of $18 or 1y af the New Balanes,
munded o the next n.%her whofe doffar dmount, i any ANNUAL

PERCENTAGE RATE spp le to your Account is 26.00% o7 greater, your
minjmunt manthiy payme of $10 or T0th of the New
Balance, Rates onyour Accours, if the

Naw Balance Is les than $10 id ihe iR mon gepayment will e the
amount of the New Balance, We may aho indude in your minimum
monthly payment all o 2 portion of the amount tg‘e ich your outstanding
balance exceeds your Account credit Bimit as of the Jast day of the bifling
periad. Paying the Misimwm Payment Due may be insulficient to bring

Minimum Amount Due:

Each month you must pay a minimum amount that is calculated
s fellows, First, we begin with any amoant that is past dus and
add to it any amount in excess of yous credit fine. Second, we add
the fargest of the following:

» The New Balance an the bilting statement if it is fess than $20;

» 520 i the Now Balance is at lsgst $20;

= 1% of the New Balance {which calculation is rounded dows fo
the nearest doffar) plus the amount of your bifled finance charges
and any appticable late fee: oy

* 1.5% of the New Balance {which calculation is rounded down o
the nearast dollar}.

However, the Minimam Amount Due will never axceed your New

Usability consuttant’s comments: :
Expressing a complicated, mullistep process as prose makes. N
it difficult to understand the relationships between steps. N

:

Batance, In calculating ths Minimum Amount Due, we may sub-
tract from the New Balance certain fees added to your account
during the billing peried.

Usability consuitant's commen :
By using bullet paints, it is much easier {o see multiple steps .
broken out into individual steps and when they are applied. :

Excessive Complexity and
Volume of Information

Sourges: Userworks, ina.; information intemational Associates.

The content of typical credit card disclosure documents generally was
overly complex and presented in too much detail, such as by using
unfamiliar or coraplex terms to describe simple concepts. For example, the
usability consultant identified one cardmernber agreement that used the
term “rolling consecutive twelve hilling cycle period” instead of saying
“over the course of the next 12 billing statements” or “next 12 months”—if
that was appropriate. Further, a number of consumers, consumer advocacy
groups, and government and private entities that have provided comments
to the Federal Reserve agreed that typical credit card disclosures are
written in complex language that hinders consumers’ understanding. For
example, a consumer wrote that disclosure documents were “loaded with
booby traps designed to trip consumers, and written in intentionally
impenetrable and confusing language.” One of the consumer advocacy
groups stated the disclosures were “full of dense, impenetrable legal jargon
that even lawyers and seasoned consumer advocates have difficulty
understanding.” In addition, the consultant noted that many of the
disclosures, including solicitation letters and cardmernber agreements,
contained overly long and complex sentences that increase the effort a
reader must devote to understanding the text. Figure 14 contains two
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examples of instances in which the disclosure documents used uncommon
words and phrases to express simple concepts.

Figure 14: Examples of How Removing Overly Complex Language Can Improve Readability in Typical Credit Card Disclosure
Documents

w Big; 3Uf at any time during any roliing consecutive twelpe billing cycle pesind you fafl to make tiwo Minimum Paymenis on a limely basis

1
ar exceed yoyr Credi Limit tutice we may elect fo increase your Purchase, Cosh Advance end/or Balance Transfer APRs to the Penalty APRs. i
All Penalty APRs will remain in effect untid, in a subsequent rolfing consecutive six bifting cycle period, you do not exceed your Credit Limit |
at any #me and you make alf of your required Minimum Paymenis oa a timely basis when, in your next bitling cycle, alt Penaity APRs will f
no longer apply. i

'+ Usabitity consuitant's rewrite: :
1 I you pay late or go over your eredit fimit bwice in a year, the interest rate you pay on most things goes up to the default rate, currently 30.49%. 1t witl go back ¢
§ down when you pay on ime and do not go ever your credit limit for six months. )

a9
WoOrds Using Yaur Account: You may use your Card or Account to purchase of fsase goods
O¢ services, of DBy SMOuRS you owe, wherever the Card is honored, transfer
hatances from other accoums of, i applicable. to obtain advances to goviy an
overdralt on your chiecking actount with alfitiate under the terms of this
Agreement and your Overdraft Protection Agresment, {"Overdralt
Advanges™, {Purchases, Balance Transfers and Overdrafi Advances are colisctively
caffed "Purchases™).

0
s

) Usahility consultant’s rewrite;
¢ You can use this card to buy things, pay off other accounits, transfer
1 balances, or keep from bouncing a ched!

2
word:

Sources: UserWorks, Ing.; Infacmation intpraational Asseciates,

In addition, the disclosure documents regudarly presented too much or
irrelevant detail. According to the usability consultant’s analysis, the credit
card disclosures often contained superfluous information. For example,
figure 15 presents an examnple of text from one cardmember agreement that
described the actions the issuer would take if its normat source for the rate
information used to set its variable rates—7The Wall Street Jouwrnal—were
to cease publication. Including such an arguably unimportant detail
lengthens and makes this disclosure more complex. According to SEC best
practices for creating clear disclosures, disclosure documents are more
effective when they adhere to the rule that less is more. By omitting
unnecessary details from disclosure documents, the usability consultant
indicated that consumers would be more likely to read and understand the
information they contain,
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Figure 15: Exampie of Superfluous Detail in Typical Credit Card Disclosure
Documents

A
| Usabitity

| consuitant’s comments:

+ This section provides

* supesfluaus information on

1 how the prime rate is

! determined. For example, the
* explanation of ihe actions #

N 1f any annval percentage fte is based on the U.8. Prime Rae

H plus a margin, we will calculate the rate for each biling period by
s adding the applicable margin that appears on the card carrier to

¢ the U.S. Prime Rate. For each billing period we will yse the US,

' Prime Rate published in Fhe Waf Straet Journal two business

4 days prior to your Statement/Closing Date for that biling period.
 the Wall Strset Jourral was | Any increase or decrease in a variabie annual percentage rate due
 to cease publication. : t0 a change in the U.S. Prime Rate takes effect ag of the first day
Tt s - of the hilfing period for which we calculate the variable annual
perceniage rate. I more than one U.S. Prime Rate is published,
we may choose the highest rate. It The Wall Street Journal ceases
publication o to publish the U.S. Prime Rate, we may use the
U.S. Prime Rate pubiished in any other newspaper of general cir-
culation, b we may subsiitute a similar reference sate at our sole
discretion. When a change in an applicable variable annual per-
cenlage rate takes effect we will apply i to any existing balances,
subject 1o any promationat rate that may apply.

Sourses: UserWorks, inc.; Infarmation International Assosiates,

Consumer Confusion
Indicated That Disclosures
Were Not Communicating
Credit Card Cost
Information Clearly

Many of the credit cardholders that were tested and interviewed as part of
our review exhibited confusion over various fees, practices, and other
terms that could affect the cost of using their credit cards. To understand
how well consumers could use typical credit card disclosure documents to
locate and understand information about card fees and other practices, the
usability consultant with whom we contracted used a sample of
cardholders to perform a usabfity assessment of the disclosure documents
from the four large issuers. As part of this assessment, the consultant
conducted one-on-one sessions with a total of 12 cardholders so that each
set of disclosures, which included a solicitation letter and a cardmermber
agreement, was reviewed by 3 cardholders.” Each of these cardholders
were asked to locate information about fee levels and rates, the
circumstances in which they would be imposed, and information about
changes in card terms. The consultant also tested the cardholders’ ability to
explain various practices used by the issuer, such as the process for
determining the amount of the mininum monthly payment, by reading the
disclosure documents. Although the results of the usability testing cannot

* According to the consultant, testing with smali numbers of individuals can generally
identify many of the problems thai can affect the readability and usability of materials.
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be used to make generalizations about all cardholders, the consuitant
selected cardholders based on the demographics of the U.S. adult
population, according to age, education level, and income, to ensure that
the cardholders tested were representative of the general population. In
addition, as part of this review, we conducted one-on-one interviews with
112 cardholders to learn about consumer behavior and knowledge about
various credit card terms and practices.™ Although we also selected these
cardholders to reflect the demographics of the U.S. adult population, with
respect to age, education level, and income, the results of these interviews
cannot be generalized to the population of all U.S. cardholders.”

Based on the work with consumers, specific aspects of credit card terms
that apparently were not well understood inchided:

*  Dofault interest rates. Although issuers can penalize cardholders for
violating the terms of the card, such as by making late payments or by
increasing the interest rates in effect on the cardholder’s account to
rates as high as 30 percent or more, only about half of the cardholders
that the usability consultant tested were able to use the typical credit
card disclosure docuinents to successfully identify the default rate and
the circumstances that would trigger rate increases for these cards. In
addition, the usability consultant observed the cardholders could not
identify this information easily. Many also were unsure of their answers,
especially when rates were expressed as a “prime plus” number,
indicating the rate varied based on the prime rate. Locating information
in the typical cardmember agreement was especially difficult for
cardholders, as only 3 of 12 cardholders were able to use such
documents to identify the default interest rate applicable to the card.
More mportantly, only about half of the cardholders tested using
solicitation letters were able to accurately determine what actions could
potentially cause the default rate to be imposed on these cards.

»  Other penalty rate increases. Although card issuers generally reserve
the right to seek to raise a cardholder’s rate in other situations, such as
when a cardholder makes a late payment to another issuer’s credit card,

(even if the cardholder has not defaulted on the cardmeraber

*We also used this data in a previous report to show cardholder preferences for customized
information in their monthly billing staterwents about the c¢ ses of making mini
payments on their outstanding balance. GAO05-434.

#For more information about our scope and methodology, see appendix 1.
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agreement), about 71 percent of the 112 cardholders we interviewed
were unsure or did not believe that issuers could increase their rates in
such a case. In addition, about two-thirds of cardholders we Interviewed
were unaware or did not believe that a dvop in their credit score could
cause an issuer to seek to assess higher interest rates on their account.”

Late payment fees. According to the usability assessment, many of the
cardholders had trouble using the disclosure documents to correctly
identity what would occur if a payment were to be received after the due
date printed in the billing statement. For example, nearly half of the
cardholders were unable to use the cardmember agreement to
determine whether a payment would be considered late based on the
date the issuer receives the payment or the date the payment was mailed
or postmarked. Additionally, the majority of the 112 cardholders we
interviewed also exhibited confusion over late fees: 52 percent indicated
that they have been surprised when their card corpany applied a fee or
penalty to their account.

Using a credit card fo obtain cash. Although the cardholders tested by
the consultant generally were able to use the disclosures to identify how
a transaction fee for a cash advance would be caleulated, most were
unable to accurately use this information to deternine the transaction
fee for withdrawing funds, usually because they neglected to consider
the minimum dollar amount, such as $5 or $10, that would be assessed.

Grace periods. Almost all 12 cardholders in the usability assessment
had trouble using the solicitation letters to locate and define the grace
period, the period during which the a cardholder is not charged interest
on a balance. Instead, many cardholders incorrectly indicated that the
grace period was instead when their lower, promotional interest 5
would expire. Others incorrectly indicated that it was the armount of
time after the monthly bill's due date that a cardholder could submit a
payment without being charged a late fee.

Balance computation method. Issuers use various methods to calculate
interest charges on outstanding balances, but only 1 of the 12
cardholders the usability consultant tested correctly described average

assiguing rates and fermas

:dit seore is 2 nunber, Toughly between 800 and 800, that reflects the credit history
ed by a person's credit report. Lenders use borrowers” credit scores in the process of
o the loans they make.
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daily balance, and none of the cardholders were able to describe two-
cycle average daily balance accurately. At least nine letters submitted to
the Federal Reserve in connection with its review of credit card
disclosures noted that few consumers understand balance computation
methods as stated in disclosure documents.

Perhaps as a result of weaknesses previously described, cardholders
generally avoid using the documents issuers provide with a new card to
improve their understanding of fees and practices. For example, many of
the cardholders interviewed as part of this report noted that the length,
format, and complexity of disclosures led them to generally disregard the
information contained in them. More than half (54 percent) of the 112
cardholders we interviewed indicated they read the disclosures provided
with a new card either not very closely or not at all. Instead, many
cardholders said they would call the issuer’s customer service
representatives for information about their card’s terms and conditions.
Cardholders also noted that the ability of issuers to change the terims and
conditions of a card at any time led them to generally disregard the
information contained in card disclosures. Regulation Z allows card issuers
to change the terms of credit cards provided that issuers notify cardholders
in writing within 15 days of the change. As a result, the usability consultant
observed some participanis were dismissive of the information in the
disclosure documents because they were aware that issuers could change
anything.

Federal Reserve Effort to
Revise Regulations Presents
Opportunity to Improve
Disclosures

Regulations and Guidance May
Contribute to Weaknesses in
Current Disclosures

With liability concerns and outdated regulatory requirements seemingly
explaining the weaknesses in card disclosures, the Federal Reserve has
hegun efforts to review its requirements for credit card disclosures.
Industry participants have advocated various ways in which the Federal
Reserve can act to improve these disclosures and otherwise assist
cardholders.

Several factors may help explain why typical credit card disclosures exhibit
weaknesses that reduce their usefulness to cardholders, First, issuers make
decisions about the content and format of their disclosures to limit
potential legal Hability. Issuer representatives told us that the disclosures
made in credit card solicitations and cardmember agreements are written
for legal purposes and in language that consumers generally could not
understand. For example, representatives for one large issuer told us they
rannot always state information in disclosures clearly because the
increased potential that simpler statements would be misinterpreted wounld
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expose them to litigation. Similarly, a participant of a symposium on credit
card disclosures said that disclosures typically became lengthier after the
issuance of court rulings on consurmer credit issues. Issuers can atterpt to
reduce the risk of civil lability based on their disclosures by closely
following the formats that the Federal Reserve has provided in its model
forms and other guidance. According to the regulations that govemn card
disclosures, issuers acting in good faith cornpliance with any interpretation
issued by a duly authorized official or employee of the Federal Reserve are
afforded protection from lability

Second, the regulations governing credit card disclosures have become
outdated. As noted earlier in this report, TILA and Regulation Z that
implements the act’s provisions are intended to ensure that consumers
have adequate information about potential costs and other applicable
terms and conditions to make appropriate choices among competing credit
cards. The most recent camprehensive revisions to Regulation Z's open-end
credit rules occurred in 1989 to implement the provisions of the Fair Credit
and Charge Card Act. As we have found, the features and cost structures of
credit cards have changed considerably since then. An issuer
representative told us that current Schumer box requirements are not as
useful in presenting the more complicated structures of many current,
cards. For example, they noted that it does not easily accommodate
information about the various cardholder actions that could trigger rate
increases, which they argued is now important information for consumers
to know when shopping for credit. As a result, some of the specific
requirements of Regulation Z that are intended to ensure that consumers
have accurate information instead may be diminishing the usefulness of
these disclosures.

Third, the guidance that the Federal Reserve provides issuers may not be
consistent with guidelines for producing clear, written documents. Based
on our analysis, many issuers appear to adhere to the formats and model
forms that the Federal Reserve staff included in the Official Staff
Interpretations of Regulation Z, which are prepared to help issuers comply
with the regulations. For example, the mode} forms present text about how
rates are determined in footnotes. However, as discussed previously, not
grouping related information undermines the usability of documents. The

“Under Section 130(f) of the TILA, creditors are protected from civil Hability for any act
done or omitted in good faith in conformity with any interpretation issued by a duly

authorized official or employee of the Federal Reserve S . § 1640,
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Suggestions for Improving
Disclosures Included Obtaining
Input from Consumers

Schumer box format requires a cardholder to look in several places, such
as in multiple rows in the table and in notes to the table, for information
about related aspects of the card. Similarly, the Federal Reserve’s model
form for the Schumer box recommends that the information about the
transaction fee and inferest rate for cash advances be disclosed in different
areas.

Finally, the way that issuers have implemented regulatory guidance may
have contributed to the weaknesses typical disclosure materials exhibited.
For example, in certain reguired disclosures, the terms “annual percentage
rate” and “finance charge,” when used with a corresponding amount or
percentage rate, are required to be more conspicuous than any other
required disclosures.™ Staff guidance suggests that such terms may be
made more conspicuous by, for example, capitalizing these terms when
other disclosures are printed in lower case or by displaying these terms in
larger type relative to other disclosures, putting them in boldface print or
underlining them.” Qur usability consultant’s analysis found that card
disclosure documents that followed this guidance were less effective
because they placed an inappropriate emphasis on terms. As shown
previously in figure 11, the use of bold and capital letters to emphasize the
term “finance charge” in the paragraph unnecessarily calls attention to that
term, potentially distracting readers from information that is more
important. The excerpt shown in figure 11 is from an initial disclosure
document which, according to Regulation Z, is subject to the “more
conspicuous” rule requiting eraphasis of the terms “finance charge”™ and
“annual percentage rate.”

With the intention of improving credit card disclosures, the Federal
Reserve has begun efforts to develop new regulations. According to its
2004 notice seeking public comments on Regulation Z, the Federal Reserve
bopes to address the length, complexity, and superfluous information of
disclosures and produce new disclosures that will be raore useful in
helping consumers compare credit produets.™ After the passage of the

MSee generally 12 C.ER. 225.5(2)(3) and the corresponding stalf commentary.

Yotwithstanding the more conspicuous rule, Regulation Z expressly provides that the
annual percentage rate for purchases required to be disclosed i the Schumer box must be
in at feast 18-point type. 12 CFR. § 2265a)(1).

*Truth in Lending, 69 Fed. Reg. 70025 (advanced notice of proposed rulemaking, published
Dec. 8, 2004).
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Bankruptcy Abuse Prevention and Consumer Protection Act of 2005
(Bankruptey Act) in October of that year, which included amendments to
TILA, the Federal Reserve sought additional comments from the public to
prepare to implement new disclosure requirements including disclosures
intended to advise consumers of the consequences of making only
mininum payments on credit cards.® According to Federal Reserve staff,
new credif card disclosure regulations may not be in effect until sometime
in 2007 or 2008 becanse of the time required to conduct consumer testing,
modify the existing regulations, and then seek comument on the revised
regulation.

Industry participants and others have provided input to assist the Federal
Reserve in this effort, Based on the interviews we conducted, documents
we reviewed, and our analysis of the more than 280 comment letters
submitted to the Federal Reserve, issuers, constuner groups, and others
provided various suggestions to iraprove the content and format of credit
rard disclosures, including:

® Reduce the amount of informaiion disclosed. Some industry
participants said that some of the information currently presented in the
Schumer box could be removed because it is too complicated to
disclose meaningfully or otherwise lacks iraportance compared to other
credit terms that are arguably more important when choosing among
cards, Such information included the method for computing halances
and the amonnt of the minimum finance charge (the latter because it is
typically so small, about 50 cents in 2005).

e Provide a shovter document thut summurizes key tniformation. Some
industry participants advocated that all key information that could
significantly affect a cardholder’s costs he presented in a short
document that consumers could use to readily compare across cards,
with all other details included in a longer document. For example,
although the Schumer box includes several key pieces of information, it
does not include other information that could be as important for
consumer decisions, such as what actions could cause the issuer to raise
the interest rate to the default rate.

*Truth in Lending, 70 Fed. Reg. 60235 (request for comments; extension of comment period,
published October 17, 2005).
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e disclosure formals to improve readability. Various suggestions
were made to improve the readability of card disclosures, including
making more use of tables of contents, making labels and headings more
prominent, and presenting maore information in tables instead of in text.
Disclosure documents also could use consistent wording that could
allow for better comparison of terms across cards.

Some issuers and others also told us that the new regulations should allow
for more flexibility in card disclosure formats. Regulations mandating
formats and font sizes were seen as precluding issuers from presenting
information in more effective ways. For example, one issuer already has
conducted market research and developed new formats for the Schumer
box that it says are more readable and contain new information important
to choosing cards in today’s credit card environment, such as cardholder
actions that would trigger late fees or penalty interest rate increases.

In addition to suggestions about content, obtaining the input of consumers,
and possibly other professionals, was also seen as an important way to
make any new disclosures more useful. For example, participanis in a
Federal Reserve Bank symposium on credit card disclosures recommended
that the Federal Reserve obfain the input of marketers, researchers, and
consumers as part of developing new disclosures. QCC staff suggested that
the Federal Reserve also employ qualitative research methods such as in-
depth interviews with consumers and others and that it conduct usability
testing.

Consumer testing can validate the effectiveness or measure the
comprehension of messages and information, and detect document design
problems. Many issuers are using some form of market research {o test
their disclosure materials and have advocated improving disclosures by
seeking the input of marketers, researchers, and consumers.™ SEC also has
recently used consumer focus groups to test the format of new disclosures
related to mutual funds. According to an SEC staff member who
participated in this effort, their testing provided them with valuable
information on what consumers liked and disliked about some of the initial
forms that the regulator had drafted. In some cases, they learned that

W

Consumer testing can be conducted in several ways, such as focus groups, where
consumers analyze products in a group setting, and conjoint analysis, which helps
companies understand the extent to which consurers prefer certain product attributes over
others,
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information that SEC staff had considered necessary to include was not
seen as mportant by consumers. As a result, they revised the Tormats for
these disclosures substantially to make them sirpler and may use graphics
to present more information rather than text.” According to Federal
Reserve staff, they have begun to involve consumers in the development of
new credit card disclosures. According to Federal Reserve staff, they have
already conducted some consurer focus groups, In addition, they have
contracted with a design consultant and a market research firm to help
them develop some disclosure formats that they can then use in one-on-one
testing with consumers. However, the Federal Reserve staff told us they
recognize the challenge of designing disclosures that include all key
information in a clear manner, given the complexity of credit card products
and the different ways in which consumers use credit cards.

fons e
Although Credit Card
Penalty Fees and
Interest Could Increase
Indebtedness, the
Extent to Which They
Have Contributed to
Bankruptcies Was
Unclear

The number of consumers filing for bankruptey has risen more than six-
fold over the past 25 years, and various factors have been cited as possible
explanations. While some researchers have pointed to increases in total
debt or credit card debt in particular, others found that debt burdens and
other measures of financial distress had not increased and thus cite other
factors, such as a general decline in the stigma of going bankrupt or the
potentially increased costs of major life events such as health problems or
divorce. Some critics of the credit card industry have cited penalty interest
and fees as leading to increased financial distress; however, no
comprehensive data existed to detennine the extent to which these charges
were contributing to consumer bankrupteies. Data provided by the six
largest card issuers indicated that unpaid interest and fees represented a
small portion of the amounts owed by cardholders that filed for
bankruptey; however, these data alone were not sufficient to determine any
relationship between the charges and bankruptcies filed by cardholders.

Researchers Cited Various
Factors as Explanations for
Rise in Consumer
Bankruptcies

According to U.S. Department of Justice statistics, consumer bankruptcy
filings generally rose steadily from about 287,000 in 1980 to more than 2
million as of December 31, 2005, which represents about a 609 percent.

"Securities Bxchange Act Release No. 33-8544 (Feb. 28, 2005).
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Increase in Household
Indebtedness

increase over the tast 25 years.”™ Researchers have cited a number of
tactors as possibie explanations for the long-term trend.

The total debt of American households is composed of mortgages on real
estate, which accounts for about 80 percent of the total, and consumer
credit debt, which includes revolving credit, such as balances owed on
credit cards, and nonrevolving credit, primarily consisting of auto loans.
According to Federal Reserve statistics, consumers’ use of debt has
expanded over the last 25 years, increasing more than sevenfold from $1.4
trillion in 1980 to about $11.5 trillion in 2005. Some researchers pointed to
this rise in overall indebtedness as contributing to the rise in bankruptcies.
For example, a 2000 Congressional Budget Office summary of bankruptey
research noted that various academic studies have argued that consumer
bankruptcies are either directly or indirectly caused by heavy consumer
indebtedness.

Rather than total debt, some researchers and others argue that the rise in
bankruptcies is related to the rise in credit card debt in particular.
According to the Federal Reserve’s survey of consumer debt, the amount of
credit card debt reported as outstanding rose from about $237 billion to
more than $802 billion—a 238 percent increase between 1990 and 2005.%
One academic researcher noted that the rise in bankruptcies and charge-
offs by banks in eredit card accounts grew along with the increase in credit
card debt during the 1973 to 1996 pericd he examined.™ According to some
consumer groups, the growth of credit card debt is one of the primary
explanations of the increased prevalence of bankruptcies in the United
States. For example, one group noted in a 2005 testimony before Congress
that growth of credit card debt—particularly among lower and moderate
income households, consumers with poor credit scores, college students,

“Bankruptey filings sharply increased recently, with filings in 2005 30 percent higher than in
2004. This increase likely resulted from the accelerated rate of filing that occurred in the
months before the new Bankruptey Abuse Prevention and Consumer Protection Act of 2005,
which tightened eligibility for filing, became effective on October 17, 2005,

*in addition to capturing amounts oulstanding on ¢
Federal Reserve’s survey of consumer debt for revolving debt also includes other types of
revolving debt. However, Federal Reserve stalf farailiar with the results indicated
that the vast majority of the amount reported as revolving debt is from credit eards.

edit cards, the number reported in the

.. Ausubel, “Credit Card Defaults, Credit Card Profits, and Bankruptey,” The American
Bunkraptey Luw Jowrnal, 71 {(Spring 1997,
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older Americans, and minorities—was contributing to the rise in

bankruptcies.

However, other evidence indicates that increased indebtedness has not
severely affected the financial condition of U.S. households in general. For
exarnple:

= Some researchers note that the ability of households to make payments
on debt appears to be keeping pace. For example, total household debt
levels as a percentage of income has remained relatively constant since
the 1980s. According to the Federal Reserve, the aggregate debt burden
ratio—which covers monthly aggregate required payments of all
households on mortgage debt and both revolving and non-revolving
consumer loans relative to the aggregate monthly disposable income of
all households—for U.S. households has been above 13 percent in the
last few years but generally fluctuated between 11 percent and 14
percent from 1990 to 2005, similar to the levels observed during the
1980s. According to one researcher, although the debt burden ratio has
risen since the 1980s, the increase has been gradual and therefore
cannot explain the six-fold increase in consumer bankruptcy filings over
the same period.

s Credit card debt remains a small portion of overall household debt, even
among households with the lowest income levels. According to the
Federal Reserve, credit card balances as a percentage of total household
debt have declined from 3.9 percent of total household debt in 1995 to
Jjust 3.0 percent as of 2004,

e The proportion of households that could be considered to be in financial
distress does not appear to be increasing significantly. According to the
Federal Reserve Board’s Survey of Consumer Finances, the proportion
of households that could be considered to be in financial distress—
those that report debt-to-income ratios exceeding 40 percent and that
have had at least one delinquent payment within the last 60 days—was
relatively stable between 1995 and 2004. Further, the proportion of the

“Consumer Federation of America testimony before the Committee on Banking, Housing,
and Urban Affairs of the United St: Senate, “E g the Current Logal and
Requiniory Reguirements and Industry Practices for Credit Card Issuers with Respect to
Conswmer Disclos: nd Marketing Efforts,” 109 Congre ess, May 17, 2005, We
reported on issues ng to college students and credits in 2001, See GAQ, Consumer
Pinance: College Students and Credit Cards, GAQ-01-T73 (Washington, 10.C,; June 20, 2001},

©
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Other Explanations

lowest-income households exhibiting greater levels of distress was
lower in 2004 than it was in the 1990s,

With the effect of increased debt unclear, some researchers say that other
factors may better explain the surge in consumer bankruptey filings over
the past 25 years. For example, the psychological stigma of declaring
bankruptcy may have lessened. One academic study examined a range of
variables that measured the credit risk (risk of default) of several hundred
thousand credit card accounts and found that because the bankruptey rate
for the accounts was higher than the credit-risk variables could explain, the
higher rate must be the result of a reduced level of stigma associated with
filing.® However, others have noted that reliably measuring stigma is
difficult. Some credit card issuers and other industry associations also have
argued that the pre-2005 bankruptcy code was too debtor-friendly and
created an incentive for consumers to borrow beyond the ability to repay
and file for bankruptcy.

In addition to the possibly reduced stigma, some academics, consumer
advocacy groups, and others noted that the normal life events that reduce
incomes or increase expenses for households may have a more serious
effect today. Events that can reduce household incames include job losses,
pay cuts, or having a full-time position converted to part-time work, With
increasing health care costs, medical emergencies can affect household
expenses and debts more significantly than in the past, and, with more
families relying on two incomes, so can divorces. As a result, one
researcher explains that while these risks have always faced households,
their effect today may be more severe, which could explain higher
bankruptey rates.”

Researchers who assert that life events are the primary explanation for
bankruptcy filings say that the role played by credit cards can vary. They
acknowledged that credit card debt can be a contributing factor to a
bankruptcy filing if a person’s income is insufficient to meet all financial
obligations, including payments to credit card issuers, For example, some
individuals experiencing an adverse life event use credit cards to provide

nd Nicholas S. Souleles, “Explaiving the Increase in Bankruptey and
gma Versus Bisk-Composition,” Mimeo, University of Chicago, (August 28,

1998).

“Elizabeth Warren, Leo Gottlieb Professor of Law, Harvard Law School, “The Growing
Threat to Middle Class Families,” Brooklym Low Review, (Aptil 2003).
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additional funds to satisfy their financial obligations temaporarily but
ultimately exhaust their ability to meet all obligations. However, because
the number of people that experience financially troublesome life events
likely exceeds the number of people who file for bankruptey, credit cards
in other cases may serve as a critical temporary source of funding they
needed to avert a filing until that person’s income recovers or expenses
dirainish. {Appendix I provides additional detail about the factors that may
have affected the rise in consumer bankruptcy filings and its relationship
with credit card debt.)

The Extent to Which Credit
Card Penalty Interest and
Fees Contribute to
Consumer Bankruptcies
Remains Controversial in
the Absence of
Comprehensive Data

Opinions on the Link between
Credit Card Practices and
Bankruptcies Vary

With very little information available on the financial condition of
individuals filing for bankruptcy, assessing the role played by credit card
debt, including penalty interest and fees, is difficuit. According to
Department of Justice officials who oversee bankruptcy trustees in most
bankruptcy courts, the documents submitted as part of a bankruptcy filing
show the total debt owed to each card issuer but not how much of this total
consists of unpaid principal, interest, or fees. Similarly, these Justice
officials told us that the information that credit card issuers submit when
their custormers reaffirm the debts owed to thern—known as proofs of
claim-—also indicate only the total amount owed. Likewise, the amount of
any penalty interest or fees owed as part of an outstanding credit card
balance is generally not required to be specified when a credit card issuer
seeks to obtain a court judgment that would require payment from a
customer as part of a collection case.

Although little comprehensive data exist, some consumer groups and
others have argued that penalty interest and fees materially harm the
financial condition of some cardholders, including those that later file for
bankruptcey. Some researchers who study credit card issues argue that high
interest rates (applicable to standard purchases) for higher risk
cardholders, who are also frequently lower-income households, along with
penalty and default interest rates and fees, contribute to more consumner
bankruptey filings. Another researcher who has studied issues relating to
credit cards and bankruptey asserted that consumers focus too much on
the introductory purchase interest rates when shopping for credit cards
and, as a result, fail to pay close attention to penalty interest rates, defanlt
clauses, and other fees that may significantly increase their costs later.
According to this researcher, it is doubtful that penalty fees (such as late
fees and over-limit fees) significantly affect cardholders’ debt levels, but
accrued interest charges—particularly if a cardholder is being assessed a
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high penalty interest rate—can significantly worsen a cardholder’s financial
distress.

Some consumer advocacy groups and academics say that the credit card
industry practice of raising cardholder interest rates for default or
increased risky behavior likely has contributed to some consumer
bankruptcy filings. According to these groups, cardholders whose rates are
raised under such practices can find it more difficult to reduce their credit
card debt and experience more rapid declines in their overall financial
conditions as they struggle to make the higher payments that such interest
rates may entail. As noted earlier in this report, card issuers have generally
ceased practicing universal default, although representatives for four of the
six issuers told us that they might increase their cardholder’s rates if they
saw indications that the cardholder’s risk has increased, such as how well
they were making payments to other creditors. In such cases, the card
issuers said they notify the cardholders in advance, by sending a change in
terms notice, and provide an option to cancel the account but keep the
original terms and conditions while paying off the balance.

Some organizations also have criticized the credit card industry for
targeting lower-income households that they believe may be more likely to
experience financial distress or file for bankruptcy. One of the criticisms
these organizations have made is that credit card companies have been
engaging in bottom-fishing by providing increasing amounts of credit to
riskier lower-income households that, as a result, may incur greater levels
of indebtedness than appropriate. For example, an official from one
consumer advocacy group testified in 2005 that card issuers target lower-
income and minority households and that this democratization of credit
has had serious negative consequences for these households, placing them
one financial emergency away from having to file for bankruptey.™ Some
consumer advocacy group officials and academics noted that card issuers
market high-cost cards, with higher interest rates and fees, to customers
with poor credit histories—called subprime customers—including some
Jjust coming out of bankruptcy. However, as noted earlier, Federal Reserve
survey data indicate that the proportion of lowerincome households—
those with incomes below the fortieth percentile—exhibiting financial
distress has not increased since 1995. In addition, in a June 2006 report that
the Federal Reserve Board prepared for Congress on the relationship

*5ee above: Consumer Federation of America testimony before the Committee on Banking,
Tousing, and Urban Alfairs of the United States Senate on May 17, 2005,
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Penalty Interest and Fees Can
Affect Cardholders’ Ability to
Reduce Qutstanding Balances

between credit cards and bankruptcy, it stated that credit card issuers do
not solicit customers or extend credit to them indiscriminately or without
assessing their ability to repay debt as issuers review all received
applications for risk factors.”

In addition, representatives of credit card issuers argued that they do not
offer credit to those likely to become financially bankrupt because they do
not want to experience larger losses from higherrisk borrowers, Because
card accounts belonging to cardholders that filed for bankruptcey account
for a sizeable portion of issuers’ charge-offs, card issuers do not want to
acquire new customers with high credit risk who may suhsequently file for
bankruptcy. However, one academic researcher noted that, if card issuers
could increase their revenue and profits by offering cards to more
customers, including those with lower creditworthiness, they could
reasonably be expected to do so until the amount of expected losses from
bankruptcies becomes larger than the expected additional revenues from
the new customers.

&

In examining the relationship between the consumer credit industry and
bankruptey, the Federal Reserve Board's 2006 report comes to many of the
same conclusions as the studies of other researchers we reviewed. The
Federal Reserve Board’s report notes that despite large growth in the
proportion of households with credit cards and the rise in overall credit
card debt in recent decades, the debt-burden ratio and other potential
measures of financial distress have not significantly changed over this
period. The report also found that, while data on bankruptey filings
indicate that most filers have accumulated consumer debt and the
proportion of filings and rise in revolving consumer debt have risen in
tandem, the decision to file for bankruptey is complex and tends to be
driven by distress arising from life events such as job loss, divorce, or
uninsured iliness.

While the effect of credit card penalty interest charges and fees on
consumer bankruptcies was unclear, such charges do reduce the ability of
cardholders to reduce their overall indebtedness. Generally, any penalty
charges that cardholders pay would consume funds that could have been
used to repay principal. Figure 16 below, compares two hypothetical

“Board of Governors of the Federal Reserve System, Report to the Congress on Practices of
the Consumer Credit Indusiry in Soliciting and Extending Credit and thelr Effects on
C ~ Debt and Insols 'y (Washi n, D.C.: June 2008).
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cardholders with identical initial outstanding balances of $2,000 that each
make monthly payments of $100. The figure shows how the total amounts
of principal are paid down by each of these two cardholders over the
course of 12 months, if penalty interest and fees apply. Specifically,
cardholder A (1) is assessed a late payment fee in three of those months
and (2) has his interest rate increased to a penalty rate of 29 percent after 6
months, while cardholder B does not experience any fees or penalty
interest charges. At the end of 12 months, the penalty and fees results in
cardholder A paying down $260 or 27 percent less of the total balance owed
than does cardholder B who makes on-time payments for the entire period.

Figure 16: Hypothetical Impact of Penaity Interest and Fee Charges on Two Cardholders
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Source: GAO,
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In Some Court Cases,
Cardholders Paid Significant
Amounts of Penalty Interest and
Fees

In reviewing academic literature, hearings, and comument letters to the
Federal Reserve, we identified some court cases, including some involving
the top six issuers, that indicated that cardholders paid large amounts of
penalty interest and fees. For example:

* Inacollections case in Ohio, the $1,963 balance on one cardholder's
credit card grew by 183 percent to $5,564 over 6 years, despite the
cardholder making few new purchases. According to the court’s
records, although the cardholder made payments totaling $3,492 over
this period, the holder’s balance grew as the result of fees and interest
charges. According to the court’s determinations, between 1997 and
2003, the cardholder was assessed a total of $9,066, including $1,518 in
overlimit fees, $1,160 in late fees, $369 in credit insurance, and $6,009 in
interest charges and other fees. Although the card issuer had sued to
collect, the judge rejected the issuer’s collection demand, noting that the
cardholder was the victim of unreasonable, unconscionable practices.™

~

» In a June 2004 bankruptey case filed in the U.S. Bankruptcy Court for
the Eastern District of Virginia, the debtor objected to the proofs of
claim filed by two companies that had been assigned the debt
outstanding on two of the debtor’s credit cards. One of the assignees
submitted monthly statements for the credit card account it had
assumed. The court noted that over a two-year period (during which
balance on the account increased from $4,888 to $5,499), the debtor
made only $236 in purchases on the account, while making $3,058 in
payments, all of which had gone to pay finance charges, late charges,
over-limit fees, bad check fees and phone payment fees.”

» Ina bankruptcy court case filed in July 2003 in North Carolina, 18
debtors filed objections to the claims by one card issuer of the amounts
owed on their credit cards.™ In responge to an inquiry by the judge, the
card issuer provided data for these accounts that showed that, in the

“*Comments of the National Consumer Law Center et al. regarding Advance Notice of
Proposed Rulemaking Review of the Revolving Credit Rules of Regulation 2,” p. 7

Cast Settlement Corporation ef al, No.04-10493-SSM (Bankr. B.D. Va. filed

See Blair v. Capital One Bank, No. 02-11400, Amended Order Overruling Objection to
Claim(s)s (Banke, W.D. NC filed Feb. 10, 2004) (disposing of, on a consolidated basis,
similar objections filed in 18 separate Chapier 12 cases against a common creditor)
{Additional docket numbers omitted.).
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aggregate, b7 percent of the amounts owed by these 18 accounts at time
of their bankruptey filings represented interest charges and fees.
However, the high percentage of interest and fees on these accounts
may stem from the size of these principal balances, as some were as low
as $95 and none was larger than $1,200.

Regulatory interagency guidance published in 2003 for all depository
institutions that issue credit cards may have reduced the potential for
cardholders who continue to make minimum payments to experience
increasing balances.” In this guidance, regnlators suggested that card
issuers require minimum repayment amounts so that cardholders’ current
balance would be paid off-amortized-over a reasonable amount of time. In
the past, some issuers’ minimum monthly payment formulas were such that
a full payment may have resulted in little or no principal being paid down,
particularly if the cardholder also was assessed any fees during a billing
cycle. In such cases, these cardholders’ outstanding balances would
increase (or negatively amortize). In response fo this gnidance, some card
issuers we interviewed indicated that they have been changing their
minimum monthly payment formulas to ensure that credit card balances
will be paid off over a reasonable period by including at least some amount
of principal in each payment due.

Representatives of card issuers also told us that the regulatory guidance,
issued in 2003, addressing credit card workout programs—which allow a
distressed cardholder’s account to be closed and repaid on a fixed
repayment schedule—and other forbearance practices, may help
cardholders experiencing financial distress avoid fees. In this guidance, the
regulators stated that (1) any workout program offered by an issuer should
be designed to have cardholders repay credit card debt within 60 months
and (2) to meet this time frame, interest rates and penalty fees may have to
be substantially reduced or eliminated so that principal can be repaid. As a
result, card issuers are expected to stop impoesing penalty fees and interest
charges on delinquent card accounts or hardship card accounts enrolled in
repayment workout programs. According to this guidance, issuers also can
negotiate settlement agreements with cardholders by forgiving a portion of

WOredit Card Lending: Account Manag and Loss All ce Guidance (January

3}, joint guidance issned under the auspices of the Federal Financial Institutions
Examination Council by the Office of the Comptrolier of the rency (O utletin 2003-
1), Federal Reserve {Supervisory Letter SR-03-1), Federal Deposit Insurance Corporation
(Financial Institution Letter, FI1L-2-2003), and Office of Thrift Supervision (OTS Release 03-
01).
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Data for Some Bankrupt
Cardholders Shows Little in
Interest and Fees Owed, but

Comprehensive Data Were Not

Available

the amount owed. In exchange, a cardholder can be expected to pay the
remaining balance either in a Jump-sum payment or by amortizing the
balance over a several month period. Staff from OCC and an association of
credit counselors told us that, since the issuance of this guidance, they
have noticed that card issuers are increasingly both reducing and waiving
fees for cardholders who get into financial difficulty. OCC officials also
indicated that issuers prefer to facilitate repayment of principal when
borrowers adopt debt management plans and tend to reduce or waive fees
so the accounts can be amortized. On the other hand, FDIC staff indicated
that criteria for walving fees and penalties are not publicly disclosed to
cardholders. These staff noted that most fee waivers occurs after
cardholders call and complain to the issuer and are handled on a case-by-
case basis.

Card issuers generally charge-off credit card loans that are no longer
collectible because they are in default for either missing a series of
payments or filing for bankruptcy. According to the data provided by the
six largest issuers, the number of accounts that these issuers collectively
had to charge off as a result of the cardholders filing for bankruptcy ranged
from about 1.3 million to 1.6 million annually between 2003 and 2005,
Collectively, these represented about 1 percent of the six issuers’ active
accounts during this period. Also, about 60 percent of the accounts were 2
or more months delinquent at the time of the charge-off. Most of the
cardholders whose accounts were charged off as the resuit of a bankruptcy
owed small amounts of fees and interest charges at the time of their
bankruptcy filing. According to the data the six issuers provided, the
average account that they charged off in 2005 owed approximately $6,200
at the time that bankruptcy was filed. Of this amount, the issuers reported
that on average 8 percent represented unpaid interest charges; 2 pereent
unpaid fees, including any unpaid penalty charges; and about 90 percent
principal.

However, these data do not provide complete information about the extent
to which the financial condition of the cardholders may have been affi d
by penalty interest and fee charges. First, the amounts that these issuers
reported to us as interest and fees due represent only the unpaid amounts
that were owed at the time of bankruptey. According to representatives of
the issuers we contacted, each of their firms allocates the amount of any
payment received from their customers first to any outstanding interest
charges and fees, then allocates any remainder to the principal balance. As
a result, the amounts owed at the time of bankruptcy would not reflect any
previously paid fees or interest charges. According to representatives of
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these issuers, data system and recordkeeping limitations prevented them
from providing us the amounts of penalty interest and fees assessed on
{hese accounts in the months prior to the bankruptey filings.

Furthermore, the data do not include information on all of the issuers’
cardholders who went bankrupt, but only those whose accounts the issuers
charged off as the result of a bankruptcy filing. The issuers also charge off
the amounts owed by customers who are delinquent on their payments by
more than 180 days, and some of those cardholders may subsequently file
for bankruptey. Such accounts may have accrued larger amounis of unpaid
penalty interest and fees than the accounts that were charged off for
bankruptcy after being delinquent for less than 180 days, because they
would have had more time to be assessed such charges. Representatives of
the six issuers told us that they do not maintain records on these customers
after they are charged off, and, in many cases, they sell the accounts to
collection firms.

Although Penalty
Interest and Fees
Likely Have Grown as a
Share of Credit Card
Revenues, Large Card
Issuers’ Profitability
Has Been Stable

Determining the extent to which penalty interest charges and fees
contribute to issuers’ reverues and profits was difficult because issuers’
regulatory filings and other public sources do not include such detail.
According to bank regulators, industry analysts, and information reported
by the five largest issuers, we estimate that the majority of issuer
revenues—around 70 percent in recent years—came from interest charges,
and the portion attributable to penalty rates appears to be growing. Of the
remaining issuer revenues, penalty fees had increased and were estimated
to represent around 10 percent of total issuer revenues. The remainder of
issuer revenies came tfrom fees that issuers receive for processing
merchants’ card transactions and other types of constmer fees. The largest
credit card-issuing banks, which are generally the most profitable group of
lenders, have not greatly increased their profitability over the last 20 years.

Publicly Disclosed Data on
Revenues and Profits from
Penalty Interest and Fees
Are Limited

Determining the extent to which penalty interest and fee charges are
contributing to card issuer revenues and profits is difficult because limited
information is available from publicly disclosed financial information.
Credit card-issuing banks are subject to various regulations that require
them to publicly disclose information about their revenues and expenses.
As insured conunercial banks, these institutions must file reports of their
financial condition, known as call reports, each quarter with their
respective federal regulatory agency. In call reports, the banks provide

Page 67 GAO-06-829 Credit Cards



237

comprehensive balance sheets and income statements disclosing their
earnings, including those from their credit card operations. Although the
eall reports include separate lines for interest income earned, this amount
is not further segregated to show, for example, income from the application
of penalty interest rates. Similarly, banks report their fee income on the call
reports, but this amount includes income from all types of fees, including
those related to fiduciary activities, and trading assets and liabilities and is
not further segregated to show how much a particular bank has earned
from credit card late fees, overlimit fees, or insufficient payment fees.

Another limitation of using call reports to assess the effect of penalty
charges on bank revenues is that these reports do not include detailed
information on credit card balances that a bank may have sold to other
investors through a securitization. As a way of raising additional funds to
lend to cardholders, many issuers combine the balances owed on large
groups of their accounts and sell these receivables as part of pools of
securitized assets to investors. In their call reports, the banks do not report
revenue received from cardholders whose balances have been sold into
eredit card interest and fee income categories.”™ The banks report any gains
or losses incurred from the sale of these pooled credit card balances on
their call reports as part of noninterest income. Credit card issuing banks
generally securitize more than 50 percent of their credit card balances.

Although many card issuers, including most of the top 10 banks, are public
companies that must file various publicly available financial disclosures on
an ongoing basis with securities regulators, these filings also do not
disclose detailed information about penalty interest and fees. We reviewed
the public filings by the top five issuers and found that none of the financial
statements disaggregated interest income into standard interest and
penalty interest charges. In addition, we found that the {ive banks’ public
financial statements also had not disaggregated their fee income into
penalty fees, service fees, and interchange fees. Instead, most of these
issuers disaggregated their sources of revenue into two broad categorie:
interest and noninterest income.

ard

“In aceordance with generally accepted a

rounting principles (Standards of Financial
Accounting Staterment 140), when card issuers sell any of their credit card receivables as
part of a securitization, they subtract the amount of these recelvables from the assets shown
on their balance sheets.
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Majority of Card Issuer
Revenues Came from
Interest Charges

Although limited information is publicly disclosed, the majority of credit
card revenue appears to have come from interest charges. According to
regulators, information collected by firms that analyze the credit card
industry, and data reported to us by the five of the six largest issuers, the
proportion of net interest revenues to card issuers’ total revenues is as
much as 71 percent. For example, five of the six largest issuers that
provided data to us reported that the proportion of their total U.S. card
aperations income derived from interest charges ranged from 69 to 71
percent between 2003 and 2005.%

(e of the top six largest issuers, Discover, Inc., operates its own transaction proces:
network; the other issuers process card tran: s through the networks operated by Viss
International or Mastercard. Because this difference could have reduced the comparability
of the data we obtained from these issuers, the information on revenue and profilability
aggregated by the third party in response 1o our data request exeludes Discover, Ing.
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Figure 17: Example of a Typical Bank's income Statement

Revenuelexpense category Description
intersst charges {$)ivisid (%) Recaivad from loans to corporate and consumer borrawers,
credit card holders carrying batances, eto.

Costof funds Faid on deposits or borrowings from other banks

Net interest income

+ Noninterest income From fees or other charges for services
paidt by borrowars of other customers

Totat revenue from operations

Fram the writeoff of amounts of loans or card balances
that will not be pald by bastowers who have defaulied

Credit losses

Net risk-adjusted revenue

Oparating expenses such as postage, utifiies, etc., for staif
and other noninterest expenses

- Noninterest expenses

- Fraud losses

Norinterest expense « fraud lasses

+ Pre-tax incone

Net income

Saurce: GAD analysis of data reporied by the six largest sredi card tssuers.

We could not precisely determine the extent to which penalty interest
charges contribute to this revenue, although the amount of penalty interest
that issuers have been assessing has increased. In response o our request,
the six largest issuers reported the proportions of their total cardholder
accounts that were assessed various rates of interest for 2003 to 2605. On
the basis of our analysis of the popular cards issued by these largest
issuers, all were charging, on average, default interest rates of around 27
percent. According to the data these issuers provided, the majority of
cardholders paid interest rates below 20 percent, but the proportion of
their cardholders that paid interest rates at or above 25 percent~which
likely represent default rates—has risen from 5 percent in 2003 to 11
percent in 2005. As shown in Figure 18, the proportion of cardholders
paying between 15 and 20 percent has also increased, but an issuer
representative told us that this likely was due to variable interest rates on

Page 70 GAO-06-928 Credit Cards



240

cards rising as a result of increases in U.S. market interest rates over the
last 3 years,

fooe b
Figure 18: Proportion of Active Accounts of the Six Largest Card issuers with
Various Interest Rates for Purchases, 2003 to 2005

Percentage
100

80

B8Q

40

20

2003 2004 2005

Annual percentage rate

777 eso%ormore
20.0% 10 24.9%
15.0% to 19.9%
10010 14.9%

501089 %

0.0 to 4.9%

Source: GAD analysis of data reported by e i largest cesdit card issuars.

Although we could not determine the amounts of penalty interest the card
issuers received, the increasing proportion of accounts assessed rates of 25
percent suggests a significant increase in interest revenues. For example, a
cardholder carrying a stable balance of $1,000 and paying 10 percent
interest would pay approximately $100 annually, while a cardholder
carrying the same stable balance but paying 25 percent would pay $250 to
the card issuer annually. Although we did not obtain any information on the
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size of balances owed by the cardholders of the largest issuers, the
proportion of the revenues these issuers received from cardholders paying
penalty interest rates may also be greater than 11 percent because such
cardholders may have balances larger than the $2,500 average for 2005 that
the issuers reported o us.

Fees Represented the
Remainder of Issuer
Revenues

Penalty Fees Had Increased

The remaining card issuer revenues largely come from noninterest sources,
including merchant and consumer fees. Among these are penalty fees and
other consumer fees, as well as fees that issuers receive as part of
processing card transactions for merchants.

Although no comprehensive data exist publicly, various sources we
identified indicated that penalty fees represent around 10 percent of
issuers’ fotal revenues and had generally increased. We identified various
sources that gave estimates of penalty fee income as a percentage of card
issuers’ total revenues that ranged from 9 to 13 percent:

= Analysis of the data the top six issuers provided to us indicated that
each of these issuers assessed an average of about $1.2 billion in penalty
fees for cardholders that made late payments or exceeded their credit
limit in 2005. In total, these six issuers reported assessing $7.4 billion for
these two penalty fees that year, about 12 percent of the $60.3 billion in
total interest and consumer fees (penalty fees and fees for other
cardholder services).™

According to a private firm that assists credit card banks with buying
and selling portfolios of credit card balance receivables, penalty fees
likely represented about 13 percent of total card issuer revenues.
According to an official with this firm, it calculated this estimate by
using information from 15 of the top 20 issuers, as well as many smaller
banks, that together represent up to 80 percent of the total credit card
industry.”

“We were not provided information on the portion of revenues these issuers earned from
these penalty fees and consumer fecs.

7 Although we were not. able to completely assess the reliability of this organization’s data
and its methods for making its estimates of indusiry revenue components, we present this
information because it appeared to be similar to the proportions reported by the top six
issuers that provided us data.
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Issuers Also Collect Revenues
from Processing Merchant Card
Transactions

= An estimate from an industry research firm that publishes data on credit
card issuer activities indicated that penalty fees represented about §
percent of issuer total revenues,

When a consumer makes a purchase with a credit card, the merchant
selling the goods does not receive the full purchase price. When the
cardholder presents the credit card to make a purchase, the merchant
transmits the cardholder’s account nuraber and the amount of the
transaction to the merchant's bank.” The merchant’s bank forwards this
information to the card association, such as Visa or Mastercard, requesting
authorization for the transaction. The card association forwards the
authorization request to the bank that issued the card fo the cardholder.
The issuing bank then responds with its authorization or denial to the
merchant’s bank and then to the merchant. After the transaction is
approved, the issuing bank will send the purchase amount, less an
interchange fee, to the merchant’s bank. The interchange fee is established
by the card association. Before crediting the merchant's account, the
merchant’s bank will subtract a servicing fee. These transaction fees—
called interchange fees—are commonly about 2 percent of the fotal
purchase price. As shown in figure 19, the issuing banks generally eam
about $2.00 for every $100 purchased as interchange fee revenue. In
addition, the card association receives a transaction processing fee. The
card associations, such as Visa or Mastercard, assess the amount of these
fees and also conduct other important activities, including imposing rules
for issuing cards, authorizing, clearing and settling transactions,
advertising and promoting the network brand, and allocating revenues
among the merchants, merchant’s bank, and card issuer.

"The bank that a merchant uses to process its credit card trangactions is known as the
acquiring bank.
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Figure 19: Exampie of a Typical Credit Card Purchase Transaction Showing How interchange Fees Paid by Merchants Are
Aliocated
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In addition to penalty fees and interchange fees, the remaining noninterest
revenues for card issuers include other consumer fees or other fees, Card
issuers collect annual fees, cash advance fees, balance transfer fees, and
other fees from their cardholders. In addition, card issuers collect other

Page 74 GAD-06-929 Credit Cards



244

revenues, such as from credit insurance. According to estimates by
industry analyst firms, such revenues likely represented about 8 to 9
perceni of total issuer revenues.

Large Credit Card Issuer
Profitability Has Been
Stable

The profits of credit card-issuing banks, which are generally the most
profitable group of lenders, have been stable over the last 7 years. A
commonly used indicator of profitability is the return on assets ratio
{ROA). This ratio, which is calculated by dividing a company's income by
its total assets, shows how effectively a business uses its assets to generate
profits. In annual reports to Congress, the Federal Reserve provides data
on the profitability of larger credit card issuers—which included 17 banks
in 2004.” Figure 20 shows the average ROA using pretax income for these
large credit card issuers compared with pretax ROA of all commercial
banks during the period 1986 to 2004. In general, the large credit card
issuers earned an average return of 3.12 percent over this period, which
was more than twice as much as the 1.49 percent average returns earned by
all commercial banks.

"See Federal Reserve System, Profitability of Credit Card Operations, June 2005. The data
included in these reports are for all commercial banks with at least $200 million in yearly
average asseis (loans to individuals plus securitizations) and at least 50 percent of assets in
consumer lending, of which 90 percent must be in the form of revolving credit.
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Figure 20: Average Pretax Return on Assets for Large Credit Card Banks and All Commercial Banks, 1986 to 2004
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As shown in the figure above, the ROA for Jarger credit card banks,
although fluctuating more widely during the 1990s, has generally been
stable since 1999, with retwrns in the 3.0 to 3.5 percent range. The return on
assets for the large card issuers peaked in 1993 at 4.1 percent and has
declined to 3.55 percent in 2004, In conirast, the profitability of all
commercial banks has been generally increasing over this period, rising
more than 140 percent between 1986 and 2004. Similar to the data for all
larger credit card issuers, data that five of the six largest issuers provided
to us indicated that their profitability also has been stable in the 3 years
between 2003 and 2005, These five issuers reported that the return on their
pretax earnings over their credit card balances over this 3-year period
ranged from about 3.6 percent to 4.1 percent.

Because of the high interest rates that issuers charge and variable rate
pricing, credit card lending generally is the most profitable type of
consumer lending, despite the higher rate of loan losses that issuers incur
on cards. Rafes charged on credit cards generally are the highest of any
consumer lending category because they are extensions of credit that are
not secured by any collateral from the borrower. In contrast, other
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common types of consumer lending, such as automobile loans or home
morlgages, involve the extension of a fixed amount of credit under fixed
{erms of repayment that are secured by the underlying asset—the caror the
house—which the lender can repossess in the event of nonpayment by the
borrower. Coilateral and fixed repayment terms reduce the risk of loss to
the lender, enabling them to charge lower interest rates on such loans. In
contrast, credit card loans, which are unsecured, available to large and
heterogeneous populations, and repayable on flexible terms at the
cardholders’ convenience, present greater risks and have commensurately
higher interest rates. For example, according to Federal Reserve statistics,
the interest rate charged on cards by lenders generally has averaged above
16 percent since 1980, while the average rate charged on car loans since
then has averaged around 10 percent. Borrowers may be more likely to
cease making payments on their credit cards if they become financially
distressed than they would on other loans that are secured by an asset they
could lose. For example, the percentage of credit card loans that banks
have had to charge off averaged above 4 percent between 2003 and 2005; in
contrast, charge-offs for other types of consumer loans average about 2
percent, with charge-offs for mortgage loans averaging less than 1 percent,
during those 3 years. (App. 1 provides additional detail about the factors
that affect the profitability of credit card issuers.)

Conclusions

Credit cards provide various benefits to their cardholders, including
serving as a convenient way to pay for goods and services and providing
additional funds at rates of interest generally lower than those consumers
would have paid to borrow on cards in the past. However, the penalties for
late payments or other behaviors involving card use have risen significantly
in recent years. Card issuers note that their use of risk-based pricing
structures with multiple interest rates and fees has allowed them to offer
credit cards to cardholders at costs that are commensurate with the risks
presented by different types of customers, including those who previously
might not have been able to obtain credit cards. On the whole, a large
nunber of cardholders experience greater benefits—either by using their
cards for transactions without incurring any direct expense or by enjoying
generally lower costs for borrowing than prevailed in the past—from using
credit cards than was previously possible, but the habits or financial
circumstances of other cardholders alse could result in these consumers
facing greater costs than they did in the past.

The expansion and increased complexity of card rates, fees, and issuer
practices has heightened the need for consumers to receive clear
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disclosures that allow them to more easily understand the costs of using
cards. In the absence of any regulatory or legal limits on the interest or fees
that cards can impose, providing consumers with adequate information on
credit card costs and practices is critical to ensuring that vigorous
competition among card issuers produces a market that provides the best
possibie rates and terms for U.S. consumers. Our work indicates that the
disclosure materials that the largest card issuers typically provided under
the existing regulations governing credit cards had many serious
weaknesses that reduced their usefulness to the consumers they are
intended to help. Although these regulations likely were adequate when
card rates and terms were less complex, the disclosure materials they
produce for cards today, which have a multitude of terms and conditions
that can affect cardholders’ costs, have proven difficult for consumers to
use in finding and understanding important information about their cards.
Although providing some key information, current disclosures also give
prominence to terms, such as minimum finance charge or balance
computation method, that ave less significant to consumers’ costs and do
not adequately emphasize ferms such as those cardholder actions that
could cause their card issuer to raise their interest rate to a high default
rate, Because part of the reason that current disclosure materials may be
less effective is that they were designed in an era when card rates and
terms were less complex, the Federal Reserve also faces the challenge of
creating disclosure requirements that are more flexible to atllow them to be
adjusted more quickly as new card features are introduced and others
become less common.

The Federal Reserve, which has adopted these regulations, has recognized
these problems, and its current review of the open-end credit rules of
Regulation Z presents an opportunity to improve the disclosures applicable
to credit cards. Based on our work, we believe that disclosures that are
simpler, better organized, and use designs and formats that corply with
best practices and industry standards for readability and usability would be
more effective. Our work and the experiences of other regulators also
confirmed that involving experts in readabilify and testing documents with
actaal consumers can further improve any resulting disclosures. The
Federal Reserve has indicated that it has begun to involve consumers in the
design of new model disclosures, but it has not completed these efforts to
date, and new model disclosures are not expected to be issued until 2007 or
2008. Federal Reserve staff noted that they recognize the challenge of how
best to incorporate the variety of information that consumers may need to
understand the costs of their cards in clear and concise disclosure
materials, Until such efforts are complete, consumers will continue to face
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difficulties in using disclosure materials to better understand and compare
costs of credit cards. In addition, until more understandable disclosures are
issued, the ability of well-informed consumers to spur additional
competition among issuers in credit card pricing is hampered.

Definitively determining the extent to which credit card penalty interest
and fees congribute to personal bankruptcies and the profits and revenues
of card issuers is difficult given the Jack of comprehensive, publicly
availahle data. Penalty interest and fees can contribute to the total debt
owed by cardholders and decrease the tunds that a cardholder could have
used to reduce debt and possibly avoid bankruptey. However, many
consumers file for bankruptey as the result of significant negative life
events, such as divorees, job losses, or health problems, and the role that
credit cards play in avolding or accelerating such filings is not kmown.
Similarly, the limited available information on card issuer operations
indicates that penalty fees and interest are a small but growing part of such
firms’ revenues. With the profitability of the largest card issuers generally
being stable over recent years, the increased revenues gained from penalty
interest and fees may be offsetting the generally lower amounts of interest
that card issuers collect from the majority of their cardholders. These
results appear {o indicate that while most cardholders likely are better off,
a smaller number of cardholders paying penalty interest and fees are
accounting for more of issuer revenues than they did in the past. This
furtber emphasizes the importance of taking steps to ensure that all
cardholders receive disclosures that help them clearly understand their
card costs and how their own behavior can affect those costs.

Recommendation for
Executive Action

As part of its effort to increase the effectiveness of disclosure materials
used to inform consumers of rates, fees, and other terms that affect the
costs of using credit cards, the Chatrman, Federal Reserve should ensure
that such disclosures, inciuding mode] forms and formatting requirements,
more clearly empbasize those terms that can significantly affect cardholder
costs, such as the actions that can cause defaulf or other penalty pricing
rates to be imposed.

Agency Comments and
Our Evaluation

We provided a draft of this report to the Federal Reserve, OCC, FIMC, the
Federal Trade Commission, the National Credit Union Administration, and
the Office of Thrift Supervision for their review and comment. In a letter
from the Federal Reserve, the Director of the Division of Consumer and
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Coramunity Affairs agreed with the findings of our report that credit card
pricing has become more complex and that the disclosures required under
Regulation Z could be improved with the input of consumers. To this end,
the Director stated that the Board is canducting extensive consumer
testing to identify the most important information to consumers and how
disclosures can be simplified to reduce current complexity. Using this
information, the Director said that the Board would develop new model
disclosure forms with the assistance of design consultants. If appropriate,
the Director said the Board may develop suggestions for statutory changes
for congressional consideration.

We also received technical comments from the Federal Reserve and OCC,
which we have incorporated in this report as appropriate. FDIC, the
Federal Trade Conunission, the National Credit Union Administration, and
the Office of Thrift Supervision did not provide comments.

As agreed with your offices, unless you publicly announce its contents
earlier, we plan no further distribution of this report until 30 days after the
date of this report. At that time, we will send copies of this report to the
Chairman, Permanent Subconumittee on Investigations, Senate Committee
on Homeland Security and Governmental Affairs; the Chairman, FDIC; the
Chairman, Federal Reserve; the Chairman, Federal Trade Comumission; the
Chairman, National Credit Union Administration; the Comptroller of the
Currency; and the Director, Office of Thrift Supervision and to interested
congressional committees. We will also make copies available to others
upon request. The vepori will be available at no charge on the GAO Web site
at http/fwww.gao.gov.

If you or your staff have any questions regarding this report, please contact
me at (202) 512-8678 or woodd@gao.gov. Contact points for our Offices of
Congressional Relations and Public Affairs may be found on the last page
of this report. Key contributors to this report are listed in appendix IV.

Sincerely yours,
Dowid & Woud

David G. Wood
Director, Financial Markets
and Community investment
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Objectives, Scope and Methodology

Qur objectives were to determine (1) how the interest, fees, and other
practices that affect the pricing structure of cards from the largest U.S.
issuers have evolved, and cardholders’ experiences under these pricing
structures in recent years; (2) how effectively the issuers disclose the
pricing structures of cards to their cardholders; (3) whether credit card
debt and penalty interest and fees contribute to cardholder bankrupteies;
and (4) the extent to which penalty interest and fees contribute to the
revenues and profitability of issuers’ credit card operations.

Methodology for Identifying
the Evolution of Pricing
Structures

To identify how the pricing structure of cards from the largest U.S. issuers
has evolved, we analyzed disclosure documents from 2003 to 2005 for 28
popular cards that were issued by the six largest U.S. card issuers, as
measured by total outstanding receivables as of December 31, 2004

(see fig. 2 i the body of this report). These issuers were Bank of America;
Capital One Bank; Chase Bank USA, N.A; Citibank (South Dakota), N.A;
Discover Financial Services; and MBNA America Bank, N.A.
Representatives for these six issuers identified up to five of their most
popular cards and provided us actual disclosure materials, including
cardmernber agreements and direct mail applications and solicitations
used for ocpening an account for each card. We calculated descriptive
statistics for various interest rates and fees and the frequency with which
cards featured other practices, such as methods for calculating finance
charges. We determined that these cards likely represented the pricing and
terms that applied fo the majority of U.S. cardholders because the top six
issuers held almost 80 percent of consumer credit card debt and as much as
61 percent of total U.S. credit card accounts.

We did not include in our analysis of popular cards any cards offered by
credit card issuers that engage primarily in subprime lending. Subprime
lending generally refers to extending credit to borrowers who exhibit
characteristics indicating a significantly higher risk of default than
traditional bank lending customers. Such issuers could have pricing
structures and other terms significantly different to those of the popular
cards offered by the top issuers. As a result, our analysis may
underestimate the range of interest rate and fee levels charged on the entire
universe of cards. To identify historical rate and fee levels, we primarily
evaluated the Federal Reserve Board’s (.19 Consumer Credit statistical
release for 1972 to 2005 and a paper written by a Federal Reserve Bank
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staff, which included mare than 150 cardmember agreements from 15 of
the largest U.S. issuers in 1997 to 2002.}

To evaluate cardholders’ experiences with credit card pricing structures in
recent years, we obtained proprietary data on the extent to which issuers
ed various interest rate levels and fees for active accounts from the
six largest U.S. issuers listed above for 2003, 2004, and 2005. We obtained
data directly from issuers because no comprehensive sources existed to
show the extent to which U.S. cardholders were paying penalty interest
rates. Combined, these issuers reported more than 180 million active
accounts, or about 60 percent of total active accounts reported by
CardWeb.com, Inc. These accounts also represented atmost $300 billion in
credit card purchases in 2005, according to these issuers. To preserve the
anonymity of the data, these issuers engaged legal counsel at the law firm
Latham & Watkins, LLF, to which they provided their data on interest rate
and fee assessments, which then engaged Argus Information and Advisory
Services, LLC, a third-party analytics firm, to aggregate the data, and then
supplied it to us. Although we coriginally provided a more comprehensive
data request to these issuers, we agreed to a more limited request with
issuer representatives as a result of these firms’ data availability and
processing limitations. We discussed steps that were taken to atterapt to
ensure that the data provided to us were complete and accurate with
representatives of these issuers and the third party analytics firm. We also
shared a draft of this report with the supervisory agencies of these issuers.
However, we did not have access to the issuers’ data systens to fully assess
the reliability of the data or the systems that housed them. Therefore, we
present these data in our report only as representations made to us by the
six largest issuers.

Methodology for Assessing
Effectiveness of Disclosures

To determine how effectively card issuers disclose to cardholders the rates,
fees, and other terms related to their credit cards, we contracted with
UserWorks, Inc., a private usability consulting firm, which conducted three
separate evaluations of a sample of disclosure materials. We provided the
usability consultant with a cardmerber agreement and solicitation letter
for one card from four representative credit card issuers—a total of four
cards and eight disclosure documents. The first evaluation, a readability
assessment, used computer-facilitated formulas to predict the grade level

M. Furleitt, “Credit Card Pricing Developments and Their Dis
Bank of Philadelphia’s Payment Cards Center, January 2003,

closure,” Federal Reserve
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required to understand the materials. Readability formulas measure the
elements of writing that can be subjected to mathematical calculation, such
as average number of syllables in words or numbers of words in sentences
in the text. The consuitant applied the following industry-standard
formulas to the documents: Flesch Grade Level, Frequency of
Gobbledygook (FOG), and the Simplified Measure of Gobbledygook
(SMOGQ). Using these formulas, the consultant measured the grade levels at
which the disclosure documents were written overall, as well as for
selected sections. Secondly, the usability consultant conducted an heuristic
evaluation that assessed how well these card disclosure documents
adhered to a recognized set of principles or industry best practices. In the
absence of best practices specifically applicable to credit card disclosures,
the consultant used guidelines from the U.S. Securities and Exchange
Commission’s 1998 guidebook Flain English Handbook: How io Create
Clear SEC Disclosure Documents.

Finally, the usability consultant tested how well actual consumers were
able to use the documents to identify and understand information about
card fees and other practices and used the results to identify problem
areas. The consultant conducted these tests with 12 consumers.? To ensure
sample diversity, the participants were selected to represent the
demographics of the U.S. adult population in terms of education, income,
and age. While the materials used for the readability and usability
assessments appeared to be typical of the large issuers’ disclosures, the
results cannot be generalized to materials that were not reviewed.

To obtain additional information on consumers’ level of awareness and
understanding of their key credit card termis, we also conducted in-depth,
structured interviews in December 2005 with a total of 112 adult
cardholders in three locations: Boston, Chicago, and San Francisco.? We
contracted with OneWorld Communications, Inc., a market research
organization, to recruit a sample of cardholders that generally resembled
the demographic makeup of the U.S. population in terms of age, education
levels, and income. However, the cardholders recruited for the interviews
did not form a random, statistically representative sample of the U.S.

*According to the consultant, ing with small numbers of individuals can generally
identify many of the problems that can affect the readability and usability of materials.

*We condueted these interviews when preparing our report o the feasibility and usefulness

of requiring additional disclosures to cardholders on the consequences of making only the
minimum payment on their cards.
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population and thercfore cannot be generalized to the population of all U.S.
cardholders, Cardholders had to speak English, have owned at least one
general-purpose credit card for a minimum of 12 months, and have not
participated in more than cne focus group or similar in-person study in the
12 months prior to the interview. We gathered information about the
cardholders’ knowledge of credit card terms and conditions, and assessed
cardholders’ use of card disclosure matertals by asking them a number of
open- and closed-ended questions.

Methodology for
Determining How Penalty
Charges Contribute to
Bankruptcy

To determine whether credit card debt and penalty interest and fees
contribute to cardholder bankruptcies, we interviewed Department of
Justice staff responsible for overseeing bankruptcy courts and trustees
about the availability of data on credit card penalty charges in materials
submitted by consumers or issuers as part of bankruptey filings or
collections cases. We also interviewed two attorneys that assist conswmners
with bankruptey filings. In addition, we reviewed studies that analyzed
credit card and bankruptey issues published by various academic
researchers, the Congressional Research Service, and the Congressional
Budget Office. We did not attempt to assess the reliability of all of these
studies to the same, full extent. However, because of the prominence of
some of these data sources, and frequency of use of this data by other
researchers, as well as the fact that much of the evidence is corroborated
by other evidence, we determined that citing these studies was appropriate.

We also analyzed aggregated card account data provided by the six largest
issuers (as previously discussed) to measure the amount of credit card
interest charges and fees owed at the time these accounts were charged off
as a result of becoming subject to bankruptey filing. We also spoke with
representatives of the largest U.5. credit card issuers, as well as
representatives of consumer groups and industry associations, and with
academic researchers that conduct analysis on the credit card industry.

Methodology for
Determining How Penalty
Charges Contribute to
Issuer Revenues

To determine the extent to which penalty interest and fees contributed to
the revenues and profitability of issuers' credit card operations, we
reviewed the extent to which penalty charges are disclosed in bank
regulatory reports—the call reports—and in public disclosures—such as
annual reports (10-Ks) and quarterly reports (10-Qs) made by publicly
traded card issuers. We analyzed data reported by the Federal Reserve on
the profitability of coramercial bank card issuers with at least $200 million
in yearly average assets (loans to individuals plus securitizations) and at
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least 50 percent of assets in consumer lending, of which 90 percent must be
in the form of revolving credit. In 2004, the Federal Reserve reported that
17 banks had card operations with at least this level of activity in 2004. We
also analyzed information from the Federal Deposit Insurance Corporation,
which analyzes data for all federally insured banks and savings institutions
and publishes aggregated data on those with various lending activity
concentrations, including a group of 33 banks that, as of December 2005,
had credit card operations that exceeded 50 percent of their total assets
and securitized receivables.

We also analyzed data reported to us by the six largest card issuers on their
revenues and profitability of their credit card operations for 2003, 2004, and
2005. We also reviewed data on revenues compiled by industry analysis
firms, including Card Industry Divectory published by Sourcemedia, and
R.K. Hammer. Because of the proprietary nature of their data,
representatives for Sourcemedia and R.K. Hammer were not able to
provide us with information sufficient for us {o assess the reliability of their
data. However, we analyzed and presented some information from these
sources because we were able to corroborate their information with each
other and with data from sources of known reliability, such as regulatory
data, and we attribute their data to them.

We also interviewed broker-dealer financial analysts who monitor activities
by credit card issuers to identify the extent to which various sources of
income corntribute to card issuers’ revenues and profitability. We attempted
10 obtain the latest in a series of studies of card issuer profitability that
Visa, Inc. traditionally has compiled. However, staff from this organization
said that this report is no longer being made publicly available.

We discussed issues relevant to this report with various organizations,
including representatives of 13 U.S, credit card issuers and card networks,
2 trade associations, 4 academics, 4 federal bank agencies, 4 national
consumer interest groups, 2 broker dealer analysts that study credit card
issuers for large investors, and a commercial credit-rating agency. We also
abtained technical comments on a draft of this report from representatives
of the issuers that supplied data for this study.
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Appendix 11
Consumer Bankruptcies Have Risen Along
with Debt

Consumer bankraptcies have increased significantly over the past 25 years.
As shown in figare 21 below, consurmer bankraptey filings rose from about
287,000 in 1980 to rmore than 2 million as of Decerber 31, 2005, about a 609
percent increase over the last 25 years.!

Figure 21: U.S. Consumer Bankruptcy Filings, 1980-2005
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Debt Levels Have Also Risen The expansion of consumers’ overall indebtedness is one of the

explanations cited for the significant increase in bankruptey filings. As
shown in figure 22, consumers’ use of debt has expanded over the last 25
years, increasing more than 720 percent from about $1.4 trillion in 1980 to
about $11.5 trillion in 2005.

Of the filings in 2005, approximately 80 percent were Chapter 7 cases and the other 20
percent were Chapter 13 cases.

Page 86 GAO-06-928 Credit Cards



256

Appendix 11
Conswmer Bankruptcies Have Risen Along
with Debt

Figure 22: U.S. Household Debt, 1580-2005
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Some researchers have been commenting on the rise in overall
indebtedness as a contributor to the rise in bankrupteies for some time, For
exaraple, in a 1997 congressional testimony, a Congressional Budget Office
official noted that the increase in consumer bankruptcy filings and the
increase in household indebiedness appeared to be correlated.” Also, an
academic paper that summarized existing literature on bankruptcy found
that some consumer bankruptcies were either directly or indirectly caused
by heavy consumer indebtedness, specifically pointing to the high
correlation between consumer bankruptcies and consumer debt-to-income
ratios.?

*Kirt Kowalewski, “Consumer Debt and Bankruptey,” Congressional Budget Office
testimony before the United Stat nate Subcommittee on Administrative Oversight and
the Courts, Cormmittee on the Judiciary, 105th Congr s5., Apr. 11, 19

s of the Consumer Bankruptey Crist

Todd J. Zywicki, “An Economic Analys
Northwestern Undversity Law Review,
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Beyond total debt, some researchers and others argue that the rise in
bankruptcies also was related to the rise in credit debt, in particular. As
shown in figure 23, the amount of credit card debt reported also has risen
from $237 billion to about $802 billion-—a 238 percent increase between
1990 and 2005.

“n addition to capturing amounts outstanding on eredit cards, the number reported in the
Federal Reserve's survey of consumer debt for revolving debt also includes other types of
revolving debf. However, Congressional Research Service staff familiar with the s s
results indicated that the vast majority of the amount reported as revolving debt is from
credit cards.
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Figure 23: Credit Card and Other Revolving and N ing Debt O dli

1990 to 2005
Year | Consumer credit
1990 3808
1991 798
1982 805
1933 866
4094 997
1995 1,141
1996 1,243
1997 1,320
1998 1,416
1999 1.528
2000 1,705
200t 1836
2002 1,922
2003 2,010
2004 2,097
2005 J 2,159

[ ot Revolving B rovewoting

Bource: GAO analysis of Gongressional Research Service teport data.
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Increased Access to Credit
Cards by Lowerincome
Households Raised
Concerns

Rather than total credit card debt alone, some researchers argued that
growth in credit card use and indebtedness by lower-income households
has contributed fo the rise in bankruptcies. In the survey of consumer
finances conducted every 3 years, the Federal Reserve reports on the use
and indebtedness on credit cards by households overall and also by income
percentiles. As shown in figare 24 below, the latest Federal Reserve survey
results indicated the greatest increase of families reporting credit card debt
occurred among those in the lowest 20 percent of household income
between 1898 and 2001,

AT T
Figure 24: Percent of Households Holding Credit Card Debt by Household income,
1998, 2001, and 2004

Percentite
of income | 1998 2001 2004

Less than 20

20-38.9

40-59.9

80-79.9

80-89.3

90-100

Al

Source: Faderal Reserve Boan!s Survey of Consumer Finarices

In the last 15 years, credit card companies have greatly expanded the
marketing of credit cards, including to households with lower incomes
than previously had been offered cards. An effort by credit card issuers to
expand its customer base in an increasingly competitive market
dramatically increased credit card solicitations. According to one study,
more than half of credit cards held by consumers are the result of receiving
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mail solicitations.” According to another academic research paper, credit
card issuers have increased the number of mail solicitations they send to
consumers by more than five times since 1990, from 1.1 billion to 5.23
billion in 2004, or a little over 47 solicitations per household. The research
paper also found that wealthier families receive the highest nuunber of
solicitations but that low-income families were more likely to open them.?
As shown in figure 25 above, the Federal Reserve’s survey results indicated
that the number of lower income households with credit cards has also
grown the most during 1998 to 2001, reflecting issuers’ willingness to grant
greater access to credit cards to such households than in the past.

Levels of Financial Distress
Have Remained Stable
among Households

The ability of households to make the payments on their debt appeared to
be keeping pace with their incomes as their total household debt burden
levels—which measure their payments required on their debts as
percentage of household incomes—have remained relatively constant
since the 1980s. As shown below in figure 25, Federal Reserve statisi
show that the aggregate debt burden ratio for UL.S. households has
generally fluctuated between 10.77 percent to 13.89 percent between 1990
to 2005, which are similar to the levels for this ratio that were observed
during the 1980s. Also shown in figure 25 are the Federal Reserve's
statistics on the household financial obligations ratio, which compares the
{otal payments that a household must make for mortgages, consumer debt,
auto leases, rent, homeowners insurance, and real estate taxes to its after-
tax income. Although this ratio has risen from arcund 16 percent in 1980 to
over 18 percent in 2005—representing an approximately 13 percent
increase-—Federal Reserve staff researchers indicated that it does not
necessarily indicate an increase in household financial s 5 because

Vertis, “Financial Direct Mail Readers Interested in Gredit Card ¢
cited in the Conswmer Federation of America testimony before the C
Housing, and Urban Affairs of the Unis enale, %
Regulatory Regy
sumer Dis

fers,” (Jan. 25, 2008),

mmittee on Banking,
it Legal and
i Respect to
108th Congr E May, 17, 2005,

SAmdetsion Kidane and Sandip Mukerji, *Character
Neglected by Credit Card Companie:
the Consumer Federation of Amer

tics of Consumers Targeted and

s,” Finencial Services Review, 13, no. 3, (2004), cited in

testimony hefore the Committee on Banking, Housing,

and Urban Affairs of the UTnited Stat nate, “Examining the Current Legal and

Regulatery Requirvements and Industry Practices for Credit Cavd Issuers with Respect to
- Di

es and Marketing Efforts,” 100th Congress, 2nd sess., May 17, 2005,
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much of this increase appeared to be the result of increased use of credit
cards for transactions and more households with cards.’

Figure 25: U.S. Household Debt Burden and Financial Obligations Ratios, 1980 to 2005

Ratio

1980 1981 1982 1883 1304 1085 1996 19B7

Year

=] Financiat obligations ratio {debt service ratio plus automobile lease, rental on tenant-ceeupied property,
S ] homeowners insurance, and property tax payments)

Sousce: Federal fesarvs.

In addition, credit card debt remains a small portion of overall household
debt, including those with the lowest income levels. As shown in table 2,
credit card balances as a percentage of total household debt actually have
been declining since the 1990s.

“Board of Governors of the Federal Reserve System, Report to the Con gress on Practices of
the Cansumer Oredit ndustry in Soliciting and Extending Credit and their Effects on
Consumer Debl and Insolvency (Washingion, D.C.: June 2006).
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Table 2: Portion of Credit Card Debt Held by Households

Type of debt 1995 1998 2001 2004
Amount of debt of all families, distributed by type of debt

Secured hame foan 80.7 78.9 81.4 83.7
Lines of credit not secured by residential

property 08 0.3 Q0.5 0.7
Instaliment loans 12.0 131 12.3 11.0
Credit card balances 3.2 3.9 3.4 3.0
Other 2.9 3.7 2.3 1.6
Total 100 100 100 100

Source: Federal Hessrve.

Also, as shown in table 3, median credit card balances for the lowest-
income households has remained stable from 1998 through 2004,

f oo
Table 3: Credit Card Debt Balances Held by Household income®

1998 2001 2004
Median value of holdings for families holding credit card debt
All famnilies $1,900 $2,000 $2,200
Percentile of income
Less than 20 $1,000 $1,100 $1,000
20-39.9 $1,300 $1,300 $1,900
40-58.9 $2,100 $2.100 $2,200
60-79.9 $2,400 $2,400 $3,000
80-89.9 $2,200 $4,000 $2,700
90-100 $3,300 $3,000 $4,000

Source: Federa! fgserve,

As shown in figure 26 below, the number of households in the twentieth
percentile of income or less that reportedly were in financial distress has
remained relatively stable.

“The 1998 median credit card halance In 2001 dolars; 2001 and 2004 median credit card
balances in 2004 dollars.
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Figure 26: H: holds Reporting Fi ial Distress by Household income, 1985 through 2004
Percentife
ofincame | 199§ 1998 2001 2004
Al 1Ly 122
Loss than 20 2L 270
20329 wo | [T 18.6
40-59.9 29 | [ : 137
80-79.9 ZaRE E 730
80-89.9 a7 [ ] & 2.4
90-100 23 | ] 28 | [ 20 | 1 8
Source: Pederal Haserve Susvey of Consumer Finances,
As shown in figure 26 above, more lower-income households generally
reported being in financial distress than did other households in most of
the other higher-income groups. In addition, the lowest-income households
in the aggregate generally did not exhibit greater levels of distress over the
last 20 years, as the proportion of households that reported distress was
higher in the 1990s than in 2004.
Some Researchers Find Some academics, consumer advocacy groups, and others have indicated

Other Factors May Trigger that the rise in consumer banlqu ptey ﬁlings has occurred bechuse the
Consumer B ankrupt cies and normal life events that red}lce incomes or increase expenses for

. households have more serious effects today. Events that can reduce
thatj Credit Cards Role household incomes include job losses, pay cuts, or conversion of full-time
Varied positions to part-time work. Medical emergencies can result in increased
household expenses and debis. Divorces can both reduce income and
increase expenses. One researcher explained that, while households have
faced the same kinds of risks for generations, the likelihood of these types
of life events occurring has increased. This researcher’s studies noted that
the likelihood of job loss or financial distress arising from medical
problems and the risk of divorce have all increased. Furthermore, more
households send all adults into the workforce, and, while this increases
their income, it also doubles their total risk exposure, which increases their
likelihood of having to file for bankruptcy. According to this researcher,
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about 94 percent of families who filed for bankruptcy would qualify as
middle class.”

Although many of the people who file for bankruptcy have considerable
credit card debt, those researchers that asserted that life events were the
primary explanation for filings noted that the role played by credit cards
varied. According to one of these researchers, individuals who have filed
for bankruptcy with cutstanding credit card debt could be classified into
three groups:

® Those who had built up household debts, including substantial credit
card balances, but filed for bankruptcy after experiencing a life event
that adversely affected thelr expenses or incormes such that they could
not meet their obligations.

# Those wha experienced a life event that adversely affected their
expenses or incomes, and increased their usage of credit cards to avoid
falling behind on other secured debt payments (such as mortgage debt),
but who nltimately failed to recover and filed for bankruptcy.

» Those with very little credit card debt who filed for bankruptcy when
they could no longer make payments on their secured debt. This
represented the smallest category of people filing for bankruptey.

“Elizabeth Warren, Leo Gotilieh Professor of Law, Harvard Law School, “The Growing
Threat to Middle Class Farilies,” Brooklyn Law Reviee, (April 2003).
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Various factors help to explain why banks that focus on credit card lending
generally have higher profitability than other lenders. The major source of
income for credit card issuers comes from interest they earn from their
cardholders who carry balances-—that is, do not payoff the entire
outstanding balance when due. One factor that contributes to the high
profitability of credit card operations is that the average interest rates
charged on credif cards are generally higher than rates charged on other
types of lending. Rates charged on credit cards are generally the highest
because they are extensions of credit that are not secured by any collateral
from the borrower. Unlike credit cards, most other types of consumer
lending involve the extension of a fixed amount of credit under fixed terms
of repayment (i.e., the borrower must repay an established amount of
principal, plus interest each month) and are collateralized—such as loans
for cars, under which the lender can repossess the car in the event the
borrower does not make the scheduled loan payments. Similarly, mortgage
loans that allow borrowers to purchase homes are secured by the
underlying house. Loans with collateral and fixed repayment terms pose
less risk of loss, and thus lenders can charge less interest on such loans. In
contrast, credit card loans, which are unsecured, available to large and
heterogeneous populations, and can be repaid on flexible terms at the
cardholders’ convenience, present greater risks and have commensurately
higher interest rates.

As shown in figure 27, data from the Federal Reserve shows that average
interest rates charged on credit cards were generally higher than interest
rates charged on car loans and personal loans. Similarly, average interest
rates charged on corporate loans are also generally lower than credit cards,
with the best business customers often paying the prime rate, which
averaged 6.19 percent during 2005.
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Figure 27: Average Credit Card, Car Loans and Personal Loan interest Rates
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Source: Federal Reserve.

Moreover, many card issuers have increasingly begun setting the interest
rates they charge their cardholders using variable rates that change as a
specified market index rate, such as the prime rate, changes. This allows
credit card issuers’ interest revenues to rise as their cost of funding rises
during times when market interest rates are increasing. Of the most
popular cards issued by the largest card issuers between 2004 and 2005 that
we analyzed, more than 80 percent had variable rates that changed
according to an index rate. For example, the rate that the cardholder would
pay on these large issuer cards was determined by adding between 6 and 8
percent to the current prime rate, with a new rate being calculated monthly,

As a result of the higher interest charges assessed on cards and variable
rate prieing, banks that focus on credit card lending had the highest net
interest margin compared with other types of lenders. The net interest
income of a bank is the difference between what it has eamed on its
interest-bearing assets, including the balances on credit cards it has issued
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and the amounts loaned out as part of any other lending activities, and its
interest expenses, To compare across banks, analysts calculate net interest
margins, which expr ach banks’ net interest income as a percentage of
interest-bearing assets. The Federal Deposit Insurance Corporation (FDIC)
aggregates data for a group of all federally insured banks that focus on
credit card lending, which it defines as those with more than 50 percent of
managed assels engaged in credit card operations; in 2005, FDIC identified
33 banks with at least this much credit card lending activity. As shown in
figure 28, the net interest margin of all credit card banks, which averaged
more than 8§ percent, was about two to three times as high as other
consumer and mortgage lending activities in 2005, Five of the six largest
issuers reported to us that their average net interest margin in 2006 was
even higher, at 9 percent.

foovai s e s s s e
Figure 28: Net Interest Margin for Credit Card Issuers and Cther Consumer Lenders
in 2005

Top 5 card
issuers

Credit card g
ienders 5t'*l.?

Consumer las
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Mortgage
tenders

o 2 4 6 8 Al

Percentage

Sowrce: GAD analysis of publio Brancial staternents of the fiva largest credit cand issuars.

Credit Card Operations Also
Have Higher Rates of Loan
Losses and Operating
Expenses

Although profitable, credit card operations generally experience higher
charge-off rates and operating expenses than those of other types of
lending. Because these loans are generally unsecured, meaning the
borrower will not generally immediately lose an asset—such as a car or
house—if payments are not made, borrowers may be more likely to cease
making payments on their credit cards if they become financially distressed
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than they would for other types of credit. As a result, the rate of losses that
credit card issuers experience on credit cards is higher than that incurred
on other types of credit. Under bank regulatory accounting practices,
banks must write off the principal balance outstanding on any loan when it
is determined that the bank is unlikely to collect on the debt. For credit
cards, this means that banks must deduct, as a loan loss from their income,
the amount of balance outstanding on any credit card accounts for which
either no payments have been made within the last 180 days or the bank
has received notice that the cardholder has filed for bankruptey. This
procedure is called charging the debt off. Card issuers have much higher
charge-off rates compared to other consumer lending businesses as shown
in figure 29.

Figure 28: Charge-off Rates for Credit Card and Other Consumer Lenders, 2004 to
2005

Charge-off rate.
&

s |

Credit card Consumer Mortgage

Lender

Bourge: FDIC.
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The largest credit card issuers also reported similarly high charge-off rates
for their credit card operations. As shown in figure 30, five of the top six
credit card issuers that we obtained data from reported that their average
charge-off rate was higher than 5.5 percent between 2003 and 2005, well
above other consumer lenders’ average net charge-off rate of 1.44 percent.

R
Figure 30: Charge-off Rates for the Top 5 Credit Card Issuers, 2003 to 2005

2003

2004

2008 I

50 5.1 5.2 5.3 54 55 56 57 58 59 80
Charge-off rate

Sourcs: GAD analysis of public financial statements of the five fargeet sredit card fesuers.

Credit card issuers also incur higher operating expenses compared with
other consumer lenders. Operating expense is another one of the largest
cost items for card issuers and, according to a credit card industry research
firm, accounts for approximately 37 percent of total expenses in 2005. The
operating expenses of a credit card issuer include staffing and the
information technology costs that are incurred to maintain cardholders’
accounts, Operating expense as a proportion of total assets for eredit card
iending is higher because offering credit cards often involves various
activities that other lending activities do not. For example, issuers often
incur significant expenses in postage and other marketing costs as part of
soliciting new customers. In addition, some credit cards now provide
rewards and loyalty programs that allow cardholders to earn rewards such
as free airline tickets, discounts on merchandise, or cash back on their
accounts, which are not generally expenses associated with other types of
tending. Credit card operating expense burden also may be higher because
issuers must service a large number of relatively small accounts. For
example, the six large card issuers that we surveyed reported that they
each had an average of 30 million credit card accounts, the average
outstanding balance on these accounts was about $2,500, and 48 percent of
accounts did not revolve balances in 2005.
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As aresult, the average operating expense, as a percentage of total assets
for banks, that focus on credit card lending averaged over 9 percent in
2005, as shown in figure 31, which was well above the 3.44 percent average
for other consumer lenders. The largest issuers operating expenses may
not be as high as all banks that focus on credit card lending because their
larger operations give them some cost advantages from economies of scale.
For example, they may be able to pay lower postage rates by being able to
segregate the mailings of account statements fo their cardholders by zip
code, thus qualifying for bulk-rate discounts.

oo e ]
Figure 31: Operating Expense as Percentage of Total Assets for Various Types of
Lenders in 2005
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Sturce: FDIC.

Another reason that the banks that issue credit cards are more profitable
than other types of lenders is that they earn greater percentage of revenues
from nonint sources, including fees, than lenders that focus more on
other types of consumer lending. As shown in figure 32, FDIC data
indicates that the ratio of noninterest revenues to assets—an indicator of
noninterest income generated from outstanding credit loans—is about 10
percent for the banks that focus on credit card lending, compared with
than 2.8 percent for other lenders.
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Figure 32: Non-interest Revenue as Percentage of Their Assets for Card Lenders
and Other Consumer Lenders
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Soures: GAD anatysis of FING data.

Effect of Penalty Interest
and Fees on Credit Card
Issuer Profitability

Although penalty interest and fees apparently have increased, their effect
on issuer profitability may not be as great as other factors. For example,
while more cardholders appeared to be paying default rates of inierest on
their cards, issuers have not been experiencing greater profitability from
interest revenues, According to our analysis of FDIC Quarterly Banking
Profile data, the revenues that credit card issuers earn from interest
generally have heen stable over the last 18 years.! As shown in figure 33, net
interest margin for all banks that focused on credit card lending has ranged
between 7.4 percent and 9.6 percent since 1987. Similarly, according to the
data that five of the top six issuers provided to us, their net interest margins
have been relatively stable between 2003 and 2005, ranging from 9.2
percent to 8.6 percent during this period.

"The Quarterly Banking Profile is issued by the FDIC and provi
summary of financial results for all FDIC-insured institutions
status and performance ncludes written analyses, geaphs, and s

comprehensive
report card on industry
stical tables.
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Figure 33: Net Interest Margin for All Banks Focusing on Credit Card Lending, 1987-2005
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Source: FIHC.

These data suggest that increases in penalty interest assessments could be
offsetting decreases in interest revenues from other cardholders. During
the last few years, card issuers have competed vigorously for market share.
In doing so, they frequently have offered cards to new cardholders that
feature low interest rates—including zero percent for temporary
introductory periods, usually 8 months-——either for purchases or sometimes
for balances transferred from other cards. The extent to which cardholders
now are paying such rates is not known, but the six largest issuers reported
to us that the proportion of their cardholders paying interest rates below 5
percent—which could be cardholders enjoying temporarily low
introductory rates—represented about 7 percent of their cardholders
between 2003 and 2005, To the extent that card issuers have been receiving
fower interest as the result of these marketing efforts, such declines could
be masking the effect of increasing amounts of penalty interest on their
overall interest revenues.

Although revermes from penalty fees have grown, their effect on overall

issuer profitability is less than the effect of income from interest or other
factors. For example, we obtained information from a Federal Reserve
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Bank researcher with data from one of the credit card industry surveys that
illustrated that the issuers’ cost of funds may be a more significant factor
for their profitability lately. Banks generally obtain the funds they use to
lend to others through their operations from various sources, such as
checking or savings deposits, income on other investments, or borrowing
from other banks or creditors. The average rate of interest they pay on
these funding sources represents their cost of funds. As shown in table 4
below, the total cost of funds (for $100 in credit card balances outstanding)
for the credit card banks included in this survey dectined from $8.98 in 1990
to a low of $2.00 in 2004-—a decrease of 78 percent. Because card issuers’
net interest income generally represents a much higher percentage of
revenues than does income from penalty fees, its impact on issuers’ overall
profitability is greater; thus the reduction in the cost of funds likely
contributed significantly to the general rise in credit card banks’
profitability over this time.

Tabie 4: Revenues and Profits of Credit Card Issuers in Card Industry Directory per
$100 of Credit Card Assets

Percent

Revenues and profits 1990 2004 change
interest revenues $16.42 $12.45 -24%
Cost of funds 8.98 2.00 -78
Net interest incoms 7.44 10.45 40
interchange fee revenues 2.15 2.87 33
Penalty fee revenues 0.69 1.40 103
Annual fee revenues 1.25 0.42 -68
Other revenues 0.18 0.87 383
Total revenue from operations 11.71 16.01 37
Other expenses 8.17 10.41 27
Taxes 1.23 1.99 &2
Net income 2.30 3.61 57

Saurce: GAO Analysis of Card Industry Directary data.

Although card issuer revenues from penalty fees have been increasing
since the 1980s, they remain a smaall portion of overall revenues. As shown
in table 4 above, our analysis of the card issuer data obtained from the
Federal Reserve indicated that the amount of revenues that issuers
collected from penalty fees for every $100 in credit card balances
outstanding climbed {rom 69 cents to $1.40 between 1890 and 2004-—an
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increase of 103 percent. During this same period, net interest income
collected per $100 in card balances outstanding grew from $7.44 to
$10.45—an increase of about 41 percent. However, the relative size of each
of these two sources of income indicates that interest income is between 7
to 8 times more important to issuer revenues than penalty fee income is in
2004. Furthermore, during this same time, coliections of annual fees from
cardholders declined from $1.25 to 42 cents per every $100 in card
balances—which means that the total of annual and penalty fees in 2004 is
about the same as in 1990 and that this decline may also be offsetting the
increased revenues from penalty fees.
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SOARD OF GOVERMURS
oF THE

FEDERAL RESERVE SYSTEM
WASHINGION, 0. €. POSSE

SANDRA € BRAGNETEN
BRI O

nsunEn
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August 23, 2006

My, David G. Wood

Director, Financial Markets and Community
Investment

1.5, Government Accountability Office

441 G Street, NW

Washington, DC 20548

Dear Mr. Wood:

}ncrn\cd [ cxity i Ratgs and }“Ceﬁ ek hn:ns N:,u! for, More H’iu,tm. Di

As the report notes, the Federal Reserve Board has commenced a comprehensive
miemakmg) to review the Truth in Lending Act {TILA) rules for open -end (revolving) credit,
including credit card accownts. The primary goal of the review is to improve the effectiveness
and usefulness of consumer disclosures and the substantive protections provided under the
Board’s Regulation Z, which implements TILA. To ensore that consumers get timely
information in a readable formy, the Board is studying alternatives for improving both the content
and format of disclosures, including revising the medel forms published by the Board,

The draft GAQ report specifically recommends that the Roard revise eredit card
disclosures 10 emphasize more clearly the account terms that can significantly affect cardholder
costs, such as default or other pcnuuy pricing rates. We agree that incre: complexity in credit
card pricing has added 1o the Lomp exity of the disclosures. To help address this, the Board has
invited public commm[ on ways in which the disclosures required under Regulation 2 can be
made more fto ‘The Board is ing extensive consumer testing 1o
determine what information is most Important to consumers, when that mmmmmn is most
ful, what language and formats work best A(’ld how di can he st prioritized,
and ized to reduce ity and inf¢ averload. To that end, the Board has hired
design i ping model disch that are most likely to be effective in
. the Board also plans to use consumer
testing to assist in de»clopmg mode} dmlo:ure forms. Based on thx\ review and testing, the
Board will revise Regulation Z and, if appropriate, develop suggested statutory changes for
congressional consideration.
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My, David G. Wood
Papge 2

The Board’s siaff has provided technical comments on the draft GAQ report separately.
We appreciate the efforts of your staff to respond to our comments.

Sincerely,

ey

o Cody Goebel, Assistant Director, GAQ
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GAO Contact Dave Wood (202) 512-8678

Staff In addition to those named above, Cody Goebel, Assistant Director; Jon

A k 1 d . t Altshul; Rachel DeMarcus; Kate Magdelena Gonzalez; Christine Houle;
Crnowiedagments Christine Kuduk; Marc Molino; Akiko Ohnumg; Carl Ramirez; Omyra

Ramsingh; Barbara Roesmann; Kathryn Supinski; Richard Vagnoni; Anita
Visser; and Monica Wolford made key contributions to this report.
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The Government Accountability Office, the audit, evaluation and
investigative arm of Congr exists to support Congress in meeting its
constitutional responsibilities and to help improve the performance and
accountability of the federal government for the American people. GAQ
examines the use of public funds; evaluates federal programs and policies;
and provides analyses, recommendations, and other assistance to help
Congress make informed oversight, policy, and funding decisions. GAO’s
commitment to good government is reflected in its core values of
accountability, integrity, and reliability.
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The fastest and easiest way to obtain copies of GAO documents at no cost
is through GAQ's Web site (www.gao.gov). Each weekday, GAO posts
newly released reports, testimony, and correspondence on its Web site. To
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Documents, GAQ also accepts VISA and Mastercard. Orders for 100 or
more copies mailed to a single address are discounted 25 percent. Orders
should be sent to:

U.S. Government Accountability Office
441 G Street NW, Room LM
Washington, D.C. 20548

To order by Phone: Voice:  (202) 512-6000
TDD:  (202) 512-2537
Fax: (202) 512-6061

To Report Fraud,
Waste, and Abuse in
Federal Programs

Contact:

Web site: www.gao.gov/raudnet/fraudnet.htm
E-mail: fraudnet@gao.gov
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Under the guise of protecting us from ourselves, the right and the left are Ortier a reprint of this article now,
becoming ever more aggressive in regulating bebavior. Much paternalist
scrutiny has recently centered on personal economics, including calls to

regulate subprime mortgages.

With liberalized credit rules, many people with limited income could access a mortgage and choose, for
the first time, if they wanted to own a home. And most of those who chose to do so are hanging on to
their mortgages, According to the national delinquency survey released yesterday, the vast majority of
subprime, adjustable-rate mortgages are in good condition,their holders neither delinquent nor in default.

There's no question, however, that delinguency and default rates are far too high. But some of this is due
to bad investment decisions by real-estate speculators. These losses are not unlike the risks taken every
day in the stock market.

The real question for policy makers is how to protect those worthy borrowers who are struggling, without
throwing out a system that works fine for the majority of its users (all of whom have freely chosen to use
it). If the tub is more baby than bathwater, we should think twice about dumping everything out.

Health-care paternalism creates another problem that's rarely menticned: Many people can't afford the
gold-plated health plans that are the only options available in their states.

Buying health insurance on the Internet and across state lines, where less expensive plans may be
available, is prohibited by many state insorance commissions, Despite being able Yo buy car or home
insurance with a mouse click, some state governments require their approved plans for purchase or none
at all. It's as if states dictated that you had to buy a Mercedes or no car at all.

Economic paternalism takes its newest form with the campaign against short-term small loans, commonly
known as "payday lending."

With payday lending, people in need of immediate money can borrow against their future paychecks,
allowing emergency purchases or bill payments they could not otherwise make. The service comes at the
cost of a significant fee ~ usually $15 for every $100 borrowed for two weeks, But the cost seems
reasonable when all your other options, such as bounced checks or skipped credit-card payments, are
obviously more expensive and play havoc with your credit rating.

hitp:/fonline. wsj.com/article_print/SB120485275086518279.htm] 371372008
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Anguished at the fact that payday lending isn't perfect, some people would outlaw the service entirely, or
cap fees at such low levels that no lender will provide the service. Anyone who's familiar with the law of
unintended consequences should be able to guess what happens next.

Researchers from the Federal Reserve Bank of New York went one step further and laid the data out:
Payday lending bans simply push low-income borrowers into less pleasant options, including increased
rates of bankruptcy. Net result: After a lending ban, the consumer has the same amount of debt but fewer
ways to manage it.

Since leaving office I've Written about public policy from a new perspective: outside looking in. I've
come to realize that protecting freedom of choice in our everyday lives is essential to maintaining a
healthy civil society.

Why do we think we are helping adult consumers by taking away their options? We don't take away cars
because we don't like some people speeding. We allow state lotteries despite knowing some people are
betting their grocery money. Everyone is exposed to economic risks of some kind. But we don't operate
mindlessly in trying to smooth out every theoretical wrinkle in life.

The nature of freedom of choice is that some people will misuse their responsibility and hurt themselves
in the process. We should do our best to educate them, but without diminishing choice for everyone else.

Mr. McGovern is a former senator from South Dakota and the 1972 Democratic presidential
candidate. -
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Credit Controls: 1980

Stacey L. Schreft”

L
INTRODUCTION

Government price control programs in the U.S.
began over two hundred years ago. More recently,
credit controls, which are a special case of price con-
trols, entered the arsenal of policy instruments. Credit
control programs involve regulation of either the price
of credit—interest rates—or the quantity of credit ex-
tended for various purpeses.? Credit controls can
be selective or general. Selective controls affect the
price of quantity of specific types of credit, whereas
general controls are dcsxgncd to affect the aggregate
amount of credit used.”

[ he most recent im i ematx snof ued;t contrels

because it teaches three lsssons

credax

NOTE:  Foomases are indie by lersers. Findnores are
&y nymbers and are lacalzd before the Reﬁrmm in
gemernl, emdnotes contain anly bibliographical suformation.

* | would like to thank Robert Black, Kathryn Combs, Tim
Cook, Marvin Goodfriend, Bob Hetzel, Tom Humphrey, Jeff
Lacker, and Ray Owens for valuable comments on an earlier
draft. They along with my other cofleagues in the Research
Department at the Richmond Fed, the library and statistics staffs
of the Richmond Fed, the staff of the Jimmy Carter Library,
the Freedom of Information Office of the Federat Reserve Board,
Jeremy Duffield, Paul O'Brien, and Tom Sl.mpson prov:dcd
suggestions and in loc.mng

Marc Morris deserves special mention for his diligent rescarch
cfforts, The views expressed in this paper are the author’s and
do not necessarily reflect the views of the Federal Reserve Bank
of Richmond or the Federal Reserve System.

® Restrictions on the quantity of credit are a form of pncc con-
trol in that they are usually implemented through changes in the
terms of lending that alter the effective interest rate.

¥ The term “credit control” is sometimes used synonymously
with “credit allocation.” “Credit control” as used in this paper
refers only to policies that directly allocate credit, as in the case
of selective credit contrels. In contrast, “credit allocasion” is more
general, encompassing selective credit controls, but also refer-
ring to any policy that affects interest rates and thus indirectly
alters the distribution of eredit. |

fertunatc prcvmus experience

Section I provides a brief review of credit control
experience before 1980. Selective credit controls
were first imposed in 1941 and were used twice more
before 1952, These programs Wwere all similar in that
they set minimum downpayments and maximum
maturities for credit purchases of various consumer
durables. Congress repealed the legislation that per-
mitted the use of such credit controls in 1953 and
reinstated the legislative authority in 1969 with the
passage of the Credit Control Act that year, Section
11l examines the legislative history of the 1969 Act,
which conferred upon the President the autharity to
direct the Board of Governors of the Federal Reserve
Syster (hereafter, the Board) to control “any or all
extensions of credit.” The sole use of this autherity
occurred in March 1980, when President Carter
invoked the Act. Section IV attempts to reconstruct,
using internal Administration memoranda, the
political and economic factors motivating Carter’s
decision to impose credit controls. The evidence
suggests that Carter’s advisers supported the use of
selective credit controls focusing on consumer credit
for political reasons.

Derails of the Board's 1980 credit controf program
appear in Section V. Unlike the programs used in
the 1941 to 1952 period, the Board’s 1980 program
ieft decisions regarding credit allocation to individual
lenders. Section V argues that the program’s scope
and intent were not clearly communicated o the
public and thus caused considerable confusion.
Section V1 documents the economy's response to the
program, while Section VII argues that the control
program might have made the 1980 recession more
pronounced than it otherwise would have been,
largely because of its effect on consumers’ buying
psychology. Congressional debates over repeal of the
Credit Control Act in 1982 and subsequent repeated
attempts to reenact the legislation are described
in Section V. Finally, Section IX concludes by
considering the likelihood of credit controls in the
future:
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il
THE U.8. EXPERIENCE WITH
CREDIT CONTROLS BEFORE 1953

America’s experience with price control programs
began while the country was in its infancy. The
New England colonies used wage and price controls
as early as 1630. After winning independence from
Great Britain, the Continental Congress and many
of the states also experimented repeatedly with wage
and price control programs. However, these policies
all failed to meet their goal of checking the inflation
generated by the printing of paper currencies to
finance federal and state expenditures. In response
to these failures, Congress passed a resolution on
June 4, 1780, recommending that the states repeal
all price controls because

it hath been found by experience that limitations upon the
prices of commedities are not only ineffectual for the pur-
poses proposed, but likewise productive of very evil conse-
quences to the great detriment of the public service and
grievous oppression of individuals. !

These early attemnpts at price controls did not
involve credit. In fact, America waited almost 150
years for its first taste of credit controls. In October
1917, to assist with the mobilization for World War
1, Congress enacted the Trading with the Enemy Act
(40 Stat. 415} that, under section 5(b), gave the
President the authority to regulate credit during war-
tme. However, credit controls were not imposed
during World War 1, although wage and price con-
trols were. President Roosevelt was the first to use
the Presidential authority to regulate credit. On
August 9, 1941, he issued Executive Order #8843
directing the Board to regulate consumer credit to
ease the transition to a wartime economy. Presum-
ably, by restricting consumer credit, overall credit
use and consumer spending would be reduced, free-
ing resources for a military buildup while restraining
inflationary pressures. Credit controls were viewed
as necessary for fighting inflation because the Federal
Reserve System (hereafter, the Fed) was com-
mitted to maintaining low interest rates, which made
its standard tools unavailable for controlling inflation.

The Board responded to Roosevelt's executive
order by issuing Regulation W on September 1,
1941.2 Among its provisions, Regulation W set
minimum downpayments and maximum maturitics
on credit purchases for consumer durables and semi-
durables. Regulation W (revised effective May 6,
1942} included an-expanded list of commodities and
covered all types of consumer credit (e.g. single-
payment loans, installment loans and sales, and

charge account purchases). Total consumer credit
outstanding dropped by 50 percent over the first two
years that Regulation W was in use. This reduction
may in part have been caused by the unavailabilivy
of many consumer durable goods, rather than the
credit control program. On August 8, 1947, while
the controls were in place, Congress passed legis-
lation (61 Stat. 921) removing as of November 1 the
President’s authority to impose credit controls unless
the U.S. were again at war or a state of national
emergency were declared.

On November 17, 1947, President Truman
asked Congress for the authority to reinstate con-
sumer credit controls to deal with the postwar
inflation. This authority was granted on August 16,
1948 (62 Stat. 921), and controls were imposed again
under Regulation W from September 20, 1948
until June 3G, 1949, when the authority expired. This
was the first and only peacetime use of credit con-
trols before 1980.

Selective credit controls also were imposed dur-
ing the Korean War. Congress granted the Board
emergency authority for temporary controls through
section 601 of title V1 of the Defense Production Act
of September 8, 1950 (89 Stat. 810).% Under this
authority, the Board reestablished Regulation W,
instituting minimum downpayment requirements
ranging from 10 percent to 33% percent of the
purchase price and a maximum maturity of 18 to 30
months. These restrictions had fairly broad public
support; 400 economists signed a letter to Senator
Joseph O'Maheney, dated January 21, 1951, urging
the use of selective credit controls on consumer and
real estate credit and loans for securities as a “first
line of defense against inflation.™ On May 7, 1952,
the control program was lifted.

While the controls were in p}acé, however, a
congressional subcommittee studied the economic
effects of the selective credit controls used between
1948 and 1951.5 A majority of the subcommittee
found that these controls had allocated credit ineffi-
ciently. The subcommittee’s findings resulted in
congressional repeal in 1953 of the President’s
authority to invoke mandatory controls under the
Defense Production Act.® Congress did not grant the
President this authority again untl 1969.7

I
THE CREDIT CONTROL ACT OF 1969:
‘THE BASIS FOR THE 1980 EPISODE

From 1953, when the authority for standby credit
controls expired, until 1969, House Representative
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Leonor K. Sullivan was a driving foree in the move-
ment to reenact credit control legislation. She
repeatedly argued thar such authority would be
needed in wartime. In 1966, with the U.S. mobiliz-
ing for the Vietnam War and inflationary pressures
building, Sullivan and Representative Henry S. Reuss
sponsored H.R. 14025, an amendment to the
Defense Production Act thar would reinstate the
President’s standby authority. The Heuse defeated
the bill, presumably in part because hearings were
not held on the amendment.®

Congressional defeat of H.R. 14025 apparently did
not weaken Sullivan's resolve to achieve passage of
credit contro} legislation. She raised the issue again
in August 1967, during congressional subcommittee
hearings on the Consumer Credit Protection Act, and
yet again in June 1969, during hearings on the in-
crease in the prime interest rate. Finally, in late 1969,
Sullivan and Reuss attached an amendment to H.R.
15091, a bill extending the authority of financial
regulatory agencies to set interest rate ceilings on
savings accounts, time deposits, and certificates of
deposit.® A House report {from the Banking and Cur-
rency Committee) set ferth the motivation for the
amendment:

The majority of the committee . . . believels] the present
administration is about 1o achieve at one and the same
time continuing inflation and a recession. By its monolithic
super-tight-money attack on inflation, it is not only failing
to cure inflation, on savings institutions, on small business,
and fthose} . . . who are now kept from gainful employment
by the administration’s policies. . . -

. [The amendment to] H.R. 15091 -would help correct
this situation by providing discretionary authority to the
President to authorize the Federal Reserve Board to control
extensions of credit, particularly consumer oredis and unpecessary
bank business lending. This will enable specific attacks on
inflationary areas, and thus make unnecessary the present
across-the-board supertight money which threatens unem-
ployment and recession. {emphasis added}

The economic reascning behind the legislation
was the same as that for the earlier Sullivan-Reuss
amendments. As explained in a Joint bconomnc Com-
mittee report,

The use of general interest rate increases to fight inflation
is not neutral in its ‘effects on the economy. Tt tends to
fall most heavily on small businessmen and on construction
and other long-term investment and is not pamcular}y :
effective in curbing speculative excesses.

When't begin to excess invcnzory
because of anticipated price rises, of to overinvest in plant -
and equipment, their profit expectations are so high that
only very large interest rate increases will deter them. In' |

" these sectors of the econamy, interest rate increases may
have 2n inflationary rather than a deflationary effect. On
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the other hand, residential construction, which we do not
want to discourage, is hit much harder by higher rates.

This commities belicves that it would be preferable to
concentrate on a prudent and limited restricon of comsumer
credit a5 an alierative to general credit restraint. Consumer
credit, we know, is nat dependent on interest costs because
consumers think primadily in terms of the periodic payment
they are required to make and, within broad limits, are not
deterred or encouraged by interest rate changes.!* fempha-
sis added]

Congress never détermined whether the economic
rationale for the amendment was sound. Time was
not available for committee hearings on the amend-
ment because the House was scheduled to consider
the bill less than 2 week before December 21, 1969,
the cxpiration date of the original authority to set
interest rate ceilings. Sullivan argued that the issue
of standby. credit controls had been the subject of
several hearings by the Committee on Banking and
Currency, so the House should not postpone judg-
ment on the amendment until furttier hearings could
be arranged, Further support for the bill came from
the Fed.'? Apparently, Sullivan’s argument was per-
suasive, What congressional debate did occur focused
on the growth of consumer credit, its inflationary
potential and the possible need for credit controls
of the type Regulation W imposed.'* The House and
Senate passed a compromise vession of the bill on
December 19 without formal hearings, and President
Nixon signed the legisiation on December 24, 1969,
making it Public Law 91-151.°"

The Sullivan-Reuss amendment is Title 1T of P.L.
91-151 (12 U.S.C. 1901-1909 {1969)), commenly
known as the Credit Control-Act {CCA), Section 205
of Title I states that

whenever the President determines that such action is
necessary or appropriate for the purpose of preventing or
controlling inflation generated by the extension of credit in
an excessive volume, the President may authorize the
Federal Reserve Board to régulate and control any or alf
extensions of credu {emphasis added}

The CCA granted the President and the Board
almost dictatorial power over credit use, As described
by the minority view,

¢ Confesencé Repors No. 91-769 explains that the Senate’s ver-
sion of the interest rate ceiling legislation (8. 2577) contained
a provision to permit the use of volunmary credit control
agreements like those used during the Korean War. P.L. 91-151
granted standby credit control authority of the type included in
beth the House and Senate bills. The conference report states
that both types of controls were included in the legisiation so
that “the President would be afforded the broadest possible spec-
trum ‘of alternatives in fighting inflation, curbing unnecessary
extensions of credit, and channeling credit into housing and other
essential purposes.” See Bankmg«—imercst Rate chhngsm
Ceedie Control: PUL. 914151, p. 1522,
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Tide 1I.of the bill ;. . would give the Federal Reserve
Board power to regulate and control gy or alf extensions
of credit including maximum amounts, terms and conditions,
and maximum rates of interest which of course would
establish a national usury law, The authority could.only be
activated by the President to-the extent and for such period
of time as he might determine.

‘This is far broader credit control authority than has ever
before been granted. .

if fully invoked, it would be heady power for the Fed—~
cnmpl::te credit control over all of our economy, nonbank-
ing as well as banking institutions, whether creatures of
State or Federal government, and all individuals. it would
establish a'complete credic police state.™ femphasis as in
original] . R

The Nixon Administration had made clear that it
did not want standby authority for consumer credit
controls, President Nixon signed the legislation
only because he wanted to extend the Board’s au-
thority to impose interest fate Ct:l igs. In fact, he
described the legislation as “unnecessary and
undesirable” and warned that its use would move the
country dangcmusly ciosc t a centrally planned
economy. !

Iv.
WHY DID PRESIDENT CARTER INVOKE
THE CREDIT CONTROL ACT IN 19807

Credit controls were discussed as a possible policy
tool throughout Jimmy Carter’s presidency, although
they were not imposed until March 1980. The
economic and political factors leading to Carter's
imposition of selective credit controls under the
CCA date back 1o January 1977, whea he was
inaugurared.?

Carter’s First Two Years in Office

Carter’s first year in office was the economy’s third
consecutive year of éxpansion. The Administration’s
stimulative programs increased government spending,
which contributed to the mildness of a temporary
mid-year slowdown. Fot the yeai as a whole, real

4 The Jimmy Carter Library does not vet have available the
Presidential Handwriting Files that contain material written by
Carter, including memoranda written to his advisers. regarding
policy proposals. The files are not expected to be available
until January 1992 at the earliest. Consequendly, this acticle
presents material sent from Administration officials and others
to Carter or his advisers. Some memos written by Carrer's
advisers contained space for him to check his approval or dis-
approval of a proposal; these memos, if returned to and filed
by their authors, provide evidence of his position on the pro-
posed action. Sometimes memos sent.among Carter's advisers
summarize his position. When such memos are not available,
his position must be inferred from the historical record of his
Administration’s economic policies, .

GNP rose 4.9 percent, the unemployment rate
averaged 7 percent, and real per capita disposable
income was up 4.9 percent. Consumer installment
credit outstanding, which consists of most short- and
intermediate-term credit extended to individuals that
is scheduled for repayment on at least two payment
dates, grew 19 percent. Thé major failure in the
economy's performance was the 6.4 percent annual
inflation rate (December to December).i®

The economic expansion continued at an uneven
pace throughout 1978, although the long-run
economic outlook dimmed. Inflation became the
country’s major economic concern, as the annual-
ized inflation rate rose to over 9.4 percent in the
second quarter.t?

" In May, Carter received a letter from George
Meany, president of the AFL-CIO, expressing con-
cérn over the inflation problem and urging action:

The AFL-CIO shares the concern that you and [Fed]
Chairman Miller have expressed on the need to curh infla-
tion: We are equally concerned about the pussuit of policies

" which have repeatedly led the country down the path of
recession. and unemployment. . . .

. [Wie urge. you to give serious consideration to
nuchanzmg the Federal Reserve to implement the Credic
Control Act of 1965 . . . . If you authorized the use of that
authority, the Federal Reservc Board could exercise selec-
tive credit regulation measures. Such policies would not
entail ever-higher interest rates, with a concentrated impact
upon housing which is in short supply, that would hring
serious unemployment, along with continued inflation in
housing prices and rents,

I believe that selective credit regulation offers a poten-
tially useful ajternative to the extremes of either tight
money/high interest rates, or wage and price controls,
which you have wisely rejected because of their record of
failure.t® . .

Carter responded that, although he shared Meany's
concerns, he believed credit controls to be “ineffi-
cient, inequitable and costly to administer.”®

Despite Carter’s aversion to credit controls, the
Administration was said to have conducted an infor-
mal review of the Credit Control Act in the early fall
of 1978 to appease the AFL-CIO.?® In- addition,
Carter told the United Steelworkers in mid-
September that he would soon announce a new anti-
inflation program that might include voluntary wage-
price standards.?! Shortly after that, Meany's
preference for selective credit controls was made
public by The Washington Post?® In late October,
Carter officially announced his program. It consisted
of the voluntary wage and price standards to which
he had alluded, along with Federal spending restraint
and regulatory reform. Under the voluntary standards,
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firms were asked to restrict their price increases to
one-half percent less than their average rate of in-
erease over 1976 and 1977.22

Talk of credit controls continued. Barrva’s reported
on November 13, 1978 Townsend-Greenspan &
Co.s opinion on the likelihood of such controls, given
that the President could implement the CCA:

"“At this stage, it is difficult to envisage any major move
towards credit controls, certainly of a rigid type. However,
it is not inconceivable to us that some restrictions on loans
for mergers and acquisitions, and other, not necessarily
definable ‘non-productive’ purposes, could be initiated.”*

A few weeks later, on December 4, The Hall
Street Journal quoted Alfred Kahn, chairman of the
Council on Wage and Price Stability (COWPS), as
endorsing credit controls as an anti-inflation device
and planning to raise the prospect of controls with
Charles Schultze, chairman of the Council of
FEconomic Advisers (CEA}, and G. William Miller,
Federal Reserve Board Chairman. In response to 74
Walf Street Journal's report, Orin Kramer, Associate
Director for Housing and Urban Development, sent
a memo to Stuart Eizenstat, Carter's Assistant for
Domestic Affairs and Policy, warning that he
{Kramer), Robert Carswell of the Treasury and Lyle
Gramley of the CEA, were concerned about the
effect Kahn's statement would have on the financial
markets and thought that it should be retracted:

[Wjkether or mat controls ore @ good idea, it 5 exiremely bad
policy to salk about them publicly before the Administraotion
had made a firm decision fo infroduce them, The President
has standby authority to permit the Federal Reserve Board
o impose a wide range of credit controls, There is fear in
the Business and financial community that the President
will use this power. Kohn's satement, with the implication |
that the President might consider exervising this authorsty, will
induce some corporations and sophisticated indsvidvals
accelerate their borromming vul of fear that the ‘window’ will ciase.
This sncreased borrowing will increase interest rafes, inoredse
credit aggregates, and pyve the Fed's hawiks an argument to raise
Fed ‘rares further. If the Fed failed to respond to higher
money market rates by tightening up, the Fed would risk
signalling ‘weakness' to the international bankers, theseby
jeopardizing the strength of the dollar.

From Kahn's viewpoint, it would be best if he were o be
the one to indicate that As Satements were purely hypotherical,
and credit controls are mot under active considerarion. In any.
event, this shoudd be the Adminisiration’s position—and guickly,
before the pressure duilds up, [emphasis as in original]

Kramer also warned that the desirability of credit
controls was “highly questionable”:

Beyond the obvious credit market distortions created by
controls, it is difficult to create a control system which is
effective. For example, Kahn suggested the pessibility of
fimiting the smount of time consumers have to pay back

deht to discourage the use of credit and reduce interest
rates. The practical problem is that while the Fed can limic
the terms on which banks extend credit, would such limita-
tions apply to Scars and Roebuck and every retail merchant
in the country? Likewise, it has been privately suggested
that the Fed might prohibit financial institutions from
extending eredit to campanies that violate the wage/price
guidelines. The difficulty is that the sanction—the denial
of credit—could put companies out of business or choke off
desirable business investment. In short, the denial of eredit
to those violating our wage/price guidelines probably consti-
tutes overkill, Mo importantly, if credit controls were effectvoe,
and credic demand in some or alf sectors of the econiomy ewere
reduced, the result would be to heighen the chances thar our
sought after oft landing' would become a harder orash. . . .
{Plast history with such controls has usually produced unin-
tended and undesirable consequences, and the subject
should be addressed with extreme caution, if at all.®
[emphasis as in original}

With rumors of credit and mandatory wage-price
controls still circulating, 1978 ended. For the year
as a whole, real GNP grew 4.5 percent, slightly under
the 1977 rate, and the inflation rate was 9 percent,
up over 2 percent from 1977, The Board ateributed
the behavior of economic activity in part to the con-
tinuing high inflation. The personal saving rate was
extremely low by postwar standards, and consumer
spending on durable goods was strong, perhaps
because consumers anticipated future price rises.
This spending behavior contributed to the ratio of
aggregate household indebtedness to disposable
personal income reaching a record level; consumer
installment credit outstanding grew 19.4 percent.
Business investment apparently slowed because of
the greater uncertainty associated with rising infla-
tion.?¢ The Board found long-run economic prospects
to be mixed and expected further weakening in con-
sumer sentiment. Consumer spending and real GNP
growth would slow accordingly. Inflationary pressures
were predicted to remain strong.?’

Should the Credit Control Act Be Used
or Repealed?: The 1979 Political Debate

Debate over whether credit controls might be
imposed continued into 1979. Financial analyst Don
Conlan thought there was a 40 percent chance of
credit controls being instituted; while Barron’s editor
Robert Bleiberg thought the probability was 60 pex-
cent.?® Throughout the first half of the year, the
Senate debated bill S. 35, legislation introduced by
Senator Jesse Helms of North Carolina that would
have repealed the CCA. In addressing the Senate
in January, Helms expressed his opinion of the CCA:

{ find . . . thar there remains on the books in the Federal
Code an onerous piece of legistation which purports o be a
means of “combating inflation.” In fact, it is little more than
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a means of providing rotal Federal control of the financial
system of this country, I speak of . . . the Credit Control
Act-of 1969.%

On March 28 Helms added,

Only repeat ‘of this onerous law can quiet this unrest fin
financial markets]. Indeed, failure to repeal the law will

accelerate speculation about controf implementation, . . .

.. . {An] obvious objection to the Credit Control Act is
political. The statute is so loosely drawn and confers such
vast powers on the President and—through him—on the
Federal Reserve Board that no credit transactions would be
outside the purview of this law, once the authority is
invoked by the President. The invocation of virtually un-
lirnited power by the President is hardly consistent with the
post-Watergate mood of Congress. . . .30
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Just two days later, Treasury Secretary W, Michael
Blumenthal sent a memo to Carter urging him to
invoke the CCA and impose consumer credit

controls:

It is the unanimous opinion of your economic advisors that
ouf anti-inflation program needs the strengthening of &

' somewhat more restrictive’ monetary policy. Although ©

growth in the money supply has been stuggish for several
months, banks have been intensively exploiting other
sources of funds to sustain 2 very rapid rate of expansion in
bank credi. o the context of rising inflationary expecta-
tions, the overly-ample availabifity of credit is fueling a
business scramble for inventories and adding to pressures
on prices of matesials.

Your advisors also agree unanimously that action should
be taken to limit the most liberal terms on consumer credic.
Such action would require you to invoke the Credit Controt
Act of 1969 and to request that the. Federal Reserve Board
take steps 1o put consumer credic controls into effect.

The Federal Reserve has been reluctant to increase re-
straint on the banking system; their analysis suggests more
current and potential weakness in the economy than we
perceive. Our concern is that much further delay in exer-
cising restraine will permit and encourage a surge in both
business and consumer spending that will add significantly
to the already poor prospects for prices in the next few
months. . .

Given the Board's reluctance to take the initiative in
restricting credit growth, it will be impostant that we convey
not enly our concern, but yours as well, . . .

A useful adjunct 1o a tghtening of monetary policy would
heto impose a modest tightening of terms ori consumer

- credit. Since the effects of such controls on consumer
-spending are uncertain, a heavy-handed action would be
inadvisable. Putting limits en the terms of credit can be
justificd, however,. because competitive pressures are

" pushing lenders to move steadily toward more lieral terms.
In the process, somme consumers may be overextending their

“ debt positions to an extent that is not desirable. Our renia-
tioe thinking 15 fo it the moximum mosurity on-mew car logns

to 42 momshs, and ro increase the minseum monthly repayment |

on repolving credkt (charge cards) to 10 pervent of the outstanding
batance artributable fo wew Joans. femphasis added}

The Credis Control Act of 1969 permis the Federal
Reserve Board to impose such controls of your authori-

30

zation, but vou ¢anmet order them to do so. The Board will
have to be persuaded of the wisdom of this action. {empha-
sis as in ariginai]

We request your approval for us to meet with Chairman
Miller and the other members of the Federal Reserve Board
to discuss these martters,

Carter gave his approval for preliminary discussions
only. ¥ ;

Apparently, the Administration was still debating
use of the CCA in mid-May, when Kaha sent 2 memo
to Carter’s key advisers on credit controls as part of
an anti-inflation strategy:

It is amazing to me how often these [direct controls on
‘credit, espécially consumer credit] continue to be sugpested
from both the right and the left. I recognize that the case
for these on short-term matroeconomic grounds is weak:
it is unclear that we need additional consumer credit
restraint right now. . . .
1 think the case is clearer as part of a longer-term policy
of di Zing excessive ption. There is widespread
public acceprance of the notion that consumers are taking
“an excessively cavalier attitude toward incurring debt, and
that the government ought to do something direcily o
discourage 1. Cerainly the imposition of direct credit
controls would be widely perceived as a serious step to
combat. inflation. ’

While: the White House debated -implementing
credit controls, the Senate Committee on Banking,
Housing, and Urban Affairs held hearings on §. 35,
Helms's bill to repeal the CCA, and S. 389, a bill
introduced by Senator John Tower, that would
require the President to report to Congress when
invoking the Act and require a concurrent resolution
by Congress before the Fed implements the controls.
Alan Greenspan, then president of Townsend-
Greenspan & Co., gave testimony typical of those
favoring repeal:

Curbing the growth of eredit expansion is, in my view, the
key to defusing the strong underlying inflationary forces
which threaten the stability of our economy. However,
rationing credit through statue or regulation is unlikely to
be successful and to the extent that it is, would probably
aliocate credit in an undesirable manner.3

Witnesses testifying for the Administration and the
Board, however, wanted to refain standby authority
for credit controls. For example, a létter from CEA
chairman Charles Schultze to Senator Proxmire was
presented as evidence at the hearing: It read,

[Rjepeal of fthe CCA} would not be in the national interest,

The authority . . . is very broad and general, At the same
time, the language of the Act provides safeguards that
would effectively prevent it from being used in inappropriate
ways. First, the Act specifically provides that the President’s
authority is kimited to cases in which inflation is generated
by an excessive. volume of credit. . . .
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Although the autherity granted in that Act has been in
existence for ten years, no Administration has sought to use
it, and properly so, in my judgment. The sources of inflation
during the past decade have been many and varied. . . .
Nevertheless, there has been no time in the past decade
when the expansion of credit could not have been con~
trolled appropriately by the more general instruments of
monetary policy. . . .

Under almost all conditions, seleetive credit cantrols are
not a substitute for the general instruments of monetary
policy, nor, indeed, can these two types of instruments
complement one another effectively, But one can certainly
conceive of cireumstances in which resort to selfective credit
controls might be necessary. . ., [Wie might find that
strong inflationary pressures were being generated by a
substantial relaxation of terms on consumer credit, and that
the resulting increase in consumer borrowing was threat-
€ning to PUt Many consumers in a precarious financial posi-
tion, as well as to heat up inflation. . . . A similar need for
selective controls might arise if inflation were being gener-
ated by a wave of credit-financed scare buying by consumers
because of threatening international developments, as was
the case immediately following the beginning of the Korean
war. 3

The Board's stand on the CCA was similar to the
Treasury’s. Federal Reserve Board governor Nancy
Teeters presented the Board's position to the Bank-
ing Committee:

Credit contrals as an instrument of anti-inflationary policy
have most appeal at times when fiscal and monetary policies
cannot, for one reason or another, be employed flexibly.
During Warld War 1l and for a while thereafter, monetary
policy was constrained by a pledge to maintain a low interest
rate on U.S. Treasury securities. As a result, the Federal
Reserve could not effectively control growth in the monetary
and credit aggregates since it had to supply as much bank
reserves as needed to maiotain an unchanged level of
interest rates. Regulating nonrate terms of credit extensions
seemed to be one of the few ways to discourage borrowing
in such an environment. Thus, regulations limiting con-
sumer credit were used on three accasions in this period.

.. . If credit controls are to be used, it would require
circurnstances when the need is clear and obvious—a
national emergency, such as war, or a clearly perceived
imbalance in the distribution of available credit. . . .

Selective credit controls might be effective in holding
down a narrow category of spending and mighe be appropri-
ate if there were shortages of particular goods, such as
automobiles and other consumer durable goods during World
War I1. However, even if such shortages occurred, rationing
or excise taxes might be a more effective and equitable
means of treating the problem. . ., .

« « . [A] large bureancracy would probably have to be
created to administer controls. In the absence of a nationat

as 1o their necessity, detection of violations
would depend almast entirely on the regulators, since both
the borrowers and the lenders may have an incentive to
circumvent the controls. Regulatory staff also would be
needed to decide on exemptions to the controls, as obvious
inequities arose. Their cost also would include the paper-
work and compliance burden borne by the lenders and the
borrowers. These direct casts would likely escalate with
the duration of the controls as they were extended to
counter the ingenuity of the private sector. . , .

All these factors suggest that under most circomstances
policies other than credit contsols would have superios
results with fewer undesirable side effects. . . .

‘There may be situations in the future, however, io which
mandatory credit controls could be a useful component of
national economic pelicy. One such circumstance could
oceur if it were necessary to undertake a major and rapid
redirection of resouree allocation in response to a national
emergency, like an outbreak of war. , . .

The Credit Control Act of 1969 is useful to the extent
that it provides a means for dealing with such contingencies
promptdly. . . .

.. .. Thus, if the act is to be retained, the changes
suggested by S. 389 would seem unwise. . . .

‘The Federal Reserve pesition is basically that it sees no
reason ¢o repeal ft. ¥

Neither 8. 35 nor 8. 389 ever reached the Senate
floor, and Carter did not invoke the CCA then,
aithough a May 1979 Gallup poll found most of the
public supporting government control programs.3®

By October, the econemy was well on its way to
attaining an annual inflation rate of 13.3 percent
(measured by the change in the consumer price
index, December to December).’? On Qctober 6,
the Board announced several policy actions.®® First,
a shift in operating methods was undertaken. The
Board in conducting monetary policy would in the
future focus less on controlling the federal funds rate
and more on controlling bank reserves. Second, it
raised the discount rate, the rate at which it lends
funds to commercial banks, from 11 percent to 12
percent. Third, the Board imposed upon domestic
member banks and branches and agencies of foreign
banks a marginal reserve requirement of 8 percent
on increases in their managed liabilities above a
specified base. The managed liabilities subject ta the
reserve requirement were time deposits of $100,000
and over with maturities of less than one year,
Eurodollar borrowings, repurchase agreements
against U.S. government and federal agency
seeurities, and federal funds borrowings from
nonmember institutions. Because such managed
liabilities financed approximately 50 percent of the
growth in bank credit between June and QOctober,
they were viewed as contributing to the inflation
probiem, even though they attracred eredit mainly
from other uses. When the reserve requirement was
imposed, member baoks were estimated to be
holding $240 billion in managed liabilities.®

“ The Board previously imposed supplemental marginal reserve
requirements an managed liabilities in 1973. Its objective was
to curb credit growth and moderate inflationary pressures withong
inducing tght credit conditions. Non-member banks were
asked to cooperate with the program by holding special marginal
reserves themselves. The supplemental requirements were
gradually lified. See Federa! Reserve Builerin, vol. 59, no. 5 (May
1973, pp. 375-376.

FEDERAL RESERVE BANK OF RICHMOND 31



289

The Board’s October 6 actions were prompted by
the rapid growth rates of money and ecredic
throughout 1979, the rise in inflation and upward
revisions in inflatiopary expectations, and the
speculative activity in the markets for gold, silver,
and other commodities.’® According to Paul Volcker,
Chairman of the Federal Reserve Board, the actions
were to signal an “unwillingness to finance an ac-
celerating rate of inflation.”

Events in Early 1980
Preceding Carter’s Action

Concern over the record inflation rates and the
threat of recession made the economy a dominant
issue in the 1980 presidential campaign. The year
began with Senator Edward Kennedy predicted to
be Carter's major opponent for the Democratic
nomination. Kennedy, unlike Carter, endorsed the
use of mandatory wage and price controls. In a cam-
paign speech on January 28, Kennedy said,

The time has come for a frank admission that under this
President, the voluntary guidelines have run their course
and faifed.

Inflation is out of contrel. There is anly one recourse:
the President should impose an immediate six month freeze
on inflation—followed by mandatery controls, as long as
necessary, across the board—not only on prices and wages,
but also on profits, dividends, interest rates, and rent.®

The public seemed to share Kennedy's position.
A mid-January New Yort Times/CBS News poll
showed that “65 percent of adult Americans were will-
ing to ‘have the Government enforce fimits on both
wage and price increases’ to slow the inflation rate.”#

By mid-February inflation data was available for
January. The producer price index for finished goods
rose at an annual rate of 19 percent, and the CPI
climbed 18 percent.® On February 15, the Fed
raised the discount rate from 12 to 13 percent.* The
markets responded quickly. Banks raised the prime
rate to 15% percent.®s Precious metals prices fell,
while financial futures prices rose.*®

Also on February 15, The New York Times quoted
Alfred Kahn as saying that the Administration was
considering the use of selective credit cantrols. Kahn,
who opposed wage and price controls, favored
Regulation W-type restrictions on loan downpay-

f Leonard Silk, “Uncertainty on Controls,” The New Yord Times,
February 22, 1980. Silk reports that Kennedy's position did not
contribute much o his popular support. Although Kennedy was
the only presidential candidate favoring wage and price controls,
survey results found that 62 percent of the public was unaware
of his position, while 8 percent believed that he opposed controls.

_ments and marturities.4” Four days later, Kahn,
Eizenstar, and White House Staff Director Al
McDonald sent a2 memo to Carter stating that

lilt is essential that we move again onto the offensive on
the inflation front. The economic situation is critical and
the public recognizes this. Working against us are the
continuing bad reports, the growing support for controls,
widening business assumptions that high inflation is with us
indefinitely and public exp jons that i d defense
spending will fuel it more.

Toa date the public has been reasonably understanding of
yous position. They recognize that you are not to blame
for the high inflation rate, but they correctly demand to
know what you plan to do about &. As soon as the inter-
national crisis recedes, this will be the nation’s number
ane preoccupation.

We have no time to lose. We must move out forcefully
and visibly to reinforce the importance of the voluntary
effart and to reemphasize your priority to bring this aspect
of the economy under controb.*®

On February 21, Henry Kaufman, economist and
general partner at Salemon Brothers, suggested
restrictions on bank credic growth as part of a seven
point plan to reduce inflation.¥

Talk of control programs heated up in Congress
in late February. Mandatory wage-price controls had
vocal support. Nevertheless, they were unlikely to
receive congressional authorization; Democratic
Senator Bennett Johnston threatened to filibuster any
Senate effort to enact such legisiation.>® Support for
credit controls was sorewhat stronger, primarily
because the CCA allowed for their imposition without
congressional consultation or approval. The Admini-
stration feared, as did many in Congress, that the
mere request for authorization of wage and price
controls would induce firms to borrow heavily and
increase prices in anticipation of future restrictions
on their ability to do so. In fact, rumors that credit
controls might be imposed were having the same
effect. A report in The Wall Street Jowrnal on such
borrowing activity quoted Donald DeLuca, treasurer
of Pittshurgh-hased Copperweld Corp., as saying that
“he could ‘smell’ eredit controls coming. He . . .
phoned his New York bankers to accelerate agree-
ment on a $50 million revolving credit.”s!

The issuc of credit controls arose again on
February 25, when Chairman Volcker was on Capitol
Hill giving his semi-annual report on manetary policy
as required by the Humphrey-Hawkins Act. Volcker
was perceived as a forceful opponent of credit con-
trols, arguing that eredit was already slowing because
of general market conditions and the restrictive ac~
tions the Fed had taken.5? While testifying, Volcker
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was questioned by Senator Proxmire about his posi-
tion on selective credit controls. The following ex-
change ensued:

Volcker: “, . . . 1 just don’t know how they would be work-
able. . . . 'm no enthusiast of using direct controls in this
area and think they can be countesproductive in that they
lead to anticipation of inability to raise money and thereby
actually increase demand.”

Proxmire: “Then you are opposed to invoking the Credit
Control Act which is on the books now which the President
could of course invoke? . . "

Volcker: “Yes."s

The Federal Reserve nevertheless chose to
cooperate with the Administration. Volcker met with
Carter on February 20 and 24.5 After these meet-
ings, on February 28, Carter received a memo from
Treasury Secretary G. William Miller outlining pos-
sible components of the intensified anti-inflation pro-
gram under discussion.’* The memo listed several
options to restrain credit growth:

The Federal Reserve is considering actions which it will
take independendy (but with coordinated timing) to rein-
force credit restraint consistent with already announced
targets. These will be within the general framework of the
Qctober 6 actians, but, to the extent feasible, designed to
maximize “guatlability” rather than “interest rate” effects.
They couid include:

i. Action to tighten existing marginal reserve require-
ments on liability expansion. These requirements, imhposed
in QOctober, are not “binding” on most banks now.

2. A more visible program of voluntary credit restraint,
with reporting requirements, aimed primarily, but not
entizely, at banks. This program will emphasize restraing on
total lending, but with special accommodation of small
business and mortgage lending to the extem feasible.
Emphasis would be placed on discouraging “take-over” or
“speculative” financing.

Also described in the memo were several actions that
the Board might take if the CCA were invoked, along
with the pros and cons of each:

[Tlhe Federal Reserve would constrain credit not tied to
autos, heme repairs, or mobile homes . . . by a system of
special reserve requiremenis of say, 10 percent, on any
increase in outstanding amounts.

® According to the Presidenciat Diary Office Files at the Jimmy
Carver Library, the lamer meeting, which concerned the
economy, lasted just under two hours and was also attended by
Energy Secretary Charles Duncan, Jr., Stuart Eizenstat, Alfred
Kahn, Office of Management and Budget Director James
Mclntyre, Ir., G. William Miller, Press Secretary Jody Powell,
Charles Schultze, and the First Lady. See President's Daily
Diary, “2/24/80 Backup Material,” Box PD~73, Presidential Diary
Office, Jimmy Carter Library.

" See Section VI below for a discussion of the effectiveness of
the Board's October 6 marginal reserve requirements an managed
{iabilities.

Pro: Restraint on growth of consumer credit would
directly carry the message to the American public of the
need for restraint. Many credit card issuers might welcome
offictal sanetion for pulling back from business that is cur-
rently unprofitable, and there could be minor effects on
CONSUMEr Saving.

Con: The Federal Reserve Board considers such action of
relatively little importance substantively {depending on
coverage, only $70 ro $200 billion of credit is involved and
borrowing would take differen: forms.)' It would be admini-
seratively highty cumberseme because tens of thousands of
individual lenders are involved {(many of which would have
to be exempted}.ss

The Board, however, did not suggest to the Ad-
ministration the use of consumer credit controls. s

Internal Fed memos confirm thar the Board was
preparing to undertake the actions described in
Miller’s correspondence. The dates and content of
the memos suggest that the Board made the major
decisions regarding which actions to take during
February and had decided on all but a few details
of its program by March 5. Actions that could be
undertaken without the CCA appear to have been
planned for at the Board’s own initiative, rather than
at the Administration’s request. Where the initiative
for the other actions originated is unclear.5

Word began spreading during the first week of
March about the anti-inflation program the Admini-
stration was considering. Media attention turned away
from whether credit controls would be imposed and
toward what form they would take. Although business
borrowing accounted for the bulk of total credit
growth, the consensus view was that businesses could
oo easily evade eredit controls through use of the
bond and commercial paper markets, making con-
trols on consumer credit more practical. A Wash-
ington specialist at an investment fitm was quoted
as saying that Volcker “ ‘may be prepared to acqui-
esce on consumer measures i return for Carter's
peaple staying out of his hair on commercial lending
restraints.” 758

The possibility of consumer credit controls did not
please bankers, who publicly expresscd their con-
cern. The New Yor# Times quoted a Citibank
newspaper advertisement as reading “ “There may
be policy makers who believe this [credit controls]
to be in the national interest but it is doubtful that
many citizens will find it to be in theirs.” "5 Less
than a week earlicr, though, the Administration had

F With credit for automobiles and housing excluded from 2
control program, only about a quarter of total consumer credit
would be subject to regufation,
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received telephone calls from senior executives at two
of the country’s largest banks, stating that their banks
“would be adversely affected by consumer credit con-
trols. However, both agreed that the financial markets
{bond markets) expect and would react favorably”
to such controls.®® And on March 6, Carter's counsel,
Lioyd Cutler, forwarded to Carter’s key advisers ex-
cerpts from a memo he had received from “the head
of one of our largest financial institutions.” The
banker argued for mandatory restrictions on the an-
nual growth rate of consumer credit, except credit
for housing and automobiles. Such restrictions closely
resembled the voluntary restrictions that the Board
was considering.®!

By Monday, March 10, information was circulating
regarding meetings the Carter Administration had
held with congressional leaders to discuss the Presi-
dent’s economic policy. Carter was said to be plan-
ning a program whose economic costs would be

cards and checking account overdrafts were
arpet ntrolp

Hgt01 type
downpayments
' - it the size of credit lines,
and perhaps reduce grace periods 42 Administration
sources also hinted at a possible tightening of the
marginal reserve requirement on managed liabilites.
A program with rigid quantitative restrictions on the
amounts of various types of credit extended was,
however, definitely ruled out by both the Board and
the White House.®

The markets did not respond well to this news as
traders upped their expectations of a recession in the
near future. Precious metals prices, which had begun
falling three weeks earlier, all fell sharply, as did other
cemmodities prices, while financial futures prices
rose. %

Economic data released March 10 did not help
matters. The Fed announced that all major com-
ponents of consumer credit grew more slowly in
January than December, with consumer installment
credit growing at an annual rate of 5.3 percent. For
January and December combined, the installment
credit growth rate was the lowest since the expan~
sion began in 1975, These credit conditions were
accompanied by the first decline in retail sales in
four months. Commerce Department data showed
February'’s retail sales 0.7 percent lower than
January's.6s

3 Recall that the memo from Treasury Secretary Blumenthal to
Carter in March 1979 recommended credit controls of this form.

On March 12, Treasury Secretary G. William
Miller sent Carter a memo consisting of a checklist
of policies that could be part of the President’s fourth
anti-inflation program.® That afternoon, Carter held
a meeting with his advisers in the Cabinet Room.$
Carter chose to invoke the CCA to control consumer
revolving credit {except credit for home mortgages
and automobiles), credit extensions by depository and
non-depositery financial intermediaries, and the
managed liabilities of banks that were not members
of the Fed. Reporting by affected institutions would
be required.

On Friday, March 14, The New Yor# Times reported
the epinions of several economists regarding con-
sumer credit controls.%® Otto Eckstein, a Harvard
professor and president of Data Resources Inc.,
described such controls as * ‘a symbolic gesture,””
Henry Kaufman thought the controls would have “ ‘at
best . . . some marginal impact.” " S. Lees Booth,
economist and senior vice president of the National
Consumer Finance Association, wondered why con-
trols would be placed on consumer credit, which is
a small part of total credit in the economy. Another
economist, former Board Chairman Arthur Burns,
spent March 14 testifying before the Senate Bank-
ing Committee, at which time he gave his opinion
of the CCA:

{ think it's one of the worst pieces of legistation ever written
by the Congress. 1 hope that you {Sen. Froxmire] . . .
would think seriously about having the piece of legislation
rescinded.®

At 4:30 p.m. that day, in the East Room of the
White House, Carter made a prepared statement
announcing the fourth anti-inflation program of his
presidency, and issued Execudve Order 12201 in-
voking the CCA.7

V.
ANATOMY OF THE 1980
CREDIT RESTRAINT PROGRAM

An Qverview of the Board’s
Credit Restraint Program

In his address from the White House on
March 14, Carter announced his imposition of credit
controls under the CCA:

Just as our governments have been borrowing to make
ends meet, so have individual Americans. But when we try
to beat inflation with borrowed money, we just make the
problem worse.

Inflation is fed by credit-financed spending. Co
have gone into debt too heavily. The savings rate in our
nation js now the lowest in more than 25 years. . . .
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The traditional tools used by the Federal Reserve w
contrel money and credic expansion are a basic part of the
fight on inflation. But in present circumstances, those tools
need to be reinforced so that effective restraint can be
achicved in ways that spread the burden reasonably and
fairly.

1 am therefore using my power under the Credit Control
Act of 1969 10 authorize the Federal Reserve to impose
new restraints on the growth of credit on a limited and
carefully targeted basis.”

Executive Order 12201, invoking the CCA, stated
that the credit controls would be “in effect for an
indefinite period of time and until revoked by the
President.”” Carter’s political advisers hoped that the
anti-inflation program would be accepred by the
public, thus giving the President an advantage over
the other presidential contenders for the Democratic
nomination,”

After Carter announced his economic program,
Volcker introduced the Board’s Credit Restraint
Program (CRP):

{TThe Federal Reserve has . . . taken certain further actions
to reinforce the effectiveness of the measures anncunced in
Ocrober of 1979, . . .

One consequence of strong d ds for money and credic
generated in part by inflationary forces and expecrations has
been to bring heavy pressure on credit and financial markets
generally, with varying impacts on particufar sectars of the
economy. At the same time, restraint on growth in money
and credit must be a fundamental part of the process of
restoring stabifity. That restraint is, and will continue 1o
be, based primarily on control of bank reserves and other
traditional instruments of monetary policy. However, the
Federal Reserve Board also believes the effectiveness and
speed with which appropriate restraint can be achieved
without disruptive effects on credit markers will be facilitated
by 2 more formal program of voluntary restraine by important
financial intermediaries . . . .M

As Board Vice Chairman Schultz later said of the
program,

. . . {Tlhe overspending in the economy, . . . if there are
excesses, appeats to have been on the Government side and
on the consumer side in terms of open-end credit. . . |

So, are we going to slow this economy dewn. . . ? The
answer to that is yes; 1 think we roust, ™

The Board's program consisted of six restrictive
measures:

sumer credit
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3. an increase from 8 percent to 10 percent in the
marginal reserve requirement on managed liabili-
ties of large banks

a special deposit requirement of 10 percent on
the additions to the managed liabilities held by
non-member banks

a special deposit requirement of 15 percent on
any additional assets held by money market
mutual funds

a surcharge on the discount window borrowings
of large banks. '

=

v

@

The special deposit requircments were simply reserve
requirements applied to institutions not otherwise
subject to such regulation. For example, the special
deposit requirement on consumer credit mandated
that lenders hold 15 cents with the Fed as non-
interest-bearing reserves for each doflar of consumer
credit extended over some predetermined amount.

The Federal Reserve Act grants the authority for
actions 3 and 6, while the CCA confers authority for
the others.* Failure to comply with the regulations
could result in a2 maximum civil penalty of $1,000
(12 USC 1908), and a maximum criminal penalty
of $1,000 and a year in jail {12 USC 1509). The
Board informed the public of these potential
penalties.”

The CRP bore little resemblance to the credit
controls imposed previously and described in Sec-
tion li. Consequently, a more detailed description
of the progrant’s components is warranted before pro-
ceeding to analyze its effects.

The Voluntary Credit Restraint Program

The first component of the Board's program
restricted total foan growth by affected financial
institutions {primarily banks) to a range of 6 percent
0 9 percent over the peried from December 1979
to December 1980. Other lenders, not specified in
the program, were also requested to participate. To
monitor the program, the Board required affected
institutions to file reports of lending activity besides
those normally required. All affected lenders with
total assets of at least $1 billion filed monthly reports.
Into this category fell 170 domestic commercial
banks, 139 U.S. branches and ageneies of foreign
banks, 161 domestic affiliates of bank holding com-
panies, and 15 finance companies.” In addition,
banks with assets totalling at least $300 million but

¥ Board of Governors, Press Release, March 14, 1980. The
inclusion of finance companies in action § required the CCA.
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less than $1 billion filed quarterly reports, and smaller
banks were exempt from the filing requirement. The
base over which loan growth was calculated was the
average for December 1979 for banks that normally
filed weekly reports with the Fed, the average from
the November and December reports for finance
compuanies that typically reported monthly, and the
fevel as of December 31 for non-member banks. All
reports were filed with the lenders” district Federal
Reserve Banks.™

The 6 percent to 9 percent growth range for total
bank lending was thought to be consistent with the
announced target ranges for growth of the monetary
aggregates. The 9 percent upper bound was con-
siderably lower than the growth rate of 13% percent
for the previous year, December to December, and
the accelerated rate of 17% percent for January and
February of 1980.7 According w the Board, these
growth rates

could not continue without threatening achievement of the
restrained growth in money and credic in 1980 which was
deemed necessary to belp curb inflation. . . . [A} supple-
mental program to resteain loan growth seemed appropriate,
so long as the burden of the restraint did not fall on those
classes of borrowers feast able 10 bear 1.8

No quantitative rules were given for how lenders
should allocate available credic. Rather, the Board
mphy forth a few broad qualitative guidelines.
1t discouraged banks from making unsecured loans
onsumers, financing corporate takeovers or
mergers, lending for speculative purposes {e.g.
speculative purchases of commedities or precious
metals), and approving back-up eredit lines in sup-
port of credit raised with commercial paper. In
contrast, funding for small businesses, farmers,
homebuyers, and automobile buyers and dealers was
strongly encouraged.8! Board Vice Chairman
Frederick Schultz explained,

.. - {Tihe Board expects that, in setting interest rates and
other lending terms banks will, where possible, take account
of the special needs of these borrowers. . . .

. . . Large businesses are on notice that they should not
wirn to the commercial paper market ta replace other credit,
as such a shift would reduce the residual credit available for
ather barrowers.

.. . [Tihese measures can not prevent smatl, and indeed
all, businesses from encountering strains in coming menths.®

Lenders were expected to ensure a continued flow
of credit to borrewers without access to other forms
of financing. The Board required reports on such
activities to monitor the lenders’ progress and would
consult with those whose efforts were inadequate.
Further, the nation’s 365 nonfinancial corporations

with at least $30 million of outstanding commercial
paper or total annual revenue of at least $2 billion
filed monthly reports on their commercial paper
issues and their foreign borrowings.®

Consumer Credit Restraint

To restrain consumer credit growth, the Board
imposed a special deposit requirement (SDR) on all
increases in certain types of consumer credit. The
SDR required that lenders hold with the Fed in non-
interest-bearing accounts reserves equal to 15 per-
cent of the amount of consumer credit extended over
the amount of covered consumer credit outstanding
on March 14, 1980.! Credit subject to the SDR
included all open-end credit, secured or unsecured,
and closed-end consumer credit either unsecured or
secured by cellateral not purchased with the credit.
Open-end credit consisted of credit card, bank over-
draft and revolving credit,™ For calculating the
required deposit, all open-end credit was presumed
to be used for non-business purposes. Closed-end
credit included unsecured personal loans, loans for
which the borrower already owned the collateral,
trave] and entertainment card plans, retail merchant
credit, and credit secured by financial assets other
than savings deposits. Thus, car, mobile home, and
mortgage laans were exempt from the SDR because
the proceeds of the loans financed the purchase of
the car or home.®

Any lender extending at least $2 million in covered
credit was subject to the regulation. The $2 million
cut-off exempted 1.7 million retail firms and 36,595
other firms from the SDR. There were 10,108 firms
remaining, of which about 6,000 were banks; these
firms extended about 83 percent of all covered
credit, % -

All non-exempt lenders based on their covered
credit outstanding on March 14 had te file monthly
reports with the Federal Reserve (the Federal Home
Loan Bank Board for thrifts and the Federal Credit
Union Association for credit unions). The reports
determnined the lenders’ covered credit outstanding
during the previous month based on the daily average
amount outstanding or the amount ocutstanding
on a date approved by the Board.® For muld-

" The base was later changed; see Section VI,

™ Credit card credit includes credit arising from purchases on
retail credit card plans and from cash advances extended through
such plans. Revolving credit includes special instaliment over-
draft credit and revolving credit arising from arrangements with
travel and entertainment chacge cards and other nonbank credit
plaas.

36 ECONOMIC REVIEW, NOVEMBER/DECEMBER 1990



294

subsidiary firms, the parent company filed a single
report that combined the covered credit issued by
all its subsidiaries.®

The SDR was designed to raise the cost of credit
extensions and thus discourage credit growth. At the
end of 1979, $38.4 billion in credit was available to
MasterCard holders, of which 31.6 percent was
used, and credit lines totalling $27 billion were
available to Visa cardholders, with 48 percent out-
standing. Though the growth in consumer instaliment
credit outstanding slowed considerably during the last
half of 1979 and che first two months of 1980, the
Board was concerned that the record inflation rates
being experienced might induce credit card holders
to make greater use of their cards’ credit lines.
Lirniting credit use through price rationing was not
possible because state usury ceilings prevented card
issuers from raising credit card interest rates in
response to inflation.®®

Although the SDR was only one part of the Board’s
program, it probably had the broadest reach, touching
almost every American consumer. Many economists,
however, questioned the SDR’s usefulness. They
viewed it as a cosmetic measure because it applied
only to a small fraction of total credit in the economy.
in terms of credit use at the end of 1979, covered
credit was 48 percent, or $184 billion, of the $381
billion of total consumer credit outstanding,” and
total credic was measured to be approximately $4
trillion.®® As a result, the SDR was not expected to
have any effect on inflation.*® There was also con-
cern that consumers would be unduly harmed by the
requirement because they had few alternative fund-
ing sources, Volcker shared that concern but believed
that the requirement was needed:

[They do bite at the consumer, at certain types of con-
sumer lending, but ultmately at consumer spending because
that is considered under present conditions not to be an area
of high priority, given that credit has to be restuained
overall. . . .

. <. . [The Board is} trying to get at uses of credit thay
are less immediately relevant to the problems of the econ-
omy today.

" The $381 billion of rotal consumer credit consisted of ail
covered open- and closed-end credit plus credit for home
improvement loans, automobiles, mobile homes, service credit
{unpaid bills to providers of services), and purchases secured
by the goods purchased with the foan proceeds. Mortgage deb
is not included. Sec Memo from Axilrod, Kichline, and
Petersen to the Board of Governars, “Proposed Consutmer Credit
Regulation.”

Marginal Reserve Regquirements on
Managed Liabilities

As described in Section IV, on October 6, 1979
the Board imposed a marginal reserve requirement
(MRR) on managed liabilities in addition to the
reserve requirements already in place. The MRR
was levied on domestic member banks and U.S.
branches and agencies of foreign banks and applied
to any increases in their managed liabilities over their
bases. The base was the larger of $100 million and
the average amount of managed liabilities held as of
the two statement weeks ending September 26.
Institutions with managed liabilities exceeding $100
million had to report their bases to the Fed and were
subject 1o the program.

The objective of the MRR was to slow bank credit
growth by raising the cost of funds used to finance
lending activity. Bank credit growth had slowed con-
siderably during the fourth quarter of 1979; however,
the slowdown was attributed primarily to the drop
in credit demand that accompanied an increase in
the cost of funds and growing concern over reces-
sion prospects. As demand fell, banks subject to the
MRR reduced their managed liabilities. When their
managed liabilities fell below their bases, they became
able to increase their lending without holding marginal
reserves. This made the MRR less effective. Loan
demand rose in January and February of 1980, but
marginal reserves responded considerably less
because many banks could finance their credit ex-
tensians without going over their bases.

The MRR also failed to restrain credit growth
because of several loopholes. One loophole allowed
large domestic commercial banks and U.S. agencies
and branches of foreign banks to circumvent the
MRR because it applied to #er Eurodollar bortow-
ings, borrowings net of balanees due to a bank's own
non-U.S. branches. This loophole worked as follows.
Consider a financial institution using Euredollar bor-
rowings to directly fund a loan. The MRR required
reserves be held against such borrowings. To avoid
holding reserves, however, a bank would switch its
loan customers to a foreign affiliate and provide its
affiliate with the funds to make the loan. This rype
of indirect funding created Eurodollar loans to off-
set Eurodoliar borrowings, reducing net borrowings
and required reserves.”

A second loaphole existed because the MRR
applied to large time deposits with maturities of less
than one year; thus, banks could issue deposits with
longer maturities without increasing their marginal
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reserves. In addition, federal funds purchases from
small member banks and agencies and branches of
foreign banks that were below their bases, and so
not subject to the MRR, were exempt from the re-
quirement.”® Banks apparently recognized these
methods for evading the reserve requirement; as a
chief financial officer of a2 major New York bank
explained, “ ‘If someone really doesn’t want 1o carry
the extra reserves, he doesn’t have ro.” ™

As part of its March 14 credit restraint efforts, the
Board tightened the MRR on member banks and
U.S. agencies and branches of foreign banks and,
under the CCA, extended its coverage to include
non-member banks. The Board raised the MRR from
8§ percent to 10 percent and reduced the base by the
greater of either 7 percent or the decrease in a bank’s
domestic office loans to foreigners plus the gross
balances due from foreign offices of other institutions
that occurred between the original base period and
the week ending March 12. A bank’s base would be
reduced even further by fucure drops in foreign
lending.*® The Board expected holdings of marginal
reserves to increase by about $1.3 billion as a result
of these changes.™

For non-member banks, the base was the greater
of $100 million or marginal liabilities over the two-
week period ending March 12, As for member banks,
the base would decrease by the amount of future
reductions in foreign loans. The reserve requirement
was 10 percent.”?

Restraint on Money Market Mutual Funds

As part of its credit restraint program, the Board
required money market mutual funds (MMMFs) and
other similar creditors to maintain a non-interest-
bearing deposit with the Federal Reserve. The
deposit was equal to 15 percent of a fund’s increase
in assets over its March 14 base level. The 15 per-
cent requirement was expected to reduce the return
on a brand new fund by approximately 2 percent.
All managed creditors had to report their bases to
the Board and, on a monthly basis, their daily average
asset levels.”

The reserve requirement on MMMFs was de-
signed to slow the outflow of funds from thrift insti-
tutions and smaller banks. The percentage change
in the growth of consumer savings from January to
September, 1979 relative to the same period in 1978
was 184.2 at MMMF's, ~13.3 at commercial banks,
~14.9 at savings and loan associations, —49.0 at
eredit unions. By slowing the flow of funds into
MMMFs and thus the national money marker, the

Board hoped to reduce the supply of credit available
for large borrowers while easing credit availability for
borrowers with few alternative funding sources.”

The legality of the Board's regulation of MMMFs
was questioned from the moment the program was
announced. House Representative Reuss argued that
the public’s transfer of funds from thrifts to MMMFs
did not contribute to an “extension of credit in
excessive volume” as required for use of the CCA 19
The Investment Company Institute, a trade associ-
ation of murual funds, considered filing a tawsuic
against the Fed, eharging that the CCA did not
authorize the Board to hinder individuals’ attempts
to manage their savings wisely and thar the deposit
requitement, which was essentially a tax on the return
to MMMF deposits, was unconstitutional because
only Congress could impose taxes. The Institute
ultimately decided against filing the fawsuit because
it did not want * ‘to disrupt the government’s overall
economic program and because the precise effects
of the [Bjoard’s action’ ” were unclear. Instead, the
Institute formally petitioned the Board to lift the
deposit requirement.!” The Board responded by
exempting certain MMMF's from the regulation,
although it began requiring weekly, rather than
menthly, reporting.®

Discount Rate Surcharge

Acting on requests from the directors of the twelve
Federal Reserve Banks, the Board added a 3 per-
cent surcharge to the rate of 13 percent charged on
diseount window borrowings. The surcharge applied
only to borrowing by banks with at least 500 miltion
in deposits when the borrowing occurs in at least two
consecutive weeks or more than four weeks in a
quarter. Of the 5,459 Federal Reserve member
banks, 270 had deposits of at least $500 million. 102

The surcharge was imposed to discourage frequent
discount window borrowing by the largest and most
active users of the discount window. According to
the Board, because the surcharge applied only to a
segment of banks, it would have a smaller effeet on
short-term interest rates than would a general increase
in the basic discount rate. It was not meant as a
device for guiding market interest rates.'®

© Board of Governors of the Federal Reserve System, Press
Release, April 11, 1980, Exempted were “bona fide” personal
trusts, pension, retirement, and other rax-exempt accounts
invested in MMMFSs; tax-exempt assets of MMMFSs that invested
at least 80 percent of their assets in short-term tax exempt
obligations; and funds with z base of under 8100 million. Unit
investment trusts were allowed to be “rolled over” without
satisfying the deposit requirement.
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VI.-
THE ECONOMIC EFFECTS OF THE
1980 CREDIT RESTRAINT PROGRAM

The Immediate Market Response

The Board’s announcement of its CRP was fol-
lowed immediately by turmoil in the financial
markets.'®* On Friday, March 14, the day of the
announcement, the prime rate was 18% percent. It
rose 1o 19 percent Monday, March 17, the chird in-
crease in four business days. The rise was attributed
to the increased cost of funds caused by the Board’s
maodification of the marginal reserve requirement on
managed liabilities.'® The same day, Henry Kauf-
man predicted that * ‘the peaks of credit stringency
and of interest rates are still ahead of us. "¢ A
Fed official was reported as admitting that the CRP
would affect the allocation of credit. “He added that
‘rationing by price in the marketplace hasi't been well
distributed, and demand for credit has been a ot
stronger than we [the Fed] thought it would be.’ 107

Berween the end of February and the middie of
March, the rate on 90-day Treasury Bills rose 150
basis points. Announcement of the CRP and heavy
government supply caused it to rise another 120 basis
points before the end of March. According to Donatd
Maude, a senior vice president at Merrill Lynch
Government Securities, Inc., “‘[Tihe appetite of
investors for anything with a maturity longer than two
years is negligible at best.” "% By April, two weeks
after the CRP began, the prime rate reached 20
percent, up 350 basis points in one month, and the
federal funds rate exceeded 19 percent. The rise in
the funds rate equalled about two-thirds of the dis~
count rate surcharge on large banks and was not ex-~
pected by the Board.¥

Complying With the
Program’s Requirements

There was considerable confusion among con-
sumers and businesses over how to comply with
the program. Although the Board tried to keep the

® Many banks offered small businesses a below-prime interest
rate to satisfy the Board's request for special programs-for these
borfowers. in addition, the Board announced on April 17, a
“temporary scasonal credit program” for banks with less than
$100 million in deposits. Aggregate credit lines of $113 million
were arranged under the program for 129 banks, primarily from
the Midwest. A total of gl .5 million was actually borrowed by
five banks. This low borrowing level is artributed to the steep
decline in the federal funds rate after April 17. See Board of
Governors, “Federal Reserve Credit Restraint Program,” p. 17;
Letter from Volcker to Chairman Nowak, August 20, 1980, in
U.S. House, Hearings on Federal Monerary Policy dnd lts Effect On
Small Business {Part 3—Credit Controls and Auasiability of Gredis),
p. 329, E .

contro! program simple by letring lenders indepen-
dently develop policies to allocate credit in ways
consistent with the regulations, creditors required
much more detailed instructions regarding reporting
requirements, maintenance of special deposits, and
monitoring of compliance with supposedly “volun-
tary” restrictions. As a result, the Board issued @
press releases over 8 weeks, providing answers to
commonly asked questions about all factors of the
program. Daily conference calls were made by
the Board to the Federal Reserve Banks, providing
the latest interpretation of the regulations so that
the regional Reserve Banks could handie the
thousands of phone calls they received for additional
information,10?

On March 17, Chairrnan Volcker was in Wash-
ington, D.C. briefing 65 of the leading bankers on
the CRP. According to The New York Times, he told
them that the Board expected their cooperation with
the program, and he drove home his point by sug-
gesting that other government agencies “would be
involved in assuring compliance with the program.”
After the meeting, the bankers expressed concern
over having responsibility under the program for
allocating credit among their customers, 10

By mid-March, when the voluntary credit restraint
program was imposed, loan growth at many banks
was already close to, if not excceding, the maximum
9 percent annual rare. Banks were especially con-
cerned about their ability to comply with the volun-
tary credit restraint program because of their {oan
commitments. Unused commitments at large banks
rose from $235.6 billion at the end of December
1979 to $248.4 billion at the end of February 1980,
and rose even further before March 14, As of mid-
March, business loans outstanding totalled $157.3
billion.1"! If businesses made full use of the com-
mitted funds, bank lending would increase much
more than 9 percent, the maximum under the CRP.
When banks expressed concern over this possi-
bility, the Board suggested that the banks decide
which prospective” borrowers had fegally binding
commitments and encourage them to postpone
takedowns or find alternative financing. 112

Bankers, especially those from banks with a strong
conswmer orientation, were upset that the Board
imposed the surcharge instead of raising the basic
discount rate.'™* At the time, federally. chartered
banks were permitted to charge one percentage point
more than the prevailing discount rate on loans made.
Thus, an increase in the basic discount rate would
have provided banks some relief from usury laws that
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made consumer lending unprofitable given the federal
funds rate of over 16 percent on March 14.11%

The immediate effect of the tightening of the
marginal reserve requirement on managed liabilities
was an increase in the number of member banks with
covered managed labilities in excess of their base
fevels from 115 to 199 between February 27 and
March 26. The number of U.S. branches and agen-
cies of foreign banks having to hold such reserves
rose from 19 to 44 over the same period; 43 non-
member banks were also affected by the program as
of March 26. Overall, covered managed liabilities in
excess of affected institutions’ base levels rose from
$4.0 billion to $21.2 billion between February 27
and March 26.%

As stated in Section V, the Investment Company
Institute decided against filing a lawsuit over the
15 percent special deposit requirement levied on
MMMF's. One factor behind this decision was the
realization that the regulation, along with the
Securities and Exchange Commission’s correspond-
ing requirement that MMMFs disclose the effects
of the CRP on their funds, would not be as onerous
as first thought.!” James Benham, chairman of
Capital Preservation Fund, was quoted as saying
“ ‘At first, this [the CRP} looked very messy for alt
of s, but now I think the fund business is going to
continue booming. *1*¢ Many MMMFs initially
responded to the program by stopping their adver-
tising so as not to atract new investors. Many
stopped accepting new accounts altogether but con-
tinued accepting deposits from existing shareholders.
Existing funds expected that staying below their base
level, and thus avoiding the 15 percent special
deposit, would be easier than originally thought
because the CRP coincided with income tax season,
which could increase redemptions.?” Managers of
existing funds accepted that they wonid have to keep
at least small amounts on deposit because of the
normal errors in predicting weekly asset levels.

Dhuring the first four weeks following the CRP's
announcement, MMMF assets declined over $1
billion."'# The Board’s March 28 exemption of cer-
tain funds from the special deposit requirement
contributed to a resurgence of asset growth in the
second half of April, as did the creation of new funds,
called “clones.” Clone funds were developed to allow
MMMFs to aceept new deposits without lowering

% Board of Governors, “Federal Reserve Credic . Restraint
Program,” pp. 40, 42. A few other non-member banks later
became subject to the program. .

the return to incumbent shareholders, and possibly
exposing the mutual funds to legal challenges by these
shareholders. The clones held portfolios resembling
those of the first generation funds from which they
derived, By late April, approximately 96 money-
market funds were operating, of which 15 were clones
with assets of about $329 million.!* Of the 70 older
funds seld to individual investors, 32 were stifl
accepting additional investments. Druring their first
few weeks of operation, the clones offered higher
yields than the older funds. For example, as of
April 16, clone funds offered a 30-day average
vield of 17 percent while older funds offered only
15.3 percent.'?® This differential arose, despite the
special deposit requirement, because clones that were
set up quickly were invested heavily at the higher,
post-controls interest rates. By the end of May, the
older funds had a slight yield advantage. Special
deposits by MMMFs with the Board peaked at 8817
million and were $573 million, or 0.72 percent of
assets, when the contrels were lifted. 2!

Besides MMMF assets, increases in consumer
credit were also subject to a 15 percent special
deposit. Announcement of the depaosit requirement
on lenders of certain types of consumer credit brought
complaints that the regulation was unfair and difficult
to comply with because of existing state and federal
laws, Specifically, creditors argued that the choice
of March 14 as the base ignored the seasonality in
their sales, and thus credit extensions.?? Also, the
Truth in Lending Act required that customers be
notified of any changes in the terms of credit card
agreements. Each state had its own notification laws,
requiring between 15 and 105 days’ netice.!? Credit
card issuers complained that these laws made chang-
ing card terms difficult. Moreover, changes that were
made could not be applied only to new extensions
of credit without great expense and delay; conse-
quently, outstanding balances would be affected
also, i

In respense to these complaints, the Board made
several technical changes in its consumer credit
restraint regulations on April 2. First, the Board
established a uniform national requirement that
written notice of changes in charge account terms
be given to account holders at least 30 days in
advance. Second, account holders had to be given
the option of paying their outstanding balances under
the original account terms. Although the Board
superseded state notification requirements, it chose
not to waive state interest rate ceilings. Later on
April 14, the Board did waive conflicting federal
regulations on finance charges for oil company credit
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programs. ' Third, to adjust for the seasonalicy in
sales, creditors were given an alternative method of
calcylating_ their bases. They could use either
March 14 or the amount of .outstanding covered
‘credit for March 1979, scaled up by ‘a factor based
on the increase in the firm’s covered eredit between
March 1979 and March 1980. The scaling factor
would be reduced by one-twelfth each month to
make the SDR applicable by March 1981 1o any year-
over-year increase in covered credit over the base
level. Finally, responding to a petition by the Con-
sumer Federation of America, the Board said that
it would try, but could not promise, to give the public
an opportunity to comment on rule changes before
making a final decision.'?®

Eaﬂy 1n 1980 zhc:e were fow sipns of recession 1 anwhmg,
activity scemed ta be picking up. The u:v:denr:e avaitable

at the time hinted that households . . .
advance spending spree. . . .
By early March there was fear that inflationary pressures
. were mounting . . ., and that without some additional
action these would . - . fead 1o an explosion of prices. . . ,
It was in this environment that . . . . the President autho-
_rized . . . selective controls on credic.
in retrospect, it appears that . . . interest rates fi nal!y had
reached levels in late February and early March which were
sufficient to discourage borrowing. Hawever, data javailable
when the credit controls were planned] . . . did not show
‘this development. . . . {Njew home sales fell slightly in
February and plunged in March, although the only infor-
mation available in early March had shown that sales
advanced in January,1#2

were on & buy-in-

Additional evidence of recession soon followed the
unemployment data. Statistics for March indicated
that the narrow money aggregates fell sharply in late
March; the Board attributed this to the increased
opportunity cost of holding money caused by the

- reserve requirements on managed labilities and.the

start of a recession.!3 Weekly data for large banks
showed loan growth remaining strong threugh early
March, bur slowing considerably over the rest of the
month. As a result, total bank loan growth for March
fell 10 an adjusted annual rate of 2% percent from
sates of 15 percent to 20 percent earlier in the year.
Consumer installment credit rose only 5 percent in
March and 7 percent for the first quarter.! Hous-
ing starts suffered their Jargest fall in twenry years. 135
By April 11, market analysts were speculating that
the Board would ease its credit controls scon because
of the accumulating evidence suggesting that a severe
recession was underway. 3¢

Cne month after credit controls were imposed
interest rates began a sharp decline. The prime rate
was 19.5 percent on April 18, while the federal funds
rate was 18.3 percent and the 3-month commercial
paper rate was 16.2 percent. The 3-month Treasury
bill rate, which had peaked at 16.5 percent at the
end of March, was down to 13.8 percent, its lowest
level since the beginning of March.!3” Traders re-
joiced that the corporate bond market was reborn
because companies once again began seeking long-
term financing. Market analysts attributed the bond
market’s revival to anticipations that inflation would
not be allowed to get out of control and to firms’
attempts to replace bank loans with fixed-cost market
financing.'38

The consumer credit controls were largely sym-
bolic and without teeth; however, they induced con-
sumers to alter their buying behavior. Consumer
spending, especially credit-financed expenditures,
fell off dramatically. The country’s major rerailers
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‘ypical of the letters Carter
: ic reparding the controls ‘was
Dennis Gordon of San Francisco, California.

We are supporting you sir, one-hundred percent. Your
inflation fighting program has forced us into alternatives
that we are not finding hard to live with. We are spending
with more wisdom and not as frequently. We are drawing
closer to each other during this fight against inflavion.
An evening ence Jspent} going “out on the town” is
now enjoyed gathering in our home or the homes of
friends. We have once again discovered parfour games,
sing songs, lengthy walks and other means of “oid
fashioned” entertainment.

I believe myself and my group of friends are not unique.
I believe all across America we are pulling together o
survive, and will do so guite nicely and to our surprise,
comfortably,

An informal New Yor# Times survey of consumers in
Ridgewaod, New Jersey revealed similar attitudes. 44

The decline in consumer spending, however, con-
cerned the Federal Open Market Committee at its
April 22 meeting. According to the Board’s descrip-
tion of the meeting,

The contraction in activity was projected to be somewhat
larger than had been anticipated a month earlier and to be
accompanied by a substantial increase in unemployment. . . .

The degrer of prospective weakness in consumer spend-~
ing was viewed as a major source of uncertainty. The anti-
inflationary measures announced on March 14 appeared to
have curbed considerably spending in anticipation of price
increases. It was noted in this connection that a rise in the
saving rate from the abnormally low levels of the most
fecent two quarters to a mote nofmal rate would imply 2
marked cutback in consumer spending. . . . However, it
would be premature to conclyde that inflationary attrsdes
and behavior had been fundamentally altered, especially
in view of the prospect that the rapid rise in the consumer
price index would persist for a number of months. . . .

Several members noted their coneern that if a large dectine
in interest rates were 1o occur over the next few weceks, it
was likely to be perceived by some market participants . . .
as an casing of monetary policy and could have very un-
desirable repercussions on inflationary psychology . . . }4%

For the month of April, the narrow money aggre-
gates again fell sharply, hitting below the lower end
of the Federal Open Market Committee’s long-run
rarget range. Only three banks still had annual loan
growth rates exceeding 9 percent. Total bank loans
outstanding fell 5 percent {annualized).!

In May, interest rates plummeted, falling about one
percentage point each week.'¥? Bank lean growth
declined further. The slowdown in bank loan growth
in April and May reduced by over 100 the number
of financial institutions having to hold reserves against
managed liabilities.” By May 5, market analysts
speculated that the end of the CRP was near because
“the measures weren'’t needed in the first place,” and
the program was “ ‘scaring people away from the
stores.” ” The consumer controls were expected to
be lifted within six weeks. 148

The Board’s first step toward easing the controls
was eliminarion on May 7 of the 3 percent discount
rate surcharge. While the surcharge was in place, few
banks had to pay it because it had been imposed only
two weeks before the first quarter ended. Conse-
quently, at most seven banks paid the surcharge in
any statement week, and almost all thar did bor-
rowed in two consecutive weeks. The surcharge was
lifted just days before any banks could be subject to
the surcharge for borrowing four weeks in any
quarter.®

On May 14, Volcker announced that the Board
could “ ‘legitimately look forward to dismantling’
[the CRP}. . . . ‘We have not wanted to move
prematurely, we will not. . . . But equally, we are
not interested in fostering any impression that credic
allocation, formal or informal, can be any part of the
basic, continuing armory of monetary policy.” 142

The Board eased the credit restraint measures con-
siderably on May 22, the day lenders of consumer
credit were to make their first special deposic. It cut
the deposit requirement on consumer credit and
MMMFs from 15 percent to 7.5 percent, cut the
reserve requirement on managed liabilities from 10
percent to 5 percent, and revised its lending
guidelines to make credit more available for certain

*Board of Governars, “Federal Reserve Credit Restraint
Program,” pp. 40, 42. The excess of covered managed Jiabilities
over base levels dropped by $11.1 billion over this period.

* Peter Keir, “impact of Discount Policy Procedures on the
Effectiveness of Reserve Targeting,” in New Manetary Gonrol Pro-
cedures, pp. 158-159 and Table 2. Those paying the surcharge
borrowed an average of $80 million.
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types of loans.!50 Treasury Secretary Miller, mean-
while, encouraged consumers to return to the
stores. 154

The May easing of the CRP did not slow the flow
of bad economic news in June. Early in the month,
data was released showing that unemployment rose
1.6 percentage points to 7.8 percent over April and
May; it was the largest two-month increasc ever, 15
In addition, consumer instaliment debt fell § percent
in April, with the decline greatest for personal Joans.
This was the first decrease in consumer debt since
May 1975.153 On the bright side, producer prices rose
only 0.3 percent in May. Economist Lawrence
Chimerine, chairman of Chase Econometrics,
called the credit controls “ ‘overkill,’ ” and saw the
recession as being “very severe,” with little chance
of a quick recovery.'* By the end of June, the Na-
tional Bureau of Economic Research declared that
the economy was in a recession that had begun in
January. 155

The economy was so weak by late June that the
contsols were nonbinding.’%® As a result, on July 3
the Board announced the phase-out of the CRP, and
President Carter removed the Board's authority under
the CCA except as needed to end the program.
Carter warned that he retained the authority tw
impose controls and would invoke the CCA again
if signs of excessive credit use reappeared.’ Retailers
were concerned that the psychological effect the con-
trols had on consumers might not be reversed by
simply lifting the controls.’® They immediately
began planning credit promotions in hopes of
revitalizing charge sales, although they retained many
of the more stringent credit policies they had adopred
while the controls were in place (e.g. annual fees and
higher minimum monthly payments) because they
were “good business practices.”'%8

Data released July 9 showed that consumer instal-
ment credit fell a record 13 percent in May, New
consumer credit extensions were 25 percent lower
than the September 1979 peak. These declines were
attributed to the effect the CRP had on consumers.
Between January and May, output of consumer goods
fell 3.7 percent, while retail sales felt 10.3 percent.
From April through June, preliminary data showed
an 8.5 percent {annualized) decline in GNP, Infla-
tion, however, was down to 11 percent by July, as
was the prime rate;!5?

' Board of Gavernors, Press Release, July 3, 1980. Also “White
House Credit Text,” The New York Times, July 4, 1980, The
reserve requirement on managed liabilities would be lifted
July 10; the special deposit on consumer credit, July 23; and
the deposits by MMMFs, July 28.

The Aftermath of the Controls Program:
Another Surprise

After the precipitous drop in economic activity
duting the second quarter, economists generally
expected the recession to last through the end of
1980 and be almost as severe as the 1974-75 reces-
sion. In reality, however, private sector demand
“rebounded with surprising alacrity.” The sharp drop
in interest rates was a driving force in the recovery,
stimulating housing and consumption. Housing starts
rose 70 percent between May, their low point, and
September; car sales also rebounded dramatically,
increasing 28 percent between May and October.
Although outstanding consumer installment credit
experienced its largest decline in the postwar period
during the second quarter, it began rising as soon as
the controls were lifted, albeit at a slower pace than
early in the vear. The rise in credit use was accom-
panied by an increase in consumer spending. Real
retail sales rose 17.8 percent in June and 27.3
percent in July. In the third quarter, real personal
consumption expenditures rose 5.1 percent, com-
pared with a record 9.8 percent second quarter
decline.

The drop in interest rates in the spring was short-
fived. As the economy strengthened and inflationary
pressures intensified, the demands for money and
credit increased and interest rates rose. The prime
rate climbed from 11 percent in July to 21.5 percent
in December. The federal funds rate hit 19.8 per-
cent as the three-month commercial paper rate
reached 19.5 percent.

Looking at 1980 in its entirety, the economy
experienced a short but severe recession during the
first half of the year and quickly recovered during
the second half. Real GNP remained essentially un-
changed, while the money aggregates were close to
the upper end of the Federal Open Market Com-
mittee’s fourth quarter-to-fourth quarter target ranges.
Disposable income rose only 0.5 percent, but per-
sonaf consumption fell 0.3 percent. Consequently,
saving rose one percentage point over the previous
year, fourth quarter to fourth quarter, to 5.7 percent.
The CPI, excluding food, energy, and home purchase
and finance, rose 9.0 percent between April and
November, slower than the 12 percent rate during
the first quarter, but higher than the 7.2 percent rate
for the year ending November 1979.1% In retrospect,
the credit control program appears to have lowered
interest rates and inflation only while it was in
effect, and did so by worsening a recession that was
already underway.
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Data Resources, Incorporated conducted a
preliminary study in 1980 of the CRP’s overall
economic impact.'®t DRI found that

“the March 14 Credit Controls had some negarive impact
on the economy in the second quarter. . . . The credic
contrals did make the fall off in economic growth more
severe,” ’

In addition, DRI concluded that the CRP reduced
real output, but not inflation; other factors accounted
for the lower inflation rate during the second and third
quarters.” DRPs simulations indicated that the
CRP's total, long-run cost to society would be losses
of $23 biltion of GNP, $19 biilion of total consump-~
tion, 300,000 man-years, 50,000 housing starts, and
500,000 new domestic car sales.

VIL
WHAT WENT WRONG?

Although the 1980 recession was underway before
the CRP was imposed, the Board, the Administra-
tion, and the financial markets believed that the
program contributed to the steep fall-off in economic
activity beginning in March. This slowdown is
apparent in the time series of the key macroeconomic
variables, as Figures 1-10 show. This section ad-
dresses two questions: T'o what extent did the con-
trols accomplish the Board’s objectives? To what
extent did they contribute to the recession?

Bach component of the CRP had a different
effect on the economy. Some accomplished what
they were designed to do; others did not. Some were
too effective at reducing credit use.

The reserve requirements on managed liabilities
and the discount rate surcharge were not expected
to affect market interest rates, but they did. The
imposition of these measures immediately raised the
cost of funds to Jarge banks. This increased cost
quickly led to increases in the prime and federal funds
rates. Loan growth slowed as the rising interest rates
priced borrowers out of the credit markets.

Also contributing to the decline in bank lending
was the voluntary credit restraint program. Accord-
ing to the Board,

it is difficult, if not impossible, to say how much of the
wezkness in bank loans funder the program was} . . . due
1o the recession, how much 1o reaction to fiscal announce-
ments and general eredit conditiens (including expectational
effects), how much to the cumulative effects of eardier

* The Chamber of Commerce’s summary of DRT's results does
not specify what these other factors might be.

overall restraints, and how much to the credit restraint
programs. But the timing and abruptness of the change in
loan growth trends suggest that announcement of the pro-
grams played a significant role. Indeed the immediate effect
of the programs on bank lending may have been exaggerated
by the initial reactions of lenders to these resiraints, as
they sought to evaluate what the Federal Reserve actions—
especialy the & to 9 percent Limitation—would mean in
their particular case . ., 162

In contrase, the special deposit requirement on
MMMFs was designed not to reduce credit use but
rather to alter the disintermediation from financial
institutions. It did not accomplish its objective
because, as explained in Section Vi, it had a negli-
gible effect on fund yields. Although assets at
MMMFs fell during the first four weeks of the CRP,
they quickly recovered, growing over 30 percent
between mid-March and late July. '8

Similarly, the consumer credit restraint program
was not expected to have a major impact on credic
use or consumer behavior because it focused primarily
on charge card credit and personal loans and was im-
pnsed on lcnde(s, rather than dlrecﬂy Ofl CONSUMETS.

Y:Many of these changes are still in place today.
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As the preceding discussion indicates, the CRP led
to an immediate rise in short-term interest rates and
affected consumers’ buying psychology. The rise in
interest rates was only temporary; within a month
after the CRP began, rates started falling. This sug-
gests that the CRP resulted in an immediate decrease
in the supply of credit, followed by a larger decrease
in the demand for credit. The drop in demand was
in addition to the decline that would have occurred
even in the absence of credit controls because of the
recession that was already underway.

Looking back on the CRP, Board Vice Chairman
Schultz explained why it did not work as planned:

We Ithe Board} learned in 1980 that it is exceedingly diffi-
cult 1o assess in advance the impact of controls on economic
activity. When the Board enacted its program, we did not
anticipate, and we had no reason to anticipate, the marker
impact it would have. Grven the fimited coverage of the
program, it would have besn expected 1o have kad a moderate
effect on ageregare cemand: however, we did nor reckon
carrectly the dimensioms of the psychological smpact of the
program on dorrowers and lenders. To be sure, some of
this impact owed in part 10 a misunderstanding, especially at
the beginning, about the scope and intent of the program,
but beyond this, there was [a} remarkable shift in astitudes
that led to a sudden contraction of credit flows. This con-
traction involved even those sectors that were explicitly
exempted from the controls, and . . . contributed to a sharp
economic recession. Then, when we removed the controls
in the early summer, we were surprised once again by how
quickly the economy snapped back.’ {emphasis added}

Two events increased uncertainty concerning labor
income in the firse half of 1980. First, rumors began
spreading in fate 1979 that a recession was immi-
nent, but its length and severity were unknown.
This led to a slowdown in consumer credit use in
late 1979 and early 1980. Second, the imposition
of credit controls in mid-March increased consumers’
ancertainty about their ability to vse their charge
cards and obtain personal loans. For consumers,
charge cards and personal lbans are a source of
liquidity and a means to smooth their consump-
tion expenditures over time because they enable
consumers to access their future income. Conse-
quently, the controls raised consumers’ uncertainty
about the amount of income accessible in the pres-
ent, causing consumers to reduce current consump-
tion even more sharply than they had before the
controls became effective.”

¥ Why would consumers alter their buying behavior as they did
in response to restrictions on credit card use and extensions
of personal loans? The economics literature shows thar when
faced with greater uncertainty regarding labor income increases
{i.e. increases in the variance of expected future income}, a risk-
averse consumer will reduce current consumption and plan 10

Tabie 1 presents evidence supporting the claim that
the 1980 recession was “ ‘the worst consumer reces-
sion since World War 11" "'¢7 The table, which is
patterned after one by Barro, %8 shows the shortfall
in real GNP for each recession since World War 11
and the percentage of the shortfali attributable to
personal consumption and investrent. The short-
fall is calculated as the average over all quarters in
a recession of the deviation of actual GNP from its
trend level. For the 1980 recession, personal con-
sumption accounted for 79.4 percent of the shori-
fall in real GNP; ¢his is more than twice the average
34.8 percent contribution for all postwar recessions
and is 36 percentage points greater than that for the
1973-1975 recession. The coneribution of expendi-
tures on durable goods alone is 37 percent, 3.3 times
the average of 11.2 percent. In contrast, investment,
defined as gross fixed investment plus the change
in business inventories, contributed 64.9 percent of
the shortfall in real output, compared with an average
of 69.5 percent for all recessions considered.™ Thus,
this evidence suggests that the CRP contributed to
the 1980 recession by inducing a greater reduction
in consumption, especially consumption of durable
goods, than that in the typical postwar recession.”

VIIL
THE FATE OF THE CREDIT CONTROL ACT

Senator Helms's attempt to repeat the CCA in
1979 was not the last such attempt. In fact, while
selective credit controls were in place in 1980,
another effort was made at legislative repeal. In May
1980, Senator William Armstrong proposed an
amendment to Senate bill 8. 2352, which would ex-
tend authorization for the Council on Wage and Price
Stability. The amendment would end the President’s
authority under the CCA as of July 1, 1981. Ac-
cording to the amendment’s supporrers,

increase future consumption. That is, the consumer behaves
more prudently, saving more in the current period as a pre-
caution against possible future misfortune. See Ofivier Jean
Blanchard and Stanley Fischer, Lecaures on Macrveconomies (The
MIT Press, {989}, pp. 279-291; Stephen P. Zeldes, "Optimal
Consumgption with Stochastic Income: Deviatons from Certainty
Equivalence,” The Quarterdy Journal of Fromomics, vol. 104,
no. 2 (May 1989), pp. 275-298.

* For some recessions, the percentage contributions of cansump-
tion and investment to the GNP shortfall sum to over 100
percent. This occurs when government purchases and net
cxports combined had a stimulative effect, contributing to a
reduction {i.c. a negative percentage change) in the GNP
shortfail.

¥ There are methods, other than those used in Table I, for
caleutating the shortfail in real GNP. They result in consump-
tion making an even greater contribution to the shortfall than
shown here.
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Tabie 1
Breakdown of Shuftfal! in, Real GNP During Postwar Recessions

Time Period of Recession

Quarterly* CABIV- 53k
49:4H 54:11
Monthly . 4811 53:7-
49:10 54:5
Average Quarterly Shortfatt .
of Real GNP** 2.56. 17.66
Average Quarterly Real GNP 111453 1429.13
Average Shortfallas a % of -
Average Trend Real GNP .86 1.24
% of Real GNP Shortfall accunted far by: o
Personal Consumaium Expendnmms 26.1%° 2068
Durables ~14.45 470
Nondurables 19520 1754
Senvices 21.08 ~1.58
Gsoss Fixed investment plus Change in
Business Inventories 129.41 27.86
Other>** ~55.56" 51.48

STl B0 70 THRNV.C a1:

B&:i © ELl - 70V 75:1 82V Mean for

57:8- . 60:4- 6312 © 731l 81:7- - Postwar

58:4 61:2 70:11 75:3 82:11 Recessions
2803 ' 13.61 2208 3817 4829 4;.2@ 27.32

1534.97 1665.15 241753 2720.47 319525 319128 2158.54
183 0.82 0.91 ‘1.40 151 129 1.23
2624, 3743 2626 4335  70.38. 1851 3478
1015 1633 19.57 1602  37.02 059 1124
1288 19.22 467 2198 2466 541 1623
3.21 1.88 202 538 17.71 8.50 7.27
48.03 - 10799 .'38.35 7202 ' 5494 6750  69.51
2573 -45.41° 3533 ~-1538 -4432  14.00 aaéﬁ

* Barrc stidies tha penud 1929 1982 and uses annua! dats; consequently, he combines the 1980 and 1981-82 recessions. Hers,-quarterly, data are
used. In determining the first and last-quarter in a recession, we includa quarters with at least two months of recession.

« ** The shortfa}, measured in billions of 1982 dollars, is the average difference between trend GNP and actual GNP for each quarter in the recession. Trend
GNP is determined by multiplying the actual GNP for the previous quarter by the trend quarterly growth sate of 0.B% + for the peried studied.”

**® ““Qther” consists of government purchases and net exports.

Having suffered the inevitable inequities, costs and frus-
trations inherent in . . . {selective credit controls}, a coalition
of business and consumers want the March 14th program
stopped and the Act repealed. .

On paper, the credit controf program was simple: direct
bankers to restrain credit lending, allowing each to say
how. In reatity, the program has.been .a nighumare. 16

During Senate debate of the amcndment, Helms
argued that

[bly leaving the Credit Control Act on the books, we make
it almost mandatory that the President use it when he has a
seemingly good, excuse t use i. In other wur'ds', if he
neglected to use it, some might say that he was not “doing
all he could” to fight inflation. By leaving such an act.on
the books, we make the President more subject to pressun:s

w “do something” even though “doing something” using
credit’ controls is the wrong thing to do.}%

The House considered its version of the bsH in
September. This bill did not includé an amendment
for -sunsetting the CCA. In debate of the bill,
Representative Annunzio suggested that the Senate’s
amendment was politically motivated to detract
attention from the success of President Carter’s anti-
inflation program and hurt his chances in the upcom-
ing election. !t '

A conference committee met to arrange a com-
promise berween the House and Senate versions.

The committee amendéd the Senate bill te sunset
the CCA on June 30, 1982, a vear later than origi-
nally proposed. The Senate approved the Armstrong
amendment and 8. 2352 by votes of 4340 and
72-11, respectively,- and the House gave its
unanimous consent to S. 2352 as amended.!? Carter
sxgncd the blli into law on December 9, 1980,
stating, -

1 believe that abolishing the authorization granted to the
President-under the {CCA] . . . is highly unwise, because
many of the act’s provisions can be extremely helpful at
critical periods in the fight against infladon, This is no time
to strip a President of inflation-fighting powers. At the same
time, | recognize that certain improvements to the Credit
Control Act may be desirable. It is my hope that during the
next 18 months Congress will enact 2 new Credit Control
Act that saves the essential inflation- ~fighting powers that
the act makes available, 1 :

Thirteen days after the sunsetting of the CCA, the
House held hearings on H.R. 6124, a bill “to reduce
interest rates, control inflation, and ensure the
availability of credit for productive purposes, and
promote economic fecovery by extending the Credit
Control Act.” Specifically, the bill would repeal the

* See Act of December 8, 1980, 94 Stat. 2748-9, Section 9
amends the CCA by adding to it Section 211, terminating the
authority conferred by the CCA on june 30, 1982, -
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termination of the CCA (Sec. 211) and amend Sec-
tion 205(a) to read

“Whenever the President determines that such action is
necessary or appropriate o reduce igh levels of unemployment
in any sector of the economry, or to prevent or control inflarion or
recession, the President may authorize the Board to regulate
and control any oralf éxtensions of credit.” {emphasis added]

It also allowed for limiting credit for nonproductive
purposes. 7’

Typical of the arguments given in support of FLR.
6124 were those by J. Morton Davis, president of
D. H. Blair & Co., Inc., and J. C. Turner, general
president of the International Union of Operating
Engineers and chairman of the National Council for
Low Interest Rates. Davis called the CCA a “spare
tire” and wondered why anyone would not want to
have a spare tire available. Turner argued that high
interest rates were the “quicksand” of the 1981-1982
recession and that the CCA provided “the only
avenue available for removiag the crushing burden
of high and volatile interest rates.” He also supported
the addition of unemployment and recession as “trig-
gers” to allow use of the Act.!”

The Board and the Reagan Administration apposed
H.R. 6124, Preston Martin, Beard Vice Chairman
in 1982, testified,

{The Board does not} believe that credit controls are an
effective, efficient, or fair method to deal with junemploy-
ment, recession, high interest rates orf . . . inflation when
the more general instruments of monetary and fiscal policy
can be used. Our experience with the administration &f
controls for a brief period in 1980 amply demonstrated -
the difficulties encountered in the application of credit
controls. )7

Former Board Vice Chairman Frederick Schultz
concurred:

Now, with the benefit of 20/20 hindsight . . ., I am con-
vinced that controls were nat the right way to address the
economic problems we experienced in early 1980, . . .

One reason some people have proposed that credit con-
trols be used today is that they feel this would help to
fower interest rates and aid the economy. . . . Cerainly
one does not lawer interest rates by reducing credit sup-
plies! So the lowering of rates must be achieved by re-
ducing effective credit démands, which in the aggregate is
_not consistent with higher rates of spending and economic
activity. . .. - B

«. .. We sill found ourselves at the end of . . . 1980 with
the need to deal with inflation, high interest rates, and
languishing productivity. Indeed, I think that there is a
considerable risk that the undeslying problems of the
economy will be found to be even more intense once s
period of credit controls has been ended. . . . The quick-fix
or the handaid policy always looks attractive, but that is &

crue! deception. This is why I oppose having credic con-
trols available even on a standby basis, for emergency
signations. 77

On behalf of the Reagan Administration, Manuel
Johnsan, Acting Assistant Secretary for Economic
Policy, reported that

the Administration strongly opposes the use of credit con-
wrals, or any controls for that matter. . . .

The recent experience with credit controls in 1980
exemplifies virtually all of the undesirable consequences of
contrals. . . . Key industries targeted for relief, such as
housing and autos, collapsed under the weight of eredit
scascity. Interest rates were temporarily reduced but the
cutoff of credit ar the lower rates produced rising unem-
ployment and a general weakening of the economy that
subsequently turned into a full scale recession from which
we stifl have not fully recovered. And, instead of declining,
inflation continued strong throughour the year,!”

H.R. 6124 died in committee, but its fate and the
testimony given opposing it did not prevent an €x-
tended version of the bill from being introduced as
H.R. 1742 just one year later. In June 1983, the
House Subcommittee on Economic Stabilization held
a hearing on the bill, called the Credit Controf Act
of 1983. The bill amended the CCA of 1969 as H.R.
6124 would have and included a provision for the
Board to review the financing of corporate acquisi-
tions and mergers.7” At the subcommittee hearing
on the bill, Representative Norman Shumway
asserted,

1 have read the hiil. Certainly no one can quarrel with the
stated purposes of itz to reduce interest rates, to conirol
inflation, to ensure the availability of credit for productive
purposes and to promote econgmic recovery. :

But I would suggest fthat] . . . there is no evidence
whatsoever that explicit control by the Federal Government
of credit availability and alfocation will contribute to the
achievement of any of these objectives.

In fact, the most recent experience we have had with
credit controls under the past administration proved to be a
disaster. It depressed an economy which was already
headed for a period of lesser growth as a result of existing
wends and policies. . . . .

Mz, Chairman, you know as well as | that although the
biff before us pravides the President standby authority only,
this President neither wants nor needs such anthority.

He has indicated, in fact, that he will veto the legislation
if sent to him. This, of course, is highly unlikely because
the Senate has no intention whatsoever of considering the
measure. .

{ can only conclude, therefore, that the introduction of
H.R. 1742 and today’s hearing are both rather desperate
attemnpts to embarrass the administration.

In the face of the increasingly bright signs of 2 bealthy
recovery, § can perhaps understand the-desire of my friends
on the majority side to score partisan political points, but 1
don’t und nd why this less and rather meaningl
proposal was chosen as the vehicle. 18
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The hearing was bnef and the bill never got out of
committee.

No bilis have been introduced subsequently to
reenace the CCA of 1969, For now, the Presiden-
tial authority for selective credit controis conferred
under the Act remains repealed.

. IX.
CouLD CREDIT CONTROLS
.BE PART OF OUR FUTUREP

The Carter Administration apparently decided to
impose credit controls to signal that it was actively
fighting inflation. The Board and the Administration
designed the credit restraint program to have minimal
economic impact on real production and employ-
ment. Contrary to their expectations, however, the
program’s immediate effect was to raise, not lower,
short-term interest rates and to dramatically reduce
consumer confidence. Interest rates started down
within a month after the program began as-a decline
in consumer spending worsened the developing
recession. The economy’s recovery after the credit
controls were lifted was as fast and sharp as its
decline when they were imposed. Credit controls

thus proved to be a blunt policy instrument whose
economic impact was impossibie to manage.

At present, thereis no- legislative authority for
selective credit controls like those used in 1980.18
The only Presidential authority to regulate credit is
granted under section 5(b){1) of the Trading With
The Enemy Act of October 6, 1917 (40 Star. 4135},
This act allows for the investigation, regulation, or
prohibition of “transfers of credit or payments be-
tween, by, through or to any banking institution”
during wartime. 82 ’

policymakers wil Be more aware
of the dangers of credit commis in the furure.
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