
June 2008 59

Financial Services and E-Commerce 
Reflections on Credit Card Practices and Legislative Reform Proposals
By Todd J. Zywicki*  

The growth in consumer use of credit cards over the past 
three decades has transformed the American economy, 
placing in consumers’ hands one of the most powerful 

fi nancial innovations since the dawn of money itself. Credit 
cards have transformed the ways in which we shop, travel, and 
live. Th ey have enabled the rise of the e-commerce economy, 
delivering goods and services to consumers’ doorsteps and 
permitting consumers to shop when and where they like, 
unconstrained by traditional limits on competition and 
consumer choice. Th ey have enabled consumers to travel the 
world without the inconvenience of travelers’ checks. And they 
have transformed the way in which we live, from such small 
improvements such as relieving us the inconvenience of checks 
and frequent visits to ATM machines to large improvements 
such as providing security against crime. Credit cards can be 
used as a transactional medium, a source of credit, or even as 
a short-term source of cash. Credit cards provide consumers 
with additional benefi ts, from cash back on purchases, frequent 
fl ier miles, car rental insurance, dispute resolution services with 
merchants, and 24-hour customer service. It has been aptly 
observed that that with a credit card you can buy a car; without 
a credit card you cannot even rent one. Many of these benefi ts, 
of course, have been most salient for lower-income, young, and 
other similar populations, and unsurprisingly, growth in credit 
card use has been rapid among those populations.

But the myriad uses of credit cards and the increasing 
heterogeneity of credit card owners has spawned increasing 
complexity in credit card terms and concerns about confusion 
that may reduce consumer welfare. American consumers 
encounter complexity every day in the goods and services they 
purchase, such as cars, computers, and medical services, just to 
name a few. And the complexity of credit card terms is modest 
when compared to that of the Internal Revenue Code, as are 
the penalties (fi nancial and otherwise) for failure to understand 
its terms. Th e relevant issue for regulation, therefore, is whether 
the complexity is warranted in light of its benefi ts.

In considering whether further legislation or regulation 
of credit card terms or disclosures is appropriate, two questions 
should be considered. First, what is the problem to be 
corrected through regulation? And second, will the benefi ts 
of the regulation justify the costs, including the unintended 
consequences of the regulation?

Based on what is known about consumer use of credit 
cards and credit card practices, it is doubtful that an analysis 
of these simple questions can justify further governmental 

intervention in the credit card industry. In fact, the increasing 
dynamism of the credit card industry suggests that regulators 
would be better served by revisiting, modernizing, or 
reconsidering certain extant regulations, rather than piling on 
additional regulation.

Th is is not to imply that certain credit card issuers or 
practices do not seem unfair or improper. But there are ample 
tools for courts and regulators to attack deceptive and fraudulent 
practices on a case-by-case basis when they arise. Unlike case-
by-case common law adjudication, however, legislation or 
regulation addresses itself to categorical rulemaking, thus before 
categorical intervention is warranted it is necessary to examine 
whether categorical problems have arisen.

I. What is the Problem 
To Be Corrected through Regulation?

Advocates of greater regulation have alleged three 
problems that are purported to justify additional regulation of 
the credit card market: (1) Consumer overindebtedness caused 
by access to credit cards, (2) Unjustifi ably “high” interest rates 
on credit cards, and (3) A growing use of so-called “hidden” 
fees. Reviewing the empirical evidence available on these 
issues, however, there is no sound evidence that any of them 
present a meaningful problem for which greater regulation is 
appropriate.

A. Consumer Overindebtedness
Th ere is no doubt that consumer use of credit cards 

has increased over time, as has credit card debt. But available 
evidence reveals that this increase in credit card debt has not 
in fact resulted in an increased fi nancial distress for American 
households. Instead, this increased use of credit cards has been a 
substitution from other types of consumer credit to an increased 
use of credit cards.1 For instance, when consumers in earlier 
generations purchased furniture, new appliances, or consumer 
goods, they typically purchased those items “on time” by 
opening an installment loan and repaying the loan in monthly 
payments or through a layaway plan. A consumer who needed 
unrestricted funds to pay for a vacation or fi nance a car repair 
would typically get a loan from a personal fi nance company or 
a pawn shop. Today, many of these purchases and short-term 
loans would be fi nanced by a credit card, which provides ready 
access to a line of credit when needed, without being required 
to provide a purchase-money security interest, dealing with 
the up-front expense and delay of a personal fi nance loan, or 
pawning goods.2 Credit cards are far more fl exible and typically 
less expensive than these alternative forms of consumer credit, 
thereby explaining their rapid growth in consumer popularity 
over time. Federal Reserve economist Th omas Durkin observes 
that credit cards “have largely replaced the installment-purchase 
plans that were important to the sales volume at many retail 
stores in earlier decades,” especially for the purchase of 
appliances, furniture, and other durable goods.3 Former Federal 
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Reserve Chairman Alan Greenspan similarly observed, “[T]he 
rise in credit card debt in the latter half of the 1990s is mirrored 
by a fall in unsecured personal loans.”4

In fact, the evidence suggests that the growth in credit 
cards as a source of consumer credit is explained almost 
completely by this substitution eff ect. Th us, even as credit card 
use has risen rapidly over time, it does not appear that this has 
contributed to any increase in consumer fi nancial distress.5

Since 1980, the Federal Reserve has calculated on a quar-
terly basis the “debt 
service ratio,” which 
measures the propor-
tion of a household’s 
income dedicated each 
month to payment of 
its debts.

As this figure 
illustrates (top), the 
overall debt service 
ratio for non-mort-
gage debt (consumer 
revolving plus non-
revolving debt) has 
fl uctuated in a fairly 
narrow band during 
the period 1980 to 
2006. In fact, the 
non-mortgage debt 
service ratio was actu-
ally slightly higher at 
the beginning of the 
data series in 1980 
(0.0633) than at the 
end in the fi rst quarter 
of 2006 (0.0616) with 
local peaks and troughs 
throughout.

Further isolat-
ing non-mortgage 
consumer debt into 
revolving and nonre-
volving components 
illustrates the substitu-
tion eff ect (see bottom 
graph).

As can be readily 
observed, from 1980 
there has been a grad-
ual downward trend in 
the debt service burden of non-revolving installment credit, such 
as car loans, retail store credit (such as for appliances or other 
consumer goods) and unsecured loans from personal fi nance 
companies, that mirrors the upward trend for the credit card 
debt service burden over this same period, leaving the overall 
consumer credit debt service ratio unchanged. Moreover, ac-
cording to the Survey of Consumer Finances, the percentage 
of households in fi nancial distress (as measured by a total debt 
service ratio, including mortgage credit, of greater than 40%) 

has fl uctuated within a narrow band since 1989.6

Th is substitution eff ect of credit card for other types of 
consumer credit has been most pronounced for lower-income 
debtors, primarily because this group historically has faced the 
most limited credit options; thus, credit cards are likely to seem 
especially attractive to them. As a report of the Chicago Federal 
Reserve Bank concluded, “Th e increase in the credit card debt 
burden for the lowest income group appears to be off set by a 
drop in the installment debt burden. Th is suggests that there has 

not been a sub-
stantial increase 
in high-interest 
debt for low-
income house-
holds, but these 
h o u s e h o l d s 
have  mere ly 
substituted one 
type of high-
interest debt for 
another.”7 As 
with the overall 
population, the 
percentage of 
lowest-quintile 
households in 
financial dis-
tress has been 
largely constant 
s ince  1989, 
and in fact, the 
percentage of 
lowest-income 
households in 
financial dis-
tress is actu-
ally at its low-
est level since 
1989.

In fact, 
it is likely that 
this data actu-
ally tends to 
ove re s t imate 
the contribu-
tion of revolv-
ing debt to the 
debt service 
ratio, because 

of peculiarities in the way in which the debt service ratio is 
measured. First, there has been a dramatic increase in household 
wealth holdings over the past decade or so, fi rst because of the 
roaring stock market of the late 1990s, and then the rapid ap-
preciation in housing values into the 2000s. Because consum-
ers rationally borrow against and consume some percentage 
their accumulated wealth, during periods of rapidly increasing 
household wealth (such as during the 1990s) consumers would 
be expected to increase their consumption and consumer debt 
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in order to liquidate some of this accumulated wealth. Th e 
ratio of consumer credit to household net worth has been 
about 4% of household wealth for at least the past fi fty years; 
thus, as consumer wealth rises, consumers will tend to increase 
their debt holdings even though their measured income does 
not increase.8

Second, the data used here to measure revolving credit 
likely tends to overestimate the true amount of revolving credit 
because of a rise in transactional use over time, an overestima-
tion that tends to grow over time. Revolving credit is measured 
by the credit card balance outstanding at the end of a given 
month, regardless of whether it is actually revolved or paid off  
at the end of the billing cycle. As a result, the data also report 
as part of outstanding revolving credit balances on transactional 
accounts that will be paid at the close of the billing cycle, but 
happen to be outstanding at the time of reporting. Because 
some of this trans-
actional debt is still 
outstanding at the 
end of the month, 
it is recorded as 
an outstanding 
debt balance and 
thus an increase in 
transactional credit 
card use will artifi -
cially increase the 
measured amount 
of revolving credit 
and overstate re-
volving credit as a 
percentage of in-
come.

Transaction-
al or “convenience” 
use of credit cards 
as a purchasing rather credit medium has been rising over time, 
both in terms of number of credit card transactions as well as 
dollar values. During the past fi fteen years, convenience use grew 
by approximately 15% per year, whereas the amount borrowed 
on credit cards as revolving credit grew only about 6.5% per 
year.9 In part, the increase in transactional use of credit cards has 
been driven by the spread of rewards cards, such as cash-back 
programs or frequent fl yer miles.

Th e mismeasurement of transactional credit card use as 
credit card borrowing tends to overstate credit card debt by 
approximately ten percent, a fi gure that has doubled in the past 
decade as a result of the rapid rise of credit card convenience 
use.10 Th e percentage of credit card transactions that are paid off  
at the end of each month relative to those that end up revolving 
has risen over time, indicating a growth in convenience use. In 
addition, the median monthly charge amount for convenience 
users has risen over four times more rapidly for convenience 
users than for revolvers. Th e median monthly charge for conve-
nience users has increased by about $130 (from $233 in 1991 
to $363 in 2001), whereas the average charge of revolvers is 
substantially smaller and has increased more slowly, rising only 
$30 during that same time period (from $117 to $147). Again, 

much of this growth in the median size of transactional pur-
chases probably results from a rise in cash-back and cobranding 
benefi ts. In addition, because convenience users do not have to 
pay for their purchases until the end of the billing period plus 
the grace period after receiving their bill, they have the oppor-
tunity to take advantage of interest rate “fl oat” during the time 
between their purchase and payment of the obligation, which 
may be as long as forty-fi ve to sixty days. During that period, a 
transactional user essentially receives a free loan from the credit 
card issuer at zero percent interest,11 during which time those 
same funds can be invested in assets that generate a positive 
return, even if only a money market account or similar safe, 
short-term investment. In fact, empirical evidence tends to sug-
gest that consumers do exactly this—convenience users tend to 
carry smaller precautionary balances in their checking accounts 
than revolvers, suggesting that they are taking advantage of this 

fl oat. In addition, 
revolvers are more 
likely to make use 
of debit cards than 
are non-revolv-
ers, which can be 
explained by the 
fact that revolvers 
do not receive the 
benefi t of interest-
rate fl oat because 
they are required 
to pay the full in-
terest on the ac-
count.12

O v e r a l l , 
therefore, there is 
no evidence that 
increased use of 
credit cards has 

caused consumers as a whole to become overindebted. In fact, 
the rise in credit card use is the result of a substitution away 
from other less-attractive forms of credit (because of cost, fl ex-
ibility, or other drawbacks such as the need to pawn personal 
goods) to credit cards.

B. “High” Credit Card Interest Rates
Many commentators insist that the growth in credit card 

use as a source of revolving credit is irrational in light of the 
“high” interest rates charged on credit cards.13 But credit card 
interest rates have fallen substantially over the past fi fteen years 
(see graph above).

Annual fees, which were once a standard component of 
credit card contracts, virtually disappeared from credit cards 
during this period, except for those cards that off er frequent 
fl ier miles or some other benefi t program that requires some 
administrative activity.14 Th is elimination of annual fees, which 
were in the range of $20-$50 per year, was a massive across-
the-board price reduction that not only reduced the cost of 
credit cards to consumers, but also increased competition in 
the credit card market by making it easier and less-expensive 
for consumers to carry multiple cards and to use the cheapest 
or most appropriate card for any given transaction.

Credit Card Interest Rates, 1991-2006
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Th is rapid decline in credit card interest rates explains the 
substitution from other types of consumer credit. Compare 
credit cards to the closest alternative to credit card borrowing, 
the traditional short-term unsecured installment loan, such as 
from a personal fi nance company. Th e following fi gure (top) 
displays interest rates on 24-month unsecured installment loans 
versus credit card in-
terest rates for the 
past thirty years.

A s  c a n  b e 
readily observed, the 
difference between 
interest rates on 
short-tem personal 
installment loans 
and credit card ac-
counts has narrowed 
over time. Indeed, in 
recent years the in-
terest rate on credit 
card accounts has 
frequently fallen 
below that of short-
term personal loans. 
A recent survey of 
consumer banking 
rates in the Wash-
ington, D.C., area 
found the prevail-
ing interest rate on 
credit cards was 
8.16%, whereas the 
prevailing rate for 
personal loans was 
10.45%.15 More-
over, once up-front 
initiation fees on 
personal loans are 
taken into consider-
ation the overall cost 
of personal loans 
is almost certainly 
higher overall.16 And 
this does not even 
consider the time, in-
convenience, and more limited usefulness of a personal fi nance 
loan, or the more fl exible repayment option of credit cards. 
According to one survey conducted by the Federal Reserve, 
73% of consumers report that the option to revolve balances 
on their credit cards makes it “easier” to manage their fi nances 
versus only 10% who said this made it “more diffi  cult.”17

Th is decline in credit card interest rates has resulted from 
robust competition in the credit card market and savvy shopping 
by consumers. Survey evidence indicates that consumers who 
revolve credit card balances are extremely likely to be aware of 
the interest rate on their credit cards and to comparison shop 
among cards on that basis, and those who carry larger balances 
are even more likely to be aware of and comparison shop on this 

term than those who revolve smaller balances.18 By contrast, 
those who do not revolve balances tend to focus on other aspects 
of credit card contracts, such as whether there is an annual fee, 
the grace period for payment, or benefi ts such as frequent fl ier 
miles. In fact, consistent with the observation of more aggres-
sive interest rate shopping by revolvers, those who revolve bal-

ances are charged 
l ower  interes t 
rates on average 
than those who 
do not.19

Empirical 
evidence indi-
cates that credit 
card interest rates 
also generally re-
flect changes in 
the riskiness of 
credit card lend-
ing. Th us, when 
credit card char-
geoffs increase, 
t h e  s p r e a d 
charged between 
the underlying 
cost of funds and 
the interest rate 
rises.20  

F u r t h e r -
more, credit card 
in t e re s t  r a t e s 
have become less 
“sticky” over time, 
indicating that 
technological and 
risk-scoring in-
novations as well 
as more flexible 
risk-based pric-
ing (as detailed 
below) has made 
credit cards even 
more responsive 
to competitive 

pressures. Accord-
ing to the General Accounting Offi  ce 93% of the cards they 
examined in 2005 had variable interest rates—a rise of nine 
percentage points in just two years.21 As a result, interest rates 
on credit cards have become more closely tied to overall interest 
rates in the economy, as illustrated in the bottom fi gure.

As can be seen, interest rates on credit cards historically 
were relatively “sticky,” when compared to other types of 
interest.22 But note in particular that interest rates on credit 
cards were equally sticky throughout the entire period of 1972-
1989. Th e era of the 1970s, of course, was an era of dramatically 
increasing interest rates—essentially the mirror opposite of the 
falling interest rates of the 1980s. During the period 1972-
1982, the federal funds rate rose form a monthly low of 3.29% 
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in February 1972 to a high of 19.10% in June 1981. Annual 
averages ranged from 4.43% in 1972, steadily increasing to 
16.38% in 1982, before they started falling again. Th us, credit 
card interest rates were also sticky during the 1970s and early-
1980s despite a rising cost of funds rate. Regardless of whether 
the cost of funds rate is rising or falling, for a period of twenty 
years the interest rate on credit cards has remained relatively 
constant, until the decline in interest rates in recent years. If 
credit card issuers were reaping large profi ts off  the “spread” 
between the cost of funds and interest rates in the 1980s, they 
by defi nition were suff ering equally large losses during the 1970s 
and the early 1980s. In fact, during this period, the average 
return on credit card operations was lower than for other sectors 
of banking activity. So, in general, whether the cost of funds 
rate has been rising or falling, interest rates on credit cards have 
been much less responsive to changes in the cost of funds than 
have other forms of consumer credit.

In recent years, however, credit card interest rates became 
much more responsive to changes in the cost of funds rate 
during this period. Beginning with the fi nal quarter of 1994 
to the present, the interest rates on credit cards became tied 
much more closely to the cost of funds rate rose, and for credit 
card accounts actually assessed interest, the fi t is even tighter, 
again likely refl ecting the higher emphasis placed on this term 
by revolvers when shopping for cards.23

On the whole, therefore, there appears to be no evidence 
of any market failure with respect to interest rates on credit 
cards. Competition and increasingly sophisticated consumer 
choice have brought about lower and more responsive interest 
rates over time. Alternative types of consumer credit off er similar 
interest rates, but often higher fees and more inconvenience 
than do credit cards.

C. Fees and Other Price Terms
Interest rates on credit cards have fallen and become 

more fl exible during the past decade, but during that same 
time period late fees, overdraft fees, and other fees have risen 
in frequency and amount. Th ese fees remain only a relatively 
small percentage of issuers’ revenues, however, only amounting 
to about 10% of issuers’ revenues, whereas interest payments still 
amount to about 70% of revenues.24 Th e remainder of revenue 
is generated by merchant discount fees and the like. Moreover, 
although the GAO was able to fi nd some isolated instances 
where assessment of these fees imposed an undue hardship 
on particular consumers, it was unable to fi nd any systematic 
evidence of categorical abuse or misuse of these fees.

Th is increased use of penalty fees arose during the same 
time period that credit card interest rates both became lower 
and more fl exible. Th is does not appear to be a coincidence. 
Evidence indicates that, in general, these fees are risk-based 
fees triggered by actual borrowing behavior and when used in 
combination with interest rates provides issuers with greater 
fl exibility in pricing credit terms than relying on interest rates 
alone. Interest rates are generally an ex ante before the fact 
estimate of a given borrower’s likelihood of default. Late fees, 
over-limit fees, and other similar fees, by contrast, are more 
tightly tied to the borrower’s exhibited risky behavior. Th e 
only systematic empirical study of these fees of which I am 
aware concludes that these fees are risk-based and complement 

interest rates for effi  cient risk pricing.25 Massoud, Saunders, 
and Scholnick fi nd, for example, that a one standard deviation 
in bankruptcy per capita leads to an increase in penalty fees 
of $0.62 to $1.31. Similarly, a one standard deviation change 
in the chargeoff  ratio was found to change late fees in a range 
of $4.35 to $7.57. In addition, they fi nd that a 1 basis point 
reduction in card interest rates will result in an increase in 
penalty fees of between 0.88 and 4.11 cents. Th us, in their study, 
a one standard deviation in credit card interest rates (273 basis 
points) was estimated to change late fees by $2.40. Moreover, 
they found no evidence that assessed penalties were larger for 
low-income borrowers.

Th e increased use of risk-based fees has occurred at the 
same time as increased variable-rate pricing on credit cards, as 
the combination of these two pricing mechanisms is evidently 
more effi  cient than interest rates alone. In addition, it appears 
that consumers who pay these fees are not surprised by their 
existence, but are aware of them before they enter into the 
transaction that triggers the fee.26

In addition, if credit card penalty fees were actually some 
sort of new form of consumer abuse, rather than simply a more 
accurate pricing scheme, then this tradeoff  between higher 
risk-based fees and lower interest rates would result in larger 
economic rents or “economic profi ts” to the banking industry. 
In fact, return on assets has been largely constant for credit 
card banks over the past two decades, even though there has 
been a steady rise in the returns of other commercial banks.27 
Th us, during the early days of credit cards, issuers relied heavily 
on annual fees that were assessed on all cardholders, regardless 
of risk. During the 1990s, issuers phased out widely-disliked 
annual fees and moved toward greater emphasis on interest 
rates that were more closely tied to borrower risk. Th e gradual 
increase in the use of risk-based fees to supplement interest rates 
has made credit pricing refl ect risk still further. Th is suggests 
that the transition to more risk-based pricing has come about 
through market competition, resulting in more effi  cient pricing 
of credit terms to consumers. First, there was a general phasing 
out of annual fees and greater emphasis on interest rates, then 
recent years has seen a gradual increase in the use of penalty fees 
to further more closely tailor price to cardholder risk.

II. Cost-Benefit Analysis and Unintended 
Consequences

Available evidence indicates that the credit card market is 
competitive and responsive to consumer choice. Understanding 
the economics of the credit card market therefore raises serious 
challenges for any proposals to heighten regulation of the credit 
card market. In fact, misguided regulation can have serious 
unintended consequences that will end up reducing consumer 
welfare; thus, any proposal for additional regulation should be 
studied carefully to ensure that the benefi ts of any such regulation 
exceed the costs, including any unintended consequences that 
such regulation is likely to spawn. In addition, it would be 
wise to examine the continuing relevance and utility of existing 
regulations before proposing new regulations.

Th ere are three basic manners in which credit can be 
regulated: substantive regulation, disclosure regulation, or 
market and common law “regulation.” Each has costs and 
benefi ts. 
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A. Substantive Regulation
Th e oldest and hoariest type of regulation of consumer 

credit is substantive regulation of credit terms, such as usury 
restrictions that cap the rate that can be charged on interest 
rates. Substantive regulation of terms is generally frowned upon 
today, as thousands of years of economic history have generally 
demonstrated that the costs of substantive regulation generally 
exceed any benefi ts that it would generate.

In particular, there are three predictable unintended 
consequences that result from substantive regulation of 
consumer credit terms: (1) term substitution and repricing, 
(2) product substitution, and (3) rationing. Each of these three 
would likely manifest themselves in response to eff orts to place 
new regulations on credit cards.

(1)  Term Substitution and Re-pricing: Credit card contracts 
are complicated, multiple-term contracts. Term substitution 
refers to the phenomenon that regulation of some terms of this 
multiple-term contract will cause issuers to adjust other terms in 
order to reach the market clearing “price.” Even in the relatively 
short history of credit cards, history is littered with examples.28 
Prior to the Supreme Court’s decision in Marquette National 
Bank v. First of Omaha Corp.,29 most consumer credit card 
contracts were governed by usury restrictions that capped the 
interest rate that could be charged on credit cards. As interest 
rates generally rose during the 1970s, this rate ceiling meant that 
card issuers could not charge a market rate of interest on their 
consumer loans. Th e era witnessed a number of off setting term 
re-pricing adjustments by credit card issuers, all of which almost 
certainly made consumers worse off . First, issuers imposed 
annual fees on all cards to make up for the shortfall from the 
inability to charge a market rate of interest. Not only was this 
an ineffi  cient pricing mechanism because it wasn’t calibrated to 
borrower risk, it also forced transactional users of credit cards to 
subsidize revolvers who were able to borrow at the sub-market 
interest rate. Similarly, retailers would bury their credit losses 
by marking up the price of the goods they sold on credit; for 
instance, states with stricter usury ceilings also had higher retail 
prices for appliances. Usury restrictions also had a number of 
other unfortunate negative impacts on consumers. Customer 
benefi ts were lower in states with stricter usury ceilings, such 
as shorter banking hours and the elimination of other services 
such as free Christmas gift wrapping at department stores. 
Moreover, this term substitution also had the eff ect of making 
credit more heterogeneous in nature, making it more diffi  cult 
and expensive for consumers to compare prices and shop. Most 
notably, annual fees made it more expensive for cardholders to 
carry more than one card, thereby making it diffi  cult to switch 
from one card to another that presented a better deal. 

Th e immediate aftermath of Marquette was the opportunity 
for credit card issuers to charge a market rate of interest for their 
products. In turn, this led to the rapid elimination of annual 
fees, which were no longer necessary to off set regulatory caps 
on interest rates. In turn, this enabled greater competition 
and consumer choice, which eventually resulted in a fall in a 
proliferation of card variety, lower interest rates, and heightened 
competition. According to a study by Th omas Durkin of the 
Federal Reserve, 90% of consumers report that they are “Very” 
or “Somewhat Satisfi ed” with their credit cards.30 Given the ease 

of comparison shopping and the wide variety of cards in the 
marketplace, it should not be surprising that most consumers 
have found products and issuers with which they are largely 
satisfi ed.

Empirical evidence strongly suggests that eff orts to place 
substantive limits on credit card pricing today would likely 
generate similar off setting term substitution. As noted, empirical 
evidence indicates that penalty fees imposed by credit card 
issuers are generally tied to consumer risk and as a result have 
an off setting eff ect on interest rates. Any regulatory eff orts to 
cap or otherwise regulate late fees, overlimit fees, and the like, 
would therefore almost certainly lead to increased interest rates 
for all consumers, or other off setting adjustments in credit 
contract terms. It is not readily apparent why regulators would 
seek to impose a regulatory scheme that forces responsible and 
less-risky borrowers to pay higher interest rates to subsidize 
irresponsible and risky borrowers who pay their bills late or 
exceed their credit limits. Th is cross-subsidization is especially 
unfair to low-income but responsible borrowers who would 
otherwise be lumped into the same interest rate category as 
these other borrowers. In fact, the GAO Report indicates that 
at least one credit card issuer is experimenting with a credit card 
that would eliminate all penalty fees—but in exchange would 
impose a much higher interest rate (above 30 percent) if the 
cardholder pays late or otherwise defaults on the terms of the 
card.31  Th us, while there appears to be some isolated instances 
of penalty fees run amuck, blanket regulatory limitations on 
these fees will likely make credit card pricing less effi  cient and 
harm overall consumer welfare.

(2)  Product Substitution:  Notwithstanding the ability of credit 
card issuers to readjust uncontrolled terms of the credit card 
contract to try to price credit effi  ciently, in some situations 
the inability to charge effi  cient risk-based prices will make 
it impossible to extend credit card credit to some borrowers. 
Nonetheless, Americans need access to credit to deal with life’s 
surprises, such as the need for unexpected car repairs, medical 
bills, to furnish a new apartment, or simply for a student to buy 
an interviewing suit to seek a job. If these individuals are unable 
to get access to credit cards, experience and empirical evidence 
indicates that they will turn elsewhere for credit, such as pawn 
shops, payday lenders, rent-to-own, or even loan sharks.32 As 
noted above, there is no evidence that more widespread access 
to credit cards has worsened household fi nancial condition 
because this growth in credit has been a substitution from other 
types of consumer credit. 

It is hard to see how a college student or any young 
American is made better off  by being denied a credit card and 
thus forced to furnish her apartment through a rent-to-own 
company. Nor is it readily apparent to me how a lower-income 
family who needs schoolbooks or a clarinet for their child is 
made better off  by being forced to borrow from a payday lender 
or pawn shop to make ends meet. Th e young and the poor 
already have fewer and less-attractive credit options than middle 
class families—restricting their credit options still further by 
making it even more diffi  cult for them to get access to attractive 
credit on competitive terms does not seem to be a plausible way 
of making their lives better.
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(3)  Rationing:  Finally, if issuers are unable to re-price terms so 
as to reach a market-clearing price for all consumers, and those 
consumers are unable to get needed credit from pawn shops, 
loan sharks, and other less-attractive lenders, the eventual result 
will be that some Americans will lack access to much-needed 
credit. Th is is the well-established fi nding of thousands of years 
of economic history, going back at least to Ancient Greece. 
What of the person who needs access to credit to repair a 
broken transmission so that he can get to work? In the end, at 
least some consumers are going to be forced to survive without 
credit that will allow them to repair their car, buy braces for 
their children, or Christmas presents for their relatives. Simply 
wishing that he could have access to credit on terms favored 
by regulators will not make it so and it is not clear what policy 
benefi t is gained by pretending otherwise.

III. Disclosure Regulation

Th e drawbacks of substantive regulation of consumer 
credit terms are well-understood. As a result, it has become 
increasingly common to mandate certain disclosures, rather 
than to impose substantive regulations on consumer credit. 
Evidence suggests that some disclosures, like the requirement of 
disclosing the APR for credit card loans, has tended to facilitate 
consumer awareness of competing credit off ers and thus to shop 
for the best deal available.33

But as with substantive regulation, there is a trade-off  
to increased mandatory disclosures. Consumers have limited 
attention for reading disclosures and issuers have limited 
space and expense for making disclosures. Th us, mandating 
some disclosures necessarily makes it more diffi  cult to disclose 
fully other card terms that some consumers may care more 
about or may make it more diffi  cult for consumers to fi nd the 
information that they care about.

For instance, approximately half of American consumers 
do not revolve a balance on their credit cards. For those 
consumers, the APR is a completely irrelevant term in shopping 
for and using a card. And the evidence suggest that in fact 
transactional users of credit cards pay much less attention 
to the APR and Finance Charge than do those who revolve 
balances (and the larger the balance the more attention is paid).34 
Transactors generally care more about other aspects of cards, 
such as grace periods, benefi ts (such as car rental insurance or 
purchase price protection), and any rewards they off er (such as 
frequent fl ier miles or cash back). Although requiring disclosure 
of information of interest rates is certainly useful for those who 
shop on that basis for the other half of card users who do not 
revolve balances it is simply unnecessary clutter that makes it 
more diffi  cult for them to locate the information that they want 
from a card issuer.

Moreover, experience demonstrates that once disclosures 
are mandated, they become very diffi  cult to update in light of 
changing circumstances. Th is can be a particular problem in 
rapidly-evolving markets such as the credit card market. For 
instance, the “Schumer Box” requires disclosure of useless 
or trivial information such as the amount of the minimum 
fi nance charge, which according to the GAO Report, was 
typically about 50 cents. Other mandatory disclosures, such as 
the method for computing balances, may be too complicated 
or of little importance to most consumers in choosing among 

cards.35 Th e GAO Report observes that the outdated structure 
of the Schumer Box, TILA, and Regulation Z make it diffi  cult 
to accurately and eff ectively disclose many of the new terms on 
credit cards that have been described, rendering such disclosures 
less helpful than would otherwise be the case.

Nonetheless, trivial, outdated, or irrelevant disclosures 
are given the same importance as other more important terms, 
and newly important terms are diffi  cult to disclose at all. For 
mandatory disclosures to be an eff ective tool for facilitating 
consumer choice, rather than a counterproductive distraction 
and threat of information overload, regulators must be 
committed to updating them swiftly and regularly in order 
to keep up with rapid changes in the market and consumer 
preferences.

Still another problem with the actual practice of disclosure 
regulation is the apparent eff ort to use disclosure regulation 
as a “back door” version of substantive regulation, to try to 
guide consumers in the “right” direction. Th us, although it is 
recognized that usury restrictions are counterproductive, it is 
implicitly assumed that forcing disclosure of the “high” rate of 
interest will shock consumers into moderating their credit use, 
along the lines of “If consumers only knew how much they were 
paying in interest, they would borrow less.” A related problem 
is mandating disclosures in order to advance some political 
or social goal, rather than to facilitate careful and responsible 
consumer borrowing. Th us, Congress recently mandated the 
disclosure of the amount of time it would take to pay off  a 
cardholders existing balance assuming that only the minimum 
payment were made. Federal Reserve economist Th omas Durkin 
estimates that this disclosure actually will be useful to only 4% 
of cardholders who state that they actually intend to stop adding 
new charges to the card and to repay their balance by making 
only the minimum payment.36 Although this disclosure eff ects a 
very small number of consumers—who could otherwise get the 
same information simply by calling their credit card issuers—it 
will necessitate still further expense by cardholders and further 
increase the costs to consumers of locating the information that 
they actually care about. Properly implemented, standardized 
disclosure may facilitate autonomous consumer choice by 
making it easier for consumers to comparison shop among credit 
products. But eff orts to use disclosure as a back door version 
of substantive regulation is likely to be ineff ective at bringing 
about the desired substantive outcome, while simultaneously 
failing to provide the useful information to consumers that 
disclosure regulation should produce.

Finally, according to another study by Durkin, two-thirds 
of credit card owners fi nd it “very easy” or “somewhat easy” to 
fi nd out information about their credit card terms, and only 
six percent believed that obtaining this information was “very 
diffi  cult.” Two-thirds of respondents also reported that credit 
card companies usually provide enough information to enable 
them to use credit cards wisely and 73% stated that the option 
to revolve balances on their credit card made it “easier” to 
manage their fi nances versus only 10% who said this made it 
“more diffi  cult.” Finally, 90% of credit card owners were “Very” 
or “Somewhat Satisfi ed” with their credit cards, versus only 5% 
who were “Somewhat Dissatisfi ed” and only 1%—or one out 
of 100—who were “Very Dissatisfi ed.”  
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In short, consumers seem overwhelmingly satisfi ed with 
their credit cards, the information they receive from credit card 
issuers, and ease with which they can get information about 
their cards. Credit card issuers appear to have the incentives to 
provide timely and accurate information to consumers, and by 
all accounts appear to be doing so.

IV. Market Competition and Common Law as 
Regulation

It must also be kept in mind that market competition is a 
form of regulation as well. Th e credit card market is extremely 
competitive, with thousands of issuers constantly competing 
to woo consumers with better off ers. Consumers routinely 
carry as many as four credit cards in their wallets, ready to 
switch immediately to the card that off ers a more attractive 
package of benefi ts and terms. In such a market, it is unlikely 
that oppressive or unfriendly contract terms would last, and 
in fact this seems to be the case. Th e GAO Report found, for 
instance, that only three of the twenty-eight cards that they 
examined had “universal default” clauses in 2005.37 Th e GAO 
Report also found that between 2003 and 2005 only a minority 
of credit card issuers used the so-called “double-cycle billing 
method” of calculating fi nance charges and even those issuers 
have eliminated that scheme today.38 In addition, only 2% of 
cards charge annual fees, and virtually all of them provide some 
rewards program in return. In fact, annual fees traditionally have 
been the cost of credit cards most despised by consumers—in 
fact, when annual fees were fi rst implemented in the 1970s, 
consumers cancelled 8% of their credit cards immediately.39

In addition, courts have used traditional common law 
rules and contract remedies to punish fraudulent or deceptive 
practices by card issuers. Th is has been quite effi  cacious in 
protecting consumers and raises further questions about the 
need for additional regulation.

Th us, although issuers may try to impose on consumers 
a variety of disagreeable terms, the ease with which consumers 
can shift from one card to another, and the heated competition 
among issuers for consumer loyalty, renders such a scenario 
relatively implausible. Whether annual fees, universal default 
clauses, or “double-cycle billing,” the market appears to be quite 
self-correcting in terms of delivering to consumers the credit 
card products that they desire—which explains the 90% positive 
satisfaction rate described above.
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