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Executive Summary

Many blame the current housing foreclosure crisis on inadequate regulation and oversight of the
mortgage, banking, and credit rating industries. Meanwhile, another financial crisis due to in-
adequate regulations is looming as families with burgeoning credit card debt struggle to cope
with high interest rates and fees charged by credit card companies. The subprime and looming
credit card crises share some common themes:

« innovations in financial instruments may have led to complex debt instruments that bor-
rowers cannot fully understand;

« the securitization of both mortgage and credit card debt means that problems are not
contained in these sectors, but rather have a broad impact on financial markets; and

« rising foreclosures and bankruptcies pose a significant threat to families and the econ-
omy.

Relaxed lending practices have led millions of Americans deeper into debt.! As with subprime
lending practices, credit card issuers have been seeking to maximize their profits by lending to
those who are economically vulnerable and then shifting their risk to investors by securitizing
the debt.

The current economic downturn will make it difficult for families to pay their bills, so house-
holds will rely even more on their credit cards to make ends meet. Credit card company prac-
tices will compound households’ financial distress and push them into bankruptcy. The effects
of greater indebtedness will spill over into the broader economy, as families divert more of their
income to servicing their debt, instead of boosting the economy with new purchases. As the
bills come due, it is clear that consumer debt financing is not a sustainable way to grow the
economy.

Credit card company practices—such as penalty interest rates, universal default provisions,
“any time, any reason” changes in interest rates, and double-cycle billing—may actually in-
crease personal bankruptcy rates.

The increased complexity and availability of financial instruments make it all the more impor-
tant that consumers are protected from unfair practices by credit card companies. Broad pieces
of legislation have been introduced by the Congress” and the federal government® to address
these concerns. In addition, the Federal Reserve Chairman Ben Bernanke recently highlighted
the need to reform unfair and deceptive credit card practices.’

These initiatives include calling for prohibitions on: 1) arbitrary interest rate increases to exor-
bitant or penalty levels on existing balances; 2) universal default; and 3) double-cycle billing.
Regulations collectively proposed by the Federal Reserve Board of Governors, Office of Thrift
Supervision, and National Credit Union Administration specifically ban these provisions as vio-
lations of the Federal Trade Commission Act prohibiting unfair acts or practices.’

If these practices by credit card companies are allowed to go unchecked, the debt crisis will
have far reaching effects for families and the economy.
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Weak Recovery Leaves Families Deeper in Debt

The economy is experiencing a period of stagnant growth and mounting job losses. Rising un-
employment is occurring alongside rising prices and falling real wages. Adjusting for higher
prices, wages are lower today than they were over a year and a half ago. The weak recovery has
left families heading into the current downturn with income that is about $1,000 lower than it
was in 2000. In addition, home values are falling, so families in many parts of the country will
not be able to draw on their home equity to help make ends meet.

At the same time, personal savings rates of U.S. households have declined substantially—from
9.1 percent in the 1980s to 1.7 percent in this decade—so families will have very few financial
resources to rely on during the downturn.® Recently, the Department of Commerce reported that
personal saving as a percentage of disposable income, already low, declined to 0.4 in the first
quarter of 2008.” Most Americans will not have savings to help them manage unemployment
or stagnant wages during the downturn. To cope with weakening labor markets and rising eco-
nomic insecurity, American families will more than likely take advantage of their last major
financial resource—their credit cards.

“Consumer debt” consists of both revolving and non-revolving debt. This paper focuses on re-
volving consumer debt, which is almost entirely comprised of credit card debt. Non-revolving
debt includes mortgages, loans for automobiles, education, vacations, etc. In the first quarter of
2008, total U.S. consumer debt was $2.56 trillion.?

Credit card debt is increasing and American consumers are increasingly “using their credit
cards to stay afloat”:°

« Revolving credit debt during the first quarter of 2008 was $956.6 billion.™

e About half (46.2 percent) of U.S. households held credit cards with balances, according
to the 2004 Survey of Consumer Finances (SCF)."

e Among these households, the median revolving credit card balance was $2,200.

e A large share of disposable income goes to service overall debt—214.1 percent in the
first quarter of 2008."

Unfair and deceptive lending practices by credit card companies will compound households’
financial distress and increase the likelihood of bankruptcy.

Securitization of Credit-Card Debt Has Added Stress to Already Weakened Financial
Markets

As with subprime lending practices, credit card issuers have been seeking to maximize their
profits by lending to those who are economically vulnerable and then shifting their risk by secu-
ritizing the debt. Securitization is a process whereby lenders and others create pools of loans
and then sell investors securities that are backed by cash flows from these loan pools—thereby
replenishing funds available for lending and reducing the lender’s cost of capital.
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In 1996, $180.7 billion dollars of credit card debt was securitized, about 36 percent of the total
outstanding revolving credit."* By the end of 2007, the amount had fallen from its peak in 2003,
but the $347.8 billion dollars in securitized credit card debt still represents a substantial risk to
the financial system. As credit card defaults rise, the fair market value of asset-backed securities

based on credit card debt is also falling, requiring credit card issuers to add millions of dollars
to their credit reserves and lowering earnings projections.**

Securitization in the housing market provides useful lessons. As housing prices started to fall,
defaults on subprime mortgages—and prime mortgages—increased. Because these mortgages
were securitized and sold through mortgage-backed securities and collateralized debt obliga-

tions, the risk was spread throughout the financial system, rather than being borne solely by the
banks that originally held the mortgages.*

Although securitization has increased the amount of credit available by reducing capital re-
quirements, the increase in securitization raises the risk that credit card issuers are not ade-
quately capitalized, especially in light of the increase in credit card defaults.’® The degree to
which securitization transfers risk from the issuing bank to others depends on the amount of
“implicit recourse” retained by the issuing banks. Implicit recourse is the amount of responsibil-
ity that the issuing banks retain for the performance of the credit card receivables even after se-
curitizing the debt. The issuing bank does not have the same capital requirements when the debt
is securitized as when the debt is held by the issuing bank."’

The amount of outstanding credit card debt that is securitized has increased in recent years. As
credit card defaults increase, the risks to the already weakened financial system will grow.

Debt-Financing from Credit Cards is Not a Sustainable Way to Grow the Economy

As the economy slows, households will be faced with more and more debt that they must ser-
vice. The household debt service ratio (DSR) is an estimate of the ratio of debt payments to dis-
posable personal income. These debt payments consist of the estimated required payments on
outstanding mortgage and consumer debt. In the first quarter of 2008, the percentage of dispos-
able income that went to service overall debt was 14.1 percent (Figure 1). *8

Figure 1: Household Debt Service Ratio: 1980-2008
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A broader measure of debt, the financial obligations ratio (FOR), includes outstanding mort-
gages and consumer debt, as well as automobile lease payments, rental payments on tenant oc-
cupied property, homeowners insurance, and property tax payments.*® For homeowners, the ra-
tio of financial obligations to disposable income was 17.82 percent, while it was 25.98 percent
for renters.”

The ability of individuals to service their debt is a function of two factors: 1) the level of the
payments; and 2) the income and assets they have available to meet those payments. As fami-
lies are faced with weakening housing and labor markets and anemic wage growth, their dwin-
dling incomes and assets will make it more difficult to weather both an economic downturn and
an increased debt burden. As long-term unemployment rises, it is predicted that households will
rely more and more on their credit cards to make ends meet.

Some provisions imposed by credit card companies, such as universal default and penalty inter-
est rates, will hurt the economy by forcing consumers to pay more on debt payments. The
amount of credit card debt may affect the length and type of recovery, as more families cut back
on spending to cope with the economic downturn.

Recent research suggests that with the current mortgage crisis individuals will now have addi-
tional debt to manage, and increased defaults could occur on both home mortgages and credit
cards. As households become more financially strapped, they tend to carry ever-increasing bal-
ances on their credit cards.?* Unlike in the past, these homeowners can no longer refinance their
home mortgage to pay off their credit cards—they will now be faced with rising credit card debt
and “upside down” mortgages.

While some Americans may be able to take a loan from their 401(k) pensions, such loans take
away from future retirement income.”” Moreover, given the current downturn in the labor and
financial markets, the balances from which workers have to borrow are smaller. As all the bills
come due, it is clear that consumer debt financing is not a sustainable way to grow the econ-
omy.

A high debt burden, or financial distress, occurs when families have unusually large total debt
payments relative to their incomes, usually 40 percent. The most recent SCF reports that 12.2
percent of American families held high debt burdens.? These debt burdens are not always being
repaid. According to a recent report by the American Bankers Association, consumers fell be-
hind on credit card, home equity, and auto loans at the fastest pace in 15 years during the fourth
quarter of 2007.%

High debt burdens differ by several factors including income, age, and homeownership. Ac-
cording to SCF data, 45.6 percent of households in the lowest two income groups have high
debt burdens, compared to 4.2 percent of those in the highest two income groups.?® Thus, fami-
lies with lower incomes have the greatest need to borrow on their credit cards, and are the most
vulnerable during periods of economic downturn.?® Additionally, a study by the Center for
American Progress revealed that the ratio of credit card debt to income rose fastest from 1989
to 2004 for low-income families and actually declined for high-income families.”
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Anti-competitive Credit Card Practices and their Impact on Consumers

As credit card use and debt have grown, policymakers and consumer advocates have questioned
the extent to which credit cardholders understand their credit card terms and conditions.?® These
conditions include applying fees or relatively high penalty interest rates if cardholders pay late
or exceed credit limits—some as high as 30 percent annualized percentage rate in interest.”®

Some credit card issuers also raise a cardholder’s interest rates for actions the consumer takes
with other creditors. For example, under “universal default,” issuers increase rates if a card-
holder fails to make timely payments to another creditor, including other credit cards, utility
companies, or mortgage lenders. Additionally, some credit card contracts are particularly one-
sided, allowing issuers to increase their interest rates at “any time, for any reason,” which may
leave the credit cardholder scrambling to find another credit card to transfer the balance on the
credit card that just increased its rates. Finally, “double-cycle” or “two-cycle” billing used by
some credit cards charges interest not only on the current balance due, but also on the previous
month’s charges. This occurs even when the previous month’s balance has been paid off; it may
be viewed as inherently deceptive and it creates a large burden on consumers whose balances
fluctuate from month to month.

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 behav-
iors,® consumer groups say that the fees and practices are harmful to the financial condition of
many cardholders and that card issuers use them to generate profits.®* These practices also make
it more difficult for credit cardholders to switch to lower interest credit cards.

Penalty Interest Rates

Credit card companies have the incentive to include provisions such as penalty interest rates
because the debt held by credit cardholders is not secured by any underlying assets. Professors
Lawrence Ausubel and Amanda Dawsey argue in a recent paper that if the credit card company
feels the cardholder may not be able to make payments on all of their outstanding debt in the
future, the credit card company has the incentive to raise the interest rate paid by the credit
cardholder immediately for two reasons: 1) increasing the interest rate will increase a card-
holder’s incentive to pay the higher cost debt first; and 2) if the cardholder becomes financially
insolvent, the higher interest rate on the outstanding balance will increase the outstanding bal-
ance of the cardholder to that credit card, thus increasing the credit card company’s share of the
cardholder’s assets in the case of bankruptcy.* These incentives are known as the “common
pool” problem.®

The Common Pool Problem

Attempts by one credit card company to collect payment out of the credit cardholder’s common
pool of assets increases the probability that other credit card companies (or other unsecured
debt holders) will not be able to collect and will also increase the probability that the credit
cardholder will default on his or her outstanding debt. The credit card company has every in-
centive to engage in this behavior because the benefits of increasing the credit cardholder’s in-
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terest rate accrue to the credit card company, while the cost of doing so—the increased prob-
ability of bankruptcy—is spread over all of the credit cardholder’s lenders.

The common pool problem has long been recognized in the economics literature as “the tragedy
of the commons” where an individual’s actions taken to maximize the individual’s self interest
end up having detrimental effects on everyone.** Using fishing as an example, the first econom-
ics paper on this topic showed that in the absence of property rights, each fisherman has the in-
centive to overfish the seas.* Thus, even a renewable resource like fish would be depleted.
Each fisherman has the incentive to catch too many fish since the gains from catching an addi-
tional fish goes to the individual fisherman, while the costs of overfishing—resource deple-
tion—are borne by the entire industry.

Because of the fear that either the assets of the cardholder that could be divided among creditors
are less than the value of the total outstanding debt or that the ability of the cardholder to earn
money to make debt payments will be less than the debt payments on all outstanding debt,
credit card companies have the incentive to apply penalty interest rates, invoke universal de-
fault, and “any time, any reason” repricing.

At the same time, these provisions increase costs to the credit cardholder while the credit card-
holder is searching for a lower interest credit card. Currently, credit card companies can an-
nounce an increase in interest rates on outstanding balances held by the borrower, which can
sometimes take effect immediately. It takes time for the credit cardholder to find a new credit
card with a lower interest rate that is willing to extend credit and transfer the outstanding bal-
ance of the higher interest rate card. During the time that the credit cardholder is searching for a
lower interest rate credit card, he or she has to pay the higher interest rate. The increased inter-
est payments lower the ability of credit cardholders to switch to a credit card offering a lower
interest rate, since the borrower will need to transfer a larger balance to the new card. Further,
difficulty in deciphering disclosure statements, especially those of credit cards with these more
complicated pricing provisions, increases the costs to credit cardholders of searching for a new
credit card with a lower interest rate.

High Search and Switch Costs Due to Penalty Rates and Double-cycle Billing

High costs of searching for a lower priced card increase the ability of credit card companies to
either charge high interest rates or use penalty interest rates.®® Since consumers face costs in
locating the lower interest cards, higher interest cards are able to stay in business and able to
hold onto some of their customers.®” As noted in the Federal Reserve Board of Governors, Of-
fice of Thrift Supervision, and National Credit Union Administration Proposed Rules
(henceforth referred to as the “Proposed Rules”), few consumers are likely to make the effort to
search for credit cards without these repricing provisions since the majority of creditors include
such clauses.®® Further, to the extent that credit card companies offer low initial rates to encour-
age customers to switch cards, the fact that credit card companies can (and do) increase those
initial interest rates, lowers the incentives for consumers to switch to a new card because of the
fear that the low rate will immediately be replaced by a higher interest rate.
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With a higher interest rate in effect, the outstanding balance held by the credit cardholder is
likely to increase, since any money used to pay the penalty interest rate could not be used by the
credit cardholder to reduce the outstanding principal. As the outstanding balance increases, it is
likely that the credit rating of the cardholder will also fall since credit scores are inversely cor-
related with the ratio of outstanding debt to credit limit. A cardholder’s credit score is also
likely to go down after switching to a new card, even if the debt to credit limit doesn’t increase,
because credit ratings are positively correlated with the length of time that cardholders have
held the same bank’s card.*® The potential decline in credit score lowers the cardholder’s incen-
tives to look for a new, lower interest card.

Penalty interest rate increases are substantial—interest rates can increase from an initial range
of 10 to 16 percent to 24 to 30 percent.”’ They can also cause zero percent introductory rates to
be terminated early. The corresponding increase in the outstanding balance due to the increased
interest charges can affect the cardholders’ ability to find a lower interest credit card since the
credit cardholder’s increased indebtedness increases the credit card company’s perception that
the credit cardholder is a credit risk.**

As discussed above, although legislation that requires all issuers to disclose their interest rates,

fees, and grace periods has been in place for two decades, these disclosure requirements are not
easily understood by half of the adult population. As the complexity of repricing provisions in-
creases, so do the costs to credit cardholders of searching for a lower interest credit card.

In its Proposed Amendments to Regulation Z, which implements the Truth in Lending Act, the
Proposed Rules expressed concern that the “imposition of penalty pricing can come as a costly
surprise to consumers who are not aware of, or do not understand, what behavior is considered
a ‘default’” under their agreement.”*? Consumer testing indicated that some consumers do not
understand what factors can trigger penalty pricing, “that penalty rates can apply to all of their
balances, including existing balances, and they did not understand how long such penalty rates
could stay in effect.”* The analysis reported in the Proposed Rules stated that 45 days advance
notice of an interest rate increase was insufficient to enable consumers to avoid the injury
caused by an increase in the rate on an existing balance.**

The Proposed Rules indicated that institutions may increase interest rates for reasons either un-
related to the cardholder, for reasons that the cardholder may have been unaware of or unable to
control, or for cardholder behavior that does not violate the account terms (e.g. increasing inter-
est rates for people who are close to, but not over, their credit limit). Thus, the Proposed Rules
would prohibit institutions from increasing the annual percentage rate applicable to the out-
standing balance. This is based on the Proposed Rules findings that this practice causes sub-
stantial monetary injury by increasing interest charges which are not reasonably avoided and the
injury in not outweighed by countervailing benefits.*

Finally, the Proposed Rules concluded that the elimination of repricing provisions on existing
balances may enhance competition “because institutions that offer annual percentage rates that
realistically reflect risk and market conditions will no longer be forced to compete with institu-
tions offering artificially reduced rates.”*
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Double-cycle Billing

Double-cycle billing also has the effect of increasing credit cardholders’ costs of switching to
another credit card. If the credit card holder switches the outstanding balance to a new card at
the end of the first billing cycle, he or she will still be liable for interest to the old credit card
company at the end of the next billing cycle. In addition to the interest charge owed to the old
credit card company, the cardholder will be responsible for the interest charge from the new
card. Because the cardholder will owe interest to the old credit card company even after he or
she switches to a lower interest rate card, the costs of switching cards are higher, further de-
pressing the incentives and ability of a cardholder to switch to a lower interest credit card. And,
as discussed above, an increase in borrowers’ cost of switching to another credit card can in-
crease interest rate charged by credit card companies. Further, since few, if any, consumers
understand what double cycle billing is, they are unlikely to take it into account when shopping
for credit cards, making it unlikely that competition among credit cards will compete away this
provision.*’

Conclusion

The current economic downturn poses a significant threat to the well-being of American fami-
lies, who are likely to rely more heavily on their credit cards to make end meet. As credit card
indebtedness rises and families find themselves under increasing financial difficulty, practices
by credit card companies could add to household’s financial distress.

As the complexity and availability of financial instruments have increased, new consumer pro-
tections have become increasingly important—not just for families, but also for the economy.
As credit card defaults increase, the risks to the already weakened financial system will grow.
Moreover, unfair practices by card issuers will cause families to spend more to service their
debt, instead of making new purchases that would boost our sagging economy. The unchecked
practices by credit card issuers will only exacerbate the current financial crisis.
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Appendix:

Broad pieces of legislation have been introduced by members of Congress and the federal gov-
ernment to address a number of practices by credit card issuers. These initiatives include calling
for regulations on: 1) arbitrary interest rate and fee hikes; 2) arbitrary manipulation of due
dates; 3) universal default, and 4) making credit cards available to students. Below is a list and
brief description of current proposals.

Congressional Legislation and Federal Regulations on Credit Card Practices

Bill Number Title Sponsor Brief Description
HR. 5244 Credit Card- Representative Prohibits retroactive interest rate
holders’ Bill of | Carolyn Maloney | increases except for variable or pro-

Rights Act of (155 co-sponsors) | motional rate accounts, or where the
2008 cardholder is more than 30 days late

making the minimum payment. Al-
lows acceleration of existing bal-
ances after a rate increases subject to
limits. Requires 45 day notice of rate
increases. Requires 25 days between
statement date and payment due
date. Eliminates double cycle bill-
ing. Requires prorata allocation of
payments on balances. Allows card-
holders to set a credit limit which
cannot be exceeded.

S. 2411 Credit Card Senator Wyden Establishes a rating system about
Safety Star Act | and Senator the safety/transparency of credit
of 2007 Barack Obama card agreements, with 5 stars rep-

resenting the most safe/
transparent and 1 star represent-
ing the least transparent.

S.1176 Credit Card Senators Akaka, | Requires that companies warn
Minimum Pay- | Durbin, Leahy, consumers that making only the
ment Warning and Schumer minimum payment will increase
Act of 2007 the amount of interest, amount,

and the time it will take to repay
outstanding balance.
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S. 2542

Credit Card Mini-
mum Payment Noti-
fication Act of 2008

Senator Feinstein

Requires that com-
panies warn con-
sumers that making
only the minimum
payment will in-
crease the amount of
interest, amount, and
the time it will take
to repay outstanding
balance.

These requirements
would not apply if
the minimum pay-
ment is at least 10%
of the debt on the
card, or in any bill-
ing cycle in which
no finance charges
are imposed on the
account, or if the
balance on the card
is less than $500.

12 CFR Part 227
(Federal Reserve
System)

12 CFR Part 535
(Dept. of the Treas-

ury)

12 CFR Part 706
(National Credit Un-
ion Administration)

Unfair or Deceptive
Acts or Practices;
Proposed Rule

Federal Register,
Vol. 73, No. 97,
May 19, 2008

Federal Reserve,
System; Department
of the Treasury: Of-
fice of Thrift Super-
vision; and National
Credit Union Ad-
ministration

Eliminates repricing
provisions for exist-
ing balances except
under limited cir-
cumstances
(although it does
allow for introduc-
tory promotional
rates); provides for
advance notice of
account rate in-
creases on new pur-
chases; and elimi-
nates double-cycle
billing.

Source: JEC summary of selected legislative proposals.
This list does not include all proposed credit card practices/consumer-protection legislation.

10
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2A list of selected proposed Congressional legislation is included in the Appendix.

®Federal Register VVol. 73 No. 97, Truth in Lending, Proposed Rules, 12 CFR part 226, May 19, 2008 and Federal Register, May
19, 2008, Vol. 73, No. 97, Unfair or Deceptive Acts or Practices; Proposed Rules, 12 CFR Part 227, et al. May 19, 2008.

“Statement of Ben S. Bernanke, Chairman, Board of Governors of the Federal Reserve System, before the House Financial
Services Committee, July 16, 2008, www.house.gov/apps/list/hearing/financialsvcs_dem/testimony_-
_ch._bernanke071608.pdf . During the question and answer period following his statement to members of the House Financial
Services Committee, the Chairman acknowledged that providing consumers with financial education alone is not the answer
and that regulation may also play a part. He stated that three things are needed: 1) education on the consumer's part; 2) good,
effective, consumer-tested disclosures; and, as a last resort, 3) the ability to ban certain practices.

SFederal Register, May 19, 2008, Vol. 73, No. 97, Unfair or Deceptive Acts or Practices; Proposed Rules, 12 CFR Part 227, et
al. May 19, 2008.

®Karen E. Dynan and Donald L. Kohn, August 2007, “The Rise in U.S. Household Indebtedness: Causes and Consequences,”
Federal Reserve.

"Bureau of Economic Analysis, National Income and Product Accounts, Table 2.1 Personal Income and Its Disposition,
www.bea.gov.

8Federal Reserve, July 2008, Consumer Credit, Federal Reserve Statistical Release, Washington DC, www.federalreserve.gov/
releases/G19.

®Kathy Chu, February 29, 2008, “More Americans Using Credit Cards to Stay Afloat,” USA Today, www.usatoday.com

Prederal Reserve, July 2008, Consumer Credit, Federal Reserve Statistical Release, Washington D.C.,
www.federalreserve.gov/releases/G19.

The Federal Reserve Board’s Survey of Consumer Finances is a triennial survey of the balance sheet, pension, income, and
other demographic characteristics of U.S. families. The survey also gathers information on the use of financial institutions. The
most recent survey is 2004: Recent Changes in U.S. Family Finances: Evidence from the 2001 and 2004 Survey of Consumer
Finances www.federalreserve.gov/pubs/oss/oss2/scfindex.html.

2Federal Reserve, July 2008, Household Debt Service and Financial Obligations Ratios, Federal Reserve Statistical Release,
Washington D.C., http://www.federalreserve.gov/releases/housedebt/default.htm.

BCalculations of securitized credit card loans are from Dr. Joseph R. Mason, Louisiana State University based on data from
Securities Industry and Financial Markets Association, 2008. Outstanding revolving debt data is from the Federal Reserve, July
2008, Consumer Credit, Federal Reserve Statistical Release, Washington D.C., www.federalreserve.gov/releases/G19.

“Diana B. Henriques, July 22, 2008, “Earnings Fall at American Express and Its Shares Suffer,” New York Times, p. C3,
www.nytimes.com.

5 Although securitization of credit card debt may lower borrowing costs to credit card issuers, it may also be used by originating
banks to avoid minimum capital requirements (Charles Calomiris and Joseph Mason, 2004, “Credit Card Securitization and
Regulatory Arbitrage,” Journal of Financial Services Research, 26:1, 5-27.)

There is also evidence that heavy reliance on securitization may be an important factor in determining the creditworthiness of
the card issuer. See Richard Martin Cantor and Jian Hu, May 21, 2007, "Deal Sponsor and Credit Risk of Asset-Backed and
Mortgage-Backed Securities." Available at SSRN: http://ssrn.com/abstract=996014.

18Securitization in the credit card market increased by double digits in the late 1990s and early 2000s. From 2004 to 2006, the
level of outstanding securitized credit card debt declined, probably due to a corresponding growth in the mortgage-backed secu-
rities market. Asset-backed securities began to increase again beginning in 2007. On average from 2000 to 2007, credit card
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securitization increased by 4.25 percent on an annual basis. Calculations of securitized credit card loans are from Dr. Joseph R.
Mason, Louisiana State University based on data from Securities Industry and Financial Markets Association. Outstanding
revolving debt is from the Federal Reserve, July 2008, Consumer Credit, Federal Reserve Statistical Release, Washington D.C.,
www.federalreserve.gov/releases/G19.

YEor a discussion on the effect of implicit recourse in the credit card market, see Charles Calomiris and Joseph Mason, 2004,
“Credit Card Securitization and Regulatory Arbitrage,” Journal of Financial Services Research, 26:1, 5-27.

8Federal Reserve, July 2008, Household Debt Service and Financial Obligations Ratios, Federal Reserve Statistical Release,
Washington D.C., http://www.federalreserve.gov/releases/housedebt/default.htm.

B¥pid.

P|hid. However, this average FOR understates the debt burden faced by subprime borrowers, who sometimes face debt-to-
income ratios of well over 50 percent. See Center for Responsible Lending, “Restoring Common Sense and Confidence to the
California Mortgage Market” 2008 at n.7.

Z1Tim Westrich and Christian E. Weller, February 2008, “House of Cards: Consumers Turn to Credit Card Amid Mortgage
Crisis, Delaying Inevitable Defaults” Center for American Progress, Washington D.C., www.americanprogress.org.

22Credit cards and debit cards for 401(k) accounts are the opposite of a pre-commitment device. Commitment devices have been
found to be essential for boosting savings rates. See Angela Littwin, February 2008, “Beyond Usury: A Study of Credit Card
Use and Preference Among Low-Income Consumers,” Texas Law Review, Vol. 86, No. 3, p. 472. See also Littwin at p. 472,
citing work by David Laibson that argues that the increasing ability to borrow against illiquid assets is responsible for our de-
clining savings rate.

ZFederal Reserve, Recent Changes in U.S. Family Finances: Evidence from the 2001 and 2004 Survey of Consumer Finances,
Table 14, Washington D.C., www.federalreserve.gov/pubs/oss/oss2/scfindex.html.

Z*Hugh Son, April 3, 2008, “Overdue Consumer Debts Highest Since 1992, ABA Says (Update 3),” Bloomberg,
www.bloomberg.com.

BFederal Reserve, Recent Changes in U.S. Family Finances: Evidence from the 2001 and 2004 Survey of Consumer Finances,
Table 14, Washington D.C., www.federalreserve.gov/pubs/oss/oss2/scfindex.html. Further, higher income families generally
have greater access to credit through home equity lines of credit, which tend to have more straight forward terms and condi-
tions, leaving less wealthy consumers with credit only through credit cards, which may have abusive practices.

%Additionally, research has found that workers who do not have adequate health insurance are incurring higher levels of credit
card debt to pay for medical expenses. See Demos, January 2007, Borrowing to Stay Healthy: How Credit Card Debt is Related
to Medical Expenses, www.demos.org/pubs/healthy_web.pdf.

Z'Christian E. Weller, 2004, “Pushing the Limit: Credit Card Debt Burdens American Families” Center for American Progress,
Washington D.C., www.americanprogress.org.

%Government Accountability Office, September 2006, Credit Cards: Increased Complexity in Rates and Fees Heightens Need
for More Effective Disclosures to Consumers, GAO-06-929, Washington, D.C., pp. 6, 36-50. This GAO study found that the
majority of disclosure forms were too complex and were written at the tenth or twelfth grade reading level, while approximately
half of the adult population can only read at the eighth grade level or below (p. 37).

See also Littwin, February 2008, p. 455-6 (stating that low-income borrowers are particularly vulnerable to accumulating bal-
ances because scarcity conditions may inhibit financial skills). Littwin found that 87 percent of the participants in her study
described themselves as “not understanding how their credit cards worked before using them” (p. 496).

2 awrence M. Ausubel and Amanda E. Dawsey, March 12, 2008, p 1, Penalty Interest Rates, Universal Default, and the Com-
mon Pool Problem of Credit Card Debt. Penalty interest rates can be triggered by late payments to the credit card company or,
in the case of universal default provisions, late payments to other creditors. With “any time, any reason” provisions, a penalty
interest rate can be triggered by the credit card company’s perception that the riskiness of the credit cardholder has increased—
such as the consumer carrying a larger outstanding balance—even if the cardholder is current on all payments.

®50me have argued that if penalty interest rates are not allowed, especially penalty interest rates attached with universal default
provisions, borrowers may be less motivated to maintain a good credit rating (Jonathan M. Orszag and Susan H. Manning, Oc-
tober 2007, “An Economic Assessment of Regulating Credit Card Fees and Interest Rates,” Commissioned by the American
Bankers Association, p. 11-12). Further, they argue that limiting penalty interest rates on existing balances will reduce access

12



Forever in Debt

to credit for some borrowers and raise interest rates for all cardholders (Orszag and Manning, p. 38). However, the Federal
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