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The rising %vel 9f credit card debt is 9 ften cited as Dne 9f the factors in the rising U.S.9
personal 9bankruptcy 9rate. INumerous Ytheories Shave Ibeen Yadvanbed 9o Yexplain Ithe?
increases, including afgressi¥e marketing by credit card issuers and a tack 9f disciplin® 9
the part 8f cBnsumers. These explanations do flot address the underlying reason for these9
trends. 9T'his $aper hrgues Ghat % 91978 Bupreme Lourt Yecision {“Marguette”’) Funda-9
mefitally altered the market for credit card $ans in a way that significantly expanded the9
availability 8f credit and increased the a9erage risk profile 9f borrowers. Marquette ushered9
in deregulation ®f usury ceilings Hn consumer ifiterest rates by allowing %nders ifl a state9
with fiberal usury ceilinds to export those rates to consumers residing ifl states with more9
restrictive usury ceilings. The result was a substantial expansifn in credit card avAilability,9
a reduction in a9erage credit quality, afld a secular increase in personal bankruptcies. The9
Canadiafl experience with bankruptcies supports this argument. This paper contends that9
a tightly regulated world, marked by restricted access to consumer credit and a fow leve9
of personal bankruptcies, was exchan9ed fBr a deregulated w8rld, marked by expafided9
access to consumer credit and a higher 9evel 9 f persBnal bankruptcies. This argument9
implies that a return to the bankruptcy rates and charge-off %ev8ls that prevailed in the9
early 1980s or before may be unlfkely.9
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The Long-Term Rise in the Personal Bankruptcy Rate Started Shortly after Interest Rate
Deregulation

Credit card and related plans of insured commercial
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Bank Trends

The Effect of Consumer Interest Rate Deregulation on Credit Cardy
Volumes, Charge-Offs, and the Personal Bankruptcy Ratey

Iytroductioy

The 9U.S. %ersonal bankruptey Yate thas Fisen %o %9
historically 9high 9 evél, 9from 9 ess 9than 9one 9per9
thousand population annually il the early 1970s t9
almost %ive YPer khousand YPpopulation Yor %he Year9
ending September 30, 1997. Afl inBrease in Hutstand-9
ing consumer debt, particular y credit card debt, has9
been cited as a significant contributor to the ificreased9
rate 9 f filing. 9One financial phinner was Yecently9
quoted as saying, “I’ve %hevOr seen aflyon® come 19
with a financiab problem that wasn’t related to credit9
cards.”

Aggressi%e marketing by credit card $enders %r a %ack9
of Uiscipline %n %he Yart bf IBnsumers YDften %are9
blamed 9 Br 9 the 9 ificrease 9 in 9 credit 9 card 9 debt9
outstanding. These explanations ifi essence argue that9
behavior has changfd: that lenders have become more9
aggressive 9 r borrowers 9ess prudent. Whatever the9
merit df these explanations, they 9eave unfinswered9
questions as to when and why behaviBr changed.9

Some ifidustry experts have attributed the ificreases 19
credit 9card 9debt Youtstanding 9afld Ipersonal Ibank-9
ruptcies to changes in marketplace rules rather than9
changes in ®nder Br borrower behavior. One type 89
change %o %the 9marketplace Yules Bccurred 9n both9
1978 9and 91994 Ywhen Yederal dbankruptcy 9aw Kvas9
mé8dified, in part, to increase the %v8l 9 f assets that9
could be protected in a bankruptcy filing.”
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providedAesearch/Assistance. ATheAuthA alsoAckndwledges/AheA
valuableAcontributiA  oferilynARogih AFDIC AseniorAattorney, A
whA providedAnformatioA  Canada’sAdterestRate Act.A

These %egal changes, which made bankruptcy a more9
attractive 9ption for debtors, sBmetimes are cited as9
reasons fBr the rising fevel 9f personal bankruptcies.9
Despite the ifituitive appea 9f this argument, there is9
s9me ePidence that changes in banRruptcy 9aws may9
not %be % Yprimary Hriver Yof Yificreases %fl Ypersonal9
bankruptcy rates. F8r example, EBis (1998) provides9
evidence %n %he 9ack %f kBrrelation betweefl State9
homestead 9 exemption 9 rates 9 and 9 state 9 personal9
bankruptcy 9rates. 9Zandi A(1997) Ypoints Yout Ythat 9a9
similar increase in personal bankruptcies has Bccurred9
in Canada without any significant recent changes in9
the bankruptcy law.9

Another significant change to the marketplace rules9
occurred 9in 9the 9 ate 91970s 9with 9deregulation 9019
consumer ifiterest rates. BBth Ausubel (1997) afid9
Rougeau (1996) fBcus Bn interest rate deregulation as9
the eVent that set the United States n a course 9 {9
risiflg credit card 9olumes. Chart 1 illustrates that the9
dramatic 9ise 9n Ypersonal dbankruptcies Hdid Yndeed9
begin %hortly %after %the Bupreme YCourt’s Marguette T’
decision, which 9flitiated 9fiterest rate Yderegulation.9
This hart %uggests % Yelationship between Ifiterest9
rate 9 deregulation 9and 9 the 9ificrease 9in 9 personal9
bankruptcies. The evidence 29 e is 9ot sufficient to9
establish a causal relationship; this paper argues that9
such a relationship exists.9

The 9argument 9advanced 9ifl 9this 9paper 9for 9the9
importance 9f ifiterest rate deregulation as a driver 69
expanded 9credit 9a9ailability 9and 9higher 9persBnal9
bankruptcy 9rates 9differs 9from 9those Yotfered 9by9
Ausubel and Rougfau. Ausubel (1997) maintains that9
borrowers underestimate their use 9f credit cards afld,9
therefore, the importance Bf credit card interest rates,9
which enables 9enders to earn an extranormal profit9

on every good customer. He argues that the extra-9
ordinary Profits dmade by %kredit kard denders Shave9
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Chart 1

The Long-Term Rise in Personal Bankruptcy Filings Started Shortly after Interest Rate Deregulation
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caused them to relax their standards and make credit9
availab e to poorer credit risks. RBugeau (1996) sug-9
gests 9that 9the 9absence 9ot Yifiterest Irate Iregulation9
allows credit card fenders to pursue unlimited profits9
by 9taking 9advafitagh 9 f 9borr9wers’ Yweakness 9and9
desire to consume, which 9 ften reaches afl irrational9
level.9

This paper does 9ot take a position Hn the merits Hf9
Ausubel’s and Rougeau’s arguments. Instead, it 9ffers9
another %xplanation %f %the 9mpact bf dfterest Fate9
deregulation 9that 9is 9based 9on 9the 9pricing 9afd9
underwriting Mecisions 9 f denders %fid %he Yational9
borrowing 9decisions 9 f %consumers. 9The 9argument9
sufgests that an ificrease in both credit a%ailability and9
bankruptcies 9was 9a 9perhaps 9inevitable 9result 909
interest rate deregulation.9

Uy ry Lawy Have a Very Long Histyry

Usury faws perhaps have a more a9cient finea@e than9
any Yother 9%form 9 f 9economic 9regulation. IMBdern9
scholars appear to agree that %imitations %n Yending9
rates %t 9east In Wester9 9aw Herive H¥rBm biblical9
prohibitions %n %usury.” PDuring biblical kimes, %nd9
throughout 9much 9 f 9recorded %history, usury 9was9
defined as 9ending at YmyTamount Df ifiterest. The9
prohibition 9of Yusury 9was 9based 9partially Yon 9the9
principle that charging interest is taking advantafe 9 {9
the debtor (M9ser 1997, 3-4).9

The 9 Greek 9 philosopher 9 Plato 9 also 9 cBndemned9
charfing interest because he felt that it prBduced a9
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inequality 9of 9wealth 9and 9destroyed 9the Yharmony9
between %citizens 9 f 9the 9state IM9ser 91997, 95—6).9
Plato’s writings suggest that some members 9f society9
need to be protected from fenders, an argument that9
still finds its way into the m8dern-day debate 9 ver9
consumer credit. *

As cBmmerce expanded afld m8Bney %ending became9
increasingly important, 8pinions about usury changed.9
The Romans were more tolerant Df usury afld were9
one 9f the first sBcieties to recognize ifiterest afid set9
maximum 9legal 9rates 9for Yvarious Itypes 9 f 9loans9
(Mandell 1990, 13). Throughout much 9 f recorded9
history, sBcieties around the wbrld have felt that it9
was important to fimit the ifiterest rate that a %ender9
ca9 charge in 9 rder to restrain 9efiders from taking9
advantag® of borrowers.9

Americang  rgLawg Have BeengngPlaceg
ince phe Colonial Erag

The 9American XBlonies dbuilt Tipon Gwell-established?9
English aw regfirding usury and after the Re9olution9
retained this body 9 f %aw (Ackerman 1981, 85). By9
1886, %ery %tate had BBme Peneral Qsury Jimit 99
place.” Hbwever, dwhen Btates Felt khat Xhe 9 eneral9
usury dimit %was Yunduly Yrestricting the 9amount %of9
credit, Shey $assed Yegislation ko &reate Exceptions.9
F9r example, alnBst every state has s9me pr9visi9
permitting businesses to bofrow at higher rates than9
the g89era usury limit (Ackerma9 1981, 108). As the9
number of exceptions grew, state usury %ws became a9
complex and dis9r9anized array of rules.9
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The Development of the Credit €Cardy
Ingystry and the Role of Uy ry Lawy

Charge 9cards 9came 9into 9use 9around 91914 9when9
Western Union and 9arious department stores, hotels,9
and il Tompanies befan Dsing khem.” These eary 9
cards cBuld be used to purchase the issuet’s 9 oods9
and services 9nly, afld batances had to be paid in full9
each m8nth. 18 1950, Diners’ Club introduced the9
first “general-purpose” charge card that could be used9
at 92 9 ariety 9 f 9establishments; 9American 9Express9
issued a similar card in 1958. Credit cards evolved9
from charge cards when banks entered the ifildustry as9
issuers 9in 9the 9 ate 91950s. 9Bafiks Jissued 9 eneral-9
purpose credit cards that allowed balafices to be9
carried over from month to month.9

Even after banks efitered the credit card industry, the9
growth %f %he 9fdustry Gvas Slow FBr m9re than %9
decade because m8st merchants accepted Dnly cards9
issued by Qocal banks. The m8der9-day credit card9
industry merged 9n 9N966 Ywhen Bank bf YAmericad
began fcensiflg its BankAmericard credit card $bgo t9
other banks, afld a %ational system to process credit9
card %ransactions %egan %o Hevelop. 9These Partici-9
pating $banks 9ater ¥rmed Ghe ®ftity kflown koday9
as VISA. 9 Aflother 9group 9of 9banks 9tBrmed 9the9
MasterCard ass9ciation in 1966.9

Stateg
Industrg

rg Lawg Resprictedghe Credit Cardg

The VISA and MasterCard ass9ciations developed the9
infrastructure fof a thationwide credit card payment9
system 9afld 9convinced 9merchants 9 ationwide 9to9
accept 9 their 9 cards. 9 H9wever, 9 state 9 usury 9 aws9
prevented %redit &ard denders ¥rom Yeaping %ll khe9
benefits 9f a fationwide system. First, the differences9
in state %ws imposed a cBstly legal burden 9n credit9
card Yissuers, 9who 9were 9required 9o Imonitor 9a8d9
adhere to at least 50 different state laws. Also, lenders9
did %ot Slways %ind 9t Yrofitable %o 9end 9n %tates9
where usury ceilings were low.9

Lenders Swere bound %o %he 9fidividual %ktate dimits9
because 9 f the way %the federa 9banking 9aw was9
interpreted at that time. Federal 9w subjects $ational9
banks to the rate ceilings imposed by the states.” This9
law Driginally was ifiterpreted as requiring the 9ender9
to charge ho more than the %imit prescribed by the9
state where the borrower resided. State ws Saried as9

to the maximum rates that could be charged 8n credit9
card Joans as well as 9n whether 9ther charges, such9
as membership fees and late fees, were permissible.9

rg Lawg LimitedghegVolgme gf Creditg
Card Lending

The 9development 9of 9the 9VISA 9and 9MasterCard9
associations %esulted 9n Significant rowth 9n Xredit9
card YUebt ®utstanding; howevbr, hot %ll Lonsumers9
were 9ranted access to credit cards. If the rate ceiling9
in effect was too Jow to enable 9enders to ¥enerate9
sufficient income to cover the Yosses incurred when9
lending to high-risk borrowers, 9enders w8uld deny9
that 8roup access to credit. Therefore, ifl a regime %9
restrictive usury ceilings, where the 9enders’ income9
potential was fimited, %fiders extended credit Dnly to9
higher-quality borrowers, and poorer quality borrow-9
ers 9were 9shut 9out 9of 9the Imarket. 9This 9Isituation9
resubted ifl Qess credit a%ailability and Qower charge-9
otfs.9

Studies by Lanner And Fergus 1987) hfd WilleQas9
(1989) confirm that restrictive usury ceilings reduce9
the 9 verall 9supply 9of 9credit 9and 9that Yhigh-risk9
borrowers are the hardest hit by the cutback.® The 9
example ®f Sears provides a @ood illustration df a9
lendet’s reaction to restrictive usury ceilings. 918 1974,9
risiflg ifiterest rates caused usury fimits in sBme states9
to become binding, %nd Bears began ko dut back9
promotion 9of Yits retail Icard 9%in 9those 9states. IFor9
example, 9l 9Arkansas, 9Mifinesota, 9South 9Dakota,9
Towa, and Washington, where ifiterest rate imitations9
ranged from 9 to 12 percent, residents were allowed9
to receive service, but accounts were $pened 9y 9

request. Delinquent customers in these states bften9
found that their accounts were closed perman®ntly.9

The Dismantling of Consumer Usuyy
Lawsy

Economic Forceg inghegl 970g Made Creditg
Card Lending nprofitableg

High ififlation and high ifiterest rates il the %te 1970s9
made state usury fimits more restrictive. As a result,9
credit card issuers experienced declning ear9ings afid9
even suffered Josses. A General Accounting Office9
(1994) report Dn the credit card industry shows that9
the a9eragh pretax earnings 9f VISA and MasterCard9
issuers was Bver 4 percent Bf Hutstanding balances in9
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1977 but fell for four cBnsecutive years to %ess than9
negative 1 percent in 1980 and 1981. The ifiterest rate9
ceilings set by many states simply were too 9 w to9

make 9credit 9card 9 ending Iprofitable 9in 9the Shigh-9
interest-rate environment.9

Usury ceilings 9 aried widely throughout the United9
States, but at the efld 8f the 1970s, 37 states had s8me9
kind ®f ifiterest rate ceiling dn credit cards.’ O y9
three states had %o 9imit, and two states had 9imits9
that were above 18 percent. Three states a9 wed rates9
of above 18 percent for a portion ®f the balance,9
while %he %emainder 9 f %he %tates Set Fates dower.9
MifinesBta Shad 9the 9 owest Jinterest ceiling %in 9the9
country, at 8 percent.9

The Sgpreme CogrtgDeregulated Congumerg
InteregtgRateg

In the economic efivironment Df the %ate 1970s, the9
general Hpinion Hn usury fimits appeared to change."
Part 9 f this relaxation can be attributed to the high9
nominal ifiterest rates 9 f the time, which restricted9
credit availability and made the disadv8fitagfs 8f usury9
limits more apparent.9

In 1978, the Supreme Court profoundly changfd the9
interpretation $f usury %aws with a ruling in the case9
of MarquetteT atiodal Bank "If Minneapolls v. IFirstI0mabaT
Service WThip. (“Marguette”). 9The %9licitor 9 eneral 9 {9
Mifinesota was attempting to prevent First Omaha9
from sBliciting credit card customers in Minnesta at9
the higher Nebraska interest rates by contending that9
the 9exportation 9%f INebraska’s Yinterest Yrate Iwould9
make it difficult fBr states to enact effective usury9
laws."” The Supreme Court agreed that such might be9
the case, but it decided that the usury issue was a9
legislative problem to be handled by Congress.”” The9
Court held in Marguette that section 85 8f the National9
Bafik 9Act %llowed % 9ender %o %charge %he %hi%hest9
interest 9rate 9allowed 9in 9the 9 endet’s 9home 9state,9
regardless Bf a ower rate imitation in the customer’s9
state of residence.*

The Effecty of the Marqg ette Decision ony
Credit Card Lengingy

The 9Marguette 9decision 9applied 9to 9alb9 types 90f9
consumer %ans, but it had the 9reatest consequences9
for the credit card industry. Because of its use 8f tech-9
nology in the sBlicitation and underwriting process,9

credit card Yending can be accomplished entirely by9
mail, without the borrower and %ender e9er meeting.9
Consequently, credit card 9enders head-quartered 19
states with Hberal usury ceilings can easily export their9
rates to borrowers residing in states with restrictive9
usury ceilings.9

State g rg Ceiling WeregDigmantledg

After %he Marguette Mecision, diberalization %f %tate9
usury ceilings 9 ccurred. SBme states quickly seized9
the Bpportunity to deregulate ifiterest afid Bther bank-9
ing functions to attract banks afld dbther consumer9
lenders. IT'wH %uch %tates Ivere BButh Iakota %Ad9
Delaware. Citicorp was 8ne 9f the first ®nders to take9
advantage 9 f deregulation at the state Sevel. It estab-9
lished a few Pationfl bank and credit card processing9
center in Sioux Falls, South Dakota, in 1981 (Janklow9
1985, 32).9

The practical effect 9 f the Marquette decision was to9
force states to derefulate 9r face a Yoss Df the credit9
card Begment Df Ghe banking business QLangevoort9
1987, 686). Major banks pressured state fegislatures t9
relax %imits 9n Yending by threatenthg to move their9
businesses to states with m9re Qiberal ceilings. The9
four argest banks il Maryland did move their credit9
card Bperations to Delaware when the Maryland state9
legislature refused to relax the state’s usury laws."

According to Ausubel (1991), m9st 9eading banking9
states 9had 9relaxed 9 r 9repealed 9their 9ifiterest Irate9

ceilings by 1982, and the banR credit card market was9
effectively dereBulated.9

A Redigtribgtiongf Credit Card Lending
Occgrredgamong Stateg

After 9eading %banking %tates had Meregulated %heir?9
interest ceilings, a redistribution 9f credit card activity9
to 9those 9states 9 ccurred. 9Delaware Shas Ibeen Ythe9
primary magnet fBr credit card 9enders.”’ 18 the two9
years after Defiware deregulated, at 9east ten banks9
had a %hew, major credit card presence il Delaware.9
TOday, %ix 9 f %he %op %en %anks Gvith %he ‘highest9
volume 9f credit card ending are Scated ifl that state,9
and 9enders 98 PDelaware hold B3 Percent bf Kotal9
credit 9 card 9loans 9 made 9 by 919sured 9 depository9
institutions 9(see 9Chart 92). 9Chart 93 Yllustrates 9the9
dramatic 9rowth in credit card 9olumes that $ccurred9
after derefulation in Delaware.9
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Chart 2

Delaware Has the Largest Credit Card Volume* of any
State in the United States, June 1997
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Credit gardg.ending Hag Acceleratedg

In addition to a redistribution ®f 9ending to certain9
states, @rbBwth in credit card 9ending has accelerated9
throughout %he 9United BStates. Bince Ythe Marguette
decision, total credit card $bans have 9rown at a rapid9
pace compared with the pre9ious decade (see Chart9
3). According to the Federal Reser9e Survel” f C n-T
sumer Finances, the percefitage 9 f households with at9
least Bne credit card account 8rew from 38 percent in9
1977 to 43 percent in 1983 to 54 percent in 1989
(GAO 9994, 913). Lredit Tards havd FeHolutionized9
consumer debt and have becBme firmly efitrenched as9
means of financing household purchases.9

Chart 3

The Benefitg ofgHolding E'redit Cardg Haveg
Increagedg

As 9credit 9cards Yhave Ibecome ImBre Ywidely Sheld,9
collateral beflefits 9 f holding credit cards have arisen9
(Baxter 91995, 91022). M9re Ymerchants Shave %tarted9
acceptin9 &redit kards, Svhich thas dmade Paying ¥91r9
goods afld services mbre convenient for consumers.9
Also, %ntire 9fidustries, Buch %s %he Yatalog/phone9
order %industry, 9have Yemerged 9as 9a Yresult Jof Ithe9
widespread acceptane of credit cards.9

The 9expansion 9of 9the 9credit 9card Jindustry 9and9
increased cBmpetition also hav® resulted il financia9
innovations 9Baxter 91995, 91022), 9such 9as IbalanBe9
transfer offers that have reduced the cBst 8f switching9
to a few credit card that Bffers better terms. Further-9
more, in addition to competing Hn price, credit card9
lenders have devblbped a wide array 9f price-service9
options. Credit cards that ffer frequent flyer miles,9
cash Gebates, 9 r &redit %oward %¥uture Ppurchases 9 {9
goods 9such 9as 9 asoline, 9 roceries, 9afid 9cars Shave9
become the standard.9

How Could Intereyt Rate Deregylatioy
Trigger anyngrease inythe Number ofy
Persopal Bankruptciey?y

The remainder ®f this paper analyzes how ifiterest9
rate deregulation altered the cBnsumer credit market9
and 9how 9 enders 9afld 9borr9wers 9reacted 9to 9this9
change. 9The 9paper 9develops 9a 9“changf 9%l Icredit9
markets” Shypothesis 9that 9deregulation 9altered 9the9
consumer credit markets and triggered a substantial9

Credit Card Volumes* Have Increased Dramatically after Interest Rate Deregulation
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increase 9n YcBnsumer Scredit SavAilability, Schargh-off9
rates, and personal bankruptcies.9

Lenderg Will ExpandgCredit Availabilitg in gg
Dereg lated Environmentg

One 9f the mBst important results 9f the shift to a9
deregulated ®nvironment Svas Ghat 9enders ¥Bund 49t9
profitable to 8rant credit to individuals who had been9
shut Dut Df the market in a regulated eflvironment.9
Lefiders Swere ho 9onger Hiscouraged by %estrictive9
usury &eilings ¥rom 9ending 98 Xertain %tates. HBN-9
sequently, ®nders extended the 9eographic breadth 89
their activity, ald major credit card 9efiders with a9
nationwide presence emerged.9

After the dismantling 9%f usury 9aws, 9enders also9
extended the depth 9f the credit card market il Hrder9
to increase their market share and profitability. 619
example, 9 w-income 9borrowers Yreceived Yunprece-9
dented access to credit. Empirical tests 9f credit card9
lending prior to the Marguette decision confirm that9
restrictive usury 9ceilings 9resulted %in Yimited Yeredit9
availability 9for Ylow-income 9ifidividuals. 9Two 9such9
studies, a Credit Research Center study afld a New9
York 9State 9study, 9found 9that Ypre-Marguette 9rate9
ceilings affected the probability that a 9 w-income 919
lower-middle-income family w8uld hold a credit card9
but did %ot affect the probability df cardholding 9 £9
higher income families (Baxter 1995, 1023). The wider9
access 9to 9credit 9that Yoccurred 9after Yinterest Yrate9
deregulation is sBmetimes referred to as the “dem-9
ocratization of credit.”’9

High-rigk Borrowersd@Vill Receive Moreg
Creditgn a Dereg lated Environmentg

Another group that benefited from the expansion f9
credit Swas ‘high-risk borrowers, ®r 9fidividuals Kvith9
poor credit ratings regardless ®f their ificome 9evel.9
The ability to $enerate mbre income allowed %fiders9
to 9end %o 9ndividuals Svho Svere %urther Hown %he9
spectrum df credit quality because 9enders cBuld be9
compensated 9for 9a Yhigher 9rate 9of 9Icredit Nlosses.9
Lefiders were able to increase their profitability by9
expanding %heir 9endifig 9 olume Svhile %akin® %n %9
greater degree Of credit risk. As discussed earBer, a9
restrictive usury refime resubted ifi significant credit9
rationing, with high-risk borrowers being shut 9ut $£9
the market. When interest rates were deregulated, fess9

credit rationing 9 ccurred, afld hiSher risk borrowers9
were allo¥ed into the market.9

Lenderg Will Set Price According togheg
Credit Qgalitg ofghegBorrowerg

Among the factors that fenders cBnsider when pricing9
credit, 9the 9Ycredit Iquality Yof 9the Iborrower 9is 9a9
important %ne. 99High-risk borrowers, %s % 9 roup,9
usually 9 are 9 char9ed 9 higher 9 ifiterest 9 rates 9 t9
compensate fBr their higher default rates. Il setting9
price, enders assume that the a%erage credit quality 89
borrowers ifl a portfolio will decline as the portfolio9
interest 9rate 9rises. 9This Youtcome Yoccurs Ibecause9
higher quality borrowers tend to decline to borrow at9
high 9fiterest Gates because they Qsuall9 have Dther9
sources 9 f 9credit. 9BIrrBwers 9with Ipoorer Icredit9
qualities usually hav® fewer borrowing bptions afid,9
consequently, wilD remain willing to borrow at higher9
interest rates.9

In short, b9rrowers have different price sensitivities.9
Therefore, 92 9 ender 9can 9maximize 9revlnues 9by9
segmenting dborrowers 9fito Hifferent deredit 9 roups9
and charging them different rates. Charging a higher9
price to credit 9roups that are $ess price sensitive and9
charging a 9 wer price to credit 9roups that are more9
price %eflsitive Hwill dincrease % 9ender’s YProfitability9
over charging a singlf price for every credit group.9

Average Credit Card pnteregt Rates@Vill Rigeg
in a Deregulated Environmentg

Because 9enders tend to set prices according to the9
credit quality 9f the borrower, aflother result 9 f the9
shift to a deregulated environment is afl increase 19
the 9a9eragh 9credit 9card 9ifiterest 9rate. 9The 9 ew9
customers allowed into the credit markets tend to be9
charged higher ifiterest rates because 9 f their poorer9
credit ratings. Consequently, a¥erag borrowing cBsts9
across %he $pectrum bf borrowers %re Jikely %o be9
higher in a deregulated environment.9

Congumerg Will BorrowgMoregngg
Dereg lated Environmentg

One consumer response to interest rate deregulation9
was %o %ake %dvéntage 9 f %the 99creased Supply Df9
credit to borrow more. Ifidividuals who could already9
obtain 9credit 9 card 9loans 9in 9a 9hi%hly 9regulated9
environment ddid 9not 9necessarily dbenefit Hrom 9the9
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increased %access %o %kredit, dbut Sthey Hvere %able o9
increase 9their 9holdings 9of 9credit 9cards 9afld Itake9
advantag® 9 f 9the 9cards’ Jincreased 9acceptance Iby9
merchants. 9'This 9development 9gave 9rise 9to 9the9
“convenien®e usets,” who use credit cards fBr their9
convenience 9over 9cash 9or 9checks 9but Ipay 9the9
outstanding 9balance %in Yull %each ImBnth %o 9avoid9
interest 9 charges. 9 Higher 9 quality 9borrowers 9 who9
wanted %o %borr9w Yoccasionall) Iwere 9able %o Ytake9
advantag® 9 f %inancial 9nnovtions Such %s balance9
transfer Hption$, which allow consumers to shop for9
interest rates afld easily trafisfer existing balances t9
the most competitive lender.9

After deregulation, there also was an ificrease in the9
number ®f cBnsumers with Dutstanding credit card9
balances, e9en at high rates 9 f interest. As discussed9
in the ifitroduction, Bne ifiterpretation Bf this trend is9
that borrowers ®xhibit Yrrational $behavior. Another9
explanation 9is 9that 9some 9households 9wbuld 9be9
expected %o %ha9e % 9 eed %o Hinance durrent kon-9
sumption that Butweighs the cBst Bf borrowing. Such9
households 9ificlude 9 those 9with 9limited 9 financial9
means. Ifdeed, Qs Alustrated by Lhart H, 9n Yecent9
years the 9r9wth in the percentafe 9f families holding9
credit card debt has been fastest il the ®west income9
bracket.9

Low-income households are 9ot the &nly Hnes with a9
high propensity to borrow. Young households, which9
have Yet %o Yeach %their IPprime Searfling Yyears, 9%8d9
households with %olatile ificomes that are experienc-9
ing an 9ff year are m8re fkely to take 8n debt, e9efl at9
high ifiterest rates. They may be willthg to borrow at9

Chart 4

The Fastest Growth in the Credit Card Market Has
Been at the Lowest Income Brackets
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high rates of interest on Bccasion with the expectation9
that future income will enabft them to repay their9

debts."”

Interest rate deregulation resulted ifl @reater access to9
credit 9fBr 9ifidividuals 9with 9a 9high 9propensity 9to9
borr9w. This access to credit created a 9 ew class D9
risky borrowers.9

More Borrowerg Will Experience Creditg
Problemg in ggDeregulated Environmentg

One 9 of 9 the 9 cBnsequences 9 9 more 9 cBnsumer9
borr9wing %an %be %an 99crease 9n %kredit Pprdblems.9
Credit 9problems 9are 9not Yunique 9to Ylow-income?
households; 9any 9household 9that 9takes 9on 9debt9
increases 9ts %isk Df %kredit PprBblems. IDeregulation9
expanded Dpportunities ¥Br households, articularly9d
those with a high propensity to borrow, to take 9
debt. One 9f the implications 9 f some households™9
higher propensity to borrow is that they will tend to9
experience ‘higher %¥inancial 9evBrage %t %the 9marfin.9
Higher 9financial 9 everagf 9increases 9a 9household’s9
exposure to financial shocks, such as job $oss, illness,9
and divorce, which are eYents 9 ften cited as reasdns9
for personal bankruptcies.9

The fact that access to credit has cBme 9ar9ely in the9
form 9 f %redit &ard 9oans, Gather %han Some bther9
form 9 f “onsumer 9oan, 9s %n d9mportant ¥actor 99
rising 9credit Yproblems. 9Credit 9card Yoans 9are Yun-9
secured, 9eneral-purpose $oans that can be granted in9
small denominations. Even fBr the best borrowers,9
they usually carry a much higher ifiterest rate than9
other forms 9 f cBnsumer 9oans. Consequently, bor-9
rowers may turn to credit card 9enders as a kind ©f9
“lender %f 9ast Yesort” when Yther ess kexpensive9
means have beefl kxhausted. MBreover, TBnsumers9
who are heav$ users Df credit card Qoans probably9
have limited finan®ial resBurces elbewhere afid are the9
most at risk f9r credit problems. Finally, the fact that9
these borr9wers are %ikely payin9 high ifiterest rates9
compounds their risk fof credit problems.9

Lenderg Will Experience More Credit Log eg
in a Deregulated Environmentg

One ®f the implications 9 f borrowers having more9
credit problems is that fenders will experience higher9
charge-off rates. Chart 5 shows the clbse relationship9
between the rising U.S. personal bankruptcy rate afid9
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the consumer charge-off rate for commercial banks,
which is being driven by charge-offs on credit card
loans.

Despite rising charge-off rates, credit card lenders on
average have been able to maintain profitability. The
willingness of some individuals to borrow at high
interest rates and their ability to repay is critical to
offset banks’ losses on those who default.

The Canadian Experience

This paper has argued that interest rate deregulation
altered the credit markets and led to a substantial
expansion in credit card availability and an increase in
the level of personal bankruptcies. This argument can
be tested by analyzing the experience in Canada,
because the modern history of credit cards in Canada
is very similar to the U.S. history. In 1968, two years
after the development of the VISA and MasterCard
associations in the United States, VISA entered
Canada, resulting in a dramatic growth in credit card
loans (Canadian Banker 1994).

However, there were significant differences at that
time between U.S. and Canadian laws regarding
interest rate regulation. Interest rates in Canada have
been deregulated since at least 1886, when the
Interest Act of Canada was passed Financial Post
1994). This act permits a lender to charge any rate of
interest that is agreed upon (Hutchison 1980).
Therefore, although the modern-day credit card
industry got its start at the same time in the two
countries, there were no legal limits that restricted

Chart 6

Chart 5
There Is a Close Link Between Bankruptcies and
Charge-Offs
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credit availability in Canada, as there were in the
United States.

Credit card outstandings have grown dramatically in
Canada in the past two decades, as they have in the
United States. Personal bankruptcies have grown in
Canada as well. Chart 6 shows that personal bank-
ruptcies grew sharply and immediately after the VISA
association entered Canada. From 1966 to 1976, the
personal bankruptcy rate in Canada grew 340 percent.
Over that same period, the personal bankruptcy rate
in the United States grew by only 8 percent. One
explanation for this difference in rates may be that
usury laws were limiting credit availability in the
United States over that period, while the absence of

Personal Bankruptcies Started Rising Sooner in Canada than in the United States
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usury ceilings il Canfda was permitting the expansi9
of credit card debt to more high-risk borrowers.9

Chart 6 also shows that after interest rate deregulation9
in the United States, the personal bankruptcy rates in9
both countries follow a remarkably %imilar $attern.9
Over 9the 9 ext 9decade, 91976-1986, 9the 9Canadian9
bankruptcy rate 9 rew by approximately 93 percent,9
and the U.S. bankruptcy rate 9rew by 72 percent. 19
the Hecade 91986-1996, %s %he Xredit kard 9fdustry9
underwent rapid innovation and expansion, personal9
bankruptcy rates in both countries grew dramatically.9
In Lanada, %he Personal bankruptcy Yate 9 rew R259
percent; in the United States, it grew 123 percent.9

The Canadian experiene als9 suggests that changes9
in 9U.S. 9federal 9banRruptcy Yaw Shave 9not Ibeen 929
significant factor ifl the rise in U.S. personal bank-9
ruptcies. 9S8me 9industry Jexperts Shave 9pointed 9to9
federal ankruptcy 9aw Yeform, Yvhich %ccurred %t9
roughly the same time as interest rate deregulation, as9
an explanftion for the rise in personal bankruptcies.9
However, 9Chart 96 9shows 9that 9Canada’s 9personal9
bankruptcy rate has taken a 9ery similar path to the9
U.S. personal bankruptcy rate since 1978, afthough9
there %have 9been %o Kignificant Yrecent Ichangs %o9
Canada’s bankruptcy law (Zandi 1997).9

Chart 7
Credit Card Lending Is a Very Profitable Line of
Business, Despite Recent Declines in Returns

Return on assets (%)
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Source: Bank call reports charge-off policies and restructuring expenses.

Conclusiony

This paper argues that the deregulation f cBnsumer9
interest rates ifl the 9ate 1970s triggered a dramatic9
increase 9n YcBnsumer Seredit %avAilability, dcharg®-off9
rates, %fld %Personal dbankruptcies. PDeregulation Shas9
created a different consumer credit environment than9
existed before the 9ate 1970s. A tightly regulated9
world, marked by unrestricted access to credit afid a9
low 91level 9 of 9 personal 9 bankruptcies, 9 has 9 been9
exchangfd 9for 9a 9deregulated 9world, 9marked 9by9
expanded access to consumer credit and a higher ®vel9
of personal bankruptcies. This argument suggests that9
the personal bankruptcy rate may be rising toward a9
new “norm” afld is unlikely to reverse itself to the9
levels experienBed in the 1970s.9

Despite the cBsts ass9ciated with a higher 9ev6l 9 {9
personal 9bankruptcies, Ythe Yresults 9 f 9deregulation9
have %ot been all %ieghtive. DereBulation has resulted9
in mBre choice for consumers, particularly those with9
poorer credit ratings.9

For 9lenders, 9deregulation 9has 9 expanded 9 market9
options afid increased profit Dpportunities. The Dp-9
portunity to earn high profits has attracted ifitense9
competition, which appears to be eroding some 8f the9
high pr9fits earfled in the earty 1990s (see Chart 7).9
Chart 8 shows that the 9 olume 9f credit card solici-9
tations remains at high 9evels, despite high rates 9 {9
personal 9bankruptcies %and 9credit 9card 9charge-offs,9
suggesting that the expansion ®f credit is bngoing.9
This 9ngoing expansion suggests that the process 9 {9
expansion 9 of 9 credit 9 to 9 new 9 market 9 segments9
described in this paper is continuing.9

Chart 8

Credit Card Solicitations Continue to Rise
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Endnotesy

! TheAjuote As Arom KlissaBuiedfAhe Financial PlandindiGroupA

Inc. AnAalls Church, Virgitia, An Ahe January A 1,A998 W ashington

Post. A

2 TheBankruptcyReform ActAofAl978 established AthecurrentA

federalAbankruptcyAcode.A UnderAtheA1978Aact, AdischargeA

dismissalAofAa Adebtor’sAfitancial A bligatiA sAwasAmadeAreadilyA

availableAwith A A umberAofAexcepted Adebts,Aand AfederalAassetA

exemptioA levelsAveregstablished AhatAvere higherAhaA manyAdfA

theAtatedevels. AThe BadkruptcyReform ActdfA994kxpandedA

eligibility forAChapterAl 3 Ailings Aand Adoubled AllAdollar AsmountsA

foraxemptpropertyn Lhapter Y Andershe Aederal plan. A

3 DeuteronomyA23:A19-20Astates, A Th AuAshaltA  tAlendAupoA

usuryAohy/brother; Aisury dfAnodey, Aisury df Arictuals, Aisury dpfA

anythidgAhatAsAentApA  usury:AUntoastranger/thdnmayestA

lendArponAisury; dutAinto AhybrotherAhduAhaltA otdend AipoA

usury;A.. A

*+ PlatoAwrites thatAth Ase Amen Avh A owe/mosey/andAthose AvhA

havedostAheirpropertyAreAeagerforAevolutionX Avhile: A

theA therAhand,AtheAmenAofAbusifess, A

stoppig AasAtheyAwalk Aand ApretendifigA  tA
even/toseeAthose Awhom AtheyAhaveAalready A
ruined, AnsertAheirAtidg—thatAs AheirAnodey—A
mtoAsomednefelseAwhA isA  tA  hisAguardA
againstAthem,Aand ArecoverAthe AparentAsumA
manyAtimes AoverAmultiplied Anto Aa family Ao fA
children: and Ao AheyAnake AlroneAand ApauperA
toAtbdund An Ahe State. AMosgerA997,4.)A

> See AckermanA981,85.A

¢ ForAaAmoreAdetailed Aexplanation AofAthe AddevelopmentAofAthe A

creditAatdAndustry, Aee AGAO,4994,40-11.A

7 Section85dfAhe Natiosal Bank ActAtatesAA relevantpart:
AnyAassdciatioA mayAtake,Areceive, Areserve,A
andAhargeA anyAoanA  discountAmade,A
uponfadynotes, billsA fAexchange, A therA
evidenceofAdebt, Anterest/at/the Arateallowed A
byAheAawsofAheState, Alerritory,A  DistrictA
whereAhebankAsdocated,A  atAAatedfA perA
centumAinAexcessAofAthe AdiscountArate A
ninety-day/commercialApaperAn effectAattheA
FederalAreserve Abank Ain Athe AFederal A esetve A
districtAwhere/thebaA  isAocated,AvhicheverA
may/beAhegreater, AndA  more,AexceptithatA
whereAheAaws Aof Ainy State AAlifferentAate AsA
limited ¥or/banksdorganized Aindersstate daws, A
theArateAsoAlimited AshallAbeAallowed A forA
associatiA s/drgatizedA existingddiA anyfuchA
StateAunderAthisAchapterAJtitleA62AofAtheA
RevisedStatutes]. ARougeauA 996,8,A ote R8.)A

9
8 Thestudy /by Cannerand Fergus {1987) Ancludes Aa SsurveyfofA
individuals An AllA is,Louisiana,AWisconsifh fand Arkansas/thatA
foundAthat/higherfsuryAceilingsA  credit/card endingArestrictA
creditAwvailability.  Arkansas/hadAusigdificantly dosverAusuryyateA
(10/percent) AhaA did/the/other/states {18/percent, 1.6 percent, A
and A 8percent, Aespectively). AThe Aurvey AlatashowAhat familiesA
residingAn ArkasasAweresignificantly Aess Aikely Ao hdld Abank A
creditArartlsthan Avere XamiliesAivingAA  eA fAtheA therAhreeA
states.A
Villegas X1989) Aanalyzed Adatain Ahe AL 983 SurveyofConsumerA
FinancesAand Afound AthatArestrictive Ausury Aceilings Areduce Athe A
overallAsupplyAofAcreditAand AthatAhigh-risk Abdrrowers Aare Athe A
hardesthithyAhisAutback. A

For/AmoreAdetailed Addiscussion/ofthe Aactiofs Aaken by Bears, A
see MandellA990,400.A
10 ReferenceforAemainderofiparagraph As Mandell 1990, 41-72.A
Mandellaredits Aurvey dfAtate Ausury Aates prepared by ProfessorA
RobertAW . AJohisA  ofAPurdueAUniversity’sACreditAResearchA
Center. A
1 ForAaAmoreAdetailedAdiscussionA fAtheAchangingAattitudesA
regardingAisury,Ace RougeauAd996.A
12 Tbid. A
13 Tbid,A-10.A
4 Tbid.,R.A
15 Maryland ABank,AN. A, Athe Astate’s Alargest Abank AatAthe Atime, A
movedAtsAreditAard operations AA DelawarefearlyAn A 982And A
wasAfolldwed AshdrtlyAthereafterAbyAFirstANationalABankAofA
Maryland, Equitable V'rustALA., And SuburbaA Bank. AllAogether,A
these/banksvhad Ancurred dosses o fAlmaAst $19 AmilliA theirA
creditAcary AoperationsAthe Ayear/before AbutAshosved Aprofits A
otherA perations. AMuscatine A1982,AB1,Aand AmericanABankerA
1982,R2)A
16 Delaware’sA 981 Ainancial CenterDevelopment ActAbolishedA
rateAlimitationsA  allAclassesAofAldandyAliberalized ADelaware’s A
consumerAendingAaw,and Aestablished /s Aavorable faxAtructure A
forbanks. AEckrhan A984,4264-1265.)A
17 ThisA propdsitioA isA basedA theA permanentA idcomeA
hypothesisAdeveloped AbyAMiltA  FriedmanA(1957).AFtiedmanA
positedAthatA  nsumersAtend AtA baseAtheirAchoiceAofApresentA
consumptiA largelyA  theirfexpected AifetimeAncomeand AvillA
tend Ao bdrrowA  lendAtfprevailingAdterestxates Af Aheir AhoreA
ofurrent/consumptioA isAdifferentAromAcurrentAncome. Al'hisA
hypothesisA&ivesAtredenceAoAhe Adeashathouseholds Anay AlifferA
afreatAlealin AermsdfAheirAvillingnessAA takeA  debt. A
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