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Credit card defaults have becone an increasingly conspicuous
feature on the bankruptcy | andscape. 1In 1996, bank credit card
del i nquenci es exceeded 3.5 percent--the highest delinquency rate
since 1973, when statistics were first collected.? Bank credit
card chargeoffs al so veered upward to 4.5 percent per year
exceeding all but the levels recorded during the years

1991-1992.2 At the sane tinme, personal bankruptcy filings
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! See infra Figures 1, 2 and 6, which plot the seasonally-

adj usted proportion of credit card accounts with positive

bal ances that were thirty days or nore past due. The nonthly
data series was provided by the American Bankers Association's
Consuner Credit Delinquency Bulletin, seasonally adjusted by the
aut hor, and averaged over the three nonths of each quarter.

2 See infra Figures 1 and 3, which plot the seasonally-
adj usted, annualized proportion of credit card outstanding
bal ances that were witten off by bank credit card issuers. The
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reached a record high 290,111 in the quarter endi ng Septenber 30,
1996--up thirty-one percent fromthe correspondi ng period one
year earlier--and surpassed one mllion for the first year ever
in 1996.°% Both credit card defaults and bankruptci es soared am d
a generally healthy econony with relatively | ow unenpl oynent* and
reasonable growmh in gross donestic product.® Wall Street

anal ysts warned that the consuner bal ance sheet was headi ng
toward a precipice which endangered the health of the banking

system if not the econom c expansion generally.?®

1971-1990 chargeoff rate is taken from LAWRENCE M AUSUBEL, THE
CreDI T CARD MARKET, ReEviSITED, tbl.1 (University of Maryl and
Departnent of Econom cs Working Paper, July 1995). The 1991-1996
chargeoff rate was provided to the author by the Federal Deposit

| nsurance Corporation, and was based on the Federal Fi nanci al

I nstitutions Exam nation Council's quarterly Consolidated Reports
of Condition and Inconme. The conbined series was then seasonally
adj usted by the author.

3 See Admi nistrative Ofice of the United States Courts,
Bankruptcy Filings Continue Uoward Cinmb (Dec. 9, 1996)
<http://ww. uscourts. gov/ Press_Rel eases/ bk396i n. ht n». See al so
<ftp://bankrupt.conl Bankruptcy Statistics>.

4 The United States unenpl oynent rate was 5.4 percent in 1996,
as conpared to an average of 6.5 percent over the previous four
years and an average of 6.25 percent over the previous ten years.
See generally 72 FED. RESERVE BuLL. (1986) to 82 FED. RESERVE BULL.
(1996) .

° The gromh rate in United States gross donestic product (in
chai ned 1992 dollars) was 3.1 percent in 1996, as conpared to an
average of 2.7 percent over the previous four years and an
average of 2.3 percent over the previous ten years. See id.

6 For exanple, George M Salemof Gerard Klauer Mattison & Co.
in New York recently termed credit cards "the nunber-one risk in

banki ng." Gordon Matthews, Credit Card Del i nquencies Wrry Stock
Anal ysts, AM BANKER, June 13, 1996, at 1. Analysts at Montgonery
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Bankruptcies and credit card debt have even achi eved
prom nence in the national political debate. 1In the first 1996
presi dential debate, Senator Robert Dol e responded to his initial
question on the econony by referring to the record bankruptcy
rate:

Q Senator Dole, the President said in his opening
statenent, "We are better off today than we were

four years ago." Do you agree?
A Well, he's better off than he was four years
ago. . . . | look at the slowest growth in this

century. He inherited a growth of 4.7, 4.8

percent; nowit's down to about 2.4 percent.

We're going to pass a mllion bankruptcies this

year for the first tine in history.’
Senator Dole followed up on this thene in the second 1996
presi dential debate by |inking bankruptcies with credit card
debt, declaring: "[President dinton] says we' ve had the best
four years ever. That's not true. W had over 1.2 mllion

bankruptcies--set a newrecord. Credit card debt has never been

hi gher . "8

Securities in San Francisco noted that consuner | oan | osses now
account for seventy-one percent of banks' total |oan | osses in
1996, up fromtwenty-seven percent four years earlier. |Id.

7 dinton-Dole Debate |I: Full Text of the First Presidential

Debat e Bet ween President Cinton and Republican Candi date Robert
Dole in Hartford, Conn., WALL ST. J. INTERACTIVE ED. (Cct. 7, 1996)

<htt p://www. wsj . conp.

8 dinton-Dole Debate I1: Full Text of the Second Presidential
Debat e Bet ween President dinton and Republican Candi date Bob
Dole in San Diego, Calif., WAL ST. J. INTERACTIVE ED. (Cct. 17,
1996) <http://ww. wsj.conp.



Part | of this Article presents avail able data on credit
card delinquenci es and chargeoffs, and exam nes the relationship
with data on the nunber of personal bankruptcy filings. The data
reflect an historical increase in the rate of credit card
defaults over the past twenty-five years, as well as arise in
personal bankruptcies in the 1990s which is astonishingly highly
correlated wwth the rise in credit card defaults. Part I
reviews data relating credit cards defaults and personal
bankruptcy filings with two general economc factors: the
cyclical state of the econony and the househol d debt burden.
Credit card defaults and personal bankruptcy filings have
exhi bited a strong countercyclical conponent, noving upward in
recessions and downward i n econom c boons, and have al so tended
to rise as the ratio of debt to disposable incone has increased
anong American households. Part 111 analyzes the effect which
credit card profitability has had on credit card defaults,
arguing that the extranormal profitability of credit card | ending
has been an inportant factor contributing to the high current
| evel s of delinquencies and chargeoffs. Parts |V and V discuss
the effect which deregulation has had on credit card profits.

The profit margins of credit card issuers substantially increased
beginning in 1982, as a result of the functional deregul ation of
credit card interest rates coupled with preval ent consuner

behavior. This has created incentives for card issuers to rel ax



their credit standards, in turn |eading to a secular increase in
the rate of credit card defaults. Part VI explores the likely
consequences of recent proposals to further limt the
di schargeability of credit card debt in bankruptcy. The Article
concl udes that various proposals for limting the
di schargeability of credit card debt are likely to lead to an
increase in the expected profitability of Iending to marginal
consuners and to an increase in outstanding bal ances lent to
mar gi nal consuners. The predictable effect of further
restricting the dischargeability of credit card debt is thus an
i ncrease, rather than a decrease, in the incidence of
over ext ended consunmers and an increase, rather than a decrease,
in the already high rate of credit card delinquencies. Such a
result, presumably, runs counter to the objectives of
pol i cymakers.
l. DEFAULTS AND BANKRUPTCY FI LI NGS

A R SING LEVELS OF DELI NQUENCI ES AND CHARGECFFS

Two broad neasures of defaults by credit card custoners have
been consistently collected since the early 1970s. First, each
quarter since the first quarter of 1973, the Anerican Bankers
Associ ati on has conducted a survey of over 500 banks nationw de
in which the banks report the percentage of bank card accounts
with positive outstanding bal ances that are past due thirty or

nore days at the end of each nonth. The Association regularly



publ i shes these nunbers in the Consuner Credit Delinquency
Bul l etin.?®

Second, since the second quarter of 1971, Visa U S A, Inc.
(Visa), the nation's |argest bank card organi zation, has
conducted a quarterly survey of its card-issuing nenber banks
whi ch asks for basic financial information related to their
operations. The Visa survey gathers information regarding the
maj or conponents of revenues and costs associated with bank card
operations. Apparently, the survey does not confine its
attention nerely to the respondent banks' Visa operations; the
survey response enconpasses all credit card operations conducted
by the banks, under any bank card nanme. One of the inportant
pi eces of information collected by the Visa survey is the credit
card chargeoff rate: the percentage of outstandi ng bal ances
whi ch bank card issuers wite off as uncollectible each year.
Every quarter, Visa conpiles the banks' responses and publishes
(for nmenbers' use and conpari son) systemm de figures for these
financial nunbers in the Visa US A, Inc. Profit Analysis

Reports. As mght be expected, the results of the Profit

o Throughout, this Article makes use of seasonally-adjusted
versi ons of these nunbers, always taking the arithnetic average
of the rates for the three nonths within a quarter. See, e.g.,
475 CoNsUMER CrReDI T DeLINQUENCY BuLL. (American Bankers Associ ation),
First Quarter 1996, at 5. The American Bankers Associ ation al so
publ i shes a bank card delinquency figure based on dollars

out standi ng as opposed to the nunber of accounts wth outstandi ng
bal ances; however, the latter data series has apparently only
been collected since the first quarter of 1981.
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Anal ysis Reports are not made available to the general public.
However, during at least two critical junctures for the credit
card industry, Visa and MasterCard, a second major player in the
credit card market, have issued or conm ssioned reports
(apparently intended to influence the legislative and regul atory
processes) which disclose the Visa profitability data.?

Figure 1 plots both of these principal data series,
beginning with their inception in the early 1970s. The
chargeoff-rate series is extended to the third quarter of 1996 by
splicing the data for 1971-1991 with data for 1991-1996 fromthe
Federal Deposit |Insurance Corporation (FD C) and maki ng seasonal
adjustnents. The FDIC data is based on cal culations fromthe
Consol i dat ed Reports of Condition and Incone filed quarterly by
all United States commercial banks with the Federal Financi al

| nstitutions Exam nati on Council .

10 In an earlier paper by this author, a technique known as
"Rever se- Engi neered Data"™ was utilized to obtain the quarterly
Vi sa chargeoff data series fromthe second quarter 1971 through
the second quarter 1991. See AuUsUBEL, supra note 2, at 8. The
chargeoff data series (and, later, the profitability data series)
fromthe 1995 paper will be used throughout this Article. Wile
this data does not perfectly match the Profit Anal ysis Reports
data, the standard error arising fromthe reverse-engi neering
process can be conmputed to equal only 0.07 percent.

n Since 1984, the Federal Financial Institutions Exam nation
Counci|l has collected and published di saggregated credit card
chargeoff data for all United States comercial banks in the
quarterly Consolidated Reports of Condition and | ncone.
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| NSERT FI GURE 1 ABOUT HERE

These two data series display two broad enpirical
regularities. First, credit card defaults fluctuate
substantially with the business cycle. Second, credit card
defaul ts have experienced a |l ong-term secul ar increase.

Del i nquency rates, which exhibited cyclical peaks of about 2.75
percent in the pre-1982 period, now exhibit peaks of 3.25-3.5
percent or nore. Chargeoffs, which exhibited cyclical peaks of
about 3.5 percent per year in the pre-1982 period, now routinely
exceed four percent even in nonrecessionary years. It is these
enpirical regularities which this Article seeks to explain.

B. BANKRUPTCY FILINGS RISE I N TANDEM

Figure 2 charts the total nunber of personal Chapter 7, 11
and 13 nonbusi ness bankruptcy filings, on a quarterly basis, in
the years 1990-1996, as conpiled by the Admnistrative Ofice of
the United States Courts, and couples that data with the data on

credit card delinquencies reflected in Figure 1.1

12 For exanple, in the quarter ending Septenber 30, 1996, there
were 198, 540 nonbusi ness filings under Chapter 7, another 91, 292
under Chapter 13, and 279 under Chapter 11. See Admin. Ofice of
the U S. Courts, Business and Non-Busi ness Cases Comrenced by
Chapter of the Bankruptcy Code--By Quarter (1996) [hereinafter AO
Report] (on file wwth the Admnistrative Ofice of the United
States Courts, Washington, D.C.). See also
<ftp://bankrupt.conl Bankruptcy Statistics/ 1980 to 1994 Statistics
> This quarterly data series was then seasonally adjusted by

t he aut hor.



| NSERT FI GURE 2 ABOUT HERE

As seen in Figure 2, changes in the nunber of United States
personal bankruptcy filings in the United States foll ow
exceedingly closely changes in the rate of credit card
del i nquenci es. As one m ght expect, changes in the rate of
del i nquency | ead changes in the rate of bankruptcy by about one
quarter. As denonstrated by the data series depicted in Figure
2, the 1990s have seen an astonishingly tight relationship
bet ween credit card delinquenci es and bankruptcy filings.?*

1. DEFAULTS AND GENERAL ECONOM C FACTORS

Revolving credit is now the single | argest conponent of

United States outstanding consuner credit, totaling $435.7

billion at year-end 1995.'* By contrast, at the sane year-end,

13 The rel ati onship between credit card defaults and bankruptcy
filings was not especially close prior to the 1990s. This is
hardly surprising, since in prior decades bank credit card debt
was only a small portion of all consunmer credit outstanding in
the United States. At this witing, bank credit card debt is
about one-third of all consumer credit; by contrast, in 1986,
bank credit card debt was |l ess than thirteen percent of al
consuner credit, and in 1976, bank credit card debt was only five
percent of all consuner credit. See FAULKNER & GRAY' S CARD | NDUSTRY
D RECTORY, 1997 (1996) [hereinafter CarRD | NDUSTRY DI RECTORY] . At year -
end 1995, bank credit card debt was $358 billion. [/d. At year-
end 1986, bank credit card debt was $82 billion, and was $11.8
billion at year-end 1976. AUSUBEL, Supra note 2, at thl.2.

Overal |l consuner credit was $1,093 billion at year-end 1995, was
$637 billion at year-end 1986, and was $222 billion at year-end
1976. See generally 62 FED. RESERVE BuLL. (1976) to 81 FED. RESERVE
BuLL. (1995).

14 See generally 81 FeD. RESERVE BuLL. (1995).
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aut onobil e | oans totaled $354.1 billion and ot her consuner | oans-
-such as personal |oans, nobile hone | oans and education | oans--
totaled $342.2 billion.*® O the revolving credit extended,
$196.7 billion was | oaned on Visa cards, $123.9 billion was
| oaned on MasterCards, $27.8 billion was | oaned on Di scover
cards, $9.7 billion was | oaned on Anerican Express cards, and
nost of the remai nder was extended on retail store and oi
conpany credit cards.'® Extrapolating fromthese figures, each
Anerican househol d now averages $4,400 in credit card debt.?
Since this debt is unsecured, it is obvious that repaynent w ||
depend substantially on the cyclical state of the econony. Wen
job loss or recession inpairs a household's ability to repay its
debts, the credit card borrowing is likely to be the first credit
to go unpai d, perhaps followed soon thereafter by bankruptcy.

A THE CvcLi cAL NATURE OF CReDI T CARD DEFAULTS

Figures 3 and 4 provide graphic evidence of the cyclical
nature of credit card defaults. Figure 3 displays the growh

rate of the gross donestic product in the United States,!® al ong

1 /d.

16 CARD | NDUSTRY DI RECTORY, supra note 13, at 27.

1 There were 99 mllion Anerican households in 1995. U. S
DeP' T oF COMVERCE, STATI STI CAL ABSTRACT OF THE UNI TED STATES 58 (1996).
$435.7 billion divided by 99 mllion equals $4, 401.

18 See general ly 57 FeED. RESERVE BuLL. (1971) to 82 FED. RESERVE
BuLL. (1996).

10



with the credit card chargeoff data series, quarterly, for the
years 1971 through 1996.
| NSERT FI GURE 3 HERE

Borrowing froma recent article by Elizabeth S. Laderman of
t he Federal Reserve Bank of San Francisco, ' Figure 4 displays
the gromh rate of nonagricultural payroll in the United
States,? along with the credit card delingquency data series for
the years 1973 through 1996 on a quarterly basis.

Pur FI cURE 4 Here

In each case, the rate of credit card delinquencies and
chargeoffs effectively mrrors the baroneter of aggregate
econom c activity. Upturns in credit card defaults acconpany
downturns in the United States econony, as well as the reverse.
General | y speaki ng, both changes in the gross donmestic product
grom h rate and changes in payroll enploynent slightly |ead

changes in the credit card chargeoffs and del i nquenci es.

B. RaTI 0 oF DeEBT TO Di SPGSABLE | NCOVE
Quite apart from business cycle factors, an increase in the
debt burden of households will increase the probability that

househol ds cannot neet their debt service requirenents. Figure

10 El i zabeth S. Laderman, What's Behind Problem Credit Card
Loans?, Ecovom c LETTER ( Federal Reserve Bank of San Franci sco, San
Franci sco, Cal.), July 19, 1996, at 96-21.

2 See generally 59 Fep. RESERVE BuLL. (1973) to 82 FED. RESERVE
BuLL. (1996).
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5, borrowing fromrecent testinony by KimJ. Kowal ewski of the
Congr essi onal Budget O fice? and a recent article by Donald P.
Morgan and lan Toll of the Federal Reserve Bank of New York, 22
displays the ratio of debt to disposable inconme of Anmerican
househol ds?* and the nunber of personal bankruptcy filings,
quarterly for the years 1984 through 1996. %

| NSERT FI GURE 5 HERE
Since 1984, the bankruptcy rate has generally noved in tandem
with the househol d debt burden. Kowal ewski's testinony reports
that a fairly close statistical relationship holds for a thirty-

five year period,? while Morgan and Toll's Article reports that

z Hearing on Consunmer Debt and Bankruptcy Before the National
Bankrupt cy Review Conmi ssion (Jan. 23, 1997) [hereinafter Hearing
on Consuner Debt and Bankruptcy] (statenent of KimJ. Kowal ewski,
Chi ef, Financial and CGeneral Macroeconom ¢ Anal ysis,

Congressi onal Budget Ofice).

z Donal d Morgan & lan Toll, Bad Debt R sing, CURRENT | SSUES IN
Ecovom cs AND FiINaNCE ( Feder al Reserve Bank of New York, New YorKk,
N.Y.), March 1997, at 1-5.

= The ratio of debt to disposable inconme is defined here as
the sum of househol d consuner credit and househol d hone nortgages
out standi ng di vided by di sposabl e personal incone. One obtains a
qualitatively-simlar graph if one instead uses total household
debt out standi ng divided by di sposabl e personal incone. The data
is taken fromthe BD. oF GOVERNORS OF THE FED. RESERVE, FLOW OF FUNDS
ACCOUNTS OF THE UNI TED STATES Z. 1 (1996). The revolving credit
conponent of consumer credit is reduced by fifteen percent to
reflect the convenience of the use of credit cards. See AUSUBEL,
supra note 2, at tbl.3.

2 See generally AO Report, supra note 12.

% See Hearing on Consuner Debt and Bankruptcy, supra note 21,
at fig. 2.
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a sonewhat weaker rel ationship holds between credit card
chargeoffs and t he househol d debt burden. %
[11. DEFAULTS AND CREDI T CARD PRCFI TABI LI TY

Somewhat nore subtly, the extent of credit card
profitability may broadly influence the | evel of credit card
del i nquencies. That is, delinquencies will increase as credit
card operations becone nore profitable. This was a point nmade in
an earlier article by this author published in 1991:

The credit card industry has defended its high interest
rates in the md- to late-1980s, in part, by asserting
that the increased spread between the credit card
interest rate and the cost of funds had been caused by
an increase in the industry's rate of bad | oans. The
| oan-1oss data fromthe author's Bank Credit Card
Survey indicate that, in the period 1982 to 1987, the
charge-of f rate actually did increase roughly
coincident wwth the increase in the interest rate
spread . . . . However, higher |loan |osses are an
expl anation for the higher interest rate spreads only
if we believe that the latter are solely determ ned by
costs. If credit card interest rates are determ ned
ot herwi se, then the causation may run in the reverse
direction: an increased interest rate spread nmay cause
an increase in charge-offs.?

A DEFAULTS
As shown in Figure 1, credit card delinquencies and

chargeoffs have experienced a | ong-term secul ar increase from

% Conpare Morgan & Toll, supra note 22, at 2 chart 1, with
Figure 5 of this Article, supra.

z Lawrence M Ausubel, The Failure of Conpetition in the
Credit Card Market, AmM Econ. Rev., March 1991, at 50-81,
reprinted in ADVANCES IN BEHAVI ORAL FINANCE, ch. 21 (D. Thaler ed.,
1993).
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1971 to 1996. W shall now see that this increase has been
| argely confined to credit cards and did not occur for consuner
credit generally.
| NSERT FI GURE 6 HERE

| ndeed, Figure 6 denonstrates that the rate of credit card
del i nquencies has risen over time relative to delinquency rates
on closed-end installnent loans. Figure 6 plots credit card
del i nquenci es as reported by the Anerican Bankers Associ ation's
series of percentage of |oans past due thirty days or nore on a
conposite of personal, autonobile, nobile hone, recreational
vehi cle, marine financing, property inprovenent, hone equity and
second nortgage | oans.?® The latter delinquencies are
substantially countercyclical, with najor peaks recorded in 1974,
1980, and 1991. Unlike credit card delinquencies, this data
series stably peaks at 2.8 percent and troughs at 1.8 percent,
with no discernible tine trend. By contrast, peaks and troughs
in the credit card delinquency series have trended upward.

B. PROFI TABI LI TY

Not coincidentally, a second inportant index concerning
credit cards increased during the sane period, nanely, credit

card profits. The standard nmeasure used to examine profits in

= See general | y 383 ConsUMER CREDI T DELINQUENCY BuLL. (Anerican
Bankers Association), First Quarter 1973, to 475 CONSUMER CREDI T
DeELI NQUENCY BuLL. (American Bankers Association), First Quarter
1996.
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t he banking sector is the return on assets. The return on assets
for a bank is sinply the bank's annualized profits divided by
total assets. To the extent that an individual banking activity
can be isolated out in a neaningful way, the return on assets for
a particular banking activity is, anal ogously, the annualized
profits associated with the activity divided by the assets
dedicated to that activity. 1In the case of credit cards, the
return on assets is conputed by multiplying the bank's quarterly
profits associated with the credit card business by four and
dividing the result by the bank's average outstanding credit card
bal ance over the quarter.? Frequently, one is interested in the
conbined return on assets for the entire United States banking
systemor the conbined return on assets for the entire United
States bank card system these are conputed by sinply summ ng
together all the individual institutions' profit and asset
figures, respectively, and conputing the anal ogous ratios as
bef ore.

A prior article witten by this author in 1995 contrasted
the return on assets for the credit card industry with the return

on assets for the United States banking systemat |arge during

» Otentines, the average daily outstandi ng bal ance over a
quarter is unavailable; then the average of the begi nni ng- of -
guarter outstanding bal ance and the end-of -quarter outstanding
bal ance is used or, alternatively, sinply the end-of-quarter
out standi ng bal ance is used, with little harm

15



the period 1971-1993.3% The conpari son--di splayed in Figure 7--
is fairly striking.

| NSERT FI GURE 7 HERE
The profitability of the overall United States banking system was
relatively stable over this period: the pre-tax return on assets
averaged 0.97 percent over the years 1971-1982 and 0. 91 percent
over the years 1983-1993. By contrast, the profitability of
credit card activity sharply increased around 1982. The pre-tax
return on assets equal ed an average of 1.19 percent during the
years 1971-1982, but junped to an average of 4.5 percent during
the years 1983-1993.

It should be noted that the return on assets inplies a
return on equity via the banking systemis capital requirenent.
During nmuch of the tinme period studied, United States banks were
required to maintain a six-percent capital requirenment. This
meant, for exanple, that in order for a bank to I end $100 mllion
in credit card bal ances, the bank was required to advance $6
mllion of its own capital; the remaining $94 million could be
rai sed by accepting deposits, issuing securities, and the |ike.
Thus, a one percent pre-tax return on assets would have inplied a
16. 67 percent pre-tax return on equity.3 Simlarly, a 4.5

percent return on assets would have inplied a seventy-five

%0 See general |l y AUSUBEL, supra note 2.
3 As 0.010 divided by 0.060 equals 0.1667.
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percent return on equity.* Note, however, that during the
1990s, United States banks have been subject to increased capital
requi renents. For exanple, on March 31, 1996, the equity capital
of the conmbined United States banking system stood at $378
billion and the total assets of the conbined United States
banki ng system stood at $4,565 billion, for an effective capital
ratio of 8.3 percent.?*® Thus, during the 1990s, a given return
on assets would inply a return on equity approxi mately one-fourth
| ower than before.
V. DEREGULATI ON AND THE | NCREASE I N CREDI T CARD PROFI TABI LI TY

What explains the sharp rise in the rate of credit card
profitability? The answer lies in the fact that since
approximately 1982 the United States credit card market has been
functionally deregul ated while the ensuing conpetitive process
has failed to drive down profits to the ordinary rate of
return. 3

A DEREGULATI ON

Before 1982, credit card interest rates were subject to

usury ceilings in nost states.®** These ceilings on interest

3 As 0.045 divided by 0.060 equals 0.75.

8 ConsoLl DATED REPORTS OF CoNDI TION AND | NcOVE ( Feder al  Fi nanci al
I nstitutions Exam nation Council), March 31, 1996.

i Ausubel , supra note 27, at 53.

% See, e.g., DeL. CooeE ANN. tit 6, 8 2301 (1976); | om CooE §
537.1101 (1976); MNN. STAT. 8§ 48.185 (1976); NeB. Rev. StAT. § 8-

17



rates limted credit card profitability during periods, such as
1974-1975 and 1980-1981, when narket interest rates on Treasury
bills and corporate bonds spiked upward.®*® This led to a

shar pl y-reduced or negative return on assets for credit card
activity during such years.?* However, during the 1970s, the
banki ng industry heavily litigated the issue of the "exportation”
of interest rates, i.e., the issue of which state's usury ceiling
constrains the interest rate if a bank |located in one state
issues a credit card to a consuner in a different state.*® In
Mar quette National Bank v. First of QOmaha Service Corporation, 3
the United States Suprene Court resolved this controversy by
ruling that the usury ceiling in the state where the bank is

| ocated applies.* This set the stage for state legislatures to
repeal their usury ceilings in order to entice banks to nove

their credit card operations to the state. By 1982, amd

815 (1976); S.D. CoDIFIED LAans § 54-3-7 (1976).

% See generally 60 FED. RESERVE BuLL. (1974) to 61 FED. RESERVE
BuLL. (1975); 66 FeED. ReservE BuLL. (1980) to 67 FED. RESERVE BULL.
(1981).

s See supra Figure 7 of this Article.

% See, e.g., Fisher v. First Nat'l Bank of Omaha, 548 F.2d 255
(8th Cir. 1977); Fisher v. First Nat'l Bank of Chicago, 538 F.2d
1284 (7th Gr. 1976); lowa ex rel. Turner v. First of Omaha Serv.
Corp., 269 N.W2d 409 (1978).

% 439 U.S. 299 (1978).

40 Id at 310-12.
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Mar quet t e- creat ed bank pressure and historically high market
interest rates, South Dakota and Del aware established thensel ves
as attractive hones-away-fromhone for credit card issuers.* By
this time al so, nost | eading banking states had rel axed or
repeal ed their interest rate ceilings.*

Thr oughout the remainder of the 1980s, credit card interest
rates di spl ayed a profound unresponsiveness to changes in the
cost of funds.® While the relevant market interest rates varied
wi dely fromsix percent to fourteen percent,“ the annual
percentage rate on credit cards renained within a tight band of
ei ght een or nineteen percent.* Thus, in the face of broad
declines in the issuers' costs of funds and decreases also in
their operating expenses,“ the return on assets on credit cards
equal ed roughly four tines the return on assets on banki ng

activities generally.*

4 Ausubel , supra note 27, at 52.

42 Vi ncent D. Rougeau, Rediscovering Usury: An Argunent for
Legal Controls on Credit Card |Interest Rates, 67 U Coo L. Rev.
1, 10 (1996).

43 Ausubel , supra note 27, at 50.

a4 See id. at fig.Ll.

*® ld.
46 See AUSUBEL, supra note 2, at tbl. 1.
4 Ausubel , supra note 27, at 50; AUSUBEL, supra note 2, at 9.
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B. UNDERESTI MATI ON

The econom ¢ puzzle surrounding the credit card market of
the 1980s was why conpetition anong the nore than four thousand
card-i ssui ng banks*® did not lead credit card interest rates to
foll ow decreases in the cost of funds? As a partial resolution
of this conundrum in nmy earlier 1991 Article | advanced the
"underestimati on hypothesis": i.e., the proposition that many
consuners systematically underestimate the extent of their
current and future credit card borrow ng and, using these
underesti mates, nake suboptinal decisions regarding the choice

and usage of credit cards.* |In particular, consuners

underestimate their credit card bal ances and, thus, underrate the

i nportance of credit card interest rates, which can lead to an
"adverse sel ection" problem associated with rate-cutting:

Since a credit card is really quite an expensive
medi um on which to borrow, let us posit a class of
consuners who do not intend to borrow on their
accounts, but find thensel ves doing so anyway.
Consuners in this first class are precisely the best
custoners froma (rational) bank's viewpoint: they do
borrow at high interest rates, yet they eventually (in
nost cases) repay their loans. At the same tine, these
consuners are unlikely to be responsive to any interest
rate cut by a bank, as they do not intend to borrow at
t he outset.

Let us al so assune a second cl ass of consuners who
fully intend to borrow on their credit card accounts.
These are the consuners who are bad credit risks and

“8 Ausubel , supra note 27, at 51.
4 See id. at 70-71. See al so AUsuBEL, supra note 2, at 21.
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thus | ack | ess expensive alternatives--bank cards are
their best sources of credit. Consuners in the second
class are less than ideal froma bank's perspective:
they borrow | arge suns, but often default.

I nsi di ously, these custoners are nore likely to
conpari son shop on interest rates than the better
credit risks, as they actually plan to be paying
substantial finance charges. (There is also a third
cl ass of consuners--the "conveni ence" users —who we
can neglect in this discussion. They never borrow on
their credit cards and, thus, [rationally] are

conpl etely unresponsive to interest rate
differentials).

G ven this environnent of consuners, banks w il be

hesitant to conpete in the interest rate di mension, as

a lower price on credit would disproportionately draw

the latter class of consunmers who plan to utilize their

credit lines.>

A recent phenonenon is that, in the 1990s, a subset of
credit card interest rates have begun to display clear-cut
conpetitive pressures. It is now commonpl ace for issuers to
offer "teaser" interest rates--as |low as 5.9-8.9 percent--for the
first six to eighteen nonths a new cardhol der is a custoner. >
Two expl anations can be advanced for this new form of pricing.
First, consuners may have becone nore realistic about their
current |l evels of borrow ngs, but the underestimtion hypothesis
may still powerfully apply to borrow ngs beyond the introductory

period. The nost desirable group of customers would then be

strongly attracted by the prom se of a |lowinterest rate today,

%0 Ausubel , supra note 27, at 70.

o After the introductory period, interest rates generally
revert to a level in the 15-17 percent range.
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but woul d underestimate the rel evance of the much-hi gher interest
rate sone nonths down the road. Second, econonic theory suggests
that firns in a market with substantial search/sw tch costs®?
wll find advantage in utilizing introductory offers or sign-up
bonuses to lure new custoners.> Apparently, for this reason
si gn-up bonuses have al so becone prevalent in today's |ong-
di st ance tel ephone narket . >

Credit card pricing in the 1990s still |eaves considerable
profits for issuers, however, for three reasons. First, a
substantial portion of credit card borrowing still occurs at
post-introductory interest rates, and the spread between post-
introductory rates and the cost of funds renmins substantial.®
Thus, finance charges paid to credit card issuers have not

dropped as much as the introductory offers m ght suggest.

52 For search costs, see Peter A Dianond, A Mdel of Price

Adj ustnent, 3 J. oF EcoN. THEORY 156 (1971). For switch costs, see
Joseph Farrell & Carl Shapiro, Dynamic Conpetition with Sw tchi ng
Costs, 19 RanD J. oF Econ. 123 (1988); Paul Kl enperer, Markets with
Consuner Sw tching Costs, 102 Q J. oF Econ. 375 (1987).

53 Farrell & Shapiro, supra note 52, at 387; Ausubel, supra
note 27, at 69.

5 Ednmund L. Andrews, No-Hol ds-Barred Battle for Long-Di stance
Calls, N Y. Times, Jan. 21, 1995, at 1.

% I n Novenber 1996, for exanple, the typical credit card
interest rate was 15.62 percent and the one-year Treasury bil
yield was 5.42 percent. 83 FeD. ReSErRvE BuLL., Feb. 1997, at A23
tbl.1.35; 83 FED. RESERVE BuLL., Apr. 1997, at A36 tbl.1.55. A
good neasure of the cost of funds for credit card issuers is the
one-year Treasury bill yield plus 0.75 percent. Ausubel, supra
note 27, at 53.
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Second, issuers in the 1990s have dramatically increased "hidden
fees" such as | ate-paynent and overlimt fees: revenues from
hi dden fees are estimated to have risen from$1.11 billion in
1991 to $3.1 billion in 1995.% The recent decision of the
United States Supreme Court in Smley v. Gtibank (South Dakota),
N A ,° which allows exportation of |ate-paynment fees, nakes it
al nost certain that revenues from hidden fees will continue to
rise. Third, issuers' operating expenses as a percentage of
out st andi ng bal ances have continued to decline in the 1990s.
V. THE CONSEQUENT | NCREASE | N CREDI T CARD DEFAULTS

Consi der any conpetitive environment in which the profit

margin on every good custoner a firmcan obtain is sufficiently

large to yield extranormal profits. In any such situation, the
firmw Il have every incentive to invest extraordi nary resources
toward obtaining new custoners. |In the case of the credit card

mar ket, there are several dinensions along which an issuer may be
willing to invest extra resources, if that will generate

addi tional custoners. For exanple, the issuer can easily justify
an increase in its advertising expenditures, an increase in the

generosity of its introductory offers, and an increase in the

% CARD | NDUSTRY DI RECTORY, supra note 13, at 18.
57 116 S. C. 1730 (1996).

%8 See AUSUBEL, supra note 2, at tbhl. 1.

23



ri skiness of its custoner base.

Each of these increases in resource expenditure can easily
be enpirically observed in the United States credit card market
today. For exanple, it has been estimated that, in 1995, credit
card issuers mailed out a record 2.7 billion direct-nmai
solicitations, nore than two solicitations per nonth per Anerican
househol d. *°* The nunber of telenmarketing solicitations has
clearly al so expl oded.® The |ow teaser rates of 5.9-8.9 percent
for the first six to eighteen nonths are also consistent with
hei ghtened profit nmargins in the post-introductory period. ®
And, the long-termincrease in the rate of defaults is clearly
consi stent wth enhanced profitability fromthe average
nondef aul ti ng cust omner.

To a first approximtion, the credit card issuer can |ook to
the return on assets, gross of credit card defaults. Any tine

the annual return on assets increases by one percent, the profit-

% Saul Hansell, A Shaky House of Plastic with No Quick Fix in
Sight, N Y. Tives, Dec. 28, 1995, at D1. There were 99 mllion
Anmeri can househol ds in 1995. STATI STI CAL ABSTRACT OF THE UNI TED STATES,
supra note 17, at 58. 2.7 billion divided by 99 mllion divided
by 12 equal s 2. 27.

60 In 1993, eighty-three percent of the | argest banks used
telemarketing in the solicitation of credit card accounts, as
conpared to seventy-nine percent in 1992 and only fifty-six
percent in 1991. Conpare AM BANKERS ASS' N, 1994 Bank CARD | NDUSTRY
REPORT 78 (1994), with AM BANKERS ASS' N, 1993 BANK CARD | NDUSTRY REPORT
29, 60 (1993).

ot AUSUBEL, supra note 2, at 30.
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maxi m zing i ssuer should be willing to tolerate a one percent
increase in the annual probability that its margi nal custoner
will default. Thus, an increase in the profitability of issuing
credit cards should be expected to lead to an increase in actual
defaul ts and actual bankruptcies.

Moreover, to the extent that alternative devices for
attracting new custonmers becone |ess effective, credit card
i ssuers may be increasingly drawn to reducing their standards of
creditworthi ness. For exanple, the observer may specul ate that
consuners' mail boxes and tel ephones have becone conpletely
saturated by credit card solicitations; indeed, industry reports
indicate that response rates to solicitations have been dropping
in recent years.® |f alternative nethods of obtaining new
custoners becone ineffective, issuers may find no substitute for
the relaxation of credit standards. It would not be conpletely
surprising if the rate of credit card defaults continues to trend
further upward in the future.
VI. | MPLI CATI ONS FOR BANKRUPTCY LAW

A | NDUSTRY' S PROPOSALS FOR CHANGE

In the face of the current record levels of credit card
default and bankruptcy, representatives of the credit card
i ndustry have called for changes in the |aw which would limt the

di schargeability of credit card debt in bankruptcy. The

62 Hansel |, supra note 59, at 1.
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foregoi ng data and anal ysis woul d suggest that such proposals are
substantially msdirected. |f adopted, they would nost |ikely
| ead to an increase in the level of credit card debt anong
persons | east able to afford it and woul d possibly result in a
general |y worsened soci al outcone.

For exanple, the credit card industry recently proposed to
t he National Bankruptcy Revi ew Comm ssion that the Bankruptcy
Code be anmended to "provide that debts incurred without a
reasonabl e expectation or ability to repay are
nondi schargeabl e. "% This proposal is intended to preclude
"di scharge for a debt incurred at a tine when the consuner had no
i ncone and therefore had no reasonabl e expectation or ability to
repay the debt."® By way of contrast, courts today appear to
generally apply a standard that debt will be considered

nondi schargeable if it is incurred with no intention to repay.®

63 Witten Statenment of Kenneth R Crone Before the National
Bankrupt cy Review Conm ssion 2-3 (Dec. 17, 1996) (statenent of
Kenneth R. Crone, Senior Vice President, Visa US A, Inc.). The
statenent indicates that it was submtted on behalf of the
foll ow ng organi zations: the Anerican Bankers Associ ati on,
Anerica's Community Bankers, the Anmerican Financial Services
Associ ation, the Consuner Bankers Association, the Credit Union
Nat i onal Associ ation, the |Independent Bankers Association of
Anmerica, MasterCard International, Inc., the National Retai
Federation, and Visa U S. A, Inc.

& ld.

& In attenpting to have their debts excepted froma debtor’s
di scharge, credit card issuers have generally argued that credit
card debts shoul d be nondi schargeabl e under 8§ 523(a)(2)(A) of the
Bankrupt cy Code as debts for noney, property or services obtained
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by “fal se pretenses, a false representation, or actual fraud,
other than a statement respecting the debtor’s or an insider’s
financial condition.” To prevail under 8§ 523(a)(2)(A), a
creditor must prove that:

(1) the debtor nade a representation;

(2) the debtor knew the representation to be false
when nade;

(3) the debtor nade the fal se representation with the
pur pose and intention of deceiving the creditor;

(4) the creditor actually and justifiably relied on
the debtor’s representations; and

(5) the creditor sustained the alleged | oss and damage
as the proximate result of the m srepresentations
havi ng been nade.

See, e.g., Am Express Travel Related Servs. v. Hashem (/n re
Hashem ), 104 F.3d 1122, 1125 (9th Cr. 1996). See also Field v.
Mans, 116 S. C. 437, 445-46 (1995) (holding that § 523(a)(2)(A)
requires justifiable, but not reasonable, reliance). Because

di rect communi cation between the debtor and the credit card
issuer is quite rare in nost credit card transactions, the

el ements of 8 523(a)(2)(A) are rather awkwardly applied to credit
card nondi schargeability cases. As a result, there is a
confusing and sonetinmes overlapping split of authority as to how
8§ 523(a)(2)(A) should be applied to cases where credit card

i ssuers seek to except their debts from di scharge.

The majority approach, “the inplied representation” theory,
states that each tinme a debtor uses a credit card the debtor
makes an inplied representation that the debtor has the ability
and the intention to pay for the goods or services charged. See,
e.g., Am Express Travel Related Servs. Co., Inc. v. Nahas (/In re
Nahas), 181 B.R 930 (Bankr. S.D. Ind. 1994); FCC Nat'|l Bank v.
Branch (/n re Branch), 158 B.R 475 (Bankr. WD. M. 1993);
Cticorp Credit Servs. v. Hnman (/n re Hnman), 120 B.R 1018
(Bankr. D.N.D. 1990). Under this theory, the purchase of goods
with credit cards by a debtor who has no reasonabl e expectation
of paying for themconstitutes fal se pretenses or fraud, and the
debt is nondi schargeabl e under § 523(a)(2)(A). Sone courts have
nodified this theory to provide that each tine a debtor uses a
credit card the debtor nakes an inplied representation that the
debtor has the intention to repay the debt, but not that the
debtor has the ability to repay the debt. See, e.g., Hashem
104 F. 3d 1122; Anastas v. Am Sav. Bank (In re Anastas), 94 F. 3d
1280 (9th Cir. 1996). These cases generally hold that a debtor's
inplied representation that he has the ability to repay would be
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a representation of the debtor’s “financial condition,” which is
beyond the scope of 8 523(a)(2)(A)’s coverage. [Id. These cases
al so state that the focus should not be on whether the debtor was
hopel essly insolvent at the tinme the debtor nade the credit card
charges, as this would too often |l ead to conclusions of bad faith
in cases of honest but unfortunate debtors. Instead, the inquiry
shoul d be on whether the debtor nmaliciously and in bad faith
incurred the credit card debt with the intention of petitioning
for bankruptcy and avoiding the debt. Id.

Several courts, expressing dissatisfaction with the "inplied
representation” theory, have utilized a "totality of the
ci rcunst ances"” approach to determ ne whether a debtor intends to
deceive credit card issuers. These courts determne a debtor's
intent by considering the following |ist of 12 objective factors:

(1) The length of tinme between the charges nade and
the filing of bankruptcy;

(2) Wether or not an attorney has been consulted
concerning the filing of bankruptcy before the
charges were made;

(3) The nunber of charges nade;

(4) The anmount of the charges;

(5) The financial condition of the debtor at the tine
t he charges were nade;

(6) \Whether the charges were above the credit limt of
t he account;

(7) \Wether the debtor nmade nultiple charges on the
sanme day;

(8) \Whether or not the debtor was enpl oyed;

(9) The debtor's prospects for enpl oynent;

(10) The debtor's financial sophistication,;

(11) Whether there was a sudden change in the debtor's
buyi ng habits; and

(12) Whet her the purchases were made for |uxuries or
necessities.

See Hashemi, 104 F.3d at 1125 n.2; Anastas, 94 F.3d at 1284 n.1;
Citibank, S.D., N.A v. Eashai (I/n re Eashai), 87 F.3d 1082 (9th
Cr. 1996); Gtibank, S.D., N A v. Dougherty (/n re Dougherty),
84 B.R 653 (B.A P. 9th Gr. 1996); AT&T Universal Card Servs.
Corp. v. Chinchilla (In re Chinchilla), 202 B.R 1010 (Bankr.
S.D. Fla. 1996).

Anot her group of cases adopts the “assunption of risk”
approach, which states that a cardhol der nakes a fal se
representation to the issuer only when the issuer's revocation of
the card is communi cated to the cardhol der and the cardhol der
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Wil e the card industry proposal uses | anguage which is quite
appeal ing on the surface, the reader should observe that, under
current industry practice, new preapproved credit cards are being
of fered to consuners whose financial condition has already so
sufficiently deteriorated that the proposed rule woul d nake
bankruptcy protection fromfurther debts inaccessible.

Simlar to the card industry proposal, one comment at or
recently proposed in the pages of The WAll Street Journal:

"Certain types of credit card charges should not be dischargeabl e

continues to use the card. Thus, under this theory, the credit
card issuer assunes the risk that an insolvent debtor wll use
the card unless and until the credit card conpany “unequivocally
and unconditionally” revokes the debtor’s right to use the credit
card. See, e.g., Manufacturer's Hanover Trust Co. v. Ward (/n re
ward), 857 F.2d 1082 (6th G r. 1988); Chase Manhattan Bank v.
Carpenter (In re Carpenter). See also First Nat'l Bank v.
Roddenberry (/n re Roddenberry), 701 F.2d 927 (11th G r. 1983)
(applying the "assunption of risk™ theory under the Bankruptcy
Act of 1898).

Yet anot her group of courts has adopted a fourth approach to
credit card dischargeability cases that allows credit card debts
to be excepted fromdischarge only where a debtor’s subjective
intent to deceive the credit card issuer can be determ ned by
examning all the facts on a case by case basis. See, e.g., AT&T
Universal Card Servs. v. Feld (/n re Feld), 203 B.R 360 (Bankr.
E.D. Pa. 1996); Chevy Chase Bank, FSB v. Briese (I/n re Briese),
196 B.R 440 (Bankr. WD. Ws. 1996); Household Credit Servs.,
Inc. v. Jacobs (/n re Jacobs), 196 B.R 429 (Bankr. N.D. Ind.
1996); Chase Manhattan Bank v. Murphy (/n re Mirphy), 190 B.R

327 (Bankr. N.D. IIl. 1995).
Finally, a few recent cases have held that a debtor's use of
a credit card involves no formof representation at all, express

or inplied. By so holding, these cases suggest that §
523(a)(2) (A) has no application to credit card transactions at
all. See AT&T Universal Card Servs. v. Alvi (Inre Alvi), 191
B.R 724 (Bankr. N.D. Ill. 1996); GM Card v. Cox (In re Cox),
182 B.R 626 (Bankr. D. Mass. 1995).
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Credit card debt run up to cover ganbling debts shoul d
not be di schargeable."% Again, the proposal uses subdued
| anguage whi ch seens reasonable on its face, but conveniently
ignores the fact that card issuers today are willingly lending to
consuners with know edge that cash advances are going for
nondi schar geabl e purposes. For exanple, credit card issuers
today typically permt their custoners to take cash advances on

their accounts fromautomatic teller machi nes | ocated inside

66 D ana Cul p Bork, Wiy Personal Bankruptcies are Surging, WAL
St. J., Jan. 29, 1997, at All. In one of the nobst prom nent
credit card ganbling debt cases, Anastas v. Anerican Savi ngs Bank
(In re Anastas), 94 F.3d 1280 (9th G r. 1996), the debtor held a
Visa card from Ameri can Savi ngs Bank whi ch he extended beyond its
limt to take cash advances for ganbling at Lake Tahoe casi nos.

At the tine the debtor filed for Chapter 7 protection, the
debtor's accunul ated credit card debt total ed approxi mately

$40, 000, with a nonthly take-hone incone of $3,465 and esti nmated
nmont hly expendi tures of $3,535. The United States Bankruptcy
Court for the Eastern District of California ruled that the debt
was nondi schargeabl e, and the debtor appealed. The United States
Bankruptcy Appellate Panel for the Ninth Grcuit affirnmed, and

t he debtor appealed to the United States Court of Appeals for the
Ninth CGrcuit.

The Ninth Crcuit reversed, stating that the rel evant
inquiry for 8 523(a)(2)(A) purposes is whether, when maki ng each
i ndi vi dual charge, the debtor |acked the intent to repay because
he planned to shortly discharge themin bankruptcy. The Anastas
court concluded that the credit card debts were dischargeabl e,
stating that although it nay have been unlikely that the debtor
woul d wi n enough noney to pay back the credit card debt, there
was no evidence in the record that the debtor |acked the good
faith intention to do so. See also AT&T Universal Card Servs. v.
Totina (/n re Totina), 198 B.R 673 (Bankr. E.D. La. 1996);
Briese, 196 B.R 440; Alvi, 191 B.R 724; Mirphy, 190 B.R
327(hol ding ganbling credit card debts to be di schargeable). But
see Eashai, 87 F.3d 1082; Nahas, 181 B.R 930; Chem cal Bank v.
Clagg (/n re Cagg), 150 B.R 697 (Bankr. C.D. IIl. 1993 (hol ding
ganbling credit card debts to be nondi schargeabl e).
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ganbling casinos.® If card organizations were truly troubl ed by
the use of credit cards for ganbling purposes, they could curtai
the practice immediately by forbidding their nmenber banks to give
cash advances in or near casinos--w thout awaiting changes in
United States bankruptcy |aw.

B. " | NSTI TUTI ONAL HYPOCRI SY'

| ndeed, a recent opinion, AT&T Universal Card Services v
Chinchilla (In re Chinchilla),® has criticized one card issuer
for "institutional hypocrisy”" inits attenpts to limt
di schargeability. In Chinchilla, AT&T Universal Card Services
had sought to except $7,200 in credit card debt from di scharge.
The court questioned how AT&T could point to the debtor exceeding
his $6,500 credit limt by $100 as an "indicia of fraud," when
AT&T' s response at the tinme was to inmmedi ately grant the debtor
an unsolicited $2,000 increase in his credit limt. The credit
i ncrease may have al so made the court skeptical regarding AT&T' s
claimthat the debtor's financial condition when he incurred the
charges rendered himincapable of repaying the charges. In
awardi ng the debtor the attorney's fees and costs incurred in
defending the unjustified conplaint, Bankruptcy Judge Robert A

Mar k wr ot e:

67 Chris |Ison, Dead Broke, MNNEAPOLIS STAR TRIB., Dec. 5, 1995,
at Al.

68 202 B.R 1010 (Bankr. S.D. Fla. 1996).
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AT&T' s enphasis on its cardhol ders' financial condition

is not only legally insufficient, it is another

di sturbing display of institutional hypocrisy. At the

mar keti ng stage, credit sellers like AT&T actively

solicit new business with limted know edge of the

financial condition of their targeted custoners. M.

Chinchilla's AT&T card was pre-approved and sent to him

unsolicited. The targets of these solicitations

undoubt edl y i nclude al ready overextended consuners who

are still able to nake the advertised | ow m ni num

paynments. Once a card is issued, many of these new

custoners pay only the m ninum nont hly paynments and the

card conpani es eagerly apply high interest rates to the

unpai d bal ance generating substantial profits.?®°

C. Econov C ANALYSI S

Let us now consider a very sinple mcroecononic anal ysis of
a restriction on bankruptcy protection for credit card debt.

| NSERT FI GURE 8 HERE

In Figure 8, we begin with a supply curve (denoted S) and a
dermand curve (denoted D) for balances on credit cards. Wat is
the likely effect of the proposed Iimtations on dischargeability
on the supply curve? Credit card issuers should be expected to
rationally recogni ze that the probability of credit card default
has been reduced by the change in |law and, thus, they should be
willing to lend increased quantities of debt at any given price
(e.qg., interest rate). Thus, we should anticipate an outward
shift in the supply curve, fromSto S, in Figure 8.

What is the likely effect of the proposed limtations on

di schargeability on the demand curve? Credit card custoners

6 Id. at 1015-16 (footnotes omtted).
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shoul d be expected to exhibit very little change in their
borrow ng behavior, for at |l east two reasons. First, unlike
issuers, many credit card custoners will fail to learn (at the
tinme they are borrow ng) about fairly technical changes in
bankruptcy law. Second, even to the extent that consuners do
| earn of the change in the |aw, the underestination hypothesis
strongly suggests that consuners wll fail to act on the
information. Just as many consuners nay systematically
underestimate the extent of their current and future credit card
borrowing, it should be expected that many consunmers may
systematically underestimate (at the tinme they borrow) the
probability with which they will eventually fall into bankruptcy.
Many or nost consuners will underestimte the |ikelihood that the
technical rules of bankruptcy will apply to them and hence they
w Il underreact to changes in the bankruptcy |aw. Thus, we
should anticipate only a mnimal shift in the demand curve, from
Dto D, in Figure 8.

Let us now see the likely effects of the proposed
limtations on dischargeability in the market for credit card
| ending to margi nal custonmers. The original equilibrium(i.e.,
the intersection point of S and D) corresponds to a price of p
and a quantity of g in Figure 8. As we have seen above,
the supply shift (i.e., the increase in the willingness of credit

card issuers to lend to margi nal custoners at a given price) may
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be substantial. The corresponding demand shift (i.e., the
correspondi ng decrease in the wllingness of margi nal custoners
to accept credit at a given price) is fairly negligible and fails
to offset the supply shift. Thus, the new equilibrium(i.e., the
intersection of S’ and D) is associated with a sonmewhat | ower
price, p’, than the original equilibrium However, due to the
greater magnitude of the supply shift than the demand shift, the
new equilibriumis also associated with a higher quantity, q’, of
credit card debt than the original equilibrium

As depicted in Figure 8, it should be anticipated that the
quantity effect will be nore substantial than the price effect.
The intuition for this prediction is that issuers wll act on the
change in bankruptcy | aw, whereas consunmers will substantially
fail to act. As aresult, issuers will increase the pace of
credit card solicitations and credit |ine expansions, while
mar gi nal consuners shoul d not be expected to neutralize this
effect by declining the issuers' offers.

Par adoxi cal | y, we conclude that the likely effect of further
limting the dischargeability of credit card debt in bankruptcy
is an increase in the outstandi ng bal ances of marginal consuners.
In our efforts to curtail the incidence of credit card
del i nquency, we only increase the frequency wi th which consuners

are buried under nmountains of credit card debt.



CONCLUSI ON

Credit card delinquencies and personal bankruptcies noved in
tandemin the 1990s and both attained record levels in 1996.
Their novenent together has led sone to attribute the increases
in credit card defaults to a perceived leniency in the current
bankruptcy | aw and to advocate nodifications to bankruptcy | aw
which woul d restrict the ability of debtors to discharge debts
incurred through the use of credit cards. However, this view
appears to confuse the direction of causation and nore
inportantly to m sperceive the social problemat hand.

The social problemis not so nuch the rise in personal
bankruptcies as the rise in overextended consuners. Many recent
proposals to restrict bankruptcy protection overl ook this sinple
fact and naively equate restrictions on the dischargeability in
bankruptcy with social inprovenent. |In particular, new
limtations on the dischargeability of credit card debt are
| i kely to have uni ntended consequences and will probably only
wor sen the probl em of consuner overextension. |f changes in the
| aw woul d be beneficial at all, we need changes directed toward
di scouragi ng overextension fromoccurring in the first place,
whil e preserving the availability of bankruptcy protection and a
fresh start in the event that such overextension occurs and

becones overwhel m ng.
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Credit Card Delinquencies and
Personal Bankruptcy Filings, 1990-96
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Credit Card Delinquencies and
Chargeoffs, 1971-96
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Credit Card Chargeoffs and
Growth Rate of GDP, 1971-96
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Credit Card Delinquencies and
Payroll Growth, 1973-96
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Ratio of Debt to Disposable Income and
Personal Bankruptcy Filings, 1984-96
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Credit Card Delinquencies, 1973-96, and
Closed-End Installment Loan Delings
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Profitability of Credit Cardsvs.
Profitability of Overall Banking System
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