Recent Developments in the Credit Card Market
and the Financial Obligations Ratio

Kaifileem W. Johwmsom, of the Boawdss Divisiom of
Reseavcth and Statistics, prepaned! this article. Tsz-Yan
Doris Sum proviidkd! research @ssistance.

Over the past fifteen years, U.S. households in the
aggregate have devoted an increasing share of their
after-tax income to the payment of financial obliga-
tions. Much of the increase is attributable to a rise
in the level of credit card debt, which has raised the
share of households’ aggregate after-tax income that
is devoted to credit card payments. In turn, the rising
share of credit card debt in overall financial obliga-
tions may stem from several netable ehanges in the
eredit eard market ever this peried.

Financial obligations such as credit card debt and
housing costs require monthly payments whose level
relative to income is, of course, a vital concern to the
individual household. A household’s choice to take
on obligations that increase these payments may rep-
resent an accurate assessment by the household of
its ability to make payments on its obligations. How-
ever, devoting more income to required debt pay-
ments and other obligations will make the househeld
mere likely te default in the event ef job less of
illness.

Likewise, an aggregate measure of payments on
household financial obligations relative to income
is of interest to economic policy makers because of
potential concerns about the vulnerability of the
household sector as a whole. In 1980, the Federal
Reserve Board began caleulating and tracking the
ratio of households’ aggregate required monthly pay-
ments en mertgage and consumer debt to their aggre-
gate after-tax (that is, dispesable) inceme, a measure
ealled the debt serviee ratie (DSR). Te gain a broader
pieture of heusehelds® financiall pesition, the Federal
Reserve Beard in 2003 intredyeed a new measurs,
ealled the finaneial ebligations ratie(E@M(foatnotedy
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ing expenses for rent, homeowner's insurance, and
reat-estate—taxes. As with the DSR, the obligations in

1. Household financial obligations ratio (FOR),
1980-2005:Q2
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ata plotted as a curve. Units in percentage points.
As shown in the figure curve started in Early 1979
on about 16%.Right after 1979 drogged down to
about 15.5% Slnce 1980 through 1986-1987
curve nh
going er about 17.9% with consequent
reductlon to 16% in 199&
In 1993 curve hovering higher and finished
in 2005 on about 18.5%

Nome: The data are quarterly. Shaded bars are periods of recession as
defined by the National Bureau of Economic Research. The FOR consists of
the aggregate required monthly payments of the household sector on con-
sumer debt, mortgages, homeowner’s insurance, real estate taxes, rent, and
auto leases as a percent of aggregate after-tax personal income.

Source: Federal Reserve Board (www.federalreserve.govireleases/
housedebt).

the FOR are presented as a share of aggregate, after-
tax income.

For a given level of aggregate income, no clear line
separates an appropriate level of payments on finan-
cial obligations from an excessive one, but the cur-
rent level of the FOR is elevated relative to historical
experience. It stood at 18V3 percent in the second
guarter of 2005, a level noticeably above its value
fifteen years earlier (chart 1). Of the major ¢ompo-
nents of the FOR, the ratio of credit card payments
te dispesable income rose the most ever this peried.
Mertgage payments alse rese significantly as a share
of ineeme, but paymenis en other types ef debt
ebligatiens fell (ehart 2).

This article argues that three important develop-
ments in the credit card market over the past fifteen
years account for most of the rise in credit card
payments relative to income. First, improvements
in credit-scoring technology and the advent of risk-
based pricing of credit card debt have increased
the share of households—particulady lower-ifcome
househelds—with a credit card. Second, in the 1990s,
credit card interest raies began to vary with ehanges
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2. Selected compomenis of the financial obligations ratio,
1989-2005:Q2
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to pay off these card charges each month. In addi-
tion, the rise in payments associated with the increase
in credit availability due to credit scoring may be
accompanied by some benefits: More widespread
access to credit may help more households maintain
their consumption during temporary income disrup-
tions and in turn contribute to the stability of the
macro economy.

SBIr_ead_betwee_n Selected components of the financial
obli -

Data plotted as a three curves. Units in percentage points.
As shown in the figure curves started in early 1989.
Curve"Mortgage FOR"on about 6%.

Curve"Consumer non revolving credit FOR"on about 4.2%
Curve"Consumer revolving credit FOR"on about 1%.
Curve"Mortgage FOR"varies between 6.5%-5.9% during

1990-early 2005 and ends at the level 7.2% in 2005.
Curve"Consumer non revolving credit FOR"hovering

bet\r/]ve?n 3.|2%-4.2%99/ur_ing 1990-early 2005 and ends
the level about 3.9% | —_—

%tlnce ear?y 1%% éurvoe" o%gusmer revolving credit FOR"
continue going-higher and ends on level about 2.8% in 2005.

DIBMLOPRENNT'S IN THE CREDUIT CARD MARKET

Three developments in the credit card market likely

Note: The data are quarterly. For a description of consumer revolving
credit, see text note 2.Non-revolvingdishi consists @f credit aecounts tiat
terminate when the balances are paid offf; such accounts include loans for
motor vehicles, household goods, and education. Data shown for each type of
debt are the aggregate required monthly payments for that type as a jparcant of
aggregate after-tax income. See also note to chart 1.

Source: Federal Reserve Board.

in broader market interest rates. In turn, this
co-movement led to an especially pronounced decline
in credit card interest rates when, beginning in 2001,
market rates turned sharply lower; the decline in
credit card rates raised the demand for credit card
debt. Finally, households have increased their use of
credit cards as a convenient means of paying for daily
purehases.

The article estimates the quantitative effect of each
of these three developments on the revolving con-
sumer (that is, non-mortgage) credit portion of the
FOR—ithe ratio of required minimum payments on
revolving consumer credit relative to disposable
income(fontnote R A siredifdiard ecatuntisastyperot de-
velopsuenes (that ihe credit card market together
abeumedgagentayalying aiedibGroaraltylvienobring
FOR and played a strong roleciedii@xisasignsieamba
Pede at the customer's discretion, provided that they

In a concluding section, the article ¢dnateRYIBEE
AHiSARYINY Raleach abURAGRUIBEO economic impli-
cations of the rise in the RX&SRARPERITANDESKCradi
dmihfrevolving.creditsgnavmenizare AsRiaiements
stemming from a greater use of cred AUSKRAEIS FHSCr8e
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be made in one or
moere-instalments. More than 90 percent of
consumer revolving debt
iscreditcarddebtendfootnote) Theanalysis
indicates that these
three de-

velopments in the credit card market together

accounted for most of the rise of the revolving credit
FOR and played a strong role in the rise of the total
FOR.

In a concluding section, the article considers these
findings in relation to the possible economic impli-

accounted for much of the rise in household financial
obligations over the past fifteen years: an expansion
in the prevalence of credit cards among lower-income
households, the widespread adoption of variable-rate
cards, and a greater willingness of households to use
their credit cards for day-to-day purchases of goods
and services. The available data—from the Federal
Reserve Board’s triennial Survey of Censumer
Finanees—alleww a comprehensive analysis ef the
impettanee of sach development for the peried. The
survey eendueted nearest the beginning of the fifteen-
year peried was in 1989, and the survey fer whieh the
fnest recent data are available was esndusted in 2001

The Expansicon of the Crediir Cavd Miorket

More and more households have gained access to
credit cards over the past decade and a half. The
share of households with at least one credit card rose
from 70 percent in 1989 to 76 percent in 2001
(table 1), Determining which group of cardholders in
2001 would not have been cardholdets in 1989 will
help us estimate the effect that the expansion in
card holding had en heuseheld financial obligations.
Broadly speaking, an expansien of card holding geuld
arise through twe ehannels. First, ehanges in supply
or demand eenditiens in the eredit eard market, held-
ing the eharaeteristies of heuseelds fixed, eeuld
inerease the share of Reusehelds with eredit eards:
Sueh developmenis may inelude ehanges in eredit
eard Hﬁ%f\%ﬂﬂﬂg standards or & general inerease in
feysehelds® desire for eredit cards: Seeend, changes
in heusehold eharacteristies ﬁiﬁ% {nerease the pereent-
39e of hausehelds whe qualify tor & eredit cafd Hnder
3 8iven st of underwiing sRRdards:

The analysis presented below suggests that much
if not most of the rise in card holding over the 19&3-
2001 period came from an expansion of supply to
riskier households—those that would not hhva v e -
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1. Proportion of households with at least one credit card, by income quintile, selected years, 19§%-2001

Percent

Heaolng FOW Column L rncagme qumtlle copamn £ 1909

|umn 31992 cojumn 4 1995 column 5 19 g
umn-6 2001 column-7 Péercent increase1989-2001

(footnote 1 Computed from|unrounded data end footnote)

end heading row
Income quintile:All 1989-% 69.5

1992 % 71.9 1995 % 74.4 11998 % 72.7

2001 %76:3 Percent increase, 1989-2001 % 9.8
Income %uthIe Lowest 1989 % 29.3
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these fiskier accouﬁts high enough to compensate the
lendets for the greater risk (Edelberg, 2003). The
praetiee of issuing cards to higher-risk household was
a significant ehange in the supply eonditiens in the

eredit eard market.

Credit Scoring and Risk-Based Pricing

Lenders can rank applicants according to their likeli-
hood of default through a measure called a credit
score, which aggregates the factors in a potential
borrower’s credit history that are associated with a
willingness and ability to pay. The higher the credit
score, the more likely is the applicant to pay as
agreed on a new credit account. The adoption of
flexible, or risk-based, pricing allows creditors to
issue ecards to less-gualified applicants in exchange
for a higher interest rate on the eard. Credit scoring
was eonsidered By providers of eonsumer eredit as
garly as the late 1930, bui the praetiee did Aet
Beeome widespread until the 1990s, when compuiers
eapable of ;E@@@%%lﬁg large AmeHRIS of data hesame
widely used (MeEerkell, 2002).

Risk-based pricing has increased the availability of
credit cards for all households, but its effect has been
the greatest among riskier households. In particular,
the rate of cardholding among households in the
lowest quintile of the income distribution rose about
half, from 29 percent to 43 percent, between 1989
and 2001 (table 1), wheteas the rate ofcardholding
rose ofily 10 pereent in the general population, from
70 pereent to 76 percent. Among househelds in the
lowest ineome deeile (net shewn in the table), the
fate of card holding gbeut deubled ever the peried,
frem 18 percent to 35 pereent. The rate ameng hetse:

Soumce: Here and in the following tables, Federal Reserve Board's

tﬁf@@@gﬁj@lﬁ@spg\mégg tRBIgE) s84) t8%t ot §92 0y 66.Q Survey of Consumer Finances and authar's calculations.

§é)ﬁsaﬁmbissuersholds who reported having been previously denied

credit also rose more than did the overall rate.

These patterns are consistent with an expansion
of card holding through the first channel—in this case,
a higher supply of cards through the use of credit
scoring. The possibility remains, however, that the
increase in card holding may have also arisen, at least
in part, through the second channel—that is, the
characteristics of these new cardholders may have
improved over the period. For example, they may
have demenstrated a better employment history of a
better record of paying rent and wtility bills; in this
6ase, a rise in ereditwerihiness could have prodused
fAefe widespread card holding ameng 1ower-income
Reusenelds rather than a ehange in HABFWHIRG Stan-
dards. We ean seft eut the relative influenee of the
twe ehannels with a statistieal medsl.

Who Are the New Cardholders?

I apply a statistical model to data from the Federal
Reserve Board's triennial Survey of Consumer
Finances (SCF). Each SCF obtains detailed demo-
graphic and financial information from a statistically
representative national sample of approximately
3,000 households. The model used here links the
characteristics of households in the survey to the
probability that they hold at least one credit card.
The characteristics used to predictcardholding

were income, wealth, number of children, the age of
the household head, and indicators for the sex, mari-
tal status, and education of the household head.? The
predictors also included an indicator for whether a

3. See Aizcorbe, Kennickell, and Moore (2003) for a presentation
of results of the 2001 SCF (the most recent survey for which data
are available); see p. 30 of that work for a definition of the terms
housetelil and head of houselold/ used here. The types of cards
considered in the surveys include bank-issued cards, store cards and
charge accounts, gasoline company cards, and so-called travel and
entertainment cards such as American Express and Diners' Club
(p. 24, note 27).
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2. Selected characteristics of households, by whether they
hold a credit card, 1989
Percent except as noted

financial characteristics that have increased the credit-
worthiness of households.

To separate these effects, 1 estimated the model
cHoeﬁ(#]rngerAV\egr?llﬂrglrc]i slabcr}gral(t:tg;?juc first with data from the 1989 SCF and then with data
column 3 Mean:Does not hqld a credit card end heading row from the 2001 SCF. Using the two sets of estimates
Characteristic:Income (thousands of dollars) and the characteristics of households in the two years,
',\V/ngﬂ 'L",Sgsrﬁ)ﬂ,eo,'i} card %163.2 %200 1 first calculated the overall change in the estimated

Characteristic:Wea th& 00u<ands of dollars) probability of card holding between 1989 and 2001
Mean: BS'%Sn%tC edi gagﬁ' JB158 o4 (table 3, first eolumn). To isolate the effect of changes
C e%rrz]icterlstlcO uO cr ‘f ﬁgr n Mean Holds a credit card %R Gupply and demand conditions between these
Chiaracteristic:Recently del ﬁ\quent(c{‘ootnote 1 Dellnquent years, | calculated a hypothetical probability of card-
oo Sepeendfoone L iy 101 b e 108 oo

i : e
e o e A e Pold A s Hstio’ #hd the 2001 esiimation resulis. In other
GoasE = words, 1 predicted which heusehelds in 2001 weuld
%ouseho‘ig No high school degree have been helding eards if there had Been A6 changes
card % 15.7 in the eharaetgristies of ousehelds sinee 1989. The

ean ‘Does n
aracterlstlc Head o

of ho

Mean Holds ac e
q&&% %@Mﬁ%eﬁ‘é in debt  gifference Befween His hypethetical prebability for
gﬁay ths i ?ﬁé 0 Does not hold a credit 2864oaRdlL the estimaied probability for 1989 earre:
SRR HiBeagtiyt betweerredit SARES 5 e effect of Ensnges in s Bi@y and demand
B hisy and those without  €BRAitieRS from 1989 18 3 @1 (table 3, second €al:
Maad: boessentbaisl gamedpredidieesoeardholding. For  HMR). The part of (e gverall Eﬂaﬁge in the estimated

example, in the 1989 SCF, households that held credit
cards had significantly higher wealth and income
than non-cardholders (table 2, first and second col-
umns). In addition, the heads of cardholding house-
holds were more often college-educated, married, of
male. Finally, cardholding households were less
likely te have been behind en a lean payment in the
preceding year.

The statistical model can focus on the effect that
each characteristic has on the probability of car

4 Thisterbniges cakashigpiolitmasekiies deanisRe

Arababtlity ot explained By chandes in supply and
demand IS that Assoelated With eﬂaﬂge IR AtseReld
ENAFACIEHRHES (taBle %, third ColtmRA

For the general population, the results imply that
changes in supply and demand conditions account
for only 2 percentage points of a 7 percentage point
overadll rise in the estimated probability ofcardholding.

But, in the lowest quintile of income, where the
estimated probability of card holding rose far more
than the average, more than half of the effect—9 of
the 16 percentage points of gain in the probability—is

dlegies suggest that all the selected charsomsiank(footnakéributable to supply and demand factors. Altheugh

(2004 and Digea and \Whitasels(d88P)ef the household
hegdadehdaes@ daldlYiatistically significant influence
arcuipiobAindiaing whakaiaachdauseheldiinihg

the medel cannet distinguish changes in supply frem
ehangdes in demand, the result is eertainly consistent
with an inerease iA the supply of eredit eards for the

1999 dsta set

helgha.credicardadt ﬁ%@%‘l’l\é@r?ﬁgﬁ@ 8ftudle extent to
GRREolgingofar AL y factors (lenders’ willingness
FS”fs%Qoé'S@Qﬂ!ld%’V %@9%8&%@?6%?”&'{1@ demand
PErESPE of Rausehldisehold’s interest in holding one) 3.
YIS @R LTt fp BN RYerdl catrectReedigtion rate Of 81
between 1989 and 2001 = Any pBEEEIANIOPINOLE) quintile, selected years, 19§9-2001
B%HR%%deHGQﬁ%Iﬂ% ?J&“A‘&ﬁ%k?&}ﬁ?e ?B%&Bﬁ?sg'ﬁ& Percent except as Aoied

BXGERE S Hpe ? gsﬁ{‘&lg Heading row column 1 Thcome quinfile

head had a Iarge and statlstlca y significantiinfluence column 2 Change in probability

on the probability that a household held a credit card column 3 Source of change Change fin supply
: demand conditjons
in 1989. Cotumn 4 Source o change Change fin

The model can also shed light on the extent to household characteristicy end heading row
which changes in supply factors (lenders' willingness [ncome guintile:All Change in probability % 7 .

: d to a given household) and demand Source of change Changg in supply and demand conditions % 2
to Issue a car Y ( : _ Source of change-Change in household characteristics % 5
factors (a given household's interest in holding one) Change in probability %|16

together contributed to the rise incardholding  Source of change Chang

Source of change Change in supply and demand conditions %9
between 1989 and2001(footnote5ThemodeIcannotldentll‘yfOurce of change Chane in household characteristics %7
supply factors separately from

T Uy Towest Charge T probatitity 9610
T *Chafge in supply and demand conditions %4
demand factors end footnote) Any portion of the rise in Source of change Change in household characteristics %6
credit card availability not attributable to supply and Income quintile:Middle Change in probability % 7
; ? Source of change Change in supply and demand conditions %1

demand factors may be attributable to changes in the goyrce of change Chan e in household characteristics %6

Change in probability %

feltreaaf sha

mmmm&ﬁﬂm§ 84-2

lewest-ineame heusehelds (see alse Bestie, 2002).

Change in the estimated probability that a household
holds a credit card, and source of change, by income
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The model can also be used to identify the likely
households in each survey who acquired cards most
recently. Such households are termed here as “new
cardholders” and are defined as those households
with the lowest estimated probability of holding a
credit card. An examination of changes in the charac-
teristics of new cardholdets over time also suggests
an inerease in the supply of credit cards to riskier
heuseholds (table 4). New cardhelders in surveys
after 1989 are more likely to have been delinguent en
a4 lean in the preceding six menths and are alse
younger and have mere ehildren; these patierns sug-
gest that new eardhelders new are likely less eredit:
werthy than these in the past. Werk By ether
researchers, whe examingd the 1989-95 peried, e6r-
roboraies the view that the JVErage eaf holder has
Become Figkier gver fhat perisd—ihe average €ard-
holder Rad 1ess joB senisrty, had 1ower incame. had
lower liguid assets; was more willing 9 yse debt 18
HHQHEE EBH§H1BBE18H é&ﬂ attivde considered 10 Be &

“Hskier> view F credip), 2nd was more likely {8 Be
single and Be & renter (Black and Margan, 1998).

The credit card debt taken on by these new card-
holders probably raises the ratio of aggregate mea-
sured revolving credit payments to aggregate income.
The effect on the overall FOR may be damped,
however, if these households substituted credit card
debt for other measured forms of credit, such as
personal loans and installment loans. But given that
access to these forms of credit for these new card-
helders was likely limited in the past, substitution
(io the degree it oceurfed) was probably eut of

4. Financial and demographic characteristics of existing
and new cardholders, selected years, 1992-2001
Percent except as noted

Headmg row column 1 Cardhalder and char,%ctenstﬁc

1
Coltimn & 388 CRt Rdachng row- o+ 1998

Cardholder and characteristic Estimated existing
cardholders Income (thousands of dollars) 1992 % 56.8

%: 1419 % 69.7 2001 % 85.3
ar hol erand ¢ aracter|st|c E st|mated existin

cardholders: Wealth thousandg of dollarsg 19929% 288.5

%:99 %3 8.9 1998 %394,4 2001 9 5
ar er and characteristic &stimated existing

0,
g@&ah%ers T
holder and characteristic Estimated existing
cardholders:Recently delinquent(footnote 1
Delinquent sixty days or more [in the past year
end footnote

99 995 9%3.0 1998 %4.0 2001 %
%:ar Iger an character?st?cEst?mate exi%t?ng

ardholders:Head of househol

%ardh Fdaer and qharacterslslrtic st|mated existin

cardholders: Age (years) 1992 % 48.7 1995 %48.
008 9440 3 200104 49 7

2

arclaaldepoaButiorae it Gid SHimnatasi exd singxt
cardholders No high school degree1992 % 10.0
%:ar 909.0 1998 %7.0 2001 % 6

holder and characteristic Estimated existing
cardholders:Colle ge degree 1992 % 42.0 1995 %40.0

0,
%%‘?Shé’u‘é‘ér"a%%‘”har Facten

acteristic Estimated existing
9 % 64. O 1995 %62. O

unmeasured forms of debt. For example, in a survey
of households in low- and moderate-income areas of
Los Angeles, Chicago, and Washington, 53 percent
of respondents said they would rely on friends or
family to borrow $500 for three months, and 15 per-
cent said they had obtained financing from institu-
tions not captured by aggregate statistics, such as
pawn shops, payday lenders, and rent-to-own
establishments(footnote 6 Siedman, Hababou, and

Kramer (2005). Rent-to-own establish-
ments offer consumers the option to

acquire the ownership of mer-

ClandiseRutbrdatingoit OrexdbipeCidiet] hexioekir Rates
of Bneaiie foutasie)r Rates

The second important development in the credit card
market is the closer relation of credit card interest
rates to broader market rates. In particular, this devel-
opment allowed credit card interest rates to move
down when market rates began to fall in 2001, which
in turn significantly boosted the demand for credit
card debt and the payments required to service this
debt.

One might expect credit card interest rates to vary
with the cost of funds, given the important role of
these costs in lenders’ credit cardexppeasstfodinoidn
Doelipgstangounckyfdwsdshatrthticosird interest rates
Olflzfﬂgdd ammrnshd)mh a correlation with the prime

%gdzg 3R S0 ATl EEGFHAIRS onty

%édﬂ@lgmrqgwg Credit Card Interest
Mﬁy fﬁﬁelﬁhﬁaﬂiduﬁoiearsmmmmof%ome poss1ble

lﬁ%s‘iﬂ 4o s & "l’l\% E&ﬁgﬁﬁ%ﬁ e glﬂ%
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fied in tandem W|th the real pr|me

ratehtar W Latds @ceerond
O&&%% %88 ﬁ@%&@ﬁ% lﬁ%@h&&ﬂﬂ?@l
in ﬁH@fFérS @%l?lﬂwr@ﬁl}a??éﬁlfe hgaEkrhle FiriG CTodl
Fathriaviticco RIHIIEEETS S nHIabSEMMTeRi SNty
PHATHtR iRk SORRE R BAIRTs AASKARPTRBTELYARS Epbefit
BHES EHGiSYCAnasritpeBriFagertAOTIAIMEIHEOR ddhe
LandonaigRrbarkspreeied 60te)-aluthistp rivarialplgefate
srReitrgardsicheesume dbrigheorte dpoe 1 IRORO(tHE
tisskibaisterepMrbTIdrad k. this sbare/ddntsoe
credit cards accounted for only about 3 percent of
credit card accounts. By 1994, this share had grown
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3. Average real credit card interest rate and
the real prime rate, 198B-2005:Q2

Spread between Average real credit card interest

rate an

Data are plotted as two curves and are expressed in
percentage points.

As shown in the figure curve"Credit card interest rate"
started in early 1989 on about 13% and varies between
About 13%-14.5% during 1990-2000.After 2000 year
dropped down and ends at the level about 11% in 2005.
Second curve"Prime rate"started in early 1989 on
about 6.2%.1n erly 1990 started going down spread

on about 2.3%.During 1992-2000 varies between
About 2.3%-8%.After 2000 year dropped down

and ends at the level about 4% in 2005

Nome: The data are quianterly.
Source: Federal Reserve Board.

to about 60 percent; it is now probably close to
75peroeeri(footnote8Stango(2000)andauthor'scalculationsen
A key to the lender’s choice of variable-rate versus
fixed-saie pricing lies in the behavior of cardholders
who are the most profitable to cardidssacsfodinated-

cThe gieatengyevaleficatat vaniatileltiiescaids tdansalswhe Evey wutﬁ/%t
explained bycanrindrgase inroarkst congebtratomisae Gtamg bRty remaln

and, indeathethie {eiylargestccanaisseers dowbledihelr wardabshaieely t
froméQpereentimlafatoabosiBpense nbin 2004 andfogsiata)an
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Galibouglesivia deneTinie ehliet it e das hiatere
ghedektreatsheldsrscraay bays mivgherrdikslipped
afefefadttht penatahfaatoss have increased the odds
thaprprafiiable aaedbalgersremid! (A tEBUIRHOIGT 1HRES
RAKAS Hiesdasiars nave Tauprinfitaanedy tAsultFepiyR
E%Ed%tiﬁr&l? PiveEamredi ARtHOIIE RS IR iRAR
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others (2005) the data in that work cannot

A second reason that consumers with relatively
large amounts of credit card debt may be more
responsive to changes in credit card interest rates is
that the cost of searching for a lower-rate card has
declined. For example, a dramatic increase in adver-
tising by credit card companies may have made it
easier to compare rates across cards. The number of
credit card solicitations jumped from about ten per
U.S. heusehold in 1992 te mere than forty in 2004
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the least risky households with high levels of credit
card debt. As aresult, lenders can make offers to only
ﬁ%@lﬁgﬁ”@%ﬁ%cﬁ]? h%@%g(pected to be
profitable. Thus, although consumers with high levels

el EQRPH@BE SeVRIgRMERL ke dFeALt 1Gapd
fORRkatds\oR 1BFTeRsedR CaFdUANSEEHions Hemant des

faeslitRATHS (Pethotemandshasti bRk 4@ dBRRURRRPS sof
1989 and 2001 SCF

the present author that builds on work by Calem and Mester

(1995)endfootnote)Alltold, these developments have
likely increased the share of switching done by prof-
itable households with high levels of credit card debt
and in turn increased the incentive for lenders to

a change from the early to late 1990s in househ%@qust credit card interest rates.

demaonstrate
abilitytoassesstheirborrowingneedsendfootnote) Thisrealistic

assess-
ment br cardholders of their borrowing needs implies
that a large proportion of borrowers who carry debt
will respond to an offer of a card with a lower rate.
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Credit card interest rates did not respond to changes in
the cost of funds before the mid-1990s. The causes of this
interest rate “stickiness™ have been debated in the econom-
ies literature. Many authors have asserted that when the cost
of funds declined, credit card lendeis did not reduce their
interest rates because doing so seemed likely te attract

hing, these AARSFS deRetaddrRsS:R canses of Upardystiskipess &t

reasans whsoredit card RipSt s difl PaLEiSeWithaBnerabmarket
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—Anaother theory explained sticky interest rates by assert-
ing that the most profitable customers had higher costs both

Theories of Credit Card Interest Rate “Stickiness”

borrowers whe were lessppesitaia(footnotelBecausetheywerewritteakiphiaeays)diatoreriehasges andalkewing Becauntd

of searching for a new card and of switching to that card
(Calem and Mester, 1995). In this argument, consumers
with high amounts of debt were the most profitable for the
credit cardldnndestfodinoeEbisassstineisplawsiblelfcchediogst
txd&lyaditearch for a card with a lower interest rate because
GayohNRNE AMay isskas (which is why they borrowed so

aofer aorayesagedfd owing to their high debt. All told,
ih3feekeentafdhectevenyeah eredib Garddendarss would
WWE@%&&Q&MQQQ% shift toward less profitable ones
tiRwevarn semeipastinoefthesrafits fremminteresty o
shatges levied o kighra. _
dekt gansumers, wRwd e offsetby thelfaorgates: rates
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switch to a lower-rate card.

—A—third—theory asserted that credit card interest rates
appeared sticky because borrowers switched from credit
cards to other forms of financing when the cost of funds
declined (Brito and Hartley, 1995). In response to the loss
of borrowers, credit card lenders lent to riskier households
and charged them higher interest rates to compensate for
their higher probability of default. This change in the com-
pasition of credit card horrowers offset the effect of a lower

of the original third-party charge card, which was
issued in 1950 by Diners’ Club for use in restaurants
(Evans and Schmalensee, 2005, p. 4). Charges had
to paid in full each month, so the card represented
only a convenient payment method rather than a way
to obtain longer-term financing. American Express
cards were launched in 1958, also as transaction
cards, but Bank of America followed in the same
year with the first general-purpose credit card on
whieh enly a pertion ef the balanee needed to be paid
eaeh menth.

Ower time, many financial institutions began offer-
ing cards that offered the option of paying only a
portion of the balance each month. Although the
long-term-loan component of credit card debt came
to exceed the transactions component, the transac-
tions demand for credit cards has nonetheless contin-
ued to grow. For transactions, credit cards have sev-
eral advantages over cash. First, unlike cash, a credit
card may offer consumers proteetion when it is lost
or stolen. Second, credit cards permit households to
earn interest on their funds during the peried between

cost of funds; thus, credit card interest rates did not decline

e AR SR I A5 the payment of the credit card bill

(the interest earned in this way is known as “float™).
Indeed, researchers have found that households with
credit cards tend to have lower balances in their
transactions accounts than do households without
credit cards, which suggests that households may be
holding funds in accounts that offer higher yields

until they need to pay off their ereditcesgatfootnateddSee,

farexample, duga and \dGriteselt {1885 hdA/hita 429 tR)r
andddangdeth{i9733 fransachiGRsipecaupisdrehebacking,
gaMian]aMAn to write a check.
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ardunkeragrs A9 1BOSACWurred by card issuers that
have responded to increasingly intense comp&[ﬁ@ﬁ
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LeymiRab AR A YHR @ £R8%milecage” programs that
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credit cards has been spurred by card issuers that
have responded to increasingly intense competition
by offering rewards for heavy credit card use. Such
rewards include cash-back rebates on purchases, dis-
counts on merchandise, and "mileage" programs that
cover travel expenses. These programs, which add to
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the benefits of using cards over cash, encourage the
transactions use of cards because they generally do
not require the cardholder to carry the balance from
month to month to receive therawvaidd{footnotel5

Cartirisayacsican belesfidiftonhagn inbreaserimwtransactions

dppandrhieeauserthay daceivel revenuedicam the feesstiey

in the past decade  According to the Censleviporethe
saeschantelior@ach tiztsaatianene foatnate)order have

growth of measured credit card debt during that
period would have been slower by about 1 percentage
point per year, and the level of credit card debt in
2001 would have been 7%2 percent lower than it
actually was. These results are roughly consistent
with data suggesting that transactions demand
accounted for about 10 percent of measured credit
card debt over the past decade and ahalf(footnote19

inckbaRsactionsideemndinhas calsoyanewandecassgData from the Federal Reserve's Quarterly Report of Credit
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2005) end footnote)Even tradi-
tional brick-and-mortar stores have increased their
acceptance of credit cards. In 1989, about 2% million
merchants accepted Visa cards; by 2000, that number
had reached 4v4million(footnote18
www.usa.visa.com/about_
visa/newsroom/statistics/acceptance.html end footnote)
Increased transactions demand raises the aggregate
level of credit card debt outstanding as currently
measured. Suppose, for example, that a consumer
charges $500 on the fifteenth day of one month and
pays it off on the fifteenth day of the next month.
Aggregate credit is measured as the stock of debt
at the end of each month, so the measured estimates
will capture the $500 owed at the end of the month in
which the charge was made. Thus, measured aggre-
gate credit includes debt that will be paid off in the
next month (transactions demand) as well as debt that
will be pald off over a Ionger perlod If transactions

Card Interest Rates (FR 2835a), www.federalreserve.gov/boarddocs/

DEVELOPMENTS IN THE CREDIT CARD MARKET
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S

on revoIVing credit balances—the numerator of the
revolvn;fg credit
FORLidrs asalirfled {o1peezts2 pércent of those balances.

This assump-

tibe ebleessdrttocae Aokdage oni e Ger obyisizeerpditment

ﬁﬂﬁi@ﬂn be estimated by calculating the ratio under

Bieresponses to the FetevapRaseveIS flecprgiariiamor
hoogeheditsy holding at least one card remained at its
toan-Officer Survey on Bank Lending Practices.

In that survey, loan

officers also indicated that mini mums had not
changed substantially

over the previous decade. Responses to the 2003
Consumer Action

survey of banks also implied an average minimum
payment of

between 2 percent and 3 percent (Consumer Action
News, "Annual

Credit Card Survey 2003").
More recently, some lenders have changed their
payment formula
so that minimum payments equal current finance
ch ar%es and fees plus
some small amount of the outstanding balance
% onsumer Action
News, "Annual Credit Card Survey 2 052
This new formula could
raise or lower required payments, depending on
the interest rate
and the amount of balance repaid. (For the
Consumer Action News
surveys, see Www.consumer-action.org
/Engllsh/hbrary/credlt cards/

index.php.) end footnote)How much of

the increase in the revolving credit FoR is attribut-
able to the develo ments in the credit card market
|scussed aove

ne can estlmate the contrlbutlon
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4. Effect on the revolving credit FOR of an imcreasing

1989 level. Using the statistical model described <
above, cardholders were divided into one group that share of househalds that own credit cards,

probably acquired cards after 1989, called new card- 1989-2005:Q2
holders, and another group that probably had credit SPfEad beTween Effect on the revolving credit FORof

an |prraqe|nn

cards before 1989, called existing cardholders. The opora'of households that own credit cards,
counter factual revolving credit FOR was based on 1989-2005:02

the debt of only the latter group, and the difference Dataare ploited as two curves and are expressed in basis points.
between the counter factual and actual fevelving One curve is the spread of"Revolving credit FOR(financial

. obligations ratio)",
eredit FOR represents the effect of new eardholders. while the other shows the spread for"Counterfactual".

New cardholders are defined as those households Both curves started near 1.5% basis Bomts in 1989 early 1990.
with the lowest probability of holding a credit card Both spreads continue higher until 2002 year.

(see also table 2). For each triennial SCF from 1992 Curve "Revolving credit FOR"reached about 2.9%.
to 2001, enough new cardholders were removed from ﬁ]“%% ﬁgi‘ﬁf&:\%&“ﬂaﬁ?hgﬁ r?b%%tvfn(i%
the group of cardholders to reduce the share of house- e "Revolving credit FO gR d?opped down to about 2.7%.
A@S&ﬁﬁ ga{;)dts EO it?ﬁt lﬁm(g%ﬁj‘gg&g Curve "Counterfactualdropped down to about 2.3%.
: r@ept aksarane

St pereantrin 1H9S: 4Ypsreeninind 908, anshialnpst-
cent of the growth in total credit card deBPBEasitdn
2089. akel axtenddbedaabysisthroughsthe second quarter

The counterfactual revolving credit FOIt 2089, the
gonie of eredifcsprd seitdelekHyraew eatdnoleerswase

Nome: The data are quarterly. Thecounterfactualdata consist of the con-
sumer revolving credit FOR only for households that had a credit card in
1989. For details, see text; see also note to chart 2.

Source: Federal Reserve Board and auithar's calculations.

actual level (chart 4). The results iK&PhCOngantAl
i 209 ¥RInGuseRoKRORARXIBAIl cards reBiAMEY i
fediygennd debipssacdaigdnwitroRe GREIRMIS HubA
apauired; Cﬁégéeﬁﬁf‘gel%?nﬁ%ﬁiﬁﬁég fespReul SuRery
Gent of the,grawilhdnuieiah eheeik Fard debhlriwesh
4889 appdbestecond gHartan ai0dnoatete 22 bk
sefipated eifectigali %Hll}isswl%'é@ﬁﬂ@arfﬂgﬁfg%aé%”aﬁ?i)
ected the amount of credit card debt, although the
g (15871688 Wi et o Al

ambi uoi see box “S StltuthIl bemz\é%ﬁ ﬁ%@ﬁ
é@%?‘ ?5}%91%&“ aﬁnlﬂowever new

cardholders appear

to have a bit less debt than existing holders; for example,

The Effect of Variable Interest Rates 1N 2001, the
average credit card balance of a new cardholder was

The greater responsiveness of credit 8RRyt A8

whereas the averagaalanseefaa exisiing catdheldsswas §afﬂed®*a OUtﬁéﬁéé“Qh

R e ToatBPles in the early part of this decade,
had NE GHMaHTasabe\aIMiBasSrRAl FRR W Bhe
gahb:ef. thee QR)@r q‘%ﬁl"@(@df@@%?&%té?e?ﬂ%% il
ArsYRliyel pGhartdl phs ERAHSmRYrothghahed
Hie sbare ob Rﬂ’iés gﬁd"" a?[@g't()§a5§0§?mé/'ﬂ§ﬂ 3t
Hsndi89 1evefodhentin iy f@fw lféebﬁvewﬁ@ﬁ
8RoMt Va-ReirEatage rQ&'Etf'ﬂPa grucredn cargglﬂ 4

was. A general substitution towar s from
other types of consumer loans and, more recently,
away from credit cards toward mortgages also
affected the amount of credit card debt, although the
effect on overall household financial obligations is
ambiguous (see box "Substitution between Credit

Cards and Other Forms of Credit").
The Effect of Variable Interest Rates

The greater responsiveness of credit card interest
rates to market rates, combined with a significant
change in market rates in the early part of this decade,
had a substantial effect on household financial obli-
gations. The average real credit card interest rate fell
more than 3 percentage points from the fourth quarter

ga&%%ai‘[? I%rﬁﬁ%ﬁ&aﬂ%?%&%ﬂﬂ%aﬁ

significantly more credit card debt. For example,
researchers have estimated that a 1 percent decline in
interest rates on bank-issued credit cards leads to a

1V3 prakeant mikse iin (the diamand far aradiit cadl dieut(
Foatrnriel 28 Giosseatid Sadlelas{2002) s hisaeffeatls to
wasieslienataargin over the cost of funds could also
wiikeulenders to reduce their supply of credit card
deeountingtfan hausebolda switghing batangas between
cardsdsint’itstanding. However, in the short run, the
entoates chanaaliRenPwH g fes shissivitehingdiediuees
i régReiended credit contracts that specify only a
crediemand toreRputAdeescant ancioeiIote) reduce the
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—To gauge the effect of changes in credit card inter-
est rates on the revolving credit FOR, a counter-
factual level of revolving credit was estimated under
the assumption that interest rates on credit cards
remained at their level in the first quarter of 1989. In
particular, the change in real credit card debt pre-

dicted by the change in real credit card interest rates
was subtracted from the actual level of debt.
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Over the past fifteem years, households appear to have
substituted some forms of credit for others. In the early patt
of this period, the rise in the share of household debt
associated with credit card loans maiirored a decline in
so-called “personal loans” and loans tied speeifically to the
purehase of durable goods other than vehieles. Trends in
mere reeent years suggest that heusehelds may have been
using mertgage 1eans as an alternative te eredit eard debt.
The effect of this substitution en heuseheld finaneil obliga-
tions depends en the different terms asseelated with the
different forms of debt.

Credit card loans have, in some respects, a significant
advantage over personal loans (defined as unsecured,
closed-end loans used to fimance unspecified expenditures)
as well as over the installment loans from department stores
and finance companies that traditionally have been used to
purchase large durable goods other than vehicles. In particu-
lar, the open-ended nature of credit card loans implies a
lower fixed ecost of borrowing: Households may draw en
their eredit card accounts to obtain needed funds (as long as
befrowing remains belew a pre set limit) as oppesed (o
taking eut an entirely Rew lean.

In deciding what form of credit to use, households weigh
this cost advantage of credit cards against other traits of
alternative loan types. One important feature is the interest
rate. Because neither credit card loans nor personal loans
are backed by collateral, interest rates are relatively high on
both types of credit. All else equal, interest rates on install-
raent loans baeked by non-vehicle durable goods tend to be
lower beeause they are secured. On balanee, households
appear to find the eenvenienee of eredit card leans to be
appealing, as the fatie of non-vehicle non-revolving lgans te
eonsumer leans dropped from 12 pereent in 1989 (e 6 per-
eent in 2001.

The substitution of credit cards for other types of con-
sumer loans may not have a large effect on the amount of

Substitution between Credit Cards and Other Forms of Credit

consumer debt outstanding if households are simply replac-
ing one form of credit for an equal amount of credit card
debt. Howewetr, substitution can affect households” debt-
related fiimanciall obligations if the terms of credit card debt
are different than the terms of the debt it replaced. For
example, at current interest rates, the minimurm tequired
payment on a credit card loan would be 13 pereent less than
the payment on a persenal loan of the same size. Even
theugh the interest rates afe simila, the eredit eard loan has
a payment equivalent to a persenal lean with a maturity
almest efe year lenger than that ef the typieal persenal
lean.

In the past couple of years, households may have been
substituting mortgage debt for credit card debt. For exam-
ple, in 2004, outstanding mortgage debt increased about
14 percent while credit card loans grew only about 4 per-
cent. Mortgage loans can be an attractive alternative to
credit card borrowing because they have lower interest
fates and because mofitgage interest paymemts are tax
deduetible. Indeed, in surveys, househelds report using a
signifieant share of the proeeeds frem eash-out mertgage
refinaneing transaetions—wihieh invelve liquidating heme
equity By taking eut a larger mertgage lean—te pay dewn
eredit eard 1eans (Cannek, Dynan, and Passmeie, 2002).

All told, substitution toward fiirst-liem mortgages tends to
lower required payments on fimanciall obligations because
they have lower interest rates and longer maturities. How-
ever, substitution toward mortgage debt does not always
reduce required debt payments; for example, the terms on
home equity lines of credit (generally a jumior lien) are
usually similar to these on eredit card debt. The transfer of
eonsumer debt to mertgage debt may be limited by the
highet eosts of defaulting en a mertgage (whieh eeuld
invelve less ef the heme) and the faet that enly hemeewn:
8r§ Nave aeeess to mertgage eredit:

From 1989 to 2000, the counter factual revolving
credit FOR follows the actual revolving credit FOR
fairly closely (chart 5); this tracking is not surprising
given that the real interest rate moved little over this
period. Beginning in 2001, when the real credit card
interest rate began to decline, thecounterfactual
revelving credit FOR began to lag the actual. By
fnid-2004, the counter factual sefies was abeut vs pef-
centage point below the actual. This gap implies that
the deeline in real eredit eard interest rates in the
early part of this deeade aceeunis for a material part
of the rise in the revelving eredit FOR between 1989

and the seeend guarter f: footnote25Thisanalysis
ignores the point that interest rates on mortgages

The Effectr of Tramsaotiongs [Demand

As noted above, transactions-related credit card bal-
ances as a share of measured revolving debt rose
from about 6 percent in 1992 to 11 percent in 2001,
To estimate the effect of this increase in transactions
demand on the revolving credit FOR, a countet-
factual ratio was calculated under the assumption that
the transactions demand for credit cards did not grow
as a fraction of total revelving credit after 1989. In
the secend guarter of 2008, the counter factual jevel
of the revelving credit FOR was a little mere than

fell as well over this period, a development that likely induced households

to borrow more against their homes and use the proceeds

to pay down credit card debt, which is more costly. See box "Substi-
tution between Credit Cards and Other Forms of Credit" for further

discussion of this potential effect. end footnote)
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5. Effect on the revolving credit FOR of a falling real
interest rate, 19%1-2005:Q2

SPr : - . :
ofa - : ]
Data are plotted as two curves and are expressed in
percentage points.

As shown in the figure we observe two curves
"Revolving credit FOR" and "Counter factual".
Both curves are near 1.4% in ear_I?/ 1989 year.
Growing up close to each other till early 2001.
After 2001 curve "Revolving credit FOR"

vaaies betvxt/e%ﬁn ?bOLit 2.9%)—22.770;%)_ 2005

nd ends at the level a T%i .

Alive d’&ounter facua Qélroppea down

and ends on level about 2.3% in early 2001.

Nome: The data are quarterly. Thecounterfactualdata consist of the con-
sumer revolving credit FOR predicted if the average real credit card interest
rate had remained at its 1989:Q1 level. For details, see text; see also note to
chart 2.

Source: Federal Reserve Board and autthar's caloulations.

V3 percentage point lower than the actual revolving
credit FOR (chart 6); this gap represents the cumula-
tive effect of the rise in transactions demand since
1989.

The Comifinedd Ejffeats of the TWwew Credifr Card
Marklett DPewbbppremnts

A simple combination of the estimated effects of the
increase in the share of households that hold credit
cards, the fall in real credit card interest rates, and the
rise in transactions demand explains virtually all of

6. Effect on the revolving credit FOR of rising
transactions-related use of credit cards, 198»-2005:Q2

the net increase in the overall revolving credit FOR
since 1989 (chart 7). However, these effects may not
be entirely independent of one another; as a result,
the sum of the three effects should be considered an
upper bound. For example, a decline in the interest
rate may cause an increase in debt partly because it
may prompt households to apply for a first credit
eard; in this case, the sum of the influences captures
the interest rate effect twice. Yet, the evetlap may be
limited By the faet that these effeets, to seme degres,
pertain e different segments of the eredit card mar-
ket. For example, transactions demand has srewn
mainly ameng uggef:m@@m@ heusehelds that have
held eredit ards for & leng Hme and are net sensitive
{0 interest rates Beeause they pay off their eredit sard
Balanees saeh menth:

The counter factual revolving credit FOR rose sig-
nificantly through 1997, but it has since reversed
about all of the increase. This evolution raises a
question about the determinants of revolving credit
card debt apart from the three credit card develop-
ments analyzed above. One possible determinant is
consurer confidence: The counter factual revelving
credit FOR seems to move broadly with consumer
sentiment (chart 8; the counter factual FOR hee is the
same as shewn in ehaft 7). The ee-mevement hints,
perhiaps, that when heusehelds Beecome fmere 6ef-
fident, helding other market developments 66f-
stant, they fmay eheese e inerease their revelving
debt faster than their dispesable persenal inesme
inereases; eanversely, when eenfidenes dselines, skeh
fevelving debt inreases mere slewly than dees dis-
pasable persenal neome.

7. Comibimed effects on the revolving credit FOR of
developmenits in the credit card market, 138H-2005:Q2

Spread between Effect on the revolving credltrl\:ORAozf ”S'ngSpmm

transactions-eiaied use of crediti cards, 1989-2005:Q2.
Data are plotted as two curves and are expressed in
percentage points.
As shown in the figure we observe two curves
"Revolving credit FOR" and "Counter factual".
Both curves are near 1.4% in ear_I?/ 1989 year.
Growing up close to each other till early 1995.
After 1995 curve "Revolving credit FOR"
varies between about 2.5%-2.9%_
%nd end%at the level apout 2.7% "1 Foog. .

urve "Counterfactual”goes parallel'and varies between

2.3%-2.4% ends on level about 2.3% in early 2001.

Nome: The data are quarterly. Thecounterfactualdata consist of the con-
sumer revolving credit FOR predicted if the proportion of credit card debt
arising from transactions-related use had remained at its 1989 level. For
details, see text; see also note to chait 2.

Source: Federal Reserve Board and auithat's caloutations.

redit EOR of
8eve|opments in the credit card market, 1989-2005:Q2.
Data are plotted as two curves and are expressed in
percentage points.
As shown in the figure we observe two curves
"Revolving credit FOR" and "Counter factual".
Both curves are near 1.4% in early 1989 year. )
Curve "Revolving credit FOR" continue higher until

2001 early 1002 year and reached maximum level

about 2.9 %.
After %0%1 year curve"Revolving credit FOR" started
%oing down and ends on about 2.6%. ]

urve "Counter factual"continue higher until 1997
earlg/ 1998 year and reached maximum level about
2.4 9. After early 1998
dropped down and ends on Ievel about 1.6 %.

Nome: The data are quarterly. Thecounterfactualdata combine the effeats
of the developments shown in charts 4-6. For details, see text; see also note
to chart 2.

Source: Federal Reserve Board and authar's calculations.



8. Counter factual revolving credit EOR
and consumer sentimemt, 1¥HED-2005:Q2

9. Household financial obligations ratio, 13%»-2005:Q2

Spread-benNeen-cgumeLfacLuaLpewM;%cmm—EQR
and consumer sentiment,1989-2005:Q2. Data are

! Ay ; plotted as two curves and expressed in percentage points.
Deartéie?]f{g pelot(t)eiﬁtgs two curves and are expressed in As shown in the figure both curves "FOR" and
Beriod 188&? year:' "Counter factual” started in early 1979.Both spreads

Counter factual revolving credit FOR (left scale)(percent)algautingedrigher until 1987 with the same indicators.
Consumer sentiment (right scale)(1966=100) about 95. ~ After 1987 both curves dropped down until about 16%.
Period 1991 year: In 1994 curve"FOR" running up,peaking about 19%
Counter-factual revolving'credit FOR (left scale%gercent)albmﬂering below 18 in 2005. Curve"Counter factual” reached

1.7%.Consumer sentiment (right scale)(1966=100) about 73hout 18% level and ends about 17 % in 2005.

Spread between Counter factual revolving credit FOR
and co -

Period 1995 year:

Counter factual revolving credit FOR (left scale)(Bercent)about

2.1 %.Consumer sentiment (right scale)(1966=10
Period 2000 year:

Counter factual revolving credit FOR (left scale)(Bsarcbent)albé)éJt
about 108.

2.3 %.Consumer sentiment (right scale)(1966=10

CORTIISSDN

Three developments in the credit card market contrib-
uted to the rise in the overall household FOR during
the past fifteen years. Had the share of households
with credit cards, the level of credit card interest
rates, and the transactions-related demand for credit
cards all remained at their 1989 levels, credit card
debt outstanding in 2005 would have been signifi-
cantly lower. In the absence of other changes, the rise
in the total FOR over the past fifteen years would
have been as mueh as 1 pereentage peint smaller than
it actually was, a redyetion that weuld have left the
the 2005 FOR well in line with levels that existed
garlier (ehart 9).

The various sources of the rise in the revolving
credit FOR have differing implications for the health
of the household sector and the broader fiimancial
system. For example, the part of the rise stemming
from a greater use of credit cards to pay for day-to-
day purchases will not necessarily signal greater
finaneial vulnerability among households if they are
willing and able te pay off these card charges each
menth. As a related matier, the arewth of transactiens
demand as a share of new befrowing may lessen the
exposure of eredit eard issuers to defaults if heuse-
helds are mere likely te pay off transaetion balanees
than they are lenger-term Balaness:

However, the implications of the rise in fiimancial
obligations associated with the decline in credit card
interest rates in the early part of this decade are more
complicated. A key issue would be the effect on
households as interest rates rise. An increase in inter=

) about 91.

cU J C ly‘_ C
N EACTEROBE bR 6Lt 87,

d 's calc
t scaieﬁ%%%aﬁ:@ %%&%{ 95.

Nome: The data are quarterly. Thecounterfactualseries assumes that the
el of revolving debt equals the level used to calculate thecounterfactual
revolving credit FOR. For details, see text; see also note to chart 7.
Source: Federal Reserve Board and auihar's calculations.

about

est rates would likely damp demand for credit card
debt and thus lead to a partial reversal of the rise in
the revolving credit FOR. At the same time, rising
rates could make it more difficult for some house-
holds to repay their existing debi.

Whether the rise in the share of households with a
credit card is a cause for concern at the aggregate
level depends on whether the benefits to the macro-
economy of the expansion of credit card availability
outweigh the risks. New cardholdets may be less
adept at managing their credit than existing cardhold-
ers, and ready access to credit may make them more
prone to taking on ynmanageable levels of fimancial
obligations. However, this ready aceess to credit may
alse help them maintain theif consumption during
temperary ineeme disruptions, whieh eeuld help
smeethMacroeconomicflygiiatignsffgotnote26See
Dyganidilmendepprithichelpfieriedminghe analysis
hefistode AR JARERERNhHRRI CRERGS AR HYRIS
BetRpaihat 18sRaschersRhaud fRE8ICIHsIEAHIAR WAGD
ERRPRAHIpdRNRIS. Shdbgidingnaid aLGRUIISintRLA
AYEEA0BGPERCGORPEGHIFA! e TR faRIOIS LR RGN
INCEERE R BRFQRHEI Rg BRI 300 Sl Hs
8 LetatEnenn AoRGIHYeR LN tiESINEE BRI RILES
seerdinaacial fragility for the Uig yﬁehold sec-

tor or for the macro economy more broadly.
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