
THE JOINT ECONOMIC COMMITTEE VICIOUS CYCLE 

 

HOW UNFAIR CREDIT CARD  
PRACTICES ARE SQUEEZING CONSUMERS 

AND UNDERMINING THE RECOVERY  

VICIOUS CYCLE 

A REPORT BY THE JOINT ECONOMIC COMMITTEE 
CONGRESSWOMAN CAROLYN B. MALONEY, CHAIR 

SENATOR CHARLES E. SCHUMER, VICE CHAIR 
MAY 12, 2009 



EXECUTIVE SUMMARY 
 

The credit card provisions that the Federal Reserve have identified as unfair, deceptive, and 

anticompetitive are not only sending American families further into debt, but standing in the 

way of economic recovery.  The economic downturn and financial crisis have accelerated the 

adverse impacts of these practices on consumers, small businesses and our economy as a whole. 

 

 As credit cardholders and small businesses struggle in the economic downturn, signifi-

cant increases in credit card interest rates have the same impact as price increases, fur-

ther depressing demand for goods and services (and economic recovery).  The average 

interest rate on credit cards went up a full percentage point from the fourth quarter of 

2008 to February 2009, even though the Federal Reserve’s targeted federal funds rate – 

the cost of money for the banks – was lowered to between 0 and .25 percent on Decem-

ber 16, 2008. 

 

 Like subprime mortgage lenders, credit card issuers have been seeking to maximize 

their profits by lending to those who are financially vulnerable and then spreading the 

risks by selling off securities based on credit card receivables. But as charge-off rates 

increase and the supply of credit falls because of the financial crisis, credit card compa-

nies have increasingly made up losses by raising interest rates to all borrowers, effec-

tively charging creditworthy borrowers to make up for growing deficits. 

 

 Creditworthy borrowers cannot simply switch to a new card when confronted with abu-

sive practices because the unfair, deceptive, and anticompetitive practices identified in 

the legislation increase costs to card users of searching for and switching to a new card. 

These practices, which are nearly universal in the credit card industry, trap cardholders 

in a cycle of debt. 

 

 A growing share of consumers’ disposable income, which largely determines consumer 

spending, is being diverted to service credit card debt rather than to help economic re-

covery.  As of March 2009, U.S. revolving consumer debt (almost entirely credit card 

debt) was about $950 Billion. In the fourth quarter of 2008, 13.9 percent of consumer 

disposable income went to service this debt. 

 

 As household wealth has declined in the downturn, more American families are facing 

financial distress due to high debt burdens.  In 2007, before the recession began, 14.7 

percent of U.S. families had debt exceeding 40 percent of their income.  

 

 Personal bankruptcy rates were up almost 30 percent in 2008.  Penalty interest rates, 

which raise interest rates on balances by 15 percent or more, can trigger bankruptcy on 

financially constrained families. 

 

Absent legislation eliminating unfair practices, specifically retroactive rate increases on existing 

balances, universal default, and ―any time any reason‖ rate increases, issuers have a profit in-

centive to continue them.  These practices inhibit consumer spending and allow issuers to avoid 

sound underwriting while forcing creditworthy borrowers to pay for the growing risk of default.  

The bills currently being considered in the House and Senate are necessary to help get our econ-

omy back on track and to restore market discipline and fairness to the credit card sector. 
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DEEP RECESSION LOWERS CONSUMER AND SMALL BUSINESS SPENDING 
 

The real economy is undergoing a large contraction in economic activity with real Gross Do-

mestic Product (GDP) falling 6.3 percent at annual rate in the 4th quarter of 2008 and 6.1 per-

cent in the first quarter of 2009.  The unemployment rate reached 8.9 percent in April 2009, 

four percentage points higher than the unemployment rate at the start of the recession.  Average 

weekly hours of work have declined to a historically low 33.2 hours per week, falling 0.6 hours 

during this recession. 

 

The current recession looks to be longer and deeper than any economic downturn since the 

Great Depression.  These mounting job losses have weakened consumer confidence and retail 

sales have plummeted.  While the recession started in December 2007, the decline in retail sales 

began in July 2008 and accelerated downward through the end of the year.  Although retail 

sales were higher in January and February of 2009, retail sales were lower in March.  Even the 

higher sales in January and February were associated with 8 to 9 percent year-over-year de-

clines. 

 

While there are ―glimmers of hope‖ that the economy is recovering, households struggling to 

make ends meet have faced increases in the interest rate on their credit cards.  While a large 

fraction of credit card users are ―transactions only‖ users, paying off any balance at the end of 

each cycle and not incurring interest payments, in 2007 (before the recession), the median bal-

ance on a household’s credit card was $3,000.1  The average balance in 2007 was $7,300, a 

much higher number because a small fraction of the population holds large balances on their 

credit card. 

 

Increases in interest rates can be as much as 8 to 20 percentage points higher than the current 

interest rate paid by the consumer, if the increase in the interest rate goes up to the penalty inter-

est rate.2  While some of the increases in interest rates on credit cards is due to an increase in 

risk of default by the cardholder, these interest rate increases are also attempts by the credit card 

companies to recoup losses experienced from other cardholders or increased costs of funds.  

Currently, the charge-off rate for credit cards, according to the S&P Credit Card Quality Index, 

has almost doubled from the start of the recession, from 4.85 percent to 8.80 percent.3  The 

charge-off rate is the percent of total credit card balances that the company has decided that it 

has no chance of collecting and has removed from its books. 

The average interest charged by all credit cards was 13.08 percent in February 2009, a jump of 

a full percentage point from the fourth quarter of 2008.4  The average credit card interest rate 

had been declining since the fourth quarter of 2007, when the effective federal funds rate was at 

or around 4.5 percent.5  The federal funds rate is now targeted between 0 and .25 percent, yet 

interest rates are rising. 

Opponents to any curbs on credit card companies’ ability to change interest rates, including in-

terest rates on existing balances, argue that these practices compensate for the greater risks 

posed by cardholders who make late payments or exhibit other risky behavior and that any limi-

tations on the credit card companies abilities to change rates – currently ―at any time, for any 

reason‖ – would reduce the amount of credit in an already credit-constrained financial system 
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or may induce riskier behavior or moral hazard by cardholders.6  On the other hand, consumer 

groups say that these fees and practices are harmful to the financial condition of many cardhold-

ers and that card issuers use them to generate profits.7 These changes in interest rates, as well as 

other practices such as double-cycle billing, also make it more difficult for credit cardholders to 

switch to lower interest credit cards. 

Credit card provisions that allow increases in credit card interest rates have the same effect as 

increases in prices, further suppressing demand for goods and services for both consumers as 

well as small business owners that typically rely on credit cards for liquidity.  In a recent hear-

ing held by the Joint Economic Committee, Dr. Joseph Stiglitz testified that reining in these 

practices would increase demand for goods and services, stating that ―one of the things that is 

restricting individuals [from] purchasing goods is the recognition that they have to pay exces-

sive fees.  [It is] like a price rise.  They look at the cost of credit; it is going up now.‖8 

While the focus of this paper is consumer debt, these provisions also affect small business own-

ers.  Small business owners sometimes use personal credit cards and other consumer loans, as 

well as the business’s credit card, as a source of finance.  A recent study found that between 16 

to 28 percent of capital in 2006 for small business owners came from credit cards.9   

 

―Consumer debt‖ consists of both revolving and non-revolving debt. This paper focuses on re-

volving consumer debt, which is almost entirely comprised of credit card debt. Non-revolving 

debt includes loans for automobiles, education, etc. In March 2009, total U.S. consumer debt 

was $2.55 trillion.11 

A substantial fraction of household income goes toward serving this debt: 

 

 Revolving consumer debt in March 2009 was $945.9 billion.12 
 

 About half (46.1 percent) of U.S. households hold credit cards with balances, according to 

the 2007 Survey of Consumer Finances (SCF).13 

 

 The median revolving credit card balance is $3000.14 

 

 A large share of disposable income goes to service overall debt—13.9 percent in the fourth 

quarter of 2008.15 

 

Unfair and deceptive lending practices by credit card companies compound households’ finan-

cial distress and increase the likelihood of bankruptcy. 

 

COLLAPSE OF FINANCIAL MARKET HAS DRIED UP SUPPLY OF CREDIT  
 

As with subprime lenders, credit card issuers have been seeking to maximize their profits by 

lending to those who are economically vulnerable and then spreading their risk by securitizing 

the debt.  In addition, credit card companies have spread risk to other credit cardholders by rais-

ing interest rates to all borrowers, effectively charging creditworthy borrowers to make up for 

growing defaults. 
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Securitization is a process whereby lenders and others create pools of loans and then sell securi-

ties that are backed by cash flows from these loan pools—thereby replenishing funds available 

for lending and reducing the lender’s cost of capital.  Although securitization increased the 

amount of credit available by reducing capital requirements, the increase in securitization raises 

the risk that credit card issuers are not adequately capitalized, especially in light of the increase 

in credit card defaults.  The degree to which securitization transfers risk from the issuing bank 

to others depends on the amount of ―implicit recourse‖ retained by the issuing banks.16 Implicit 

recourse is the amount of responsibility that the issuing banks retain for the performance of the 

credit card receivables even after securitizing the debt. The issuing bank does not have the same 

capital requirements when the debt is securitized as when the debt is held on its balance sheet. 

In 1996, $180.7 billion dollars of credit card debt was securitized, about 36 percent of the total 

outstanding revolving credit.17  Currently, about $300 billion in securitized credit card debt is 

outstanding or about 31.8 percent of outstanding revolving credit.18 The amount of new credit 

card asset-backed securities issued plummeted with the financial meltdown in the fourth quarter 

of 2008.  In 2007, the dollar value of new credit card asset-backed securities was about $25 bil-

lion each quarter, increasing slightly to $29 billion the first quarter of 2008 and declining 

slightly to $21 billion in the second quarter.19  But after Lehman Brothers declared bankruptcy 

in September 2008, the demand for asset-backed securities froze and issuances of new asset-

backed securities came to a halt in October 2008.20  Only $3 billion worth of credit card asset-

backed securities were issued in the first quarter of 2009.21 (See Figure 1) 

 

 
 

On November 25, 2008, in order to increase the availability of credit to households and small 

businesses, the Federal Reserve Board announced the Term Asset-Backed Securities Loan Fa-

cility (TALF).22 Under TALF, which in February was incorporated as part of the Obama ad-
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ministration’s Consumer and Business Lending Initiative, the Federal Reserve Bank of New 

York will lend up to $200 billion on a non-recourse basis to holders of AAA-rated ABS backed 

by newly and recently originated consumer and small business loans.23 The first operation of 

the TALF was conducted March 17-19 this year.  To date, $9.2 billion dollars in loans have 

been issued through TALF for credit card ABS.24 

MORAL HAZARD EFFECT OF RISK SPREADING BY CREDIT CARD COMPANIES 
 

The experience with subprime mortgages and mortgage-backed securities has proven that lend-

ers take greater risks when they believe that this risk is shared or sold off to others. This percep-

tion of risk-sharing led to lower underwriting standards in both the mortgage market as well as 

the credit card market.  At the same time, it has become obvious from the collapse of banks is-

suing these bad mortgages that the banks did not completely shift the risk of loaning to people 

who were not able to pay them back. 

 

Just as delinquency and foreclosure rates have risen in the mortgage market, so have defaults, or 

charge-offs, in the credit card market.  And available credit has declined because of investors’ 

weakened appetite for asset-backed securities. 

 

However, unlike the mortgage market, credit card companies have an additional way of spread-

ing the risk and cost of defaults.  They can share the risk with other, credit-worthy cardholders 

who hold balances on their credit cards by increasing the interest rate on those cardholders.  In 

this way, credit card companies can recoup the losses of charge-offs. 

 

If cardholders could switch to another credit card instantaneously and without cost, credit card 

companies would lose customers when they raised interest rates.  However, because of the 

problems in the asset-backed securities market and the declines in credit card securitization, 

card offers are declining.  This makes it costly for credit cardholders to search for and switch to 

a new, lower interest card.25  And, as described in the Appendix, practices such as ―universal 

default,‖ ―any time, any reason‖ interest rate changes, and double-cycle billing make it much 

more difficult for credit cardholders to switch to lower interest rate charges, even during good 

economic times. 

Although data on breakdowns of credit card fees and interest revenues are not publically avail-

able, comments submitted to the Federal Reserve Board and related agencies during the rule-

making process generated some information about the profitability for credit card companies to 

change interest rates on existing balances.  According to submitted comments, the inability to 

impose penalty interest rates on the existing balances for accounts under universal default (other 

than those where the account is 30 or more days past due) would lead to a lost interest yield of 

0.872 percent, or an annualized interest loss of $7.4 billion.26 Additionally, the inability to 

change the interest rate on existing balances on other customers through a general change in 

terms would lead to a lost interest rate yield of 0.321 percent or an annualized loss of $2.7 bil-

lion.27  Together, it appears that these provisions yield approximately $10 billion in interest 

payments to credit card companies -- a substantial portion of the $18 billion after-tax return on 

assets reported by credit card issuers in 2007.28 
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Investors’ unwillingness to purchase new asset-backed securities will motivate credit card com-

panies to conduct better risk evaluations of new cardholders in the future only if credit card 

companies cannot make up lost revenues from more creditworthy cardholders.29  In the current 

economy, cardholders, even those with good credit scores, are finding it more difficult to find 

new credit cards and are forced to pay higher interest rates that don’t reflect their own credit 

risk.  These higher interest rate charges don’t reflect the increased risk of the cardholder, but 

instead reflect the revenue shortfall from other delinquent cardholders.30 

If interest rates increase to high penalty levels, cardholders who would be able to make pay-

ments when interest rates were lower may be tipped into bankruptcy by higher rates. Some of 

these rates are as high as 30 percent annualized percentage rate in interest.31  On a balance of 

$3,000, an increase in interest rates from 10 percent to 30 percent would increase payments by 

$50 month, tripling the interest rate portion of their bill, a large burden for cash-strapped fami-

lies. 

Of course, consumers who use their credit card only for transactions and not for credit – paying 

off their balances at the end of every billing cycle – are less likely to be affected by these provi-

sions.  However, making a payment even a single day late can trigger penalty interest rates, and 

due to double-cycle billing, the cardholder will have to pay that penalty rate for the next billing 

cycle, even though the old balance was already paid off.  According to the most recent Survey 

of Consumer Finances, middle class families are most likely to hold balances on their credit 

cards.  (See Figure 2) 
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INDEBTED CONSUMERS UNLIKELY TO SPEND   
 

While consumer indebtedness has fallen during this recession, the ratio of debt-service pay-

ments to disposable personal income (13.9 percent in the fourth quarter of 2008) is still much 

higher than it was from 1980 to 2004.32  A broader measure of indebtedness, the financial obli-

gations ratio (FOR), which adds outstanding mortgage payments for homeowners and rental 

payments on tenant-occupied property to debt-service, shows the ratio of financial obligations 

to disposable personal income is 17.52 for homeowners and 26.31 for renters.33  While these 

ratios are slightly lower than before the recession began, they still represent a substantial por-

tion of income and a high degree of vulnerability to shocks in income. 

Some provisions imposed by credit card companies, such as universal default and penalty inter-

est rates, will hurt the economy by forcing consumers to pay more on debt payments. The sheer 

amount of credit card debt may also affect the length and type of recovery, as more families cut 

back on spending to cope with the economic downturn. 

 

The ability of individuals to service their debt is a function of two factors: (1) the level of the 

payments; and (2) the income and assets they have available to meet those payments.  The most 

recent measure of household wealth shows a year-over-year decline in household net worth of 

17.89 percent.34  The unemployment rate has risen 4 percentage points since the start of the re-

cession and more than 5.7 million jobs have been lost.35  The median duration of unemployment 

has risen to almost 3 months with 1 in 7 of the unemployed still unemployed for over a year.   

Furthermore, 15.8 percent of the work force is underutilized – either unemployed, working part-

time because of the inability to find full-time employment, or ―marginally attached‖ to the labor 

force.36  As households become more financially strapped, they tend to carry ever-increasing 

balances on their credit cards. Unlike in the past, homeowners can no longer refinance their 

home mortgage to pay off their credit cards — they will now be faced with rising credit card 

debt and ―upside down‖ mortgages. 

 

While some Americans may be able to borrow against their 401(k) pensions, such loans take 

away from future retirement income. Moreover, given the current downturn in the labor and 

financial markets, the balances from which workers have to borrow are smaller. As all the bills 

come due, it is clear that consumer debt financing is not a sustainable way to grow the econ-

omy. 

 

A high debt burden, or financial distress, occurs when families have unusually large total debt 

payments relative to their incomes, typically around 40 percent. The most recent Survey of 

Consumer Finances, conducted before the recession, reports that 14.7 percent of American 

families held high debt burdens.37 These debt burdens are not always being repaid. Personal 

bankruptcy rates were up 28.44 percent for fiscal year 2008.38 

High debt burdens differ by several factors including income, age, and homeownership. Ac-

cording to Survey of Consumer Finances data, 26.9 percent of families in the lowest income 

quintile and 19.5 percent of the second lowest income quintile have high debt burdens, com-

pared to 3.8 percent of the highest income decile and 8.1 percent of the second highest income 

decile.39  Thus, families with lower incomes have the greatest need to borrow on their credit 
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cards, and are the most economically vulnerable during recessions.40 

CONCLUSION 
 

The current recession poses a significant threat to the well-being of American families, who are 

likely to rely more heavily on their credit cards to make ends meet. As families find themselves 

under increasing burdens, practices by credit card companies could add to household financial 

distress. 

 

The financial crisis has limited households’ access to credit, decreasing the competitiveness of 

the credit card industry.  Thus, credit card companies are more likely to be able to charge higher 

rates without losing all of their customers.  Credit card companies will have no incentive to con-

duct proper underwriting of new accounts, since losses can be spread among the existing ac-

count holders who have fewer opportunities to change cards. 

 

As the complexity and availability of financial instruments have increased, new consumer pro-

tections have become increasingly important—not just for families, but also for the economy.  

Consumers facing higher costs of credit are more likely to use any extra money to pay down 

existing debt rather than engage in new spending, prolonging a vicious cycle of job losses and 

reductions in consumer spending.  Moreover, unfair practices by card issuers will cause families 

to spend more to service their debt, instead of making new purchases that would boost our sag-

ging economy. The unchecked practices by credit card issuers will only exacerbate the current 

crisis. 
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APPENDIX 
 
ANTI-COMPETITIVE CREDIT CARD PRACTICES AND THEIR IMPACT ON CONSUMERS  
 

As credit card use and debt have grown, policymakers and consumer advocates have questioned 

the extent to which credit cardholders understand their credit card terms and conditions. The 

most egregious practices by credit card companies include raising interest rates on existing bal-

ances, even if the cardholder has not been delinquent in paying this credit card. In the Final 

Rules issued by the Federal Reserve System, Office of Thrift Supervision, and National Credit 

Union Administration (henceforth referred to as the ―Final Rules‖),  four circumstances in 

which many card issuer raise rates are described:  (1) circumstances that are completely unre-

lated to the consumer’s behavior but may be related to market conditions; (2) consumer behav-

ior that is unrelated to the account on which the rate is increased; (3) consumer behavior that is 

related to the account in question but does not violate the terms of the account (for example, 

exceeding a certain percentage of the credit line on the account); and (4) consumer behavior 

that violates the terms of the account (such as paying late or exceeding the credit limit).1   In-

creases in interest rates that are tied to consumer behavior not related to the account on which 

the rate is increased, such as a deterioration in the card holder’s credit rating, even when the 

card holder is in good standing on the current card, are called ―universal default‖ provisions.  

Increases that are not linked to any change in card holder behavior are called ―any time, any 

reason‖ repricing or change-in-terms repricing.  Under universal default, the interest rate paid 

by the card holder increases to relatively high penalty interest rates if cardholders pay late or 

exceed credit limits—some as high as 30 percent annualized percentage rate in interest.2 

 

In addition to retroactively increasing interest rates, many credit card companies use ―double-

cycle‖ or ―two-cycle‖ billing, which charges interest not only on the current balance due, but 

also on the previous month’s charges. This occurs when the cardholder changes from paying 

balances in full in one month to financing a purchase in the next month and may lead to higher 

than expected finance charges.3 

 

Legislation passed in the House of Representatives and currently being considered in the Senate 

would eliminate many of these practices currently being used by credit card companies.  A table 

comparing the House bill, H.R. 627 and several Senate bills is included at the end of this Ap-

pendix.  The Final Rules will become effective July 1, 2010.4 

Credit card companies have the incentive to include provisions to increase interest rates on ex-

isting balances because the debt held by credit cardholders is not secured by any underlying as-

sets. If the credit card company feels the cardholder may not be able to make payments on all of 

their outstanding debt in the future, the credit card company has the incentive to raise the inter-

est rate paid by the credit cardholder immediately for two reasons:  1) increasing the interest 

rate will increase a cardholder’s incentive to pay the higher cost debt first; and 2) if the card-

holder becomes financially insolvent, the higher interest rate on the outstanding balance will 

increase the outstanding balance of the cardholder to that credit card, thus increasing the credit 

card company’s share of the cardholder’s assets in the case of bankruptcy.5 These incentives are 

known as the ―common pool‖ problem.6 
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As discussed below, these practices make it more difficult for credit cardholders to switch to 

lower interest credit cards as well as increasing the probability that the cardholder will go bank-

rupt.  

 

The Common Pool Problem 

 

Attempts by one credit card company to collect payment out of the credit cardholder’s common 

pool of assets increases the probability that other credit card companies (or other unsecured 

debt holders) will not be able to collect and will also increase the probability that the credit 

cardholder will default on his or her outstanding debt. The credit card company has every in-

centive to engage in this behavior because the benefits of increasing the credit cardholder’s in-

terest rate accrue to the credit card company, while the cost of doing so—the increased prob-

ability of bankruptcy—is spread over all of the credit cardholder’s lenders. 

 

The common pool problem has long been recognized in the economics literature as ―the tragedy 

of the commons‖ where an individual’s actions taken to maximize the individual’s self interest 

end up having detrimental effects on everyone.7 Using fishing as an example, the first econom-

ics paper on this topic showed that in the absence of property rights, each fisherman has the in-

centive to overfish the seas.8 Thus, even a renewable resource like fish would be depleted. Each 

fisherman has the incentive to catch too many fish since the gains from catching an additional 

fish go to the individual fisherman, while the costs of overfishing—resource depletion—are 

borne by the entire industry. 

Because of the fear that either the assets of the cardholder that could be divided among creditors 

are less than the value of the total outstanding debt or that the ability of the cardholder to earn 

money to make debt payments will exceed the debt payments on all outstanding debt, credit 

card companies have the incentive to apply penalty interest rates, invoke universal default, and 

―any time, any reason‖ repricing. 

 

At the same time, these provisions increase costs to the credit cardholder during the period of 

time that the credit cardholder is searching for a lower interest credit card. Currently, credit card 

companies can announce an immediate increase in interest rates on outstanding balances held 

by the borrower. It takes time for the credit cardholder to find a new credit card with a lower 

interest rate that is willing to extend credit and transfer the outstanding balance of the higher 

interest rate card. During the time that the credit cardholder is searching for a lower interest rate 

credit card, he or she has to pay the higher interest rate. The increased interest payments lower 

the ability of credit cardholders to switch to a credit card offering a lower interest rate since the 

borrower will need to transfer a larger balance to the new card. Further, difficulty in decipher-

ing disclosure statements, especially those of credit cards with these more complicated pricing 

provisions, increases the costs to credit cardholders of searching for a new credit card with a 

lower interest rate. 

 

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

 

High costs of searching for a lower priced card increase the ability of credit card companies to 

either charge high interest rates or use penalty interest rates.9 Since consumers face costs in lo-
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cating the lower interest cards, higher interest cards are able to stay in business and able to hold 

onto some of their customers.10 As noted in the Final Rules, consumer cannot reasonably avoid 

rate increases designed to increase revenues or to respond to changes in the costs to the institu-

tion of borrowing funds, rate increases that are unrelated to the consumer’s performance on the 

account in question, or rate increases based on behavior that does not violate the account 

terms.11  Some consumers may not be able to find another card with a rate that is comparable to 

the pre-increase rate.12 And, consumers may be discouraged from even looking for another card 

since the majority of cards allow rate increases at any time.13  Further, to the extent that credit 

card companies offer low initial rates to encourage customers to switch cards, the fact that 

credit card companies can (and do) increase those initial interest rates, lowers the incentives for 

consumers to switch to a new card because of the fear that the low rates will immediately be 

replaced by a higher interest rate. 

With a higher interest rate in effect, the outstanding balance held by the credit cardholder is 

likely to increase, since any money used to pay the penalty interest rate could not be used by the 

credit cardholder to reduce the outstanding principal. As the outstanding balance increases, it is 

likely that the credit rating of the cardholder will also fall since credit scores are inversely cor-

related with the ratio of outstanding debt to credit limit. Opening new lines of credit and apply-

ing for new credit cards can have a negative impact on their overall credit score.14  And closing 

the old account in favor of a new account can lower the cardholder’s credit score. The potential 

decline in credit score lowers the cardholder’s incentives to look for a new, lower interest card. 

Penalty interest rate increases are substantial—interest rates can increase from an initial range 

of 10 to 16 percent to 24 to 30 percent.15 The corresponding increase in the outstanding balance 

due to the increased interest charges can affect the cardholder’s ability to find a lower interest 

credit card since the credit cardholder’s increased indebtedness increases the credit card compa-

nies’ perceptions that the credit cardholder is a credit risk.16 

Economists have argued that credit card use puts households in an unstable financial position, 

making them unable to weather a catastrophic event that they might otherwise be able to with-

stand.17  Penalty interest rate may be a cause of a financial distress tipping a household into 

bankruptcy, especially a household that is experiencing a decline in income due to a cut in 

hours, a layoff or job loss. 

Although legislation that requires all issuers to disclose their interest rates, fees, and grace peri-

ods has been in place for two decades, these disclosure requirements are not easily understood 

by half of the adult population. As the complexity of repricing provisions increases, so do the 

costs to credit cardholders of searching for a lower interest credit card. 

 

Double-cycle Billing  

 

If a cardholder changes from paying off his or her entire balance to holding a balance on their 

credit card, under double-cycle billing, the cardholder retroactively forfeits the interest-free 

grace period that credit cards offer to customers who pay off their cards in full every month.   
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Because interest rate charges calculated using double-cycle billing are not transparent or easily 

understood by cardholders, the cost of using the credit card may be higher than expected to the 

cardholder.18  A cardholder facing a larger than expected interest charge due to double-cycle 

billing may not be able to pay off the card in full and will incur higher finance charges.  Even if 

the credit card holder switches the outstanding balance to a new card, he or she will still be li-

able for interest to the old credit card company at the end of the next billing cycle since only 

customers with zero balances get a grace period without interest.19 Because the cardholder will 

owe interest to the old credit card company even after he or she switches to a lower interest rate 

card, the costs of switching cards are higher, further depressing the incentives and ability of a 

cardholder to switch to a lower interest credit card. 

While some argue that the forfeiture of interest-free grace periods in double-cycle billing 

(resulting in higher finance charges) is risk-based pricing,20 other analysts have pointed out that 

double-cycle billing cannot be described as risk-based pricing since those finance charges are 

based on balances that have already been paid off.21 
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(Calomiris and Mason, p. 12).  See also Todd J. Zywicki, ―The Economics of Credit Cards,‖ George Mason Uni-

versity School of Law, Law and Economics Working Paper Number 00-22, p. 87, stating that ―It may be the case 

that when an individual switches to a new card in the short run he suffers some reduction in his credit limit.‖ 

 
17Ausubel and Dawsey, p. 1. 

 
18Ronald J. Mann, 2006, ―Charging Ahead: The Growth and Regulation of Payment Card Markets,‖ New York:  

Cambridge University Press.   Mann states that as ―borrowers spiral deeper into financial distress, their switching 

costs increase, which makes it easier for the card issuer to charge them higher rates and fees. . .it will be difficult 

for the cardholder to find a new lender who will make an attractive offer‖ (p. 201). 

 
19Mann,p. 64, which cites work by Elizabeth Warren and Amelia Tyagic. Further, Mann states that ―In the modern 

information-based lending world, however, it makes less sense to view the borrowers as operating in full control, 

to the detriment of hapless and incapable lenders . . .the modern lender (at least in the United States) has access to 

pervasive and frequently updated information about the credit behavior of its customers‖ (p. 200).  And the card 

issuer can always terminate the borrower’s use of funds by withdrawing the remaining credit line. 

 
20See, e.g., Unfair or Deceptive Acts or Practices at 5535, stating that the Board’s consumer testing indicated that 

consumers did not understand explanations of balance computation methods. 

 
21The remaining interest charge to the old credit card company is due to the card company’s practice of charging 

residual or trailing interest, rather than double-cycle billing.  With residual interest, the only way the cardholder 

can eliminate a balance is to pay more than what is due on their statement or close the account entirely.  Closing 

the account will lower the customer’s FICO score, limiting their chances to switch to a lower interest credit card.  

See Written Testimony of Adam J. Levitin, Senate Committee on Banking, Housing, and Urban Affairs, 

―Modernizing Consumer Protection in the Financial Regulatory System:  Strengthening Credit Card Protections,‖ 

February 12, 2009. 
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22―If a consumer misses a payment or switches from being a convenience user to a revolver, the typical grace pe-

riod, or a specified time period in which payment can be made without incurring any finance charge, is retroac-

tively eliminated under double-cycle billing.  Forfeiture of interest-free grace periods results in higher finance 

charges; therefore, risk-based repricing has automatically been captured by this billing method.‖  (Darryl E. Getter, 

April 24, 2009, ―The Credit Card Market: Recent Trends and Regulatory Proposals,‖ Congressional Research Ser-

vice.) 

 
23See Adam J. Levitin, March 9, 2008 revision, ―A Critique of the American Bankers Association’s Study of Credit 

Card Regulation‖ Working Paper, Georgetown University Law Center, p. 8. 
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Legislation in the 111th Congress on Credit Card Practices 
 

Bill Number  Title Sponsor Brief Description of Provisions as Amended if Applicable Status 
H.R. 627 Credit 

Cardholders’ 
Bill of Rights 
Act of 2009 

Representative 
Carolyn 
Maloney (with 
128 co-
sponsors) 

Prohibits interest rate increases on existing balances except in the 
cases of variable interest rates that are indexed to a measurement 
that is not under the creditor’s control and is available to the general 
public, the expiration of a promotional interest rate, failure to 
comply with a workout agreement, or where the cardholder is more 
than 30 days late making the minimum payment.  
 
Prohibits credit card issuers from increasing rates on a cardholder in 
the first year after a credit card account is opened, except for 
expiration of promotional interest rate periods, which must be at 
least six months.   
 
Requires 45 day notice of all rate increases or fees, effective 90 days 
after enactment. 
 
Requires at least 21 days between statement date and payment due 
date. 
 
Prohibits double cycle billing.  
 
Requires that payments in excess of the minimum amount due be 
applied to balances carrying the highest interest rate (High-to-Low 
method). 
 
Allows cardholders to set a credit limit which cannot be exceeded.  
 
Restricts over-the-limit fees to being imposed only once during a 
billing cycle and only once in each of the 2 subsequent billing cycles 
unless the consumer has obtained an additional extension of credit. 
 
Restricts over-the-limit fees caused by a hold rather than actual 

Passed by the 
House of 
Representatives on 
April 30, 2009. 
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Legislation in the 111th Congress on Credit Card Practices 
 

Bill Number  Title Sponsor Brief Description of Provisions as Amended if Applicable Status 
transaction. 
 
Requires enhanced consumer disclosures.  
 
Requires each statement to contain a telephone number and website 
address where consumers may request the payoff balance on the 
account. 
 
Revises requirements for prompt and fair credit of payments.   
 
Prohibits the issuing of credit cards to consumers under age 18, 
unless they are emancipated under applicable state law. Limits 
amount of credit extended by any one creditor to a full-time college 
student to 20 percent of the annual gross income of the student or 
$500.  Requires written parental approval for credit line increases on 
accounts for which the parent is jointly liable. 
 
Directs the Federal Reserve to collect semiannual data on the types 
of transactions for which different rates are charged, the various 
types of fees, the number of cardholders who pay fees, finance 
charges, or interest, and other matters. Requires the Fed to report to 
Congress every two years.  Additionally, within six months of 
enactment, the Fed, after consulting with other agencies, must report 
to House Financial Services and Senate Banking Committees on 
reduced credit limits and increases of interest rates for the past three 
years. 

Requires each creditor to establish and maintain an Internet site on 
which the creditor shall post the written agreement between the 
creditor and the consumer for each credit card account; each creditor 

20 
 



Legislation in the 111th Congress on Credit Card Practices 
 

Bill Number  Title Sponsor Brief Description of Provisions as Amended if Applicable Status 
shall provide the Fed with electronic copies of each agreement. 

Sets standards applicable to initial issuance of “fee harvester” cards. 
 
With the exception of the advanced notification of rate increases, 
provisions take effect 12 months after the date of enactment, or by 
June 30, 2010, whichever is earlier.   
 
In addition, the Federal Reserve must issue implementing 
regulations 5 months after enactment, or by June 1, 2010, whichever 
is earlier. 

S. 235 Credit 
Cardholders’ 
Bill of Rights 
Act of 2009 

Senator 
Schumer (with 
2 co-sponsors) 

Provisions are similar to those in H.R. 627.   

Provisions take effect 3 months after the date of enactment. 

Introduced on 
January 14, 2009 
and referred to 
Senate Committee 
on Banking, 
Housing, and 
Urban Affairs.  
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Legislation in the 111th Congress on Credit Card Practices 
 

Bill Number  Title Sponsor Brief Description of Provisions as Amended if Applicable Status 
S. 414 Credit Card 

Accountability, 
Responsibility 
and Disclosure 
(CARD) Act of 
2009 

Senator Dodd 
(with 21 co-
sponsors) 

Prohibits interest rate increases on existing balances except in the 
cases of a change in the variable interest rate, the expiration of a 
promotional interest rate, failure of the cardholder to comply with 
the terms of a workout agreement, or a 60-day late payment by the 
cardholder where the cardholder can “cure” with 6 months of on-
time payments.  
 
Prohibits credit card issuers from increasing rates or fees on a 
cardholder in the first year after a credit card account is opened, 
except for expiration of promotional interests rate periods, which 
must be at least six months. 
 
Requires 45 day notice of rate increases, effective 90 days after 
enactment. 
 
Requires at least 21 days between statement date and payment due 
date effective 90 days after enactment of the bill. 
 
Prohibits double cycle billing.  

Requires that payments must be applied to balances with the highest 
interest rate first. 

Revises requires for prompt and fair crediting of card payments. 
 
Allows cardholders to set a credit limit which cannot be exceeded.  
 
Requires enhanced consumer disclosures. 

Prohibits issuance of a credit card on behalf of a consumer under 
age 21, unless the consumer has submitted a written application 

Ordered reported, 
as amended, by the 
Senate Committee 
on Banking, 
Housing and 
Urban Affairs on 
March 31, 2009.  
The Senate is 
currently debating 
the Dodd-Shelby 
compromise 
amendment of 
H.R. 627. 
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Legislation in the 111th Congress on Credit Card Practices 
 

Bill Number  Title Sponsor Brief Description of Provisions as Amended if Applicable Status 
meeting specified requirements.  Requires written parental approval 
for credit line increases on accounts for which the parent is jointly 
liable.   

Amends the Fair Credit Reporting Act to allow underage consumers 
to elect to be included in certain listings compiled by a consumer 
reporting agency. 

Requires the Fed to report to Congress every two years on consumer 
credit card market (but does not require credit card companies to 
report data to the Fed).  Requires the Fed to issue rules, no later than 
nine months after bill enactment, to establish standards on fees.   

Directs the Comptroller General to conduct a study on the use of 
credit by consumers, interchange fees, and their effects on 
consumers and merchants and report to Congress in 180 days.   

Requires each creditor to establish and maintain an Internet site on 
which the creditor shall post the written agreement between the 
creditor and the consumer for each credit card account; each creditor 
shall provide the Fed with electronic copies of each agreement. 

Set standards applicable to initial issuance of “fee harvester” cards. 

Prohibits expiration of gift cards less than 5 years after issue and 
prohibits dormancy fees unless there has been no activity for 12 
months. 

Provisions take effect 9 months after the date of enactment. 
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Legislation in the 111th Congress on Credit Card Practices 
 

Bill Number  Title Sponsor Brief Description of Provisions as Amended if Applicable Status 
S. 165 Student Credit 

Card 
Protection Act 
of 2009 

Senators Kohl 
and Durbin 

Limits the total credit that can be extended to a full-time, traditional-
aged college student under a college student credit card account 
(unless joint liability).  
 
Prohibits increasing the credit limit on an account with joint liability 
without approval  
 
Requires creditor to obtain adequate proof of income, income 
history, and credit history, before a college student credit card 
account is opened. 

Introduced on 
January 7, 2009 
and referred to 
Senate Committee 
on Banking, 
Housing, and 
Urban Affairs. 

S. 131 Credit Card 
Minimum 
Payment 
Notification 
Act of 2009 

Senator 
Feinstein 

Requires that companies warn consumers that making only the 
minimum payment will increase the amount of interest, amount, and 
the time it will take to repay outstanding balance.  
 
These requirements would not apply if the minimum payment is at 
least 10% of the debt on the card, or in any billing cycle in which no 
finance charges are imposed on the account, or if the balance on the 
card is less than $500. 

Introduced on 
January 6, 2009 
and referred to 
Senate Committee 
on Banking, 
Housing, and 
Urban Affairs. 
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