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Opening image: “This is your brain. This is your brain on credit cards.”
Quick, without looking, try to remember the interest rate you pay on the credit card you use most often. OK, now recall your current balance. Behavioral economist Eric Johnson likes to ask this question every semester to the financial whizzes at Columbia Business School. He finds that most students can’t answer either one accurately. 
Here’s another chance to redeem yourself. Imagine that you’re going into an electronics store to buy one of  those fancy new plasma TVs, and you have just enough room on your card to take it home. How likely do you think it is that you’ll pay off that purchase in the first month and avoid interest payments? If you’re like most people, you overestimate your ability to pay off that card and underestimate the likelihood that you’ll ever pay interest. 
And if you’re acting like the credit card industry wants you to act, you carry thousands of dollars in revolving credit card debt, you pay the minimum payment, and you have no idea when you’ll ever pay off the debt. And if you’re a really good customer (not a “deadbeat,” as the industry calls people who pay their balances every month), you keep that debt revolving forever and never declare bankruptcy to wipe the slate clean. It’s no accident that your credit card statement doesn’t show you two things that would stop that carefree spending cold: an annual statement of interest and fees paid, and the length of time you’ll pay off your debt at the minimum monthly payment.
Credit card holders pay an average of $1,000 a year in interest and fees, reports the Consumer Federation of America.
 If you added up interest and fees over the last year, you might be surprised to learn that the average American with revolving debt (about half of all Americans) is spending about 4 percent of their annual household income just to service the interest on credit card debt, and 9 percent just to make the minimum monthly payments.
 (At the minimum rate, it will take the average American over 24 years to pay off their debt, at a cost of $8,997 in interest.
) That’s not including late payments, which now average $30; over-limit fees that average $28; and the myriad other penalty fees banks charge. Late payment fees have risen 56 percent on average since 1998, and over-limit fees have increased 52 percent since 1998.
 These fees, in fact, now form the bulk of the credit card industry’s record profits (see sidebar “Credit Inc.”). Penalty fees for Visa and MasterCard customers alone grew 10 percent in 2002, to $8 billion.
 
Credit card debt is out of control in America. After two years of sluggish economic growth and high unemployment, Americans are more indebted to the credit card industry than ever before, with an average revolving debt of a staggering $12,000.
 And more people than ever before are going into credit counseling and bankruptcy, with higher and higher debt levels, as a way to get out from under their debt burdens. Over 1.5 million Americans declared personal bankruptcy in 2002.
 Sweeping and controversial bankruptcy reform legislation, passed in March 2003 by the House and now working its way through the Senate, would make filing for bankruptcy to avoid credit card debt much harder (see sidebar “The Growing Threat to Debt”). 
“People always equate credit card debt with low-income people, but it’s people who make from $20,000 to half a million and anywhere in between,” says Cynthia Merritt, director of operations at the nonprofit Budget and Credit Counseling Services (BUCCS) in New York. “The more money you make the more you spend.” Merritt’s organization counsels approximately 30,000 debtors every year in New York City. She tells many of them to cut up many of their dozen or so cards and mail them back to the issuers. Her worst client “collected” 35 cards like medals. “People open up their wallets and they’re like a World War II veteran — they’ve got all different colors.”
Steve Rhode, president of credit-counseling firm Myvesta.org in Maryland, counsels the rich and not-so-rich every day. The highest credit card debt he’s seen: $1.2 million on 78 cards. The average credit card debt among people his organization counsels: $52,200, almost triple that of two years ago. The amount is only leveling off temporarily because of the boom in home refinancing, which many people use to pay off credit card debt. With so many people going further and further into debt, are we one step away from 10-year car loans and 50-year mortgages to spread out our ballooning obligations? 
“I love that show Lifestyles of the Rich and Famous, because those are just future clients,” says Rhode. “I tend to do a lot of work with high-income and celebrity clients, and they’re in the exact same situation as everyone else ― they’ve just got more zeros behind them. This morning I was talking to a carpenter whose hours were cut back and he’s struggling to make ends meet. A few hours later I was talking to a national celebrity who lost an entertainment contract and is having trouble making ends meet.”  
Myvesta.org studies the thousands of people who come through its doors every year, and has collected some rather surprising findings about credit card debt: Men have more credit card debt than women; married people have more debt than singles; people ages 55 to 64 have the highest debt levels; people in the Midwest carry the largest balances and those in the West carry the least. Myvesta.org’s Web site even offers an anonymous “Debt Confessional,” in addition to its full range of financial services. “It’s really like an electronic journal,” says Rhode. “It gives people an opportunity to type out what they’re afraid to say to others or to themselves, which can be freeing. People write things you wouldn’t normally hear, like, ‘I’m afraid to talk to my spouse about the fact that I applied for credit without telling them,’ or ‘My bills go to a secret mailbox my wife doesn’t know about,’ or ‘I feel like a failure,’ or ‘I’ve let my children down.’ People are generally ashamed and embarrassed.”
Steve Rhode felt all of these emotions when he ran up over $10,000 in credit card debt in the 1980s. His debt built up over a decade after he and his wife moved to Florida to follow his dream of being a real estate developer. “We were bored and went to the mall, and we ended up with lots of crap,” he says now. “I remember one day when I went to a department store and the clerk at the counter said, “Hey, Steve and Pam.’ We thought, ‘We’re coming here too much.’”
Rhode was always one step ahead of his creditors, saved time and again by the next land deal. But then the economy collapsed, and a big land deal that was supposed to set him straight fizzled. The bottom fell out on his world. “If it hadn’t been for the kindness for my parents, I would have been a 30-year-old guy with a wife and 3-year-old daughter who was homeless,” he says. Rhode eventually pulled himself out of his predicament, and started Myvesta.org in 1994 to help other people with credit problems.

The Psychology of Credit Cards
People with crushing credit-card debt may lack self-control, but that’s not to say they’re stupid. Far from it. Psychologically, people just aren’t hard-wired to make rational decisions about credit cards. It sounds like a controversial statement, but credit cards register in a predictably irrational part of the brain. Behavioral economists have learned that credit cards tap into deeply ingrained thinking processes where rational economic reasoning holds little sway. 
We pull out the plastic everyday, but what goes on in our brains when we use them? Is there a difference when we pay with credit than with cash? And crucially, what do credit card companies know about the seductive power of credit that they exploit? It turns out that the field of behavioral economics has a great deal to say about these questions. Behavioral economics is the approach, begun over 30 years ago with the work of Amos Tversky and 2002 Nobel Prize winner Daniel Kahneman, that blends psychology with economics to explain the less than perfectly rational decisions we make almost automatically. 
It’s not as simple as personal finance writers might want you to believe. Screaming headlines like “Credit Card Nation” (U.S. News and World Report) or “Maxed Out” (Newsweek) have filled the press with the obligatory stories about people with sad money problems and relentlessly positive how-to advice.
 But no one’s asking the underlying question: Why can’t people control their use of credit cards?
“Consumers have these various facets of suboptimal behavior, or behavioral biases, or whatever you want to call them, and they’re interacting with very rational firms that are aware of them and are doing their best to exploit these tendencies and to profit from them,” says Lawrence Ausubel, professor of economics at the University of Maryland. “Years ago I spoke at a credit card trade convention and when I was hanging out with some of the people afterward, after they had had a few drinks, people started saying, ‘My job is  really to get people to borrow money that they really don’t need to borrow.’” 
But why is credit card debt out of control? And why is the credit card business so perversely profitable? To find the answers, we need to look at several stages in the life-cycle of credit.
Credit Card Solicitations 
We’re bombarded with credit card offers: 5 billion last year alone. A columnist at the San Francisco Chronicle interviewed Paul Kameny of San Francisco, who together with his wife and two grown children received 217 credit card solicitations in 2002. Kameny calculated that if his family had applied for and received every card they had been offered, they might have enjoyed $8.5 million in credit. The typical American has about four cards from retailers, three from banks, one from the phone company, one from the gas station, and one for corporate expenses.
 With so much soliciting going on, it’s just too hard for Americans to say no.
I just received the following offers in the mail for me, my wife, or people who lived in my apartment before us. Providian announced “0% APR on Purchases Until February 2004!” The GMCard offered the same thing, but with a slight twist: “0% introductory APR, no annual fee, and earn 5% on credit card purchases and initial balance transfers.” Another offer for the “New Citi Dividend Platinum Select Card” from CitiBank offered 5 percent cash back on purchases until February 1, 2004. And yet another from Providian, an especially aggressive solicitor, offered “a Visa Platinum card with up to $3,000 credit! Choose from four card designs!”
The offers are similar because they work: They’ve been extensively road-tested on consumers like me and you. There’s not a lot of sophisticated financial engineering and beautiful-mind economic theory going on, just direct-mail marketing to thousands of people everyday. “Direct mail is a beautiful laboratory,” says behavioral economist Eric Johnson at Columbia Business School. “You don’t need a theory: Just try it. If the response rate is up one half of one percent, you do it. The credit card companies couldn’t draw a prospect theory value function if their lives depended on it. But they know, I have two mailings here. Which one works? They keep evolving until they get the ultimate mailing.” And companies are increasingly using customer relationship management software to target offers to you or cut off your credit based on daily checks of “triggers” gleaned from your credit report.
 
But outside of credit card companies, few people have studied consumers’ reaction to credit card solicitations, for the simple reason that this is confidential, proprietary information. Direct mail offers are the secret sauce of the credit card business. “To really study the credit card market, you’re not going to be able to directly observe it, because people make decisions in the privacy of their own homes,” says University of Maryland economist Lawrence Ausubel. “You mail things to people, you jiggle the terms to different card holders and you study what they do over time. It’s not like you have people in the laboratory you look at through a double mirror.”
Ausubel has written about the economics of the credit card industry for decades, and is probably in the best position to uncover what credit card companies are actually doing in their marketing departments. His current unpublished research is unique in that he has obtained access to actual credit card data, provided on a confidential basis from a major U.S. issuer. From the data, he’s trying to figure out what hundreds of thousands of people have responded to, and then he’s following their behavior over another two years: how much they charge every month, how much they repay, how high their borrowing goes. 
The typical direct mail experiment in the late 1990s went as follows: A low introductory offer went out, say for 4.9 percent for the first six months, but then it jumped to around 15 percent. Where did the those two magic numbers — 4.9 percent and 6 months — come from? Experiments. A list of 600,000 people who prequalify for gold cards is drawn up, and these people are randomly allocated to different lists of 100,000 each: one group gets mailed 4.9 percent for six months, the second group gets 5.9 percent for six months, the third group gets 6.9 percent for six months, then other groups get different teaser interest rates with longer lengths of time, such as nine and 12 months. 

What he’s learned so far falls under the economic theory of “hyperbolic utility and time inconsistency.” In a nutshell, people use different interest rates in their minds for purchases now and in the future. Hyperbolic utility is the notion that people apply a much greater discount rate between today and tomorrow: They will impatiently pay much more in interest for something that they can have soon and they will patiently pay a lower interest rate for something that’s farther into the future. People are also “time inconsistent,” meaning they are inconsistent between what they say they’ll do today and what they actually do tomorrow. 
Credit cards tap both of these observed phenomena. The result? Misprediction. People consistently underestimate how long they will actually take to pay off their purchases and overestimate their ability to avoid paying interest on credit card offers. “People overestimate events that put themselves in favorable light and underestimate events that put them in unfavorable light,” says Ausubel. “They know they shouldn’t be borrowing thousands of dollars at 15 percent interest rates. Of course, they’re going to pay down their credit card balances. And thinking about their future borrowing paths, they’re going to be borrowing less in the future, so that in fact the low introductory rate in the near term seems more important to them.” Ausubel has also found that people greatly underestimate the amount of debt on their cards, and that underestimation was greater for credit card debt than for any other kind of spending.

Ausubel sees such behavior as a battle between your current self and your future self. For some people, what he calls the “sophisticated hyperbolic customers,” their future self wants to borrow at a higher rate than their current self would like them to. “It’s as a self-control mechanism: They might well be happy if their future self faces a higher interest rate, because it might constrain their future self from borrowing as much,” says Ausubel. “If you just did a straight calculation, you’d say that this is better for them today, but you if add in the fact that the higher post-introductory rate might discourage their future selves from borrowing, then you might reach a different conclusion.” For other people, the “naïve hyperbolic customers,” they say their future self is going to behave in the same way as their current self, but when push comes to shove, they throw their carefully laid plans out the window. “They say that my future self will be thinking that it is relatively patient, but in fact, that future self will be less patient and so will borrow more. It yields the same conclusion: that the person would think the future self will borrow less and so the future interest rate doesn’t matter as much.” 
The upshot is that people focus too much on certain things like lower fees, rather than interest rates, because they think their future selves will never actually pay interest. They also neglect to imagine how their future selves could possibly pay late fees, when in reality everyone flakes out from time to time and forgets to pay the bill. What people focus on in an offer is a constantly moving target for the credit card industry: Once people figure out that these low introductory rates are paid for later through higher interest rates, they wise up to the offers. Then companies start to add something new to the mix, like colorful card designs or affinity cards. 
Who can keep track of what you’re paying in interest anyway, with the confusing proliferation of teaser, balance-transfer, purchase, and cash-advance rates, each with its own rules and expiration dates. “Is it any wonder that the banking industry’s obfuscation of the terms of credit card accounts leads so many people to give up on their personal finances and internalize the social and emotional shame of abandoning the Puritan ethic?” asks Robert Manning in Credit Card Nation.

Providian goes out of its way to reach consumers who mispredict. In a recent article in the San Francisco Chronicle, the 12th-largest issuer spoke about its aggressive campaign to sign up one of the 25 million consumers with average credit scores who carry at least $800 in credit card balances. “They’re out there,” said Alan Elias, a company spokesman. “Good, average Joe and Jane Consumers trying to enjoy their lives. The sort of people who shop at Wal-Mart and Target.”
 The problem is, these people are also the least able to handle any more debt in their lives.
Shopping
We’re a nation of shoppers, and we like it that way. “There are some very basic, DNA-like facts that control the way that we relate to money,” says Steve Rhode of Myvesta.org. “Basically, we’re hedonistic beings. We like pleasure over pain. Spending money buying things is more fun.” Rhode says his surveys of debtors show that over half the population engages in “self-medicated, unconscious spending,” and half say they’ve repeatedly and unsuccessfully tried to cut back on their purchases. Shopping helps many people cope with low self-esteem, stress, and simple boredom. “While people might feel it’s the result of one particular event, they generally end up in financial trouble as a result of years or decades of spending and getting loans without any concept of how that impacts their total financial picture.”
Sociologist Juliet Schor calls it the “see-want-borrow-and-buy sequence.” “Americans live with high levels of denial about their spending patterns,” she writes in The Overspent American. “We spend more than we realize, hold more debt than we admit to, and ignore many of the moral conflicts surrounding our acquisitions.” Some 70 percent of workers she sampled said the average American was “very materialistic,” but only 8 percent felt they themselves were. Eighty percent said they should be saving more, and 40 percent wanted a simpler life.
 
“Shopping is a sport now,” says Cynthia Merritt of Budget and Credit Counseling Services, which is located in the center of the shopping universe, Fifth Avenue in New York. “I’m old enough to remember when it was, ‘Let’s go to the movies or to the park. Now it’s, ‘Meet me under the clock at Bloomingdale’s and let’s go shopping. You used to have your Sunday shoes and your Monday-through-Friday shoes, but now women sometimes have up to 300 pairs of shoes.”
Credit cards are the ultimate “enablers” of shopping. Credit cards aren’t merely pieces of plastic. If that were true, there would be no difference between a credit card, a debit card, and a drivers license. But there are big differences between all three. Just think about it: Why would merchants accept credit cards the world over, despite the high cost of doing so? The cost to merchants is so high that it was the subject of recent federal antitrust action against Visa and MasterCard. It’s because people spend more with credit cards than with cash, check, or debit. 
Back in the 1970s, when credit cards were much less popular than today, Bank of America marketed its precursor to the Visa card with an ad campaign that said: “BankAmericard. Think of it as money.”
 We’ve come a long way, baby. People no longer have to be convinced to use plastic like they would cash. They’ve internalized the plastic-as-cash fallacy. Now credit card companies want to be not just “top of mind” but “top of wallet”: Discover introduced a teardrop-shaped “2GO” card featuring a hole punch so it can be carried on a key chain or belt clip.
 
In economic terms, credit cards facilitate a “decoupling” of the act of purchase from payment, in effect making these purchases less “real” than cash. Studies have even shown that people spend more on equivalent purchases with credit cards than with cash. In a 2001 study by MIT economists Drazen Prelec and Duncan Simester, students were lured to an experiment with the possibility of winning the right to purchase Celtics tickets.
 Not just any tickets, mind you: The experiment took place during the playoffs and tickets could only be bought from scalpers. Students were asked to give their bid — some were given the option to pay with cash and some with credit if they won. The students who agreed to pay with cash bid an average of $28.51, but students who agreed to pay with plastic bid an average of $60.64. Simply paying with plastic conferred a 113 percent premium over cash.
Not everyone agrees with these results. The Federal Reserve found no effect of credit cards on spending when it investigated the issue in 1983.
 But Cynthia Merritt of BUCCS sees the real-life effects every day: “People absolutely spend more. It used to be a treat to go out to eat. Now I can go into a Roy Rogers and pay for my two-piece chicken-and-biscuit with my AmEx card. It’s awful.” 
The evidence from the behavioral economists is growing more and more conclusive, as well. Prelec and Simester’s results have been duplicated with restaurant tips and department store purchases in studies dating back to the 1970s and ’80s. 
 In one experiment, economist Richard Feinberg of Purdue University placed MasterCard-accepted-here signs and images of credit cards in the experiment area, but told test subjects that they were unrelated to the present experiment. He then asked them to reveal how much they’d pay for items like a dress, a tent, and a typewriter. He found that people spent 50 percent more on a dress, for instance, simply because of the presence of the credit card symbol within eyesight. In a different experiment, he found that people left 2 percent more of the bill in tips at restaurants when paying by credit card than by cash. It was an intriguing result, but Feinberg speculated that the effect could be explained by higher numbers of expense-account diners, who tend to leave more generous tips since they’re spending the company’s money. 
The possibility that higher spenders “self-select” as credit card users led Dilip Soman, a marketing professor at the Hong Kong University of Science and Technology, to attempt a definitive proof of the point in 2001.
 Soman intercepted students after they had made purchases at the campus bookstore and asked them to recall the exact amount they had spent. He then checked the amount against their receipt. Of those interviewed who paid with cash, 67 percent accurately recalled the amount they had spent, and the remainder were within $3 of the true amount. Of the respondents who had paid by credit card, only 35 percent could recall the amount; the remainder either named a figure lower than the true amount or confessed that they had no idea. In another experiment, Soman found that subjects who paid by credit card were much more likely to make an additional purchase than those who paid for the same items by check.
All these experiments show the power that credit cards have to alter perceptions of time. Cash payments are instant ― vanishing as quickly as the bills leave your hands. Payments by debit cards and checks can take a few days to clear, but most people think of the money as “gone” the minute they write the check or swipe their debit card. Credit cards, on the other hand, represent a significant delay in payment: You must first be billed, and even then you’ve only paid for the purchase once your check to the credit card company clears. If you make only the minimum payments, you may never actually pay off that purchase.
According to pioneering conceptual work from behavioral economist Richard Thaler at the University of Chicago, we know that delayed payments weigh less heavily on our minds because they are “temporally discounted.”
 Consumers don’t seem to even experience the act of purchase until their checking account has been depleted. To many, credit card purchases are only a commitment to pay, not an actual payment. Some economists have taken this idea further by speculating that people may be more likely to pay by credit card for durable goods like a refrigerator, where the life is long, than for a vacation, which is consumed over the short-term and then gone.
 That’s because consumers want to maximize their enjoyment of the transaction by better matching payment and consumption streams. Many times, however, the choice of payment mechanism is driven by simple factors like convenience, habit, or availability. But there must be more going on than a simple, arbitrary choice of check or charge.
Behavioral economists Drazen Prelec and Duncan Simester call it the “pain of paying”: “When people make purchases, they often experience an immediate pain of paying, which can undermine the pleasure derived from consumption. The ticking of the taxi meter, for example, reduces one’s pleasure from the ride.” With cash, the pain is immediate; with credit cards, the pain is delayed so far into the future it doesn’t really exist in the present.
The Bill
Speaking of pain, how many times have you been surprised when you got your credit card bill and saw everything you bought that month? According to the behavioral economics theory of “mental accounting,” people don’t keep a running total of purchases in their heads, so they don’t know exactly how much they’ve spent with their card. “Paying by charge card selectively reduces the power of coupling, because a single bill covers many distinct items, none of which is individually ‘responsible’ for the total,” write Drazen Prelec and George Loewenstein in Marketing Science.
 Credit card companies understand this effect, and try to avoid the discomfort it causes by “integrating losses” all at once, which consumers greatly prefer to experiencing losses one at a time.
“Psychologically, decoupling suggests that credit cards are very different from cash,” says Eric Johnson of Columbia Business School. “You don’t count the dollars. You just see a little number on a sheet of paper when you sign your name.” Traditional economics paints us to be supremely rational beings who dutifully tally up our debits and credits every night in our heads before going to bed. Obviously, no one does that. “Unlike what economics says, people don’t keep a running total, and in fact, they consistently underrepresent what they spent on their card,” says Johnson.
Economist Dilip Soman demonstrated the effect in an experiment among a group of single students in the U.S. who had only one credit card and no outstanding balances. They were instructed to save receipts from all transactions greater than $20, and to bring those along with an unopened credit card bill and their checking account statement as soon as they arrived. They were asked to recall all of their expenses, and then to open their statements and reveal the transactions. Every single person underestimated their credit card expenses by a wider margin than cash and check expenses (29 percent vs. 7 percent). Credit card purchases were much less memorable than cash or check payments.

How often do you forget about things you’ve purchased until you open your credit card statement? Fairly often, if you’re like most people. How often do you remember things that you didn’t buy? Hardly ever. And when you get the bill, it’s often a rude awakening. You suddenly remember that $300 dinner out with friends where you magnanimously picked up the tab. That little cashmere number you’ve already consigned to the giveaway pile is staring back at you, demanding payment for services rendered. It wasn’t supposed to be this way. You vow to spend less in the future, but when the moment comes to go out again to a restaurant or boutique, the whole process starts over again. 
 “A puzzling aspect of credit card financing is that it seems to be both a stimulus to spending, as well as an especially disagreeable form of debt,” write Prelec and Loewenstein. The two researchers asked 88 people at the Pittsburgh airport to report how good it would feel to have several different types of payments offset by an unexpected refund from the IRS. A $300 refund was most satisfying if it canceled a credit cad bill — even more satisfying than if it canceled parking tickets, dental expenses, a VCR, exercise equipment, a weekend at a country inn, or a fancy sportscoat.

Imagine a consumer who has maintained a credit card balance for some time, irregularly making payments while simultaneously adding new charges to the account. In theory, the consumer could take each card payment and deliberately “apply” parts of it to specific charges, e.g., so much for interest, so much for that dinner, and so on. More likely, he or she will have no clear idea which purchases account for the debt and which items have been paid off. “People don’t even look at the statement, and they definitely don’t know the interest rate,” says Cynthia Merritt of BUCCS. Steve Rhode of Myvesta.org has found that 26 percent of his company’s clients say they never look at the statement. 
At the moment of purchase, the consumer can enjoy his acquisitions as if they were paid off. “However, the payments for those same acquisitions — when they come due — will be regarded as a loathsome tax, divorced from specific consumption benefits,” write Prelec and Loewenstein. “In the economic account of intertemporal choice, an individual’s rate of spending depends mainly on her discount rate. People with relatively high rates of time discounting should consume more and save less.” Not everyone’s the same though. People vary in their tendency to think about payments when consuming, and likewise vary in their tendency to think about consumption when paying. A person whose mental accounting style is to compute the full cost of consumption is likely to be a tightwad. Spendthrifts, on the other hand, probably have a heightened ability to push costs out of mind. “Credit card users who identify payment with the writing of the monthly check, rather than with the signing of the credit card slip, should find consumption more enjoyable because it is decoupled from thoughts about paying,” say Prelec and Loewenstein. It seems that consumers also want to simultaneously minimize thoughts of payment, while needing to know how much things cost. “Consumers wish to know how much consumption costs, but do not wish to unduly think about how much it costs.” 
The Revolving Door of Debt

People are impatient. Combine that with inconsistency, and you get at the heart of the theories of “intertemporal choice” and “dynamic inconsistency.” As far back as 1890, economist Alfred Marshall summed up the phenomenon in his Principles of Economics: “The same person will vary in his mood, being at one time impatient, and greedy for present enjoyment; while at another his mind dwells on the future, and he is willing to postpone all enjoyments that can conveniently be made to wait. Sometimes he is in the mood to care little for anything else; sometimes he is like the children who pick the plums out of their pudding to eat them at once, sometimes like those who put them aside to be eaten last.”

Standard economics textbooks teach that consumers make purchases rationally by weighing the costs and benefits, dispassionately processing trade-offs and casually tossing out choices. But people are frequently impatient and impulsive. They want it now, regardless of what their better self may say. This better self would often do something quite different in the future, or if they logically thought about the choice from a long-run perspective. But as Keynes said, “In the long run we are all dead.” “Live for today,” the devil on our shoulder whispers in our ear. Self-control comes down to a battle between the angel and devil on your shoulders, between the consistent and patient self and the inconsistent and inpatient self.
Economics also teaches that people make buying decisions, such as the decision about paying with credit or cash, based on a solid theory of “discounting.” According to finance, you discount cash flows back to the present and use that value to compare to your expenditure today. You use the same internal discount rate, or cost of capital, regardless of the time frame, the amount of money, or whether it’s a loss or a gain. “Consumers sitting there deciding whether to buy a plasma TV ― with a credit card sitting in their wallet with just enough credit to buy that TV ― that consumer is going to do a calculation from economics?” asks Eric Johnson. “‘Let me pull out my discount rate and figure out what this cash flow is worth, if I will pay it now or put it on the card, and then I will choose whatever method to pay it that maximizes the cash flow.’ What does the data show? People act very differently.” 
For example, for very small amounts of money, people have extremely high discount rates. Say you’re offered $100, with the catch that you’ll receive some amount immediately and some amount in a week. What’s the least amount of money that you would accept now? That number implies a discount rate. Your intro finance class will tell you to use a standard discount rate like 10 percent, but studies by behavioral economists have measured discount rates for small purchases as high as 400 percent. The smaller the amount, the bigger the discount rate. The shorter the time period, the bigger the discount rate. And this discount rate changes when you change the amount of time people have to wait. It turns out that people have “hyperbolic” preferences that don’t fit a straight-line linear model from economics and finance.
 “Credit cards give me a chance to accelerate consumption,” says Johnson. “I take that plasma TV home with me now, but what I’ve done implicitly and explicitly is show a much greater discount rate, because credit card interest rate is high.” Then if you were thinking rationally when you got the credit card bill, you would whip out Excel and figure out the optimal amount to pay, not pay the least amount you could. But who does that? 
Credit card borrowing also represents a form of “consumption smoothing” that facilitates higher spending levels than consumers can afford.
 The “life-cycle hypothesis” from economics asserts that consumers will maintain their lifestyle over their lifetime even though their income and assets change over time. People right out of college, for instance, may expect their incomes to be higher in the future and so will, in effect, borrow from their future income with credit cards to finance their present lifestyle. But researchers have found that calculating the optimal level of lifetime consumption is something that is beyond the realm of most consumers, who can barely balance their checkbooks.
What’s more, economists Dilip Soman and Amar Cheema have argued that consumers use external information like their credit limit to infer their future earnings. If they have a high credit limit, they are likely to think their lifetime income will also be high, and so will charge liberally. If they have a low credit limit, they are more likely to spend much less, thinking their future income is not that great. Credit limits don’t affect people equally, though. Those with more experience holding credit cards tend to disregard the information about future income they may be getting from their credit limit. Spending is most influenced among consumers who have the least experience with credit: the young and the less-educated. 
There is some evidence that credit card issuers understand this power. As writer Linda Puch wrote in Credit Card Management in 1992, the industry accepts the idea that “to the extent you raise the credit line on the account, you can keep the cardholder in the fold and get greater usage.”
 Even while credit card companies were mailing more and more solicitations, they were dramatically increasing consumers’ available lines of credit, which have nearly doubled over the last five years. According to the Federal Reserve, the portion of unused lines of credit declined from 33 percent in 1997 to 22 percent at the end of March 2002, while revolving credit used increased from $554 billion to $701 billion. That means that as lines of credit expanded by 50 percent, revolving debt increased 27 percent. Increasing credit lines works.

Looking at further at consumer data from the Federal Reserve, Carol Bertaut of the Federal Reserve’s Board of Governors and Michael Haliassos of the University of Cyprus discovered a puzzling fact. People tend to hold revolving credit card debt even when they have enough liquid assets to pay off that debt. The researchers looked simply at savings and credit card debt as a whole, and not at the more revealing revolving portion, finding that average liquid financial assets, excluding cash holdings, are $4,850 per household, while average credit card debt is $1,900. (The average debt is so much lower than the revolving figure because it includes people who pay off their cards every month.) If people were acting rationally, they would pay off those high-interest debts with their liquid assets and save a bundle in interest payments. But they don’t. 
The researchers hypothesized that households break down into an “accountant” self and a “shopper” self who handle different decisions. These can be two spouses, or two sides of the same person. Since credit cards, by their nature, separate purchase from payment, it’s natural that two different selves would handle the two tasks. The accountant self pays the bills and looks out for the family’s long-term finances. The shopper self has all the fun, charging away until they hit their credit limit. 

In this model, credit card limits and high interest rates are a form of self-control. People who are unsure about their future income use their unused credit limit as a buffer against future consumption. The accountant self can lower the family’s credit limit or pay off more debt from cash in order to control the shopper self, but the shopper self can retaliate by using up all the available credit buffer and paying for more purchases with credit rather than cash. All this tension keeps the two selves in equilibrium, and ensures that credit cards are rarely paid off, even if you have the money. The interest rate difference between credit card debt and savings interest rate is actually the cost of restraining consumption.

The Battle for Self-Control

Consumers are bombarded with messages about the freedom and rewards that come with credit cards: “Master the moment,” from MasterCard; “Everywhere you want to be from Visa; “It pays to Discover”; “Blue from American Express … a little piece of the future that got here early.”
 Advertising campaigns play on people’s need to compare themselves to free-spending celebrities. Celebrity endorsers have included musicians Tony Bennett and Elton John, Pierce Brosnan of James Bond fame, and football and baseball star Dion Sanders. Cards also play on people’s desire to do good while doing well, with affinity cards supporting your favorite colleges, nonprofits, political causes, and even religious associations. Even the left-leaning Nation magazine has a card. And you can put your pet’s picture on your First USA card. Preferred, Premier, and Gold cards have been replaced with Black, Platinum, and now Titanium cards, as affluent consumers demand better and better ways to distinguish themselves from the Sears, Target, and Kmart card-carrying hordes.
 Cobranded cards tempt purchasers with free airline miles and telephone calls, discounts, and even cash. Who wouldn’t want to charge as much as possible? A Sony card advertisement said, “Who said hard work never killed anybody? Some dead guy. The Sony Card. The official currency of playtime.”

But if credit cards are really instruments of self-control, why do people show so little self-control when using them? Some thinkers have gone so far as to compare them to drugs. “The deluge of credit card offers that most of us receive in the mail does not appear as insidious as if we were to receive cocaine samples in the mail — but the tragedy that easy credit may generate in people’s lives is of the same kind,” writes psychologist Howard Rachlin in The Science of Self-Control.
 This sentiment fits in well with America’s Puritanical view of installment credit when it suddenly rose in popularity in the 1920s. “Critics saw that consumer credit not only tempted people to sin, it provided the means for sinning as well,” writes Lendol Calder in Financing the American Dream.

Others see that kind of thinking as a cop-out: “It’s not the fact that someone has a credit card that gets them in trouble; it’s the fact that they drove it to the mall,” says Steve Rhode of Myvesta.org. “I’m always amazed that two people can drive down an asphalt ribbon with nothing separating them but a painted line on the road, and yet I can control my car. But yet somehow people feel they can’t control that piece of plastic.”
According to theory of “intertemporal choice,” people basically say they’ll do one thing, and behave quite differently when their self-control is put to the test. It’s a fancy way of saying what we already know about people with alcohol, drug, and gambling addictions. It’s also relevant to ordinary issues of self-control, like getting up in the morning. “The trouble with an alarm clock is that what seems sensible when you set it seems absurd when it goes off,” writes author Archie Goodwin in the detective novel The Rodeo Murders.
 Setting an alarm is an exercise in “simple ambivalence,” according to Rachlin, because there are predictable times when people prefer one alternative to another, in this case, bedtime and morning. Placing your alarm clock on the other side of the room is an easy form of self-control — in effect a commitment to stick to the decision you made the night before to get up.
The problem with credit cards is that they produce “complex ambivalence.” Consider the decision to pay the minimum balance on your credit card, say $100. Assume that you keep charging $100 on your credit card every month, as revolving credit card users do. The decision to pay the minimum is easy, since it’s much lower than the full amount. But what happens when you continue to do this? You start paying more and more in interest to make the minimum monthly payments, which keep rising until you reach your credit limit. If you had looked at that bill rationally, you would have seen that it was far cheaper to pay it off than to keep putting it off indefinitely.
Like an alcoholic, revolving credit card users are continuously faced with a decision about their actions that is highly ambivalent. “The alcoholic is never free of the desire for a drink,” writes Rachlin. “The alcoholic is continuously beset by ambivalence; he drinks for a period, but even when he abstains he is tempted to drink.” Simple acts of commitment (“I will not drink” or “I will not charge”) can be ineffectual, because the minute you’re in a compromising situation the temptation to have a drink is just too strong. 

Commitment techniques for self-control would be effective only if initiated immediately and maintained indefinitely.
 “Over a ten-year period, virtually all of us would prefer living a healthy life to being an alcoholic, being a glutton, being a smoker, being a couch potato,” writes Rachlin. “Yet we also (more or less) prefer to drink this drink than not to drink it, to eat this chocolate sundae than to forgo it, to smoke this cigarette than not to smoke it, to watch this TV program than to spend a half-hour exercising. The ambivalence is very real. Looked at narrowly, the shorter activity is better than the longer one (it is better to drink now than to be sober now); looked at widely, the longer activity is better than the shorter one (it is better to be sober generally than to be alcoholic). The alcoholic dilemma is an ambiguity in time that has no intrinsically correct resolution. Which alternative is better depends on whether the alcoholic’s focus is narrow or wide.”

Credit card companies don’t help people with their self-control problems by issuing credit cards to the financial equivalent of alcoholics: people in or near bankruptcy. They also don’t make it easy to see the error of your ways, since they never tell you how long it will take you to pay off your debt if you made only the minimum payments. Both of these issues have been the subject of recent class-action lawsuits or state legislation. California passed a law requiring lenders to include timetables spelling out the cost and time it takes to repay a credit-card balance, just like car loans.

Consumers have the power to resist credit cards. One means of self-control is known as “precommitment” ― people can impose constraints on future behavior. They can cut up their credit cards, lower their credit limit, leave their cards at home when they go shopping. Stephen Hoch and George Loewenstein liken these tactics to Ulysses, who instructed his crew to bind him to the mast so that he could listen to the Sirens without jumping overboard to his death. His crew stuffed wax in their ears so that they could safely sail the boat.
 Evidence suggests, however, that consumers typically do not ask for credit limit reductions, and financial institutions are extremely reluctant to offer.

Another tactic is to bundle costs. Credit card spending is insidious because it involves a series of isolated, unbundled actions. These actions are bundled every month in terms of the bill, but unbundled again through the clever use of minimum payments that will only very slowly pay off the principal. Credit card companies could be forced to state the cost of maintaining a balance in terms of interest paid and time until payoff. And consumers could be warned that consolidating debt under a new card often does not pay, because trial interest rates can adjust higher than they were under the old cards, leaving the same amount to pay at a higher rate.

Another idea is to increase the power of the farsighted self, through consumer financial education. Thomas Shelling, in a 1978 American Economic Review article titled “Egonomics, or the Art of Self-Management,” talked about “the intimate contest for self-command”  between two selves, one myopic and the other farsighted. “For example, there is the self (dominant right after smoking a cigarette) who wants to quit smoking and the self who wants ‘just one more.’ Willpower, in this context, can be viewed as the efforts of the farsighted self to constrain the behavior of the myopic self.” This battle could be less costly if consumers were better educated about managing their finances and the implicit costs of credit.

One way is to show people with less credit experience, who typically view credit as simply another form of income, about the dangers of piling up credit they can’t pay off. Some say consumers should be offered credit limits that conform better to the way banks make other lending decisions. “An interview with the chief financial officer of a bank revealed that not only did banks typically not use elaborate methods to set credit limits, but that banks differed in the rules they used,” write Dilip Soman and Amar Cheema. “Our research points to a need for a common set of guidelines that would result in credit limits that more accurately reflect the future earnings potential of the consumer.” Banks should also not imply that consumers deserve more credit when they increase their limits, because that leads more naïve consumers to spend much more.

Some people think the rapid rise of debit cards has the power to help people tame their addiction to credit. The cards work like plastic, and even feature credit card logos, but the money you spend comes straight out of your checking account. Sounds like the ideal solution, right? But to some critics, they are not a big improvement. “If people are spending unconsciously and running up their credit card bill, at least when the bill comes in they can wake up,” says Steve Rhode of Myvesta.org. “The problem with a debit card is that spending drains the account, then the rent check bounces, payments to other people bounce, and it just ripples through your life. It’s like buying alcohol from the manufacturer and not the distributor.” Rhode favors the higher security and consumer protection on purchases that credit cards offer.
But aren’t we missing the larger point about credit cards: Aren’t credit card companies just giving people choices and convenience? That may be true, but how much choice do people have after they’ve declared bankruptcy? Years of mandatory debt repayment can be pretty inconvenient. And aren’t credit cards just enabling us to live better lives, allowing us to purchase more than we’d otherwise be able to thanks to the magic of financing? If credit really smoothed consumption, people wouldn’t have much debt as they got older and richer. But that’s not the way credit-card debt really happens. 

We aren’t living in the Depression, when the ethic was to skimp and save until you had enough to spend. We live in an increasingly cashless society, where electrons jump across the wires, debiting one account and crediting another. Our inner accountant may want us to save for tomorrow, but our inner shopper wants us to live for today. When the two meet in our heads, the result is too often found after the dollar sign on this month’s statement.
SIDEBAR

Credit Inc.
The credit card industry is enormously important to America’s consumer-driven economy. A look at the numbers of shows why. BAI Global reports that the number of mailed credit card solicitations rose 67 percent between 1997 and 2001, from 3 billion in 1997 to 5 billion in 200. That’s nearly 50 solicitations per U.S. household a year, which made available more than $3 trillion in unused lines of credit, or about $30,000 per household. Response rates to these solicitations are plummeting ― falling from 1.3 percent in 1997 to 0.5 percent in 2002.
 Why would credit card companies actually increase mailings when response rates are plunging? Because credit cards are extremely profitable.
The credit card industry reported record profits this year. According to the most recent FDIC report on bank profits, the banking industry recorded its largest ever quarterly earnings total in the first quarter of 2003. The segment that improved the most was credit card lending, with an average return on assets rising from 3.2 percent to 3.7 percent.
 Bank credit card profits were 50 percent higher last year than they were in 1997, driven by the spread between the interest rates that banks borrow at and the rates they lend at. Interest rates fell 4.75 percent in 2001 but banks cut rates by only 1.35 percent on average, and banks spent 14 percent less on interest in 2001 than the previous year.

The credit card industry is enjoying another one of its once-a-decade periods of spectacular profits ― profits that are highly correlated with recessions. Credit card divisions which earn banks and other companies, including Citigroup, Sears, and GE, important parts of their revenues that in some cases greatly exceed the profitability of these company’s core businesses. For instance, Sears earns more of its profits from credit cards than from retailing, and GE generates higher profits from credit cards than from manufacturing.
 This profitability partly explains Citigroup’s recent $3 billion purchase of Sears’ credit card business, which targets the sweet spot of the industry — high-interest, subprime consumers who can’t pay their bills.

Citigroup’s acquisition of Sears, Roebuck & Co.’s credit-card business will maintain Citigroup’s position as the No. 1 credit card issuer and bring it to an estimated total managed card receivables of nearly $169 billion. Citigroup announced its best quarterly results ever on July 14, with earnings from continuing operations up 14 percent from a year ago (to $4.3 billion) and quarterly dividends up a huge 75 percent. Earnings for the second quarter in the North American credit card division alone have been quite healthy, considering the struggling the economy. Earnings from continuing operations are up 9 percent, comprising 15 percent of all earnings, and the division’s return on assets is a stellar 5.4 percent.
 As Citigroup shows, credit cards are one hell of a business, especially in a bad economy. 

Why is the industry so profitable? The spread between what banks charge you and what they’re charged to borrow money is wide right now, boosting profits to a degree not seen since the last two recessions. Credit card interest rates are “sticky,” as economists say, meaning that they rise and fall a lot slower than the interest rates that banks borrow at, which are at historic lows after 13 Federal Reserve rate cuts over the last three years.

And the industry is profitable despite record legal settlements. Over the past three years most of the leading credit card companies ― including Citigroup, Bank One/First USA, MBNA, Fleet Boston, Discover, and Providian ― have quietly settled multimillion-dollar class-action lawsuits over deceptive credit-card marketing and billing practices. Providian Financial settled a lawsuit for $105 million that claimed it advertised a no-annual-fee card, but failed to disclose that it required the purchase of a $156 per year credit protection plan. FirstUSA settled a $85 million “bait-and-switch” lawsuit that alleged that the bank promised that its interest rate would become fixed at a certain rate and then raised it to a higher variable rate. MBNA settled for $20 million a lawsuit over so-called “payment jockeying” that alleged the bank advertised low annual interest charges for new customers, but failed to warn that the rate applied only to balances transferred from rival cards and charged a much higher rate for new credit. Chase Manhattan paid $22 million to settle suits that said the company held payments and posted them after the due date in order to earn penalty fees. And Citigroup paid $45 million to settle a charge that it failed to credit payments that came in on the due date if they came in after 10 am (conveniently before the mail was delivered that day).
 Federal and state officials are now reportedly looking at credit card companies’ increasing practice of resetting interest rates whenever a customer’s credit score changes for the worse.

Internal documents that came to light during a 1999 class-action lawsuit against Providian revealed what many in the industry only say in private. Providian founder Andrew Kahr told company executives in a series of memos to “squeeze out enough revenue and get customers to sit still for the squeeze.” “Making people pay for access to credit is a lucrative business wherever it is practiced,” he wrote executive vice president David Alvarez in a March 1999 memo. “Is any bit of food too small to grab when you’re starving and when there is nothing else in sight? The trick is charging a lot, repeatedly, for small doses of incremental credit.”

In addition, in July 2002, four federal bank-regulatory agencies, including the Federal Reserve and the FDIC, accused the credit card industry of extending additional credit to consumers at risk of bankruptcy and of setting minimum payments so low consumers would never pay off credit cards (known as negative amortization). “Without adequate controls, some borrowers can be extended credit beyond their ability to repay,” the regulators wrote. “For example, some institutions have granted additional cards to borrowers already experiencing payment problems on existing cards. … Some institutions’ programs have not reduced interest rates sufficiently to facilitate timely repayment and assist borrowers in extinguishing indebtedness. In many cases, reduced minimum payment requirements in combination with continued charging of fees and finance charges have extended repayment periods well beyond reasonable time frames.” That’s a nice way of saying that some companies make more money if they never get their money back.
SIDEBAR

The Growing Threat to Debt

Gross levels of credit card debt rose 32 percent between 1997 and 2001 (from $554 billion to $730 billion). Between 1990 and 1996, credit card debt doubled.
 According to recent testimony to Congress from sociologist Robert Manning, the author of Credit Card Nation, “The growing burden of high-cost credit card debt is disproportionately borne by middle-income and working poor families. Three out of five students with credit cards in our survey had already maxed them out during their freshmen year, and three out of five freshmen with multiple credit cards were already using bank cards to pay for other revolving credit accounts.”

Sociologist and author Juliet Schor studied 834 workers at a large telecommunications company in the southeastern U.S. between 1994 and 1995 for her book The Overspent American. She found that the average level of nonmortgage consumer debt was $13,700. Two-thirds of the employees she studied carried persistent credit card balances, and 14 percent paid only the minimum monthly payment.
Controversial bankruptcy reform legislation, passed in March 2003 by the House and now working its way through the Senate, looks likely to pass after previous near misses. H.R. 975, the Bankruptcy Abuse Prevention and Consumer Protection Act of 2003, would force a major overhaul of consumer bankruptcy law that will be big news to consumers if it finally passes. The legislation would close an important escape clause many consumers use to erase credit card debt. It would make filing for the most popular form of bankruptcy, Chapter 7 liquidation, much harder and force most people into debt-repayment schemes as part of mandatory credit counseling before they can declare bankruptcy.

“The bankruptcy law is very effective at extracting money from the American consumer to repay debt, but doesn’t do a single thing to address the underlying issues of why they got into trouble in the first place,” says Steve Rhode of Myvesta.org. “Creditors will be very happy to drive people into bankruptcy, because they’ll be in a position to go to the court and get wage garnishments so they can extract money directly from consumers.” Rhode says the other big motivation of big credit-card issuers is to close the doors of credit counseling groups, which over the years have received rapidly dwindling payments for their services from credit card companies, who now pay a maximum of 5 percent of the monthly payments they steer to creditors under debt management plans. “If [credit card companies] can go to the court and get a wage garnishment, they cut out the middleman.”
Consumer groups are up in arms over the legislation. “The recession, corporate scandals and the attacks of 9/11 have taken their toll on many families,” announced Travis B. Plunkett, the Consumer Federation of America’s legislative director, when the legislation passed the House in March. “The credit card industry has used its political might to push through legislation that will limit access to a fresh start in bankruptcy for many who lose a job or suffer other serious hardships. Credit card companies are shamelessly offering more credit than ever to consumers, while demanding that Congress give them relief by making it harder for these same consumers to declare bankruptcy.”

The legislation passed the House three years ago, but was vetoed by President Clinton. It was revived in the 2002 legislative session, when it passed the House but was derailed by Democrats at the last minute with a controversial rider to the bill. H.R. 975 passed the House again in March 2003 and is now before the Senate. The press office of Sen. Orrin Hatch, chairman of the Senate Judiciary Committee, says it expects that the legislation will be brought to the floor directly before the end of the current session. With Republican control of both Congress and the White House, and with significant lobbying in support of the bill from the banking industry, passage seems more likely than it has in years. 
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