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CREDIT CARD REFORM AND
BANKRUPTCY REFORM

Michael Simkovic*

Consumer advocates won a victory with
the passage of the Credit Card Accountability
Responsibility and Disclosure Act of 2009.!
(Credit Card Act). The Credit Card Act bans
certain pricing practices that were confusing to
credit card users. Ironically, the seeds of this leg-
islative victory may have been sown through an
earlier legislative defeat—the Bankruptcy Abuse
Prevention And Consumer Protection Act of 2005
(BAPCPA).? In passing the Credit Card Act, the
U.S. Congress Joint Economic Committee cited
a study of the effects of BAPCPA on credit card
industry profits and prices.® The study revealed
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that the credit card industry may have misled
Congress about the probable effects of BAPCPA.
The complete and final version of this study was
recently published in the American Bankruptcy
Law Journal.* What follows is a summary.

BAPCPA increased the costs and decreased the
benefits of bankruptcy to consumers. Supporters
of the law claimed that it would benefit consum-
ers as well as creditors, because reducing the
losses faced by creditors would lower the cost of
credit to consumers. Critics of the law depicted
it as special interest legislation designed to profit
credit card companies. This study tests whether
BAPCPA: (1) reduced the number of bankrupt-
cies; (2) reduced credit card company losses;
(3) lowered the cost to consumers of credit card
debt; or (4) increased credit card company prof-
its. The data suggests that although bankruptcies
and credit card company losses decreased, and
although credit card companies achieved record
profits, the cost to consumers of credit card debt
actually increased. In other words, BAPCPA prof-
ited credit card companies at consumers’ expense.

I. Background on Bankruptcy Reform

President George W. Bush signed BAPCPA into
law on April 20, 2005, and most of its provisions
came into effect 180 days later, on October 17,
2005. With regard to consumers, the statute made
it more difficult to discharge debt.’ In particular,
BAPCPA broadened the categories of debt that
are nondischargeable and adopted “means test-
ing” that limits access to Chapter 7 and pressures
debtors to file for Chapter 13 instead.® The statute
also imposed filing barriers, including higher fil-
ing fees, a lengthening of the period between per-
mitted discharges, and an increase in the costs and
risks faced by professionals who assist consumers
filing for bankruptcy.’

Unsecured creditors, including credit card issu-
ers, were the most likely beneficiaries of BAPCPA.
Whereas secured creditors, such as mortgage or
auto lenders, are protected under Chapter 7 by
their security interests, unsecured creditors of-
ten receive little or nothing in a Chapter 7 case.
Pushing filers into Chapter 13 should increase re-
covery for unsecured creditors.®

A key justification for BAPCPA was that it
would make credit more affordable to consumers.
President Bush explained that he signed the law
“because when bankruptcy is less common, credit
can be extended to more people at better rates.””
Similarly, the House of Representatives Report
approvingly cited the Senate Judiciary Committee
testimony of Professor Todd Zywicki.' In his full
testimony, Professor Zywicki argued that bank-
ruptcy increases the price that consumers pay for
credit card debt and that BAPCPA would reduce
these costs to consumers:

This bankruptcy “tax” takes many forms. It is
obviously reflected in higher interest rates....
It is [also] reflected in shorter grace periods
for paying bills and higher penalty fees and
late-charges for those who miss payments...
[R]educing the number of strategic bankrupt-
cies will reduce the bankruptcy tax paid by
every American family.... These reforms will
make the bankruptcy system more fair, equi-
table, and efficient, not only for bankruptcy
debtors and creditors, but for all Americans.!!

This promise of cost savings to the average
American family was critical to the passage of
BAPCPA. As Professor Elizabeth Warren ex-
plained in 2004:

[]t is hard to persuade Congress to vote for
something that could easily be characterized
as a bill to squeeze hard-working families

Norton Bankruptcy Law Adviser (USPS# pending) is issued monthly, 12 times per year; published and copyrighted by Thomson Reuters, 610
Opperman Drive, PO. Box 64526, St. Paul, MN 55164-0526. Application to mail at Periodical rate is pending at St. Paul, MN. POSTMASTER:
Send address changes to Norton Bankruptcy Law Adviser, 610 Opperman Drive, PO. Box 64526, St. Paul, MN 55164-0526.

For authorization to photocopy, please contact the Copyright Clearance Center at 222 Rosewood Drive, Danvers, MA 01923, USA (978)
750-8400; fax (978) 646-8600 or West’s Copyright Services at 610 Opperman Drive, Eagan, MN 55123, fax (651) 687-7551. Please
outline the specific material involved, the number of copies you wish to distribute and the purpose or format of the use.

This publication was created to provide you with accurate and authoritative information concerning the subject matter covered; however,
this publication was not necessarily prepared by persons licensed to practice law in a particular jurisdiction. The publisher is not engaged
in rendering legal or other professional advice and this publication is not a substitute for the advice of an attorney. If you require legal or
other expert advice, you should seek the services of a competent attorney or other professional.

© 2009 Thomson Reuters

Electronic copy available at: http://ssrn.com/abstract=1563456



NORTON BANKRUPTCY LAW ADVISER

OcTOBER 2009

down on their luck in order to improve prof-
its for a few big corporate lenders. [Claims
of cost savings to the average family are] a
way to appear to align the interests of ordi-
nary families with billion-dollar multi-na-
tional lenders.... [A] promise of $400 to each
hard-working family in America will give
politicians plenty of political cover for their
votes [in favor of BAPCPA].!

With the promise that any gains from BAPCPA
would not be captured by lenders, but would be
shared widely with the voting public, advocates
of the statute garnered more widespread support
for the law. However, critics were skeptical that
benefits would be passed on to consumers. '

Il. Methods

If the supporters of BAPCPA were right, then
the statute should have reduced the number of
personal bankruptcies, reduced credit card com-
pany losses, and reduced the cost of credit to us-
ers of credit cards. Any such costs savings could
manifest across credit cards’ multiple price points,
including: (1) late fees, (2) over-limit fees, (3) an-
nual fees, (4) interest rates and (5) grace periods.
This study tests whether BAPCPA led to these ef-
fects by comparing absolute levels and trends—in
personal bankruptcies, credit card lenders’ charge-
offs, late fees, over-limit fees, interest rates and
grace periods—before and after the effective date
of the statute.

To control for other factors that might have
caused higher or lower costs of consumer credit,
the present study considers changes in the spread
between the annual percentage rates (APRs)
charged on credit card balances and the risk free
interest rate. The risk free interest rate reflects
broad macroeconomic factors that affect econo-
my-wide costs of credit.'

lll. Results: The Effects of Bankruptcy

Reform on the Credit Card Industry
A. Bankruptcies and credit card company
losses fell sharply

After BAPCPA went into effect, both personal
bankruptcy filings and credit card company loss-
es declined sharply. This is reflected in Figure 1'°
which also demonstrates the historical correlation

© 2009 Thomson Reuters

between personal bankruptcy filings and credit
card company loss rates.

Figure 1 illustrates a spike in bankruptcy filings
between the enactment of BAPCPA and its effec-
tive date, as consumers scrambled to file under the
old, more debtor-friendly rules. The sharp drop in
bankruptcy filings in 2006 may be due in part to
households on the verge of bankruptcy in 2005,
who would have filed in 2006 but for their decision
to seek the protection of the pre-BAPCPA statute.
Nonetheless, at least some of the reduction in bank-
ruptcy filing rates and credit card company losses
appears to be permanent. Although bankruptcy
filings and loss rates increased in 2007 compared
to 2006, 2007 rates remained significantly below
recent pre-BAPCPA rates (2002 to 2004). These
results are reflected in Figure 2, which shows an-
nual credit card loss rates before, during and after
BAPCPA.

The value of this decrease in credit card loss
rates is difficult to estimate, but may be as high
as $8.6 billion in 2006 and $5.9 billion in 2007.'¢
The true value is likely slightly lower because this
estimate is based on revolving credit, which is pri-
marily but not exclusively credit card debt,'” and
because some of the decrease in charge-offs may
be due to factors other than BAPCPA, such as
improved information technology or collections
techniques.

B. Credit card late fees and over-limit fees
increased while grace periods decreased

Credit card fees have been climbing and have
become less transparent over the years'® and
there is no evidence that BAPCPA reversed this
trend.

Figure 3 shows that late fees and over-limit
fees have been climbing since well before bank-
ruptcy reform, and that this trend continued af-
ter BAPCPA. Average late fees increased 5%
from April 2005 to December 2007. During the
same period, over-limit fees increased 17%." At
the same time, however, annual fees—which as
an upfront flat fee, are the most transparent and
easiest for consumers to understand and compari-
son shop—have been falling since well before
BAPCPA?’ and have continued to fall afterward.

3
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A substantial proportion of credit card users
pay late fees and over-limit fees. In 2005, issu-
ers reporting to the Government Accountability
Office charged late fees to 35% of their active
U.S. accounts and over-limit fees to 13% of their
active U.S. accounts.?! The likelihood of incur-
ring a late fee has increased over time as credit
card companies reduced grace periods. This trend
continued after BAPCPA, as shown in Figure 4
below. Indeed, from 2005 to 2007, grace periods
fell 1.5%.%

C. Credit card interest rates and the spread
above the risk-free rate both increased

The interest rates charged by credit card com-
panies have increased after BAPCPA. Figure 5
shows that the annual percentage rate (APR) on
standard, gold and platinum cards have all in-
creased.

APRs on standard credit cards increased
8% from April 2005 to December 2007.2 The
Government Accountability Office estimates that
70% of credit card company revenues come from
interest charges.

As credit card interest rates have increased, so
too has the spread between those rates and the
risk-free rate. The risk-free rate declined 12%
from April 2005 to December 2007 as the yield on
the five-year T-note fell from 3.9% in April 2005
to 3.5% in December 2007.% As the risk-free rate
declined, credit card interest rates continued to
rise, thereby increasing the spread by 14%.%

Figure 6, page 8, shows the dramatic increase
in the spread between credit card interest rates
and risk free rates after BAPCPA went into effect.

Even if the spread had remained the same, cus-
tomers would have suffered harm, because credit

© 2009 Thomson Reuters
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would be no less expensive, and customers would
have lost the protection afforded them under the
pre-BAPCPA statute. The widening of the spread
highlights the fact that credit card companies ben-
efited at consumers’ expense.

D. Credit card companies achieved record
profits

Even though credit card companies saved
billions because of reduced loan loss rates af-
ter BAPCPA,?” the cost to credit card custom-
ers increased 5% to 17%.2% This combination
of lower costs and higher prices drove record
profits, as shown in Figure 7.

IV. Discussion: A Market With Minimal
Price Competition

What could explain the lack of benefit to con-
sumers, in spite of the clear benefit to credit card

companies? Credit card companies can retain the
benefit of fewer bankruptcies rather than share it
with their customers if credit card companies can
avoid competing with one another on price.

Several factors enable credit card companies
to avoid price competition. One is industry con-
solidation. Figure 8, page 11, shows the trend to-
ward consolidation, which had been going on for
some time and has continued after the enactment
of BAPCPA.

In 2005, the top 10 issuers controlled 87% of
the market. Ten years earlier, the top 10 controlled
only 56%. With fewer companies controlling a
larger share of the market, it has become easier
to avoid “price wars” that benefit consumers but
harm all of the producers in an industry.*

The credit card industry might also be able
to avoid price competition because of complex,
multi-tiered pricing that can make it difficult for

© 2009 Thomson Reuters
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customers to comparison shop.’! Pricing can in-
clude multiple variables—annual fees, late fees,
over-limit fees, currency conversion fees, cash-
advance fees, standard interest rates, cash-ad-
vance interest rates, introductory interest rates,
penalty interest rates, etc. These fees and inter-
est rates—complex in their own right—are pre-
sented in a form that is difficult to understand.*
Customers faced with such complex pricing sys-
tematically miscalculate and underestimate the
cost of credit card debt.*

The empirical record on consumers’ ability to
comparison shop points toward a market that is far
from price-competitive. Studies have shown that
most consumers will irrationally choose a card
with a low introductory interest rate over a less
expensive card with a higher introductory rate.
After the introductory rate expires, these con-
sumers generally fail to switch to a lower interest
card.** According to the General Accountability
Office, many consumers do not fully appreciate—
and therefore cannot comparison shop—Ilate fees
and penalty interest rates because of faulty disclo-
sures by credit card companies.* Studies suggest
that although customers who were assessed late
fees in the recent past can learn to avoid fees in
the short-term future, the learning is at best tem-
porary.*® Finally, although over half of consumers
can rationally choose between a lower interest rate
card with an annual fee and a higher interest rate
with no annual fee, a substantial minority (40%)
will initially make the wrong choice.’” Whatever
the underlying reason, rising prices in the face of
falling risks and costs demonstrate that the credit
card industry is not price-competitive.

In 2000, Professor Todd Zywicki published an
article defending credit card companies against
charges that the industry was not competitive and
that regulations could squeeze their profit margins
without harming consumers. Professor Zywicki
wrote: “[1]f the credit card market is largely com-
petitive, then bankruptcy losses will [be passed on]
to consumers, rather than being primarily a wealth
transfer from credit card issuers to consumers in
the form of reductions in these profits.”*® Zywicki
asserted that the industry was competitive, even
though credit card interest rates did not respond
to rising bankruptcy losses, because credit card
companies passed those costs on to consumers in

10

other ways: through “increased fees and penalties
for late payments and [over-limit fees].... [T]he
increase in these fees by card issuers is a direct
response to the increased default rate in recent
years”;* and through the “steady erosion in the
2940

length of the non-interest grace period.

After BAPCPA, interest rates and fees contin-
ued to rise and grace periods continued to fall,
even though credit card companies reaped tremen-
dous gains from declining bankruptcy losses. This
demonstrates—under the very criteria set forth by
Professor Zywicki—that the credit card market
is not price-competitive. This lack of price com-
petition explains why the benefits of bankruptcy
reform accrued exclusively to credit card lenders
and were not shared with the average American
family, and why—by Professor Zywicki’s own
criteria—BAPCPA was a failure.

V. Conclusion: The Problem of
Uncompetitive Markets

The data are unambiguous: BAPCPA benefited
credit card companies and hurt their customers.
While bankruptcy protection became less avail-
able, credit card companies increased prices by
5% to 17%. This contributed to a 25% increase in
credit card industry annual profits from 2005 to
2007. Profits for 2006 were $7 billion higher than
2005, and 2007 profits were $10 billion higher
than profits for 2006.*!

During debates over BAPCPA, advocates of
the statute insisted that bankrupt consumers were
imposing costs on middle class American fami-
lies.*? If there were a bankruptcy “tax,” then there
should have been a bankruptcy “tax rebate” upon
the passage of BAPCPA.* At least with respect to
credit cards, there has not been one. In fact, prices
have increased.

The data reveal a fundamental mistake made by
credit industry advocates and the Congress that lis-
tened to them in 2005: the credit card market is not
transparent and price-competitive. Key signs that
the industry was not price-competitive—complex,
misleading pricing structures and prices that did
not respond to changes in costs—had been pointed
out by researchers such as Lawrence Ausubel as
carly as 1997.* Those clear voices were lost in the
din that surrounded passage of BAPCPA.

© 2009 Thomson Reuters
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REcCENT DEcCISIONS FROM
THE APPELLATE COURTS

Austin L. McMullen
Max Smith
Bradley Arant Boult Cummings, LLP
Nashville, TN

FIRST CIRCUIT

Morse v. Rudler (In re Rudler), 576 F.3d 37 (1st
Cir. 2009). Section 707(b)(2)(A)(ii)(I) of the
means test allows a deduction from current month-
ly income of installment payments for property the
debtor plans to surrender.

SECOND CIRCUIT

Chrysler LLC v. Indiana State Police Pension
Fund (In ve Chrysler LLC), 576 F.3d 108 (2d Cir.
2009). (1) Section 363 sale of substantially all of
debtor’s assets to newly formed entity did not con-
stitute an impermissible “sub rosa” plan. Although
statutory provision now codified as §363 was
originally intended to permit the sale of assets
deteriorating in value, existence of an emergency
is not prerequisite to a §363 sale. Of concern,
however, are asset sales under § 363 that dictate
the terms of any future reorganization plan in the
case. To balance the competing concerns of effi-
ciency and safeguarding the Chapter 11 process, a
good business reason is required for a § 363 trans-
action. In this case, the objecting parties—secured
creditors not being paid in full from the sale—ar-
gue that the sale was a “sub rosa” plan because it
transferred substantially all of the debtor’s assets
to a newly formed entity majority owned by labor
union benefit funds that were unsecured credi-
tors in the case. The court distinguished the as-
sets transferred from the equity stakes in the new
entity and held that the equity stakes were entirely
attributable to new value in the form of financ-
ing, management and technology, none of which
were assets of the debtor’s estate. The lien hold-
ers’ security interests, on the other hand, would at-
tach to all proceeds of the sale. The court rejected
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