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T h o  P S I  s t u d y  a l s o  c a l c u l a t e d  a " t o t a l  s y s t e m "  c o s t  of c a s h  

t r a n s a c t i o n s ,  w h i c h  a d d e d  s e c u r i t y  c o s t s  and theft losses to h a n d l i n g  costs, 

r a i s i n g  the e s t i m a t e d  c o s t  of c a s h  to a b o u t  55 c e n t s  p e r  t r a n s a c t i o n .  N o  

e s t i m a t e  was p r e s e n t e d  for a total s y s t e m  co s t  for c h e c k s  or c r e d i t  cards, 

h o w e v e r .  T h u s  the m a j o r  c o s t s  of b i l l i n g ,  c o l l e c t i n g ,  ba d  d e b t  e x p e n s e s ,  

and use of c a p i t a l  (for i n - h o u s e  c a r d  plans) w e r e  o m i t t e d  f r o m  c o s t  c o m p a r i­

sons, as w a s the m e r c h a n t  d i s c o u n t  fee for t h i r d - p a r t y  ca rd s ,  and l o s s e s  on 

u n c o l l e c t a b l e  c h e c k s  for that typ e c f  t r a n s a c t i o n .  T h e  PSI  e s t i m a t e s  for 

total s y s t e m  c o s t s  o f  c a s h  a r e  r e p r o d u c e d  in t a bl e  4.2, and the c o m p a r a t i v e  

h a n d l i n g  c o s t s  for the t h r e e  p a y m e n t  m e t h o d s  are p r o v i d e d  in t a b le  4.3.

On the w h o l e ,  the P S I  s t u d y  l i k e l y  s u c c e e d e d  in m a k i n g  its r e a i e r s  

m o r e  c o n s c i o u s  of the n o n - t r i v i a l  c o s t s  a s s o c i a t e d  w i t h  c a s h  and t h e r e f o r e  

w i t h  the p o s s i b i l i t y  of c o s t  r e d u c t i o n  t h r o u g h  i m p r o v e d  c a s h  h a n d l i n g .  But 

b e c a u s e  the c o m p a r i s o n  w i t h  o c h e r  m e a n s  of t r a r s a c t i o n  c o n c e n t r a t e d  on 

h a n d l i n g  c osts to the e x c l u s i o n  of o t h e r  m a j o r  e l e m e n t s  of cost, the s t u d y  

w a s  not d i r e c t l y  r e l e v a n t  to the i ssue of s u b s i d i z a t i o n  o f  c r e d i t  b u y e r s  by 

c a s h  buyers. I n d i r e c t l y ,  by d e m o n s t r a t i n g  a r o u g h  e q u i v a l e n c e  in p o i n t - o f -  

sale and o t h e r  " h a n d l i n g "  c o s t s  a m o n g  the 'h r e e  p a y m e n t  m e t h o d s ,  the PSI 

s t u d y  i m p a r t e d  c r e d i b i l i t y  to the p r a c t i c a l  g u i d e l i n e  of m a n y  r e t a i l e r s  that 

the m a r g i n a l  cost  of c a s h  is in e f f e c t  z e r o  a n d  the m a r g i n a l  c o s t  of ( t h i r d -  

party) c r e d i t  c a r d s  a p p r o x i m a t e s  the m e r c h a n t  d i s c o u n t .

A s i d e  f r o m  l i m i t a t i o n s  that s t e m  f r o m  the i n c o m p l e t e  c o v e r a g e  of 

costs, s e v e r a l  o t h e r  l i m i t a t i o n s  of the PS I  s t u d y  can be n o t e d .  A m o n g  p r o b l e m s  

p o i n t e d  out by P S I  ar e  c e r t a i n  d i f f i c u l t i e s  w i t h  som e  of the cost a l l o c a t i o n s ,  

such as for s e c u r i t y  c os t s .  PSI, in fact, c o n s i d e r e d  the a l l o c a t i o n  p r o b l e m  

to be the s t u d y ' s  m a j o r  limitation.^-

1. Ibid., p. 199.
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Per R e t a i l  T r a n s a c t i o n  

M e a n  M e d i a n

H a n d l i n g  costs of r e t a i l e r s S . 41 $ .30

H a n d l i n g  costs of b a n k s .04 .04

A r m o r e d  car s e r v i c e .02 .02

R e t a i l e r  and B a n k  S e c u r i t y .06 —

R e t a i l e r  and B a n k  T h e f t  a n d  L oss .02 .01

$.55 S .37

Source: P a y m e n t s  S y s t e m s ,  Inc., Cost of Cash: A  S t r a t e g i c  A n a l y s i s , P* 267 .

H A N D L I N G  C O S T S

T A B L E  4.3 

O F  C A S H  BY MOD E OF T R A N S A C T I O N

Per T r a n s a c t i o n

(Means)

Cash C h e c k s  Credit Cards

P o i n t - o f - s a l e  t r a n s a c t i o n
•

$ .24 $ .40 • $ .36

R e p l e n i s h  r e g i s t e r s .05 — —

R e c o n c i l e  r e g i s t e r s .08 .05 .03

R e c o n c i l e  i n - a v.ore c o n t r o l .02 .01 ’ .01

R e c o n c i l e  o u t - s t o r e  c o n t r o l .02 .01 .01

P r e p a r e  d e p os i t s .03 .02 .02

T r a n s p o r t  d e p o s i t s  by i n t e r n a l e m p l o y e e .01 .01 .01

T o t a l $ .45 $ .50 $ .44

Source: P a y m e n t s  S y s t e m s ,  Inc . , Cost of C a s h : A S t r a t e g i c A n a l y s i s , P- 268.

Some q u e s t i o n a b l e  d e c i s i o n s  w e r e  m a d e  in the P S I  s t u d y  that se r v e d 

to n a r r o w  the ga p  b e t w e e n  e s t i m a t e d  cas h  c osts and o t h e r  cos t s .  M o s t  notably, 

P S I  c h o s e  to use m e a n  c o s t  for the v a r i o u s  functions e x a m i n e d  r a t h e r  than the 

m e d i a n  cost, e v e n  t h o u g h  at one point it d e s c r i b e d  m e d i a n  c osts as " r e p r e s e n t i n g  

the m o r e  st a b le  an d  c o n s e r v a t i v e  d a t a  and a n a l y s i s . "1 Use of m e d i a n  costs 

w o u l d  h a v e  l o w er e d  the e s t i m a t e d  h a n d l i n g  cost of cash by a b o ut  10 cents,

1. I b i d . , p. 228.



p l a c i n g  cas h  m e a s u r a b l y  b e l o w  the o t h e r  m o d e s  of t r a n s a c t i o n s .  Also, t h o u g h  

c a u t i o n i n g  the r e a d e r  that not all s t o r e s  e x p e r i e n c e d  c e r t a i n  t ypes of costs, 

P S I  i n c l u d e d  e a c h  f u n c t i o n a l  c ost c a l c u l a t i o n  in the a l l - r e t a i l e r  e s t i m a t e s  

of  table 4. 3  w i t h o u t  a n y  w e i g h t i n g  to r e f l e c t  its p r e v a l e n c e  a m o n g  r e t a i l e r s .  

T h e s e  c osts w e r e  o n l y  m i n o r  c o m p o n e n t s  of the total, h o w e v e r .

In a s t u d y  of r e t a i l e r  e x p e r i e n c e  in the U n i t e d  K i n g d o m ,  R. G r a n t  

c o n c l u d e d  that the c o s t s  a s s o c i a t e d  w i t h  c r e d i t  c a r d s  e x c e e d e d  the c o s t s  of 

c a s h  or c h e c k  t r a n s a c t i o n s ,  by  a p p r o x i m a t e l y  the a m o u n t  o f  m e r c h a n t  d i s c o u n t  

fees or i n - h o u s e  a d m i n i s t r a t i o n  co s t s,  b u t that p e r  u n i t  r e d u c t i o n s  in fixed 

c o s t s  r e s u l t i n g  f r o m  ne t  a d d i t i o n a l  sales m o r e  than o f f s e t  the h i g h e r  direct 

c o s t s  of c r e d i t  c a r d s .  T he  e c o n o m i z a t i o n  on fixed c o s t s  t h r o u g h  i n c r e m e n t a l  

s a l e s,  h o w e v e r ,  was b a s e d  e n t i r e l y  on a s s u m p t i o n ,  r a t h e r  t h a n  on e m p i r i c a l  

e v i d e n c e .

G r a n t ' s  c o s t  c a l c u l a t i o n s  are s h o w n  in t a b l e  4.4. C a t e g o r i e s  

listed in the t a b l e  r o u g h l y  c o i n c i d e  w i t h  t hose e x a m i n e d  b y  PSI. I n f o r m a t i o n  

on a v e r a g e  m e r c h a n t  d i s c o u n t s  and a n y  o t h e r  c h a r g e s  i m p o s e d  b y  s u p p l i e r s  of 

p a y m e n t  s e r v i c e s  w e r e  o b t a i n e d  f r o m  the s u p p l i e r s ,  c r o s s - c h e c k e d  w i t h  i n t e r­

v i e w  -information f r o m  r e t a i l e r s .  T h e  o t h e r  o p e r a t i n g  c o s t s  w e r e  e s t i m a t e d  

on the b a s i s  of i n t e n s i v e  i n t e r v i e w s  w i t h  five r e t a i l  o r g a n i z a t i o n s  and fro m  

m o r e  l i m i t e d  c o n t a c t s  w i t h  / u m b e r  of o t h e r  r e t a i l e r s .  G r a n t  n o t e d  c o n s i d­

er a b l e  d i f f i c u l t y  in id .tifying s u c h  co s t s  a c c u r a t e l y .  " N o n e  of t hese 

c o s t s , "  he stated, " w e r e  s e p a r a t e l y  i d e n t i f i e d  in r e t a i l e r s '  a c c o u n t i n g  

s y s t e m s  in par t b e c a u s e  of the d i f f i c u l t i e s  of a l l o c a t i n g  j o i n t  labor, 

a d m i n i s t r a t i v e  a n d  o v e r h e a d  c o s t s ,  first to p a y m e n t  f u n c t i o n s  in g e n e r a l  

and, second, b e t w e e n  i n d i v i d u a l  types of p a y m e n t s . "1

1. G r a n t ,  " T r a n s a c t i o n  C o s t s  to R a t a i l e r s , "  p. 4.
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T A B L E  4 = 4

AVERAGE COSTS OF CASH, CHECKS, CREDIT CARDS, AND IN-HOUSE CREDIT

AS A  P E R C E N T A G E  OF T H E  R E T A I L E R 'S R E V E N U E  F R O M E A C H  T Y P E O F  P A Y M E N T , 1981

Cash

%

C h e c k
7/©

B a n k

C r e d i t

C ard

%

T & E

C a r d s

%

I n - h o u s e

c redit

a ccou n t

%

D i s c o u n t  ch a r g e 2.55 3.80

S a l e s p e r s o n ' s  time 0.17 0.27 0.19 0 . 8 0  - 0.28

A d d i t i o n a l  cos t of a d m i n i s t r a t o n

of cas h  and c r e d i t  a c c o u n t s 0 . 4 0 - - - 3.73

Cost o f  b a n k  v i s i t 0.35 0.17 0 .66 - -

B an k  c h a r g e s 0.28 0.4 0 0.37 0 . 0 4 0.15

C ost of c r e d i t 0 .06 0.06 0 . 1 2 0.5 4 -

L o s s e s  from er r o r,  theft, fraud 0 .25 0.15 0 .01 0.01 0.12

I n s u r a nc e 0.05 0.01 0.01 0.01

T O T A L  OF P O S I T I V E  C O S T  ITEMS 

R e d u c t i o n  in u n i t  o v e r h e a d  c osts

1.56 l.Ci 3.91 4 . 4 8 4 . 2 8

a r i s i n g  f r o m  i n c r e a s e d  s ales 

g e n e r a t e d  b y  c r e d i t  c a r d s

and cr e d i t  a c c o u n t s - 5.57 - 8 . 3 3 - 8 . 2 5

N E T  C O S T 1.56 1.06 - 1 . 6 6 - 3 . 8 5 - 3 . 9 7

Source: R. Gr a n t ,  " T r a n s a c t i o n  C o s t s  to R e t a i l e r s , "  table 1, p. 5.

As s h o w n  in the table, G r a n t  c a l c u l a t e d  that Lhe cost of cash 

a v e r a g e d  1.56 p e r c e n t  of the total v o l u m e  of ca s h  sales, that the cost of 

ch e ck s  a v e r a g e  1.06 p e r c e n t  of c h e c k  sales, and that the c o s t s  of c r ed i t  card 

plans ra n g e d from about 4 to 4 - 1 / 2  p e r c e n t  of sales. T h e  m a j o r  d i f f e r e n c e  

b e t w e e n  cash und c h e c k s  was a t t r i b u t a b l e  to " a d d i t i o n a l  a d m i n i s t r a t i v e  co s t, "  

w h i c h  for c ash r e p r e s e n t e d  p r i m a r i l y  the cost of s e c u r i t y  p r e c a u t i o n s .  For 

b a n k  c r e d i t  c a r d s ,  the 2.5 5  p e r ce n t  d i s c o u n t  ch a r g e r e p r e s e n t e d  the m a i n
r

r e a s o n  that c r e d i t  c a r d  c o st s  w e r e  h i g h e r  n for o t h e r  types of p a y ment. 

S u b t r a c t i n g  that fee f r o m  total d i r e c t  c osts of b a n k  c ar d s  i n d i c a t e s  that



r e t a i l e r  o p e r a t i n g  c o s t s  for these cards lay m i d w a y  b e t w e e n  the c o s t  of c a s h  

and the cost o f  c h e c k s .

In d i s c u s s i n g  the p o s s i b i l i t y  that a c c e p t a n c e  o f  c r e d i t  c a r d s 

b o o s t s  sales, G r a n t  c i t e d  t e s t i m o n y  of r e t a i l e r s  b e f o r e  a g o v e r n m e n t  c o m m i s­

sio n  that the p r i n c i p a l  e f f e c t s  of c r e d i t  c a r d s  w e r e  " e n c o u r a g i n g  i m p u l s e  

p u r c h a s e ,  i n c r e a s i n g  the a v e r a g e  v a l u e  o f  p u r c h a s e s  by c o n s u m e r s ,  and 

f a c i l i t a t i n g  p u r c h a s e s  by o v e r s e a s  v i s i t o r s . " 1 T h e  p o s s i b l e  f a l l a c y  in this 

v i e w  as a p p l i c a b l e  on an i n d u s t r y - w i d e  b a s i s  h a s  a l r e a d y  b e e n  a d d r e s s e d .  In 

any case, G r a n t  c a l c u l a t e d  the r e d u c t i o n  in fixed c o s t  by a s s u m i n g  that, for 

b a n k  c r e d i t  cards, 20 p e r c e n t  of r e v e n u e s  r e p r e s e n t e d  i n c r e m e n t a l  sales; for 

T & E  a n d i n - h o u s ; ca r ds ,  i n c r e m e n t a l  sale** w e r e  a s s u m e d  to be 30 p e r c e n t  of 

r e v e n u e s .  Thus the s e e m i n g l y  i m p o r t a n t  f i n d i n g  that c r e d i t  c a r d s  l ower p e r  

uni t c o s t s  w h e n  a d d e d  s al e s  are c o n s i d e r e d — and that T & E  and  i n - h o u s e  c a r d s  

l ower per unit c o s t s  by m o r e  than ban k  c a r d s — flows a l m o s t  e n t i r e l y  f rom the 

a s s u m p t i o n  that this is the case.
\

W h i l e  G r a n t ' s  s t u d y  sheds no e m p i r i c a l  light on w h e t h e r  or not 

c r e d i t  c ards a f f e c t  sales, it d e m o n s t r a t e s  that the c o s t - r e d u c t i o n  b e n e f i t  

o f  any sales b o o s t  w o u l d  d e p e n d  i m p o r t a n t l y  on the r a t i o  of fixed c o s t s  to 

total r e v e n u e s ,  and that this r a t i o  v a r i e s  w i d e l y  a c r o s s  i n d u s t r i e s .  If 

fixed costs are v e r y  low r e l a t i v e  to sales, then an y  i n c r e m e n t a l  s a l e s  g ain 

w i l l  re s u l t  in o n l y  a v e r y  small r e d u c t i o n  in per unit fixed co st s .  G i a n t  

i d e n t i f i e d  " p e t r o l  d e a l e r s "  ( g a s o l i n e  s t a t i o n s )  os an e x t r e m e  e x a m p l e  of a 

b u s i n e s s  w i t h  a low fixed c o s t - t o - r e v e n u e  ra t i o , w h i c h ,  c o u p l e d  w i t h  a r e l a­

ti v e l y  low p r of i t  m a r g i n ,  i m p l ie d  that " e v e n  v e r y  large i n c r e a s e s  in p e t r o l  

s a l e s  (due to c r e d i t  c ard a c c e p t a n c e )  w o u l d  fail to o f f s e t  the h i g h e r  c^*)ts 

o f  c r e d i t  t r a n s a c t i o n s . "2

1. Ibid, p. 12.

2. Ibid, p. 15.
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1983 s u r v e y  ol r e t a ile r s . In o r d e r  to o b t a i n  an a s s e s s m e n t  of the 

L e i ative c osts to r e t a i l e r s  of cash, check, and cr e d i t  ca r d  t r a n s a c t i o n s  

f r o m  a b road s p e c t r u m  o f  b u s i n e s s e s  in the U n i t e d  S t a t e s ,  the F e d e r a l  R e s e r v e  

c o m m i s s i o n e d  a s u r v e y  of a p p r o x i m a t e l y  7 0 0  retail o r g a n i z a t i o n s .  The s u r v e y  

was c o n d u c t e d  by the S u r v e y  R e s e a r c h  C e n t e r  in A p r i l  and May, 1983.

The s u r v e y  f o c u s e d  on ret a i l  s e l l e r s  of m e r c h a n d i s e  o p e r a t i n g  in 

lines of b u s i n e s s  in w h i c h  h o n o r i n g  c r e d i t  cards was b e l i e v e d  to be co m mo n  

practice. G r o c e r y  stores, for instance, w e r e  e x c l u d e d  f rom c o n s i d e r a t i o n ,  

w h e r e a s  d e p a r t m e n t  stores and r e t a i l e r s  of apparel, h o m e  f u r ni s h i n g s ,  and 

several o t h e r  p r o d u c t  lines w e r e  inc l u de d .  In o r d e r  to c o n c e n t r a t e  on 

s e l l e rs  of m e r c h a n d i s e ,  m o s t  types of s e r v i c e  p r o v i d e r s  w er e  exc l u d e d ,  even 

t hough credit card use m a y  be c o m m o n  in some  s e r v i c e  trades. A i r l i n e s  and 

hotels, for i n stance, w e r e  not studied. T o  a s s u r e  a d e q u a t e  c o v e r a g e  of 

d i f f e r e n t  sizes of b u s i n e s s ,  the p o p u l a t i o n  w a s  s t r a t i f i e d  into five size 

g r o u p s  for s a m p l e  s e l e c t i o r  p u r p o s e s

C e r t a i n  f a ct u a l  i n f o r m a t i o n  was c o m p i l e d  about eac h  re s p o n d e n t,  

i n c l u d in g  type of b u s i n e s s ,  d o l l a r  v o l u m e  of sales, and the p r o p o r t i o n  of 

b u s i n e s s  t r a n s a c t e d  by cash, check, and c r e d i t  card. For r e s p o n d e n t s  

h o n o r i n g  t h i r d - p a r t y  cr e d i t  cards, the size of the f a c t o r i n g  fee paid to the 

c ard p r o c e s s o r  on c r e d i t  card sa l e s  was recorded.

U n w e i g h t e d  a v e r a g e s  of the p r o p o r t i o n s  of sales v o l u m e  t r a n s a c t e d  

by cash, check, c r e d i t  ird and " o c h e r "  m e a n s  r e p o r t e d  by e a c h  r e s p o n d e n t  

are shown in t able 4.5. R e t a i l e r s  are g r o u p e d  by the types of t r a n s a c t i o n s  

they eng a g e  i,n, and r e s u l t s  are s h o w n  s e p a r a t e l y  for g a s o l i n e  s t a t i o n s  and 

all o t h e r  r e s p o n d e n t s . A furt he r  b r e a k d o w n  by size c a t e g o r y  is p r o v i d e d  in 

table 4.6 for a c c e p t o r s  of cash, checks, and t h i r d - p a r t y  cards, for b u s i n e s s e s  

o t h e r  than gas s t a t i o n s .
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A  l a r g e  m a j o r i t y  o f  the b u s i n e s s e s  i n t e r v i e w e d — n e a r l y  80 p e r c e n t —  

h o n o r e d  t h i r d - p a r t y  c r e d i t  ca r d s .  A b o u t  one in s ix  of these r e t a i l e r s  a l s o  

t r a n s a c t e d  b u s i n e s s  t h r o u g h  its ow n  p r o p r i e t a r y  car.,.l M o s t  r e s p o n d e n t s —  

a l m o s t  95 p e r c e n t — a l s o  r e p o r t e d  a c c e p t i n g  c h e c k s  to t r a n s a c t  s al e s ,  a l t h o u g h  

m a n y  p l a c e d  s i g n i f i c a n t  l i m i t a t i o n s  on c h e c k  a c c e p t a n c e .  A b o u t  15 p e r c e n t  

r e s t r i c t e d  a c c e p t a n c e  o f  c h e c k s  to those d r a w n  on local b a n k s ,  an d n e a r l y  

10 p e r c e n t  t o o k  c h e c k s  o n l y  f r o m  p e r s o n s  k n o w n  to the r e t a i l e r .

R e f l e c t i n g  t he s e  p r a c t i c e s ,  a b o u t  t h r e e  q u a r t e r s  c f  the r e s p o n d e n t s  

w e r e  c a t e g o r i z e d  as e n g a g i n g  in cash, check, and t h i r d - p a r t y  c r e d i t  c a r d  

t r a n s a c t i o n s .  A m o n g  suc h  r e t a i l e r s  o u t s i d e  the g a s o l i n e  c a t e g o r y ,  n o n - c r e d i t  

s a l e s  w e r e  a b o u t  e q u a l l y  a p p o r t i o n e d  b e t w e e n  ca s h  and c h e c k  t r a n s a c t i o n s .

T h e  a v e r a g e  p r o p o r t i o n  of s a l e s  on t h i r d - p a r t y  c r e d i t  c a r d s  w a s  12.5 p e r c e n t  

for n o n - g a s o l i n e  m e r c h a n t s  that a l s o  i ssue t h e i r  ow n  card, and 14.6 p e r c e n t  

for those w i t h o u t  p r o p r i e t a r y  ca r ds ,  as s h o w n  in t a b l e  4.5. P r o p o r t i o n s  for 

b o t h  the s m a l l e s t  and l a r g e s t  b u s i n e s s e s  ( t a b l e  4.6) w e r e  2 to 3 p e r c e n t a g e
t

p o i n t s  b e l o w  these o v e r a l l  a v e r a g e s .  N o n - g a s o l i n e  r e t a i l e r s  that i s s u e  

t h e i r  own c r e d i t  c a r d s  t y p i c a l l y  t r a n s a c t e d  37 p e r c e n t  o f  s a l e s  t h r o u g h  the 

s t o r e  card.

B e s i d e s  s a l e s  t r a n s a c t e d  t h r o u g h  cash, p e r s o n a l  c h e c k ,  or c r e d i t  

card, r e t a i l e r s  a l s o  t r a n s a c t e d  s a l e s  by t r a v e l e r s  ch e c k ,  l a y a w a y  plan, 

c h e c k s  d r a w n  on b u s i n e s s e s ,  and c r e d i t  t r a n s a c t i o n s  in w h i c h  c r e d i t  c a r d s  

w e r e  not i n v o l ve d ,  all g r o u p e d  in t a b l e s  4 . 5  a n d  4 , 6  u n d e r  the h e a d i n g  " o t h e r  

m e a n s ."

1. O n l y  a v e r y  few r e s p o n d e n t s  that h o n o r e d  a p r o p r i e t a r y  c a r d  s a i d  that t h e y  

d i d  not a l s o  h o n o r  t h i r d - p a r t y  cards, an d  all but one of t hese r e s p o n d e n t  

w e r e  g a s o l i n e  s t a t i o n s .  H o w e v e r ,  some gas s t a t i o n  o p e r a t o r s  a p p a r e n t l y  

t r e a t e d  a g a s o l i n e  c o m p a n y  c r e d i t  c ard as a t h i r d - p a r r y  c a r d  w h e r e a s  o t h e r s  

t r e a t e d  it as p r o p r i e t a r y ,  p a r t l y  f rom f a i l u r e  of the q u e s t i o n  s e q u e n c e  to 

s p e c i f y  a p a r t i c u l a r  t r e a t m e n t .  T h u s  the d i s t i n c t i o n s  in t a b l e  4 . 5  b e t w e e n  

t h i r d - p a r t y  a n d  s t o r e  c a r d s  are not e s p e c i a l l y  m e a n i n g f u l  for gas s t a t i o n s .
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t a b l e  A. 5

D I S T R I B U T I O N  O F  SALES BY MODE OF T R A N S A C T I O N

Types of 

T r a n s a c t i o n s  

Acce pte d______

Number

of

Resp o n d e n t s  I

A v e rage  P r o p o r t i o n  of B u sin ess  Tr ans act ed ByA.

P e rson al Sto re 3rd-P art y Ot he r 

Cash Ch ecks  Card Card Means

All R e s p o n d e n t s

C^ sh 9 99.8 0 0 0 0.2
Cash, checks 130 39.2 4 3. 3 0 0 17.4
Cash, credit cards? 19 62.2 0 4.2  30.0 3.4
Cish, checks, score cards 12 42.7 21.9 28.7 0 6.7
Cash, checks, 3rd-p art y

cards 458 37.8 34.1 0 15.0 13.1
Cash, checks, both cards 71 30.7 20.4 35.7 11.3 2.0

Ail Res pon den t s Exc ept  Ga.« Sta ti ons

Cash 5 96.0 0 0 0 4.0
Cash, checks 123 37.9 4 3. 9 0 0 18.1
Cash, credit cards? 11 60.6 0 3.6 31.6 4.1
Cash, checks, store cards 1 22.0 22.0 56.0 0 0
Cash, checks, 3rd-pa>:ty

cards 422 36.2 35.5 0 14.5 13.7
Cash, checks, bo'-h cards 46 25.6 23 .0 37.0 12.5 1.9

Ga s o l i n e Ser vic e Sta ti ons

Cash 4 100 0 0 0 0 0
Cash, checks 7 62.6 32.6 0 0 4. 9
Cash, credit cards? 8 64.6 0 5.0 27.9 2.5
Cash, checks, score cards 11 44.5 21.9 26.3 0 7.3
Cash, checks, 3d-party

cards 36 56.1 17.4 0 . 20.4 6.1
Cash, checks, both cards 25 40.1 15.6 32.9 9.2 2.2

1. Each res pon den t was asked to provide its pr op ort ion  of sales by eac h tr ans act ion  method.
Ar it hmeti c ave rages of the res po ns es appear in the table, with no attempt to weigh t responses
by size of the business. Figures provide a typical r es pon se rat he r than an .-estimate of the
crue pr op ortio n of sales in du stry -wi de made through each type of transaction.
2. Credit cards in this cat eg or y m a y  be store cards , th i r d - p a r t y  cards, or both.

Note: Rows may  not add to 100.0 percent bec ause of r o un din g and becau se of slight d is cre pan cie s

from 100.0 percent in answers provided by soiae respondent s. Individual cases in which the sum 

of the pro por tio ns devi at ed mor e than sligh tly  from 100.0 percent wer e elimi na ted  from the 

c a l c u l a t i o n s .

Res ponses from survey of retai ler s, 1983.
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t a b l e  *4.6

D I S T R I B U T I O N  OF SAL ES BY M O D E  OF T R A N S A C T I O N  

FO R  A L L  R E S P O N D E N T S  E X C E P T  G A S O L I N E  S T A T I O N S  

B Y  S IZ E OF B U S I N E S S

R e c a i l e r s  A c c e p t i n g  Cash, Checks,  ^nd T h i r d - P a r t y  Cards

1 i A v e r a g e  P r o p o rci on of Bu . i n e s s T r a n s a c t e d Bv:

A n n u a l  Volum e 1 N u m b e r  of 1 3rd-Par t> Sco re O c h e r
of Sales 1 R e s p o n d e n t s 1 Cash C h e c k Card Card Means

L ess cha n $100 thous and 35 47.6 40,3 11.0 • • • 1.1
$100 - 999 Chou aan d 193 36.9 35. 4 14.6 • • • 13.1

$1 - 9.99 m i l l i o n 130 28.8 3 6.0 15.6 • • • 19.6

$10 - 99.9 m i l l i o n 37 37.4 35.2 15.2 • • • 12.3
$ 100 m i l l i o n  ard ove r 22 54.6 27.9 11.4 ft ft ft 6.1

R e t a i l e r s  A c c e p t i n g  Cash, C h e cks , and Both Cr e d i t  Cards

i 1 A v er age  P r o p o r t i o n  of Bu s i n e s s T r a n s a c t e d Bv:

A n n u a l  V o l u m e 1 Nu m b e r  of 1 3 r d - P a r t y St ore O th er
of Sales 1 R e s p o n d e n t s 1 Cash Ch e c k Card Card Me an s

L es s Chan $ 10 0 tho usand 0

$ 10 0 - 999 tho us an d 9 4 0 . 3 22.9 9.6 23.1 4.1

$1 - 9.9 9 m i l l i o n 10 25. 6 19.3 15.6 38.2 1.5

S10 - 99.9 m i l l i o n 12 21.9 24.5 14.9 37.1 1.6

$100 m i l l i o n  end over 14 22. 0 9.7 4 7. 5 1.2

R e & . o n s e s  from sur vey  of re cai ler s, 1983.

In q u e s t i o n i n g  m e r c h a n t s  a bout t h e i r  t r a n s a c t i o n s  c o s t s ,  a p r i n c i p a l  

o b j e c t i v e  wa s  to d i r e c t  the a t t e n t i o n  of r e s p o n d e n t s  to all a s p e c t s  of cost, 

not m e r e l y  to such  e x p l i c i t  or e a s i l y  a s c e r t a i n a b l e  c o s t s  as the m e r c h a n t  

d i s c o u n t  fvje. To a c h i e v e  this o b j e c t i v e ,  i n q u i r i e s  w e r e  m a d e  r e g a r d i n g  t hree 

s e p a r a t e  c a t e g o r i e s  of t r a n s a c t i o n  costs, w h i c h  w e r e  d e s c r i b e d  to r e s p o n d e n t s  

at the b e g i n n i n g  of e a c h  s e r i e s  of q u e s t i o n s .  T h e s e  c a t e g o r i e s  w e r e  c a l l e d  

" p o i n t - o f - s a l e  and a c c o u n t i n g  c o s t s , "  " l o s s  and s e c u r i t y  c o s t s , "  and " d e p o s i t  

a n d  f i n a n c i a l  c o s t s . "  R e s p o n d e n t s  w e r e  a l s o  a s k e d  to c o m p a r e  t o t a l  t r a n s a c­

t i o n  c o s t s — c o m b i n i n g  t h e s e  s e p a r a t e  c a t e g o r i e s — a m o n g  the t y p e s  of  t r a n s a c­

tions. C e r t a i n  e x p l i c i t  f e e s — t h e  m e r c h a n t  d i s c o u n t  fee and c h e c k  g u a r a n t e e  

s e r v i c e  c o s t s — w e r e  e x c l u d e d  f r o m  the c o m p a r i s o n s  w i t h i n  e a c h  c a t e g o r y  f 

c ost, but i n c l u d e d  in the c o m p a r i s o n  of t otal t r a n s a c t i o n !  co s t s.



At the sam e  time, it was r e c o g n i z e d  that raany--probably m o s t —  

r e t a i l e r s  w o u l d  not m a i n t a i n  d e t a i l e d  a c c o u n t i n g  i n f o r m a t i o n  s u i t a b l e  for 

q u a n t i t a t i v e  cost c o m p a r i s o n s  a m o n g  m o d e s  of t r a n s a c t i o n s .  But it w a s a l s o  

a n i ' c i p a t e d  that r e t a i l e r s  n e v e r t h e l e s s  w o u l d  be fa m i l i a r  w i t h  and c o u l d  

e v a l u a t e  aspe c t s  of t heir b u s i n e s s  that m i g h t  h a v e  i m p o r t a n t  i m p l i c a t i o n s  for 

t h e i r  costs of o p e r a t i o n .  T h e r e f o r e ,  r e s p o n d e n t s  w er e  a s ke d  to m a k e  q u a l i t a­

tive cost c o m p a r i s o n s  r a t h e r  than d o l l a r - a n d - c e n t s  e s t i m a t e s  for the d i f f e r e n t  

c o m p o n e n t s  of t r a n s a c t i o n s  cost.

W i t h i n  e a c h  cost ca t e g or y ,  r e s p o n d e n t s  w ere a sk e d  to m a k e  two- w a y 

c o m p a r i s o n s  for e a c h  p o s s i b l e  pair of t r a n s a c t i o n  m o d e s  i n v o l v i n g  cash, check, 

and t h i r d - p a r t y  c r e d i t  c a r d  (and store card, w h e r e  a p p l i c a b l e ) .  R e s p o n d e n t s  

w e r e  a s k e d  to d e s i g n a t e  w h e t h e r  costs in a p a r t i c u l a r  c a t e g o r y  for one m e t h o d  

o f  t r a n s a c t i o n  w e r e  m o r e  than, about the sam e  as, or less than the cost of a 

s e c o n d  m e t h o d  of t r a n s a c t i o n .  A s u m m a r y  of the cost c o m p a r i s o n s  by c a t e g o r y  

is p r e s e n t e d  in t able 4.7, w i t h  a further b r e a k d o w n  of o v e r a l l  t r a n s a c t i o n s  

c o s t s by size of b u s i n e s s  p r e s e n t e d  in table 4.8.

" P o i n t - o f - s a l e "  c o s t s  wer e  d e s c r i b e d  to the r e t a i l e r s  i nt e r v i e w e d  

as i n c l u d i n g  " e q u i p m e n t  and p e r s o n n e l  c osts for w r i t i n g  s eles slips, m a k i n g  

change, o b t a i n i n g  v e r i f i c a t i o n  and a p p ro v a l  for che c k s and c r e d i t  cards, 

r e c o n c i l i n g  d a i l y  r e c e i p t s ,  r e c o r d  keepi n g ,  and o ther p o i n t - o f - s a l e  costs 

y o u  m a y  h a v e . "  In this c a t eg o r y ,  a large n u m b e r  of m e r c h a n t s  r e g a r d e d  cash 

as the least c o s t l y  m o d e  of t r a n s a c t i o n  c o m p a r e d  w i t h  e i t h e r  c h e c k s  or c r e d i t  

cards. N e a r l y  80 p e r c e n t  said credit cards w e r e  more c o s t l y  chan cash. S o m e­

wha t  m o r e  than one h a l f  o f  the r e s p o n d e n t s  r e g a r d e d  cr e d i t c ar d s  as a lso m o r e  

c o s t l y  than c h e c k s  in the p o i n t - o f - s a l e  c a t e g o r y  (table 4.7).
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T A B L E  4.7

Q U A L I T A T I V E  C O M P A R I S O N  O F  T R A N S A C T I O N  C O S T S  F O R  CASH, 

C H E C K ,  A N D  T H I R D - P A R T Y  C R E D I T  C A R D S 1

F r e a u e n c v  of C i t a t i o n  As:

C o s t  C a t e g  - . * : 

Transactioi. • •. ;*■.

P o i n t - o f - s a l e  c u - t s  

C h e c k  vs. c a s h  

C a r d  vs. c a s h  

C a r d  vs. c h e c k

S e c u r i t y - r e l a t e d  c o s t s  

C h e c k  vs. c a s h  

C ard vs. c a s h  

C a r d  vs. c h e c k

D e p o s i t  and f i n a n c i a l  c o s t s ^ 

C h e c k  vs. c a s h  

C ard vs. c a s h  

C a r d  vs. c h e c k

A l l  costs c o m b i n e d ^

C h e c k  vs. c a s h  

C ard vs. c a s h  

C a r d  vs. c h e c k

M o r e  C o s t l v

Cas h C h e c k C ar d

A b o u t  

the Same

( F r e q u e n c y  of r e s p o n s e  in p e rc e n t )

2
1

1

2

42

9

58 

3 4

.3? 

• • ■ 
12

58 

• • • 

13

79

54

40

19

43

25

88
61

5620
37

40

55

47

64

55

63

41

H

26

1. F o r  r e s p o n d e n t  e n g a g i n g  in all t hree m o d e s  of t r a n s a c t i o n .

2. E x c l u d e s  m e r c h a n t  d i s c o u n t  on c r e d i t  c a r d s  and c h e c k  g u a r a n t e e  fees.

3. I n c l u d e s  m e r c h a n t  d i s c o u n t  and c h e c k  g u a r a n t e e  fees.

R e s p o n s e s  fro m  s u r v e y  o f  r e t a i l e r s ,  1983.

" L o s s  and s e c u r i t y "  coii .ncompassed " l o s s or t heft of cash, bad 

or r e t u r n e d  c h e c k s ,  c r e d i t  car d  fraud, b o n d i n g  and i n s u r a n c e  fees, s a f e k e e p i n g  

a n d  o t h e r  s e c u r i t y  c o s t s . "  T h e  c a t e g o r y  thus i n c l u d e d  l o s s e s  s u f f e r e d  by 

r e t a i l e r s  from t heft or fraud as w ell as d i r e c t  e x p e n s e s  to p r e v e n t  or 

p r o v i d e  c o m p e n s a t i o n  a g a i n s t  such o c c u r r e n c e s .  In this c a t e g o r y ,  as in the 

o t h e r s ,  c a s h  w a s  r e g a r d e d  as the m o r e  e x p e n s i v e  m e a n s  of p a y m e n t  by o n l y  a 

s m a l l  p r o p o r t i o n  of r e t a i l e r s .  L o s s  and s e c u r i t y  co s t s,  h o w e v e r ,  was the 

on e  c a t e g o r y  in w h i c h  c r e d i t  c a r d s  we r e  r e g a r d e d  by the r e t a i l e r s  s u r v e y e d



as less c o s t l y  than soire o t h e r  m e a n s  of payment. In c o m p a r i n g  t h i r d - n a r t v  

cards w i t h  chec k s , o n e - t h i r d  of the r e t a i l e r s  said c h e c k s  w e r e  m o r e  c os t l y  

and o n l y  o n e - f i f t h  c i t e d  c a r d s  as m o r e  costly. About o n e - h a l f  said t here 

wa s  li tt l e  or no d i f f e r e n c e  in s e c u r i t y - r e l a t e d  costs.

" D e p o s i t  and f i n a n c i a l "  ccsts w e r e  d e s c r i b e d  as i n c l u d i n g  " b a n k  

s e r v i c e  ch a r g e s  for d e p o s i t s ,  costs to take d e p o s i t s  to a bank, and cotts

a s s o c i a t e d  w i t h  the d e l a y e d  recei p t  of funds," C h e c k  v e r i f i c a t i o n  fees and

c r e d i t  card f a c t o r i n g  fees b e l o n g  in this cat e g o r y , but wpri  e x c l u d e d  from 

the p a i r - w i s e  c o m p a r i s o n s  so that a t t e n t i o n  c ould be focused on costs aside 

from these e x p l i c i t  fees. W i t h i n  the ca tegory, m o r e  than h a l f  of the r e s p o n­

dents s a w  little d i f f e r e n c e  in cost for each of the p a i r e d  c o m p a r i s o n s .

Again, v e r y  few r e s p o n d e n t s  thou gh t  cash was a more c o s t l y  method.

A f t e r  c o m p a r i n g  t r a n s a c t i o n s  m e t h o d s  by c a t e g o r y  of costs, r e s p o n­

dents w e r e  a s k e d  to c o n s i d e r  all e l e m e n t s  of cost, i n c l u d i n g  fees for c he c k

ft
v e r i f i c a t i o n  ai.d c t e d i t  card pr o c e s s i n g .  The total cost c o m p a r i s o n  is s h o wn  

in the b o t t o m  tier of table 4.7. In c r m p n r i n g  c h e c k s  with  cash, n e a r l y  60 p e r­

cent of the r e t a i l e r s  thou g h t  c h e c k s  w er e  m o r e  costly; v i r t u a l l y  all the rest 

s a w  little d i f f e r e n c e  in costs. C r e d i t  cards w ere v i e w e d  b y  88 percent of the 

r e t a i l e r s  as mo r e  c o s t l y  than cash, w h e n  all a s p e c t s  of cost w e r e  c o n s i d e r e d . 1 

C r e d it  c ards w e r e  r e g a r d e d  as more co s t l y than ch e c k s by 61 perc e nt  of the 

r e t a i l e r s .  H o w e v e r ,  13 perc e n t  thought checks, in total, w er e  m o r e  e x p e n s i v e  

than cr e d i t  cards.

P e r c e p t i o n s  of r e l a t i v e  t r a n s a c t i o n  costs v a r i e d  c o n s i d e r a b l y  a m o ng

d i f f e r e n t  size c a t e g o r i e s  of reta i l e r s , as s ho w n  in table 4.8, p a r t i c u l a r l y  in

1 T a b u l a t i o n s  not s h o w n  in the table i nd icate that onl y  2 p e r c e n t a g e  points 

of that figure w e r e  d u e s t r i c t l y  to m e r c h a n t  d i s c o u n t  fees; 8 6  p e r c en t  of 

the ; a r d - h o n o r i n g  r e t a i l e r s  had ra n k e d credit ca r d s  as m o r e  c o s t l y  than cash 

in at '.cust one s e p a r a t e  c a t e g o r y  of cost (and not lower than cash in any 

o t h e r  c a t e g o r y ) .
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TABLE 4.8

Q U A L I T A T I V E  C O M P A R I S O N S  OF T O T A L  T R A N S A C T I O N  C O S T S  

B E T W E E N  S E L E C T E D  M E A N S  O F  P A Y M E N T  

BY S I Z E  OF B U S I N E S S  '

1 F r e q u e n c y  of C i t a t i o n A s :

T y p e s  of T r a n s a c t i o n s  

and Annua] V o l u m e  o f  S a l e s

1

C a s h

M o r e  C o s t l y  

C h e c k C ar d

1 A b o u t  

i the Same

C h e c k  vs. C a s h ( F r e q u e n c y  of r e s p o n s e  in p e r c e n t )

5y s i z e  of b u s i n e s s

L e s s  t h a n  $ 1 0 0  t h o u s a n d 0 47 53

$ 1 0 0  - 999 t h o u s a n d 1 50 49

$1 - 9 . 9 9  m i l l i o n 2 56 42

$ 1 0  - 99 . 9  m i l l i o n 0 81 19

$ 1 0 0  m i l l i o n  and o v e r 3 87 10 _

C a r d  vs. Cash 

By s i z e  of b u s i n e s s

L e s s  t h a n  $ 1 0 0  t h o u s a n d 0 •  •  • 84 16

$ 1 0 0  - 999 t h o u s a n d 1 •  •  • 87 12

$1 - 9.99 m i l l i o n 1 •  • • 87 12

$ 10 - 9 9 . 9  m i l  lion 0 • 4  • 88 12

, $ 1 0 0  m i l l i o n  and o ve r 0 •  • • 100 0

C a r d  vs. C h e c k  

By size of b u s i n e s s

L e s s  t h a n  $ 1 0 0  t h o u s a n d • • • 16 70 14

$ 1 0 0  - 9 9 9  t h o u s a n d *  • • 10 63 27

$1 - 9 . 9 9  m i l l i o n •  • • 12 61 27

$ 10 - 9 9 . 9  rail lion •  • • 23 46 32

•$100 m i l l i o n  and o v e r •  • • 28 48 24

R e s p o n s e s  fro m  s u r v e y  of r e t a i l e r s ,  1983.

the c o m p a r i s o n s  i n v o l v i n g  c h e c k s .  i.n c o m p a r i n g  c h e c k s  w i t h  cash, £ or ins t a n c e,  

s m a l l e r  r e t a i l e r s  w e r e  a bout e v e n l y  d i v i d e d  as to w h e t h e r  c h e c k s  w e r e  m o r e  

c o s t l y  or a b o u t  the same cost as cash. But in the two l a r g e s t  s ize grou p s,

80 p e r c e n t  or m o r e  of the r e t a i l e r s  c o n s i d e r e d  c h e c k s  m o r e  cost ly .  S i m i l a r l y ,  

a h i g h e r  p r o p o r t i o n  of large r e t a i l e r s  t h a n  of s mall r e t a i l e r s  r e g a r d e d  c h e c k s  

as m o r e  c o s t l y  t h a n  c r e d i t  c a r d s ,  and the p r o p o r t i o n  c i t i n g  c r e d i t  c a r d s  as 

m o r e  c o s t l y  d e c l i n e d  s t e a d i l y  as the s a l es  v o l u m e  c a t e g o r y  in c r e a s e d .

O n  the w h o l e ,  then, r e t a i l e r s  sh o w e d  b r o a d  a g r e e m e n t  in c o n s i d e r i n g  

c r e d i t  c a r d s  to be a m o r e  c o s t l y  m o d e  of t r a n s a c t i o n  t h a n  cash, and a m a j o r i t y
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b e l i e v e d  cards to be m o r e  c o s t l y  tiie»n ch ec k s  as w ell. In g e n e r a l ,  c h e c k s  w e r e  

r e g a r d e d  as m o r e  c o s t l y  than cash, p a r t i c u l a r l y  by larger r e t a i l e r s ,  a l t h o u g h  

a large n u m b e r  of r e s p o n d e n t s  sa w  little d i f f e r e n c e  b e t w e e n  them. W i t h i n  

c a t e g o r i e s  of cost, r e t a i l e r s  c l e a r l y  felt that cre d i t  c ards g e n e r a t e d  the 

h i g h e s t  p o i n t - o f - s a l e  costs, w h i l e  c h e c k s  w e r e  m o r e  li k e ly  to result in 

h i g h e r  loss and s e c u r i t y - r e l a t e d  c o s t s  than the o t h e r m e t h o d s .  Cost d i f­

ferences w e r e  see n  l east f r e q u e n t l y  for d e p o s i t  and fin a n c i a l  c o s t s . 1

T a b l e  4.9 p r o v i d e s  s t a t i s t i c s  on a v e ra g e  m e r c h a n t  d i s c o u n t  and c h e c k 

v e r i f i c a t i o n  fees paid. As s h o w n  on the top line of the table, r e t a i l e r s  

r e p o r t e d  p a y i n g  a 3.1 p e r c e n t  m e r c h a n t  d i s c o u n t  fee, on a ve r a g e ,  and those 

w h o  s u b s c r i b e d  to a c h e c k  v j r i f i c a t i o n  s y s t e m  paid an a v e r a g e  of 3.0 p e r c e n t  

for that s e rv i c e .  T h e  t able a l s o  p r o v i d e s  a v er a g e  fees paid a m o n g  v a r i o u s  

c a t e g o r i e s  of r e t a i l e r s — by size, type of store, and p r o p o r t i o n  of sales by 

c r e d i t  card or check.

T h e  m e r c h a n t  d i s c o u n t  fee a p p e a r s  to v a r y  w i t h  the siz e  of a b u s i ne s s ,

m e a s u r e d  by an n u a l  sales v o l u m e .  B u s i n e s s e s  of less t h a n  $100 t h o u s a n d  in s a l e s

r e p o r t e d  an a v e r a g e  f a c t o r i n g  fee of 4. 1  p e r cent, w h i l e  the largest b u s i n e s s e s

( $ 1 0 0  m i l l i o n  and o ver) pai d  an a v e r a g e  fee o f  2.5 p e r cent. A m o n g  types of

b u s i n e s s e s ,  those in the d e p a r t m e n t  s t o r e / g e n e r a l  m e r c h a n d i s e  c a t e g o r y  paid an

a v e r a g e  fee s o m e w h a t  b e l o w  the norm, w h ic h  m a y  in part refl e c t  a hig h  p r o p o r t i o n

1. C o m p a r a t i v e  c osts are s u b j e c t  to change, of course, p a r t i c u l a r l y  as c h a n g e s  

o c c u r  in t e c h n o l o g y .  For ins t a n c e,  card issuers are c u r r e n t l y  a d d r e s s i n g  c o n­

si d e r a b l e  a t t e n t i o n  to r e d u c i n g  c r e d i t  c ard costs by curta,.ling the u n a u t h o r i z e d  

use of cards. E l e c t r o n i c  t e r m i n a l s  at the point of sale that can a c c e s s  u p - t o -  

da t e  acco u nt  i n f o r m a t i o n  r e p r e s e n t  one av e n ue  of p o s s i b l e  r e d u c t i o n  in cr e d i t  

car d costs. E f f o r t s  to e n h a n c e  the s e c u r i t y  of card s y s t em s  incl u d e  d e v e l o p m e n t  

of the " s m a r t "  c r e d i t  c ard c o n t a i n i n g  a small c o m p u t e r  m e m o r y  ch i p  that can s tore 

i n f o r m a t i o n  such as the c r e d i t  limit for the account, a m o u n t s  a l r e a d y  c h a r ge d ,  

an d  a p er s o n a l  i d e n t i f i c a t i o n  cod e  that m u s t  be m a t c h e d  b e f o r e  the card  can be 

used. N e w  c r ed i t  car d  d e s i g n s  c o n t a i n i n g  h o l o g r a p h i c  images that w o u l d  be 

d i f f i c u l t  and e x p e n s i v e  to d u p l i c a t e  are b e i n g  tested as a p o s s i b l e  b a r r i e r  to 

c o u n t e r f e i t i n g .



of l arge f irms in that c a t e g o r y .  Gr o u p s  c o m p o s e d  o f  f u r n i t u r e / a p p l i a n c e  

s t o r e s ,  a p p a r e l  s t o r e s ,  and g a s o l i n e  s t a t i o n s  e a c h  p a i d  an a v e r a g e  r e r c h a n t  

d i s c o u n t  fee that w a s  v e r y  c l o s e  to the o v e r a l l  a v e r a g e ,  w h i l e  a l arge g r o u p  

o f  w i d e l y  v a r i e d  b u s i n e s s e s  p a i d  a fee s o m e w h a t  a b o v e  a v e r a g e .  H o w e v e r ,  the 

p r o p o r t i o n  o f  a b u s i n e s s ' s  s a l e s  t r a n s a c t e d  by c r e d i t  c a r d  d i d  no t a p p e a r  b y  

i t s e l f  t o  be c l o s e l y  r e l a t e d  To the size of the m e r c h a n t  d i s c o u n t  fee.

T A B L E  A . 9
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M E R C H A N T  D I S C O U N T S  O N  C R E D I T  C A R D S  A N D  C H E C K  V E R I F I C A T I O N  F E E S

” T M e r c h a n t D i s c o u n t C h e c k  V e r i f i c a t i o n

1
C a t e g o r i e s  of 

R e t a i l e r s

N u m b e r  of 

R e s p o n d e n t s

1 A v e r a g e  

fee 

( pe r c e n t )

r
N u m b e r  of 

R e s p o n d e n t s

1 A v e r a g e  

fee 

1 ( p e r c e n t )

A l l  R e s p o n d e n t s 49 7 3.1 41 3.0

Bv A n n u a l  S ales

L e s s  than S 1 0 0  t h o u s a n d 35 4.1 0 • • •

$1 0 0  - 9 9 9  t h o u s a n d 225 3.3 8 2.8

$1 - 9.99 .Million 153 3.1 18 3.2

$10 - 9 9 . 9  m i l l i o n 51 2.6 12 2.9

$ 1 0 0  m i l l i o n  an d  ove r 33 2.5 3 2.5

Bv T y p e  of St o r e

D e p a r t m e n t / G e n ' 1 Mdse. 37 2.6 5 2.8

F u r n i t u r e / A p p l i a n c e 102 2.9 5 2.6

A p p a r e l 68 3.2 8 2.6

Ga s  S t a t i o n s 62 3.2 3 4 . 2

A l l  O'lher 228 3.4 20 3.1

P r o p o r t i o n  of S a l e s  bv C a r d

5 p e r c e n t  or less 168 3.4

5. 1  - 10 p e r c e n t 119 3.0

10.1 - 15 p e r c e n t 44 2.8

15.1 - 25 p e r c e n t 75 3.0

M o r e  than 25 p e r c e n t 80 3.1

P r o p o r t i o n  of S a l e s  bv Jheck

10 p e r c e n t  or less • • • •  • • 11 3.0

10.1 - 20 p e r c e n t •  a • a a a 10 2.8

2 0 . 1  - 35 p e r c e n t • ♦ • 11 2.6

3 5 . 1  - 5 0  p e r c e n t •  • • •  a a 6 3.5

M o r e  t h a n  50 p e r c e n t ■ • • a a a 0 » •  *

Responses from survey of retailers, 1983.



C o n s i d e r a b l y  fewer o b s e r v a t i o n s  w e r e  a v a i l a b l e  for c h e c k  v e r i f i c a­

tion fees than for m e r c h a n t  d i s c o un t s ,  w h i c h  m a k e s  c o m p a r i s o n s  a m o n g  size 

g r o u p s  and types o f  b u s i n e s s  r a t h e r  tenu ou s  for c h e c k  fees. It a p p ears, for 

i n s t a n c e ,  that the l a r g e s t  st o r e s  m a y  pay s m a l l e r  c h e c k  v e r i f i c a t i o n  fees, 

b u t  onl y three o b s e r v a t i o n s  w e r e  a v a i l a b l e  in that cat e go r y .

In a d d i t i o n  to the ser ie s  of q u e s t i o n s  s e e k i n g  q u a l i t a t i v e  cost 

c o m p a r i s o n s ,  r e t a i l e r s  w e r e  als o  a s k e d  a b o u t  the typical siz e  of transaction, 

and w h a t  they e s t i m a t e d  the total t r a n s a c t i o n  cost to be for each m e t h o d  of 

p a y m e n t  accepted. In e s s ence, they w e r e  a s k e d  to m a k e  their best  q u a n t i t a­

tive s u m m a r y  of the c^st c o m p a r i s o n s  p r e v i o u s l y  d i s c u s s e d .  R e s p o n s e s  w ere 

e x p r e s s e d  as a p e r c e n t a g e  o f  the amo u n t  of the tran sa c t i o n .  For a n a l y t i c a l  

p u r p o s e s ,  d i f f e r e n c e s  b e t w e e n  cost e s t i m a t e s  w e r e  c o m p u t e d  for e ach pair of 

t r a n s a c t i o n  m e t h o d s ;  m e a n  and m e d i a n  d i f f e r e n c e s  and some d i s t r i b u t i o n a l  

d a t a  are p r e s e n t e d  in t able 4.10.

O n  a v e r ag e ,  c h e c k  t r a n s a c t i o n s  w e r e  e s t i m a t e d  to be 1 p e r c e n t a g e  

p oint m or e  c o s t l y  than cash t r a n s a c t i o n s ,  a l t h o u g h  as m a n y  as 10 percent of 

the r e s p o n d e n t s  t h o u g h t  the costs of c h e c k s  e x c e e d e d  the c osts of cash by 

m o r e  than 3 p e r c e n t a g e  points. C o m p a r e d  w i t h  cash, t h i r d - p a r t y  cred i t  card 

t r a n s a c t i o n s  a v e r a g e d  2 - 1 / 4  p e r c e n t a g e  po i n t s  h i g h e r  in coi-t, and n ea r l y  20 

p e r c e n t  of the r e s p o n d e n t s  i n d i c at e d  that the cost of c ards e x c e e d e d  cash by 

m o r e  than 4 p e r c e n t a g e  points. C o m p a r e d  *->ith checks, c r e d i t  c ards wer e  

about 1-1/2 p e r c e n t a g e  p o i n t s  m o r e  costly.

T h e  q u a n t i t a t i v e  e s t i m a t e s  tend to s u b s t a n t i a t e  the q u a l i t a t i v e  

c o m p a r i s o n s  i n s o f a r  as c ash ranks as the leaut c o s t l y  m e t h o d  of t r a n s a c t i o n  

an d  c r e d i t  car d  as the m o s t  costly. Yet the a v e r a g e  d i f f e r e n c e s  in costs 

a p p e a r  r a t h e r  small ir> light of o ther dat a  c o l l e c t e d  in the survey. As
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noted, a b o u t  f o u r - f i f t h s  of the q u a l i t a t i v e  r e s p o n s e s  i n d i c a t e d  that c r e d i t  

c a r d s  w e r e  m o r e  c o s t l y  than c a s h  e v e n  b e f o r e  c o n s i d e r a t i o n  of  m e r c h a n t  d i s c o u n t  

fees, w h i c h  m a k e s  it l i k e l y  that o v e r a l l  c r e d i t  c ar d  c o s t s  w o u l d  e x c e e d  c a s h  

c o s t s  by at least s o m e w h a t  m o r e  tha n  the a v e r a g e  siz e  of .the m e r c h a n t  d i s c o u n t .  

H o w e v e r ,  the a v e r a g e  e s t i m a t e d  d i f f e r e n c e  b e t w e e n  c r e d i t  c a r d  and c a s h  co st s ,  

at 2.19 p e r c e n t a g e  p o i n t s ,  w a s  n e a r l y  1 p e r c e n t a g e  p o i n t  less t h a n  the a v e r a g e  

m e r c h a n t  d i s c o u n t .  W h i l e  the q u a n t i t a t i v e  cost e s t i m a t e s  c a n  h a r d l y  be r e g a r d e d  

as p r e c i s e ,  t h e y  n e v e r t h e l e s s  s u g g e s t  that r e t a i l e r s  r e g a r d  the d i f f e r e n c e s  in 

in t r a n s a c t i o n  c o s t s  a m o n g  p a y m e n t  m e t h o d  as r e l a t i v e l y  s m a l l  p r o p o r t i o n s  o f  

t r a n s a c t i o n  a m o u n t s .
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T A B L E  4 . 1 0

Q U A N T I T A T I V E  E S T I M A T E S  O F  C O S T  D I F F E R E N C E S

1 A v e r a g e  Cost D i f f e r e n c e  in P e r c e n t a g e  P o i n t s

1 C h e c k C r e d i t  Card C r e d i t  Card

T v o e  of C o m p a r M C o m p a r e d C o m p a r e d

M e a s u r e w i t h  C a s h w i t h  C csh w i t h  C h e c k

M e a n 0 .97 2.19 1.42

M e d i a n 0 2 .00 1.50

•

1 P e r c e n t a g e D i s t r i b u t i o n  of C o s t  D i f f e r e n c e s

C o s t  D i f f e r e n c e C h e c k C r e d i t  C ard C r e d i t  Cnr d

C a t e g o r i e s  (in C o m p a r e d C o m p a r e d C o m p a r e d

p e r c e n t a g e  p o i n t s ) 1 w i t h  C ash w i t h  C a s h w i t h  C h e c k

L e s s  tha n  0 6.4 9.5 13.9

0 4 4 . 6 14.4 21.1

0. 1  to 1.0 2 1 . 1 12.9 13. 4

1.1 to 2.0 11.3 16.4 21.1

2.1 to 3.0 6 .4 18.4 12.9

3 . 1  to 4.0 3.4 9.0 6.2

O v e r  4.0 6.9 19.4 11.5

Responses from survey of retailers, 1983.



Th e  C a s h  D i s c o u n t  Act s p e c i f i e s  that the F e d e r a l  R e s e r v e  study 

s h o u l d  a d d r e s s  " t h e  e f f e c t  of c h a r g e  card us a g e  on the p r i c i n g  of goods and 

s e r v i c e s , "  and links this i n q u i r y  to a c o m p a r i s o n  of costs a m o n g  m e t h o d s  of 

p a y m e n t .  Th i s  c o m p a r i s o n  w a s  p r e s e n t e d  in C h a p t e r  4. If, as ind ic a t e d  there, 

c r e d i t  card c o s t s  are h i g h e r  than for o t h e r  types of p a y m e n t ,  the p r i m ar y  

issue becomes: do r e t a i l e r s  i n c o r p o r a t e  the cost, of c r e d i t  into the pri c e s

they charge, so that e v e r y o n e  pays a h i g h e r  price t han w o u l d  be paid in the 

a b s e n c e  of c r e d i t  c a r d s ?

In a d d i t i o n  to this e s s e n t i a l l y  m i c r o e c o n o m i c  q u e s t i o n  of price 

d e t e r m i n a t i o n ,  the p o s s i b l e  e f f e c t s  of cre d i t  card u s a g e  on m o v e m e n t s  in the 

g e n e r a l  level of p r i c e s  are s o m e t i m e s  d i s c u s s e d  in l e g i s l a t i v e  debate. Th e 

latter issue is r e a l l y  an aspect of a b r o a d e r  q u e s t i o n  about the m a c r o e c o n o m i c  

impact of c r e d i t  cards, and is best v i e w e d  in a c o m p r e h e n s i v e  f r a mework that 

c o n s i d e r s  j o i n t l y  the impact of c r e d i t  c a r d s  on the a g g r e g a t e  p r o p e n s i t i e s  

to c o n s u m e  and on the d e m a n d  for m o n e y  bal a n c es ,  u n d e r  v a r i o u s  a s s u m p t i o n s  

about r e s o u r c e  u t i l i z a t i o n  and p o l i c y  actions.

5.1. R e ta i l e r  P r i c i n g  Be h a v io r :  M i c r o e c o n o m i c  P e r s p e c t i v e

A p o p u l a r  m a x i m  is that " t h e r e ' s  no such thing as a free lunch." 

A c c o r d i n g  to this d i ct u m ,  r e t a i l e r s  u n q u e s t i o n a b l y  r e c o u p  their credit- 

r e l a t e d  costs in the p r i c e s  they c h a r g e  for goods or ser v i c es .  The costs 

of d o i n g  b u s i n e s s  m u s t  be c o v e r e d  in the long run, s i n ce  no firm can stay in 

b u s i n e s s  i n d e f i n i t e l y  if it is u n p r o f i t a b l e .  The c o v e r a g e  of credit card 

co s t s  is not s i m p l y  a m a t L e r  of r e t a i l e r s  c a l c u l a t i n g  that cost and a r b i t r a r i l y  

d i s t r i b u t i n g  it a c r o s s  the prices they charge, w i t h  no c o n c e r n  about any p o s s i -  

ible r e p e r c u s s i o n s  u po n  sales volume; rather, the c ost of p r o v i d i n g  credit 

is one of m a n y  e l e m e n t s  that d e t e r m i n e  the retail s u p p l y  c u r v e s  for p a r t i c u l a r
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p r o d u c t s .  P r i c e s  in the m a r k e t p l a c e  are a r e s u l t  of b o t h  s u p p l y  and d e m a n d  

forc e s ,  r e f l e c t i n g  all c o s t  i n c l u d i n g  c r e d i t  costs, that s h a p e  the s u p p l y  

c u r v e  of r e t a i l e r s ,  a n d  r e f l e c t i n g  as w e l l  the i n c omes, tastes, and o t h e r  

f a c t o r s  that d e t e r m i n e  the d e m a n d  s c h e d u l e s  o f  c o n s u m e r s .

In the s h o r t  run, w h e t h e r  a c r e d i t  c o s t  i n c r e a s e  is i n c l u d e d  in a 

r e t a i l e r ' s  p r i c e  b e c o m e s  a q u e s t i o n  of that m e r c h a n t ' s  p o w e r  to put the p rice 

of a p r o d u c t  or a s e r v i c e  at w h a t e v e r  level he c h o o s e s .  T h e  e x t e n t  of this 

p o w e r  is d e t e r m i n e d  l a r g e l y  by the d e g r e e  to w h i c h  r a i s i n g  p r i c e s  to c o v e r 

the cost o f  c r e d i t  w i l l  d e c r e a s e  the v o l u m e  o f  sales. If a r e t a i l e r ' s  p o t e n­

tial c u s t o m e r s  are not p a r t i c u l a r l y  s e n s i t i v e  to p r i c e  c h a n g e s ,  then any 

i n c r e a s e  in c o s ts  to a r e t a i n e r — such as in the cost of c a r r y i n g  r e c e i v a b l e s  

o w i n g  to r i s i n g  i n t e r e s t  r a t e s — can be p a s s e d  t h r o u g h  m o r e  e a s i l y  into the

r e t a i l  price. If b u y e r s  ar e  r e s i s t a n t  to p r i c e  i n c r e a s e s ,  the n  the r e t a i l e r
*

in the short run m a y  h a v e  to a cc e p t  a .aller p r o f i t  m a r g i n  w h e n  c o s t s  rise.

M a g n i t u d e  of p r i c e  e f f e c . . At the h e a r t  of the d e b a t e  o v e r  the 

o b j e c t i v e s  of the C a s h  D i s c o u n t  A .. is the i ssue of w h e t h e r  c o n s u m e r s  w h o  

pay cas h " s u b s i d i z e "  those w h o  use c r e d i t  cards, by v i r t u e  of the i n c o r p o r a­

tion of cr e d i t  c o s t s  (not o f f s e t  by fina nc e  r e v e n u e s )  into  r e t a i l  pr i c e s  of 

g o o d s  and s e r v i c e s .  W h i l e  it seems e v i d e n t  that any a d d e d  cost a s s o c i a t e d  

w i t h  c r e d i t  c a r d s  w o u l d  be i n c o r p o r a t e d  in p r i c es ,  the m a g n i t u d e  of the price 

impact w o u l d  be a k e y  d e t e r m i n a n t  of the p r a c t i c a l  s i g n i f i c a n c e  of the s u b sidy.

F r o m  the discvission in C h a p t e r  4, it a p p e a r s  that t here m a y  be som e  

c o s t s  linked to c a s h  or c h e c k  t r a n s a c t i o n s  that e x c e e d  c o r r e s p o n d i n g  costs 

for c r e d i t  c ard use, but o t h e r  costs a s s o c i a t e d  w ith c a r d s  that are n e g l i g i b l e  

in c a a h  sales. F r o m  i n t e r v i e w s  w i t h  r e t a i l e r s  and f r o m  i n d e p e n d e n t  s t u d i e s ,  

it w o u l d  a p p e a r  to be not far of f  the m a r k  to v i e w  the p u r e l y  t r a n s a c t i o n a l
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of c r e d i t  a d m i n i s t r a t i o n  an d  f i n a n c i n g  of r e c e i v a b l e s  as a r o u g h  a p p r o x i m a­

tion of c r e d i t  c a r d  costs. T h e s e  costs are p a r t i a l l y  o f f s e t  by finance 

c h a r g e  r e v e n u e s  and u s e r  fees, w i t h  the net d i f f e r e n c e  s h o w i n g  up at the 

r e t a i l  level as a c r e d i t  d e p a r t m e n t ' s  o p e r a t i n g  d e f i c i t  or as p a y m e n t  of the 

m e r c h a n t  d i s c o u n t  fee to a t h i r d - p a r t y  c ard issuer.

T h e  m e r c h a n t  d i s c o u n t  fee and the c r e d i t  d e p a r t m e n t  d e f i c i t  have 

b e e n  e x p r e s s e d  in C h a p t e r  4 as p e r c e n t a g e s  of c r e d i t  s a l e s  v o l u m e  typ ic a l l y

r a n g i n g  f r o m  1 to 5 p e r c e n t ,  and a v e r a g i n g  a b o u t  3 pe r c e n t .  F r o m  the survey

of r e t a i l e r s ,  h o w e v e r ,  c r e d i t  sales app e a r  to r e p r e s e n t  o n l y  a b o u t  15 percent 

( t h i r d - p a r t y  cards) to 30 p e r c e n t  (store cards) of total sales at stores 

that t y p i c a l l y  a c c e p t  c r e d i t  cards, so that the u n c o v e r e d  p o r t i o n  of credit 

c a r d  c o s t s  is s p r e a d  o v e r  a total sales b ase c o n s i d e r a b l y  larger than the 

c r e d i t  s ales v o l u m e  itself. Thus, total s ales m i g h t  be e x p e c t e d  to incor­

po r a t e  a p r e m i u m  foi c r e d i t  costs ( u n c o v e r e d  by cr e di t  r e v e n u e s )  r a n g i n g  

fr o m  lesr than 1/2 p e r c e n t  to perh a p s  1-1/4 percent, s ome part of w h i c h  w ould
t

s till be borne by c r e d i t  c ard u sers in p r o p o r t i o n  to t h e i r  15 to 30 percent

s h a r e  of total sa l e s .  T h e  i m p l i c a t i o n s  for t w o - t i e r  p r i c i n g  that flow from

the m a g n i t u d e  of the p rice e f f e c t s  a t t r i b u t a b l e  to c r e d i t  c a r d s  are di s cussed 

in C h a p t e r  6.

P r i c e  d e t e r m i n a t i o n  and credit s u r c h a r g e s . T h e  ex te n t  of sh ort-run 

p r i c i n g  d i s c r e t i o n  of  r e t a i l e r  is p a r t i c u l a r l y  r e l e v a n t  to one aspect of 

the d e b a t e  o v e r  d i s c o u n t s  for cash and s u r c h a r g e s  for c r e d i t  a s s o c i a t e d  with 

the C a s h  D i s c o u n t  Act. A  c e n t r a l  q u e s t i o n  c o n c e r n e d  w h e t h e r  r e tailers, if 

g i v e n  the l e g i s l a t i v e  l i c e n s e  to add a s u r c h a r g e  for c r e d i t ,  w o u l d — or c o u l d —  

set the c r e d i t  p r i c e  s u b s t a n t i a l l y  a bove the cas h price w i t h o u t  first l o w e r i ng  

the c ash p rice a p p r e c i a b l y ,  h. small s u r c h a r g e  r e f l e c t i v e  of actual credit 

c o s t s  w o u l d  p r e s u m a b l y  c o n f o r m  wi t h  the intent of the Act; but a p rice hike
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to c r e d i t  c a r d  b u y e r s  far in e x c e s s  of c r e d i t  c o s t s  w o u l d  t h w a r t  th e  Ac t ' s  

o b j e c t i v e s .  An e x p e c t a t i o n  of the l a tt e r  r e s u l t  w o u l d  r e s t  on e i t h e r  or 

b o t h  of two i m p l i c i t  a s s u m p t i o n s :  (1) that the r e t a i l e r  ha s  the m a r k e t

p o w e r  to r a i s e  p r i c e s  w i t h o u t  s i g n i f i c a n t  loss o f  sales, or (2) t hat d e m a n d  

for g o o d s  a n d  s e r v i c e s  p a i d  for by c r e d i t  c a r d  is m u c h  less e l a s t i c  than the 

d e m a n d  o f  c a s h  buyer s .

As d i s c u s s e d  a b ov e ,  in a h i g h l y  c o m p e t i t i v e  s i t u a t i o n ,  a n y  a t t e m p t  

by a s e l l e r  to r a i s e  p r i c e s  a b o v e  a m a r k e t - d e t e r m i n e d  level W o u l d  r e s u l t  in a 

p r o n o u n c e d  s h i f t  o f  s a l e s  to c o m p e t i t o r s .  E v e n  in a less c o m p e t i t i v e  s i t u a­

tion, the s e l l e r  s t i l l  f a ce s  a d e m a n d  s c h e d u l e  o n  w h i c h  h i g h e r  p r i c e s  are 

a s s o c i a t e d  w i t h  a s m a l l e r  q u a n t i t y  OcT'anded; if p r i c e s  are rais e d ,  at least 

s ome s a l e s  are lost. T hus, to h i k e  pri c e s  s u b s t a n t i a l l y  and not s u f f e r  a 

d e c l i n e  in total sales r e v e n u e s ,  a r e t a i l e r  m u s t  face d e m a n d  that is r e l a­

tiv e l y  i n e l a s t i c ,  i.e., i n s e n s i t i v e  to p r i c e  c h a n g e s .  If this s i t u a t i o n  

e x i s t s ,  though, the q u e s t i o n  a r i s e s  w h y  g o o d s  w o u l d  not a l r e a d y  be p r i c e d  at 

a p r o f i t - m a x i m i z i n g  level b e f o r e  e n a c t m e n t  of an y  l e g i s l a t i o n  to p e r m i t  s u r­

ch a r g e s  for c r e d i t .  If d e m a n d  at a g i v e n  r e t a i l e r  c a n  a c c o m m o d a t e  a large 

s u r c h a r g e ,  it c o u l d  h a v e  s u p p o r t e d  a b oo s t  in the n o m i n a l  p r i c e  in any c a s e —  

u n l e s s  the u n d e r l y i n g  d e m a n d  s c h e d u l e s  for c a r d  u a e r s  and n o n u s e r s  d i f f e r  

r a d i c a l l y .

O n l y  if c r e d i t  c a r d  u s e rs  are i n s e n s i t i v e  to p r i c e  c h a n g e s  w h e r e a s  

c a s h  b u y e r s  are r e s p o n s i v e ,  w o u l d  the c o n d i t i o n s  e x i s t  in w h i c h  a p r i c e  in­

cr e a s e  a i m e d  at all c u s t o m e r s  m i g h t  r e d u c e  s a l e s  r e v e n u e  w h i l e  a s e l e c t i v e  

p r i c e  i n c r e a s e  for c ar d  u s e r s  i n c r e a s e d  r e v e n u e .  T h a t  isj e v e n  if m a r k e t s  are 

not c o m p e t i t i v e ,  the m a r k e t  p o w e r  of r e t a i l e r s  is no t  n e c e s s a r i l y  e n h a n c e d  by 

the a b i l i t y  to c h a r g e  d i f f e r e n t  pr ic e s  to c r e d i t  c a r d  us e rs ,  u n l e s s  the d e m a n d  

o f  suc h  c u s t o m e r s  is s i g n i f i c a n t l y  less e l a s t i c  t h a n  t h a t  of c a s h  c u s t o m e r s .
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H o w e v e r ,  t here a p p e a r s  to be no c o n v i n c i n g  t h e o r e t i c a l  a r g u m e n t  or e m p i r i c a l  

e v i d e n c e  to s u g g e s t  that such a d i c h o t o m o u s  d e m a n d  s i t u a t i o n  e x i s t s  in fact.

C o m p e t i t i o n  in r e t a i l i n g . F r o m  the a b ov e  d i s c u s s i o n ,  it is c l e a r  

that the d e g r e e  of c o m p e t i t i v e n e s s  in r e t a i l i n g  can be a k e y  fact o r  g o v e r n i n g  

the a d j u s t m e n t  of p r i c e s  to c h a n g i n g  cr e di t  c os t s  in a o n e - t i e r  p r i c i n g  

system, or the s ize of the p r e m i u m  that ca n  be i n c l u d e d  in the c r e d i t  price 

in a t w o - t i e r  syst e m .  If m a r k e t s  are c o m p e t i t i v e ,  then c h a n g e s  in p r i ce  bv 

any se ll e r  are c o n s t r a i n e d  by the p r e s e n c e  of m a n y  o t h e r  s e l l e r s  to w h o m  

p o t e n t i a l  c u s t o m e r s  co u l d  turn. The t e x t b o o k  c ase of pure c o m p e t i t i o n  

includes such p r i m a r y  c h a r a c t e r i s t i c s  as a large n u m b e r  of s e l l e r s  ( with 

s mall 3h a r e s of the m a r k e t )  and ease of e n t r y  for ne w  firms, u n d i f f e r e n t i a t e d  

p r o ducts, and c o m p l e t e  i n f o r m a t i o n  a v a i l a b l e  to b u ye r s .  In pra c t i c e ,  few 

m a r k e t s  e x h i b i t  all of these c h a r a c t e r i s t i c s ,  or any one of the m  in pure 

form, e x c e p t  p e r h a p s  m a r k e t s  for som e  a g r i c u l t u r a l  c o m m o d i t i e s .

R e t a i l i n g  w o u l d  a p p e a r  to be c h a r a c t e r i z e d  by a large n u m b e r  o f  

se l l e r s  for any g i v e n  p r o du c t ,  t h o u g h  it is a r g u a b l e  that some s e l l e r s  n-'ght 

be of s u f f i c i e n t  d o m i n a n c e  in some l o c a l i t i e s  to e x e r c i s e  c o n s i d e r a b l e  c o n t r o l  

o v e r  price. In m o s t  ma r k e t s ,  though, the n u m b e r  of re ta i l  o u t l e t s  s t r o n g l y  

su g g e s t s  a r e a s o n a b l e  a p p r o x i m a t i o n  to the c o m p e t i t i v e  model.

In a d d i t i o n  to m u l t i p l e  s el l e r s  in ret a i l  m a r k e t s ,  s i m i l a r i t y  of 

m e r c h a n d i s e  is al s o  o b s e r v a b l e ,  e v e n  though m a n y  forms of p r o d u c t  v a r i a t i o n  

c a n  be found that p e r m i t  some d e g r e e  of p r i ce  d i f f e r e n c e s .  Mu c h  e f f o rt ,  in 

fact, goes into d i f f e r e n t i a t i n g  p r o d u c t s  by q u a l i ty ,  s t y l in g ,  or s p e c i a l  

features. In m a n y  c ases the a m b i a n c e ,  s e l l i n g  p o l i c i e s ,  or r e p u t a t i o n  of a 

a store b e c o m e s  an e l e m e n t  of d i f f e r e n t i a t i o n  for any i tem o f f e r e d  for sale. 

N e v e r t h e l e s s ,  for m o s t  products, the exact same b r a n d  will be a v a i l a b l e  

in c o m p e t i n g  stores, c l o s e l y  c o m p a r a b l e  br a n d s  w i l l  be o f f e r e d  b y  o t h e r
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c o m p e t i t o r s ,  a n d  s u b s t i t u t e s  c l e a r l y  d i s t i n c t  in s ome a s p e c t  w i l l  be a v a i l a b l e  

in s t i l l  o t h e r  s t - r e s .

In s u c h  a r e t a i l i n g  e n v i r o n m e n t ,  it b e c o m e s  d i f f i c u l t  to e n v i s i o n  

a n y  m e r c h a n t  s u c c e s s f u l l y  t a c k i n g  o n  a s u b s t a n t i a l  s u r c h a r g e  a b o v e  t ru e  

c r e d i t  c o s t s  to h i s  u s u a l  p r i c e  w i t h o u t  a s i g n i f i c a n t  loss of c u s t o m e r s  ov e r  

time. A  c u s t o m e r  t a k e n  bv s u r p r i s e  m i g h t  p a y  such a s u r c h a r g e  o n c e  r a t h e r  

t h a n  l e a v e  an i n t e n d e d  p u r c h a s e  at the s a l e s  c o u n t e r ,  b u t  there w o u l d  s e e m  

to be l i t t l e  r e a s o n  for that c u s t o m e r  to p a t r o n i z e  the s t o r e  in the future. 

O n l y  s t o r e s  w h e r e  l i t t l e  r e p e a t  b u s i n e s s  is a n t i c i p a t e d  w o u l d  a p p e a r  

p o t e n t i a l l y  a b l e  to g a i n  fro m  e x c e s s i v e  s u r c h a r g e s .

T h e  a b o v e  o b s e r v a t i o n s  on the c o m p e t i t i v e n e s s  o f  r e t a i l i n g  are 

b a s e d  for the m o s t  p art o n  g e n e r a l  i m p r e s s i o n s .  U n f o r t u n a t e l y ,  few r i g o r o u s  

s t u d i e s  e x i s t  that e x a m i n e  c o m p e t i t i o n  in m a r k e t s  that are r e l e v a n t  to this 

r epor t .  A  r a t h e r  e x t e n s i v e  l i t e r a t u r e  ha s d e v e l o p e d  r e g a r d i n g  c o m p e t i t i o n  

in the sale of: g r o c e r i e s ,  but s i n c e  g r o c e r i e s  are s e l d o m  p u r c h a s e d  by c r ed i t  

card, the f i n d i n g s  of t h e s e  s t u d i e s  are not d i r e c t l y  u s e f u l  for this repo r t . 

N e i t h e r  are t h e r e  p u b l i s h e d  s t u d i e s  a v a i l a b l e  that e s t i m a t e  the e l a s t i c i t y  of 

d e m a n d  s e p a r a t e l y  for c r e d i t  c a r d  b u y e r s  as c o m p a r e d  w i t h  cas h  buyers.

5.2. I m p a c t  o f  C r e d i t  C a r d  Use on P r i c e  M o v e m e n t s  and E c o n o m i c  A c t i v i t y

Som e o b s e r v e r s  h a v e  a r g u e d  that c r e d i t  cards, by e n a b l i n g  t h e i r  

h o l d e r s  to s p e n d  b e y o n d  the limits of t h e i r  income, ore a s o u r c e  of i n f l a­

ti o n a r y  p r e s s u r e  in the e c o n o m y . 1 The c o n c e r n  that c r e d i t  e x p a n s i o n  m a y  

e x a c e r b a t e  i n f l a t i o n  is, o f  c o ur s e ,  not c o n f i n e d  to c r e d i t  ca r d s , a l t h o u g h  

i n t e r e s t  ha s  o f t e n  f o c u s e d  u p o n  t hese i n s t r u m e n t s .

1. T h e  C r e d i t  C o n t r o l  A c t  of 1969, for i n s t a n c e ,  w h i c h  e x p i r e d  in 1981, had 

a u t h o r i z e d  the P r e s i d e n t  to d i r e c t  the F e d e r a l  R e s e r v e  "to r e g u l a t e  and 

c o n t r o l  a n y  or all e x t e n s i o n s  o f  c r e l i t . . . . w h e n e v e r  the P r e s i d e n t  d e t e r m i n e s  

that s u c h  a c t i o n  is n e c e s s a r y  or a p p r o p r i a t e  for the p u r p o s e  of p r e v e n t i n g  

or c o n t r o l l i n g  i n f l a t i o n  g e n e r a t e d  b y  the e x t e n s i o n  of c r e d i t  in an e x c e s s i v e  

v o l u m e . . . "  Th i s  law, as n o t e d  e a r l i e r ,  wa s  in v o k e d  on c e  d u r i n g  its s t a t u t o r y  

e x i s t e n c e ,  b y  P r e s i d e n t  C a r t e r  in M a r c h  1980.
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The. d e m a n d - s i d e  e f f e c t s  of c r e d i t  c a r d s  on pr i c e  m o v e m e n t s  are 

b e s t  u n d e r s t o o d  a s  a s p e c i a l  case of the b r o a d e r  r e l a t i o n s h i p  b e t w e e n  cr e d i t  

c a r d s  and e c o n o m i c  a c t i v i t y .  7.n m a c r o e c o n o m i c  theory, two p r i n c i p a l  aven u e s  

e x i s t by w h i c h  cre d i t  car d  u.*e m i g h t a f f e c t  o v e r a l l  e c o n o m i c  a c t i v i t y  and 

the p r i c e  level. If the i n t r o d u c t i o n  of  c r e d i t  c a r d s  into an e c o n o m y  r e d u c e s  

the d e s i r e d  s a v i n g  rate, it w o u l d  tend to i n c r e a s e  o u t p u t  and a g g r e g a t e  

income thro u g h  the s t i m u l a t i v e  ef f e c t  o f  i n c r e a s e d  c o n s u m p t i o n  ( a s s u m i n g  

some initial s l a c k  in r e s o u r c e  u t i l i z a t i o n  _hat w o u l d  p e rm i t  e x p a n s i o n  o f  

o u t p u t ) .1

A s ec o n d  r o u t e  by w h i c h  cr e d i t  c a r d s  c o u l d  aff e c t  e c o n o m i c  a c t i v i t y  

is thro ug h  t heir p o s s i b l e  impact on the d e m a n d  for mo n e y.  As a c o n v e n i e n t  

s u p p l e m e n t a r y  m e a n s  of i m p l e m e n t i n g  p u r c h a s e s ,  cr e d it  ca r d s  m i g h t  be e x p e c t e d  

to r ed u c e  the t r a n s a c t i o n s  d e m a n d  for m o n e y  for any g i v e n  level o f  income a n d  

i n t e re s t  rates. W i t h  c r e d i t  c ards a v a i l a b l e ,  c o n s u m e r s  c o u l d  c a r r y  less 

c u r r e n c y  and m a i n t a i n  s m a l l e r  a v e r a g e  c h e c k i n g  a c c o u n t  ba l a n c e s.  The a v a i l­

ab i l i t y  of a line of credi t ,  m o r e o v e r ,  m i g h t  als o  r e d u c e  the p r e c a u t i o n a r y  

d e m a n d  for mo n e y .  Thus, by e n a b l i n g  a g i v e n  level of m o n e y  s u p p l y  to support 

a larger no m i n a l  v o l u m e  of t r a n s a c t i o n s ,  w h i c h  w o u l d  sho w up in an inc r e a s e d 

v e l o c i t y  of mo n ev ,  c r e d i t  c a r d s  could c o n t r i b u t e  to e x p a n s i o n  in real e c o n o m i c  

o u t p u t  (g i v e n  less tha n  full e m p l o y m e n t  i nitially).

Some q u a l i f i c a t i o n s  to the f o r e g o i n g  a n a l y s i s  are n e c es s a r y ,  h o w­

ever. One q u a l i f i c a t i o n  c o n c e r n s  the a s s u m p t i o n  ot an initial c o n d i t i o n  of

1. F u r t h e r  s e c o n d a r y  e f f e c t s  w o u l d  be g o v e r n e d  by v a r i o u s  e l a s t i c i t i e s  

p r e s e n t  in u n d e r l y i n g  r e l a t i o n s h i p s ,  an d  such factors as w h e t h e r  the m o n e y  

s u p p l y  r e m a i n e d  fixed as the e f f e c t s  o f  c r e d i t  c ards emerged. For instance, 

w i t h  the rise in c o n s u m p t i o n ,  the t r a n s a c t i o n s  d e m a n d  for m o n e y  b a l a n c e s  

w o u l d  also tend to rise. A s s u m i n g  a fixed s u p p l y  of money, inter e st  rates 

w o u l d  h a v e  to ris e  in o r d e r  to hold m o n e y  d e m a n d  c o n s t a n t .  At h i g h e r  i n t e r e s t  

rates, some i n v e s t m e n t  s p e n d i n g  w o u l d  be d i s c o u r a g e d ,  l i m i t i n g  the initial 

t e n d e n c y  towar d s  e c o n o m i c  e x p a n s i o n  i n d u c e d by cr ed i t  cards. A full e x p l o r a t i o n  

o f  the m a n y  p o s s i b l e  o u t c o m e s  that c o u l d  a r i s e  from a c a r d - i n d u c e d  i n cr e a s e  in 

c o n s u m p t i o n  is b e y o n d  the s c op e  of this report.



less cha n  full e m p l o y m e n t .  If the e c o n o m y  is o p e r a t i n g  at a level a p p r o a c h i n g  

full employment,, then the o u t p u t  e f f e c t s  are by d e f i n i t i o n  q u i t e  limited.

A n y  t e n d e n c y  of c r e d i t  c a r d s  to b o o s t  the p r o p e n s i t y  to c o n s u m e  or to i n d u c e  

the h o l d i n g  o f  s m a l l e r  m o n e y  b a l a n c e s  v»ould m a i n l y  r e s u l t  in a b i d d i n g  up of 

p r i c e s .

S e c o n d ,  the f o r e g o i n g  a n a l y s i s  d e s c r i b e s  w h a t  is e s s e n t i a l l y  a s h i f t  

in e q u i l i b r i u m  o u t c o m e s  w i t h i n  an e c o n o m y .  It d e s c r i b e s  a t e n d e n c y  to s h i f t  

to a h i g h e r  o u t p u t  level or to a h i g h e r  level of p r i c e s ,  g i v e n  s a m e  c h a n g e  in 

u n d e r l y i n g  c i r c u m s t a n c e s , but the a n a l y s i s  does not h e l p  to i n t e r p r e t  o n g o i n g  

e c o n o m i c  p r o c e s s e s  s uch as the r a t e s  of c h a n g e  in o u t p u t  and p r i c e s  o v e r  time. 

T h a t  is, n o t h i n g  in the f o r e g o i n g  a n a l y s i s  i m p l i e s  any s i g n i f i c a n t  l o n g - r u n  

i m p a c t s  of c r e d i t  c a r d s  on i n f l a t i o n  or e c o n o m i c  g r o w t h ,  e x c e p t  i n s o f a r  as a 

c h a n g e  in the e q u i l i b r i u m  s a v i n g  rate m a y  a l t e r  the l o n g - r u n  c a p i t a l  

i n t e n s i t y  of the e c o n o m y . 1

T h i r d ,  the f o r e g o i n g  a n a l y s i s  a s s u m e d  a g i v e n  m o n e y  supply, w h e r e a s

in a c t u a l i t y  some a d j u s t m e n t s  in the m o n e y  s u p p l y  m i g h t  be e x p e c t e d  if a

m e a s u r a b l e  r e s p o n s e  by the e c o n o m y  to d e p l o y m e n t  of c r e d i t  c a r d s  w e r e

d e t e c t e d .  For c r e d i t  c ards to r a i s e  the g e n e r a l  level of p r i c e s  by r e d u c i n g

the ne e d  for t r a n s a c t i o n s  b a l a n c e s ,  the f u r t h e r  c o n d i t i o n  m u s t  D e r t a i n  that

the m o n e t a r y  a u t h o r i t i e s  w o u l d  fail to r e c o g n i z e  the s h i f t i n g  r e l a t i o n s h i p s

b e t w e e n  the m o n e y  s t o c k  and a g g r e g a t e  sp e n d i n g ,  and w o u l d  a i m  for m o n e t a r y

g r o w t h  t a r g e t s  that w e r e  too h igh. If this w e r e  the case, the r e s u l t i n g

i n f l a t i o n  m i g h t  be m o r e  p r o p e r l y  see n  as s t e m m i n g  as m u c h  fro m  ari e r r o r  in

1. It is true, of c ou r s e ,  that the u t i l i z a t i o  of c r e d i t  c a r d s  has d e v e l o p e d  

g r a d u a l l y  r a t h e r  than as a o n e - t i m e  c h a n g e  in e c o n o m i c  s t r u c t u r e .  Thus, a 

s e r i e s  of c o n t i n u a l  s h i f t s  in e q u i l i b r i u m  o v e r  a n u m b e r  of y e a r s  c o u l d  a p p e a r  

to be e n h a n c i n g  the p r o c e s s  of e c o n o m i c  g r o w t h  or c o n t r i b u t i n g  to the p r o c e s s  

o f  p r i c e  i n f l a t i o n .  It w o u l d  s till n e e d  to be r e c o g n i z e d  that the i n f l a t i o n a r y  

or g r o w t h  e f f e c t s  w o u l d  d i s s i p a t e  as the u t i l i z a t i o n  of cr e d it  c a r d s  r e a c h e d  

a limit.



p o l i c y  as from cr e d i t  cards, per se, s i n c e  the a u t h o r i t i e s  c o u l d  adjust 

m o n e t a r y  targ e ts  to a m o r e  a p p r o p r i a t e  g r o w t h  path.

Th e  impact o f  c r e d i t  cards on the s a v i n g  r a t e  has a l r e a d y  b e e n  

d i s c u s s e d  in C h a p t e r  3. S e v e r a l  s t u d i e s  in rec e n t  y e a r s  h a v e  e x a m i n e d  the 

r e l a t i o n s h i p  b e t w e e n  c r e d i t  c a r d s  and the d e m a n d  for mon e y.  E. M a r c u s , ^  in 

1960, first e x a m i n e d  the p o t e n t i a l  of cr ed i t  c a r d s  to re d u c e the n e c e s s a r y  

a v e r a g e  level of m o n e y  b a l a n c e s  by e n a b l i n g  a b e t t e r  s y n c h r o n i z a t i o n  of. 

p a y m e n t s  and r e c e i p t s .  M. F l a n n e r y  an d  D. J a f f e e ,  a n d  T. Russel l ,  d e v e l o p e d  

m o d e l s  in w h i c h  the t r a n s a c t i o n s  d e m a n d  for m o n e y  w o u l d  be r e d u c e d  as a re s u l t  

of c r e d i t  c a r d  u s e . 2 K. W h i t e  use d c r o s s - s e c t i o n a l  d a t a  to c o n c l u d e  that 

a v e r a g e  b a l a n c e s  hel d  per d o l l a r  of c r e d i t  car d  t r a n s a c t i o n s  are c o n s i d e r a b l y  

s m a l l e r  than b a l a n c e s  h e l d  for o t h e r  types of transactions.-^ G. G a r c i a  and

S. M i l l e r  e x a m i n e d  e m p i r i c a l l y  the impact of cr e d it  c ards on v a r i o u s  c o m­

ponents of a l t e r n a t i v e  m o n e y  c o n c e p t s . ^  Both found that the d e m a n d  for Ml 

is n e g a t i v e l y  r e l a t e d  to a c r e d i t  car d  v a r i a b l e ,  and that d e m a n d  for time 

d e p o s i t s  and for M2 wa s a l s o  n e g a t i v e l y  a s s o c i a t e d  w i t h  credit cards. In 

g e n e r a l ,  h o w e v e r ,  w h i l e  some e c o n o m i s t s  c l a i m  to have  d e t e c t e d  a s t a t i s t i c a l l y  

s i g n i f i c a n t  r e d u c t i o n  of m o n e y  d e m a n d  a s s o c i a t e d  w i t h  credit cards, the 

m a g n i t u d e  of the impact has u s u a l l y  b e e n  small.
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In s u m m a r y ,  it seems c l e a r  that s om e  sm a l l  imp a c t  on the level o f  

p r i c e s  can be a t t r i b u t e d  to the p o s i t i o n i n g  of r e t a i l e r  s u p p l y  c u r v e s  to 

r e f l e c t  credit c a r d  c o s t s  no t  b o r n e  b y  c a r d  u s e r s ,  b u t  no d e m a n d - r e l a t e d  or 

o t h e r  e f f e c t s  are d i s c e r n i b l e  on the le v e l s  o f  o u t p u t  or o f  p r i c e s .  All void, 

c h e r e  is l i t t l e  p e r s u a s i v e  e v i d e n c e  that c r e d i t  ca r d  u s e  ha s  c a u s e d  a n y  a p p r e­

c i a b l e  a l t e r a t i o n  in the d e m a n d  for m o n e y ,  a n d  the i m p a c t  of c r e d i t  c a r d s  o n  

the a g g r e g a t e  s a v i n g  r a t e  is a l s o  a p p a r e n t l y  q u i t e  small.
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Th e  ^ a s h  D i s c o u n t  Act of 1981 and its a n t e c e d e n t s  w e r e  d e s i g n e d  to 

r e m o v e  legal i m p e d i m e n t s  to Che c h a r g i n g  of s e p a r a t e  pri c e s for g oods sol d  

for c a s h  (or check) and for g o o d s  sold v i a  c r e d i t  cards. Th e  f un d a m e n t a l  \ 

o b j e c t i v e  of the Act w a j  to f o st e r  a p a y m e n t s  s y s t e m  in w h i c h  the costs o f  

o p e n - e n d  c r e d i t  w e r e  b o r n e  by those w h o  use suc h cred i t ,  and not in any w a y  

by those w h o  do not use it.

E n c o u r a g e m e n t  of a t w o - t i e r  retail pr-’ 'ing s t r u c t u r e  was, of course, 

one w a y  to a p p r o a c h  the d e s i r e d  a l l o c a t i o n  of c r e d i t  costs; an a l t e r n a t i v e  

w a y  m i g h t  h a v e  be e n  to p r o m o t e  e l i m i n a t i o n  of legal c e i l i n g s  on c o n s u m e r  

i n t e r e s t  rates and r e m o v a l  of any o t h e r  b a r r i e r s  that p r e v e n t  c r e d i t o r s  from 

c h a r g i n g  the full cost of c r e d i t  to its users. In this s e c tion, two a l t e r n a­

tive m e t h o d s  for a c h i e v i n g  o p t i m a l  a l l o c a t i o n  of c r e d i t  car d  c osts wil l  be 

e x a m i n e d :  (1) r e m o v i n g  the b a r r i e r s  to r e c o v e r y  of cr e d i t  costs thro u g h

f inan c e  c h a r g e s  and u ser fees, and (2) e s t a b l i s h i n g  a. t w o - t i e r  retail p r i c i n g  

s y s t e m  t h r o u g h  (a) d i s c o u n t s  for the use of c a s h  or (b) s u r c h a r g e s  for the 

use of credit.

6.1. Cost R e c o v e r y  T h r o u g h  F i n a n c ing R e v e n u e s

M a x i m u m  i n t e r e s t  rates that m a y  be c h a r g e d  on c o n s u m e r  cr e d it  are 

r e g u l a t e d  by i n d i v i d u a l  stat es ,  g e n e r a l l y  t h r o u g h  c o m p l e x  sets of laws that 

d e a l  s e p a r a t e l y  w i t h  d i f f e r e n t  types of c r e d i t  or d i f f e r e n t  c l a s s e s  of 

c r e d i t o r s .  M o s t  laws g o v e r n i n g  consume: i n t e re s t  rates w e r e  e n a c t e d  ma n y  

y e a r s  a go  to c r e a t e  e x c e p t i o n s  to s t a t u t o r y  or c o n s t i t u t i o n a l  p r o v i s i o n s  

that h a d  set a m a x i m u m  "l e g a l  rate of i n t e r e s t , "  a rate g e n e r a l l y  r e c o g n i z e d  

as m u c h  too low to m a k e  fe a s i b l e  the e x t e n s i o n  of r e l a t i v e l y  small c o n s u m e r  

loans. W i t h  s ome n o t a b l e  e x c e p t i o n s ,  the s p e c i a l  rate c e i l i n g s  e s t a b l i s h e d

6. SEPARATE PRICING OF CREDIT CARD SERVICES AND RETAIL PRODUCTS



for c o n s u m e r  l e n d i n g  o r i g i n a l l y  w e r e  set s u f f i c i e n t l y  h i g h  to a v o i d  s i g n i f i­

cant r e s t r a i n t  on the v o l u m e  of c r e d i t .  T y p i c a l l y ,  1 - 1 / 2  p e r c e n t  p e r  m o n t h  

(18 p e r c e n t  a n n u a l l y )  h a s  b e e n  the m a x i m u m  i n t e r e s t  r a t e  on c r e d i t  card 

l e n d i n g .  In s e v e r a l  s t a t e s ,  that r a t e  h a s  a p p l i e d  on b a l a n c e s  up to c e r t a i n  

a m o u n t s ,  such as the f i r s t  $500, w i t h  a l o w e r  r a t e  a p p l i c a b l e  to a m o u n t s  

o w e d  a b o v e  the t h r e s h o l d  level. A  few s t a t e s  m a i n t a i n e d  m a x i m u m s  as l o w  as 

1 p e r c e n t  per m o n t h ,  a n d  a f e w  set c e i l i n g s  as h i g h  as 1 - 3/ 4  p e r c e n t .

c'eanwhile, w i t h  the s u b s t a n t i a l  r i s e  in i n t e r e s t  r a t e s  f r o m  the 

m i d -  to l a t e - 1 9 7 0 s ,  the cos t  of c a r r y i n g  c r e d i t  c a r d  r e c e i v a b l e s  i n c r e a s e d  

c o n s i d e r a b l y .  G i v e n  the i n f l e x i b l e  s t a t u t o r y  c e i l i n g s  on c r e d i t  c a r d  

i n t e r e s t  r a t e s ,  the r i s e  in f i n a n c i n g  c o s t s  m e a n t  chat e a r n i n g s  f r o m  such 

l e n d i n g  d e t e r i o r a t e d .  Fo r  b a n k  i s s u e r s  of c r e d i t  c a r d s ,  tnis d e c l i n i n g  

p r o f i t a b i l i t y  is e v i d e n t  in f i g u r e s  f r o m  a n n u a l  F e d e r a l  R e s e r v e  S y s t e m  

s u r v e y s  on cost'} a s s o c i a t e d  w i t h  v a r i o u s  b a n k i n g  f u n c t i o n s ,  r e p o r t e d  in the 

F u n c t i o n a l  C'.-jt A n a l y s i s .̂ - T a b l e  6.1 r e p r o d u c e s  f r o m  thi s  r e p o r t  s e l e c t e d  

d a t a  o n  c r e d i t  c a r d  _osts for r e c e n t  y e a r s ,  w i t h  b a n k s  g r o u p e d  i nto t h r e e  

d e p o s i t - s i z e  c l a s s i f i c a t i o n s .  W h i l e  the a c t u a l  c o s t  of fu n d s  m a y  d i f f e r  

f r o m  o n e i n s t i t u t i o n  to a n o t h e r ,  it is c l e a r  chac on a v e r a g e  the c o s t  of 

f unds was  the m a j o r  f a c t o '  in the shift f r o m  p o s i t i v e  to n e g a t i v e  p r o f i t­

a b i l i t y  o n  b a n k  c r e d i t  c a r d  o p e r a t i o n s  b e t w e e n  1977 and 1 98 1 . -

T h e  s h r i n k i n g  p r o f i t a b i l i t y  of c r e d i t  c a r d s  in the late 1970s 

p r o v o k e d  a n u n b e r  of r e s p o n s e s  a m o n g  c r e d i t o r s  and s t a t e  l e g i s l a t u r e s .  W i t h  

r a t e  i n c r e a s e s  .ropedcd b y  s t a t e  law and m a n y  c a r d  u s e r s  e s c a p i n g  i n t e r e s t  

c h a r g  s b y  p a y i n g  m o n t h l y  b i l l s  in full, the i m p o s i t i o n  by c r e d i t o r s  of

1. F e d e r a l  R e s e r v e  B a n k  of B o s t o n,  F u n c t i o n a l  Cwist A n a l y s i s  ( F e d e r a l  R e s e r v e  

B a n k  of l o s t o n ,  a n n u a l  e d i ti o n s ) .

2. C o m p r e h e n s i v e  s t a t i s t i c s  for r e t a i l  f i r m s  o p e r a t i n g  t h e i r  o w n  c a r d  p l a n s  are 

no t  a v a i l a b l e  for a s i m i l a r  time p e r io d ,  but r e t a i l e r s  are s u b j e c t  to the s a m e  

g e n e r a l  m o n e y  and c a p i t a l  m a r k e t  f o r c e s  as o t h e r  s u p p l i e r s  of c o n s u m e r  C r e d i t .
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" m e m b e r s h i p "  fees u n r e l a t e d  to a c co u n t  a c t i v i t y  wa s  b e c o m i n g  i n c r e a s i n g l y  

c o m m o n  in 1979. It t hen spread r a p i d l y  in 1980 w h e n  federal c r e d i t  c o n t r o l s  

c r e a t e d  an a d d i t i o n a l  i n c e n t i v e  to r a i s e  the p ice of c o n s u m e r  c r e d i t . ^

Suc h u s e r  fees w e r e  illegal in c e r t a i n  s t a t e s ,  but in some c as e s  the l e g i s l a­

tures r e v i s e d  t h e i r  s t a t u t e s  to p e r m i t  t h es e  n o n - i n t e r e s t  a s s e s s m e n t s .  By

the late 1970s, l a w m a k e r s  h a d  also b e g u n  to r a i s e  or r e m o v e  the r e s t r i c t i v e

• • # 0  * 
i n t e r e s t  r a t e  c e i l i n g s  as w e l l . -  In some cases, s t at e  l e g i s l a t u r e s  w e r e

p r o d d e d  into a c t i o n  b y  the fact or l i k e l i h o o d  of b a n k s  m o v i n g  t h e i r  credit

c a r d  o p e r a t i n g  arms to o t h e r  s t a t e s  c o n s i d e r e d  to h a v e  a m or e  a c c o m m o d a t i n g

e n v i r o n m e n t  for such bus i n es s .

In all, b e t w e e n  the end of 1978 and the c l os e  of 1981, 32 states \

r e v i s e d  t h e ir  laws g o v e r n i n g  i n t erest r a t es  on r e v o l v i n g  cre d i t a cc ounts.

At the end of 1978, five states had c e i l i n g s  b e l o w  1-1/2 p e r c e n t  for the

e n t i r e  b a l a n c e  and 20 m o r e  states h a d  c e i l i n g s  b e l o w  1-1/2 percent a p p l i c a b l e

to a part of the b a l a n c e .  By tho end of 1981, just one s tate c o n s t r a i n e d

r a t e s  to b e l o w  1-1/2 p e r c e n t  on any  a m o u n t  owed, and o n l y  n ine states

m a i n t a i n e d  a limit b e l o w  that Level on some part of the balance.-^

n  For c e r t a i n  t y p e s  of credit, p a r t i c u l a r l y  " o p e n - e n d "  c r ed i t ,  c r e d i t o r s  were 

r e q u i r e d  u n d e r  the c o n t r o l s  p r o g r a m  to post a s p e c i a l  n o n - i n t e r e s t - b e a r i n g  

d e p o s i t  w i t h  the F e d e r a l  R e s e r v e  for any i n c r e a s e  in credit o u t s t a n d i n g  a bove 

a s p e c i f i e d  " b a s e "  amount.

2, O hi o ,  for e x a m p l e ,  ha s  r e v i s e d  its c o n s u m e r  le n d i n g  s t a t u t e s  t wice since 

1979. E f f e c t i v e  in M a r c h  of 1980, it b r o u g h t  a l l o w a b l e  i n te r e s t  rates on 

r e v o l v i n g  c re d i t  up to 1-1/2 p e r c e n t  per m o n t h  from a p r e v i o u s  g r a d u a t e d  

c e i l i n g  c a p p e d  at i oercent on b a l a n c e s  o v e r  $400. T h e n  in e a r l y  1982 it 

a u t h o r i z e d  c r e d i t o r s  .o ch a r g e w h a t e v e r  r ate w e r e  e s t a b l i s h e d  by c o n t r a c t  

w i t h  the b o r r o w e r ,  not to e x c e e d  25 p e r c e n t  per year. S e v e r a l  o t he r  states, 

i n c l u d i n g  N e w  J e r s e y  ana N e w  York, n o w  l i k e w i s e  limit fina n c e  c h a r g e s  to the 

rat e "set b y  c o n t r a c t . "  Was. 'np^nn and M i n n e s o t a ,  two st a t es  w h i c h  f o r m er l y  

c a p p e d  c r e d i t  c a r d  interest r a.es at 1 p e r c e n t  per mon t h ,  h a v e  r e v i s e d  their 

laws. In M i n n e s o t a ,  c u s t o m e r s  n o w  h a v e  the o p t i o n  of p a y i n g  a 1 percent 

m o n t h l y  f i n a n c e  c h a r g e  plus an a n nu a l  fee ( m a x i m u m  of $15), or a finance 

rat e of 1-1/2 p e r c e n t  pe' m o n t h  w i t h  no fee p e r m i t t e d .  In W a s h i n g t o n ,  the 

c e i l i n g  was r a i s e d  to ..-1/2 p e r c e n t  per m o n t h  in 1981, and W a s h i n g t o n  v ot e r s  

s u b s e q u e n t l y  r e j e c t e d  an i n i t i a t i v e  item that w o u l d  h a v e  r e s t o r e d  the 

p r e - 1 9 8 1  1 p e r c e n t  limit.

3. C h a r l e s  H. G u s h e e ,  e d ., Th e Cost o f  P e r s o n a l  B o r r o w i n g  in the U n i t e d  

S t a t e s  (Boston: F i n a n c i a l  P u b l i s h i n g  C o m p a n y ,  1979, 1982).



-72 -

TABLE 6.1

N E T  E A R N I N G S  O N  C R E D I T  C A R D  P L A N S  A T  C O M M E R C I A L  B AN K S  

EC.- ^ E L E C T E D  Y E A R S  BY D E P O S I T  S I Z E  C A T E G O R I E S

1 E a r n i n g s and C o s t s  as P e r c e n t  o f R e c e i v a b l e s

B a n k  C a t e g o r i e s  b v  D e p o s i t  S ize I 1977 1979 1980 1 1981

L e s s  than  $ 5 0  m i l l i o n

Ne t  e a r n i n g s  b e f o r e  c o s t  of m o n e y 4 . 6 3 3 .89 4 .7 0 4 . 9 6

r .st of m o n e y 4 . 9 7 5 .80 6.90 8 . 4 9

N e t  e a r n i n g s  a f t e r  c o s t  o f  m o n e y - . 3 3 - 1 . 9 1 - 2 . 2 0 - 3 . 5 3

$50 - S 2 0 0  m i l l i o n

Net e a r n i n g s  b e f o r e  cos t  of m o n e y 6. 4 0 6.4 2 6.85 7.98

Cost of m o n e y 4 . 7 7 6.1 0 7.12 9 . 0 5  *

Ne t  e t r n i n g s  a f t e r  c ost of m o n e y 1.62 - . 3 2 - 0 . 27 - 1 . 0 7

M o r e  than $ 2 0 0  m i l l i o n

Net e a r n i n g s  b e f o r e  cost of m o n e y 7 .95 8. 3 2 6.17 1 0.86

Cos t of m o n e y 4 . 6 3 6 .5 2 7.95 9 . 5 3

Net e a r n i n g s  a f t e r  c ost of m o n e y 3 . 3 2 1.80 - 1 . 7 8 1.33

Sour c e :  F e d e r a l  R e s e r v e  B a n k  of B o s to n ,  F u n c t i o n a l  C o s t  A n a l y s i s , 1978, 1980,

1981, 1982.

W h i l e  r a t e  c e i l i n g s  h a v e  b e e n  p e r h a p s  the p r i n c i p a l  b a r r i e r  to fully

r e c o v e r i n g  the cos t  of c r s d i t  d i r e c t l y  f r o m  c r e d i t  u s e r s ,  i o t h e r  f a c t o r s  suc h

as the c u s t o m a r y  i n t e r e s t”free " g r a c e  p e r i o d "  on a c c o u n t s  paid  in full m a y

a l s o  a f f e c t  a c r e d i t o r ' s  A b i l i t y  to c o v e r  co st s .  T h e  c o s t l i n e s s  of any g r a c e

1. I n  1968, G. L y n c h  found that p r i c e s  p a i d  on  s e l e c t e d  a p p l i a n c e s  in L i t t l e  

Rock, A r k a n s a s  ( w h e r e  f i n a n c e  r a t e s  w e r e  s u b j e c t  to a c o n s t i t u t i o n a l  c e i l i n g  

of 10 pe r c e n t )  w e r e  f r o m  3 to 7 p e r c e n t  h i g h e r  i.han p r i c e s  p a i d  in c i t i e s  

l o c a t e d  in less r e s t r i c t i v e  s t a t e s .  T h e  N a t i o n a l  C o m m i s s i o n  on C o n s u m e r  

F i n a n c e  c o n c l u d e d  that: " R e g a r d l e s s  of the c o s t s  o f  p r o v i d i n g  an y  f o r m  of

s a l e s  c r ed i t ,  a r e d u c t i o n  by l e g i s l a t i v e  fiat of the p e r m i t t e d  g r o s s  i n c o m e  

f r o m  f i na n c e  c h a r g e s  n e c e s s i t a t e s  a d j u s t m e n t s  in g o o d s  p r i c e s ,  fees, or 

a v a i l a b i l i t y .  If not, l o we r e d  p r o f i t s  w i l l  f orce some r e t a i l e r s — p r o b a b l y  

s m a l l  o n e s — out of b u s i n e s s .  W h i l e  c r e d i t  seller,' m a y  r e c o v e r  part of t h e i r 

lost income by r e d u c i n g  o t h e r  s e r v i c e s  or a d d i n g  fees for s e r v i c e s  p r e v i o u s l y  

f u r n i s h e d  w i t h o u t  c h a r g e ,  the m os t  l i k e l y  o f f s e t  is an i n c r e a s e  in c a s h  p r i c e s  

r e s u l t i n g  in a s u b s i d y  of c r e d i t  by c a s h  p u r c h a s e r s .  (See: G ene C. Lynch,

" C o n s u m e r  C r e d i t  at T e n  P e r  C e n t  Simp l e :  T h e  A r k a n s a s  C a s e , "  U n i v e r s i t y  o f

I l l i n o i s  L a w  R e v i e w  (1968), pp. 5 9 2 - 6 0 1 ,  a n d  N a t i o n a l  C o m m i s s i o n ,  C o n s u m e r  

C r e d i t  in the U n i t e d  S t a t e s ,  p. 107.)
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period, of course, w ou l d  v a r y  v i c h  the cost of funds i n vo l v e d  in f i n a n c i n g  

r e c e i v a b l e s .1

T h e  a s s e s sm e n t  o f  u s e r  fees and a m o d e r a t e  b o o s t i n g  o f  fina nc e  

rates s ince ar o u n d  1980 h a v e  b e e n  g r a d u a l l y  shift;,-.g m o r e  of the cost of 

c r e d it  c a r d  o p e r a t i o n s  o n t o  the users of cre d i t  cards. Some card issu e r s  

h ave als o  a c t e d  to c i r c u m s c r i b e  the g r a c e  p e r i o d  by c h a r g i n g  in t e r e s t  from 

the date of b i l l i n g  to the d a t e  of p a y m e n t  on a c c o u n t s  paid in full, o r.by 

c h a r g i n g  a m o n t h l y  " m a i n t e n a n c e  fee" on such a c c o u n t s .  These d e v e l o p m e n t s  

may be r e d u c i n g  the need to c o v e r  c r e d i t  c osts t h r o u g h  m e r c h an t  d i s c o u n t  fees- 

or t h r o u g h  h i g h e r  prices c h a r g e d  for g oods and s e r v i c e s .  The s u r v e y  of 

r e tailers s u m m a r i z e d  in C h a p t e r  4 s u g g e s t s  that m e r c h a n t  d i s c o u n t s  indeed may 

have been p ared down on a v e r a g e  in re c e n t  yea r s .  The average fee r e p o r t e d  

there of 3 percent ( u n w e i g h t e d  in any w a y  for size of firm) and the p r o p o r t i o n  

of r e s p o n d e n t s  p a y i n g  a 5 p e r c e n t  fee are both lower than c o r r e s p o n d i n g

1. At least one e conomist, h o w e v e r ,  has c o n c l u d e d  that "the impact of the 

s o - c a l le d  'free ride' is p r o b a b l y  s u b s t a n t i a l l y  less than often s u g g e s t e d . "  

F r o m  an e x a m i n a t i o n  of a c c o u n t  r e c o r d s  at a large retail chain in 1973, E. R. 

M c A l i s t e r  found that the 26 perce n t  of a c t i v e  a c c o u n t  holders w h o  paid no 

finance c h a r g e  d u r i n g  a 1 2 - m o n t h  p e r i o d  r e p r e s e n t e d  a m uch s m a l l e r  share

(4 percent) of total b a l a n c e s  o u t s t a n d i n g .  (Se e  E. Rav McAlis t e r ,  w ith 

E d w a r d  D e S p a i n,  An E m p i r i c a l  A n a l y s i s  of Retail R e v o l v i n g  Credit (West 

L a f a y et t e ,  Ind.; K r a n n e r t  G r a d u a t e  School of M a n a g e m e n t ,  Pu r d u e U n i v e r s i t y ,  

1975) , pp. 4 ' - 4 8 . )  But McAlister., in turn, m a y  h ave u n d e r s t a t e d  Lhe m a g n i t u d e  

ol the " free ri d e . "  For o n e  thing, the 49 p e r c e n t  w h o  paid a f i na n c e  ch a r g e 

" jome of the time" also o b t a i n e d  a " f r e e  r ide" on occ a s i on ,  p e r h a p s  f requently, 

out M c A l i s t e r  did not r e p o r t  in de t a i l  on e x p e r i e n c e  wit h  these c r e d i t  users. 

T h e  s i g n i f i c a n t  rise in the costs of f i n a n c i n g  r e c e i v a b l e s  since 1973 w o u l d  

also s erve to temper M c A l i s t e r ' s  d i s m i s s a l  of the g r a c e  period's i m p o r t a n c e  

in the o v e r a l l credit cost s t r u c t u r e .

2. A s t u dy  cC four states h a v i n g  w i d e l y  d i f f e r e n t  rate ceilings f o u n d  that 

the a v e r a g e  merchant d i s c o u n t  fee in a l o w - c e i l i n g  state ( Arkansas) wa s  c o n­

si d e r a b l y  h i g h e r  than in a h i g h - c e i l i n g  state ( I l l i no i s ) .  See R o b e r t  W. 

J o h n s o n ,  Reta i l er s :  CRC 1979 C r e d i t o r  -Survey (Wes L a f a y et t e ,  Tnd.:

K i a n n e r t  G r a d u a t e  School oii M a n a g e m e n t ,  P u r d u e  U n ' . e r s i t y ,  1980). For a 

s i m i l a r  f.nd i n g  c o m p a r i n g m e r c h a n t  d i s c o u n t s  in C a l i f o r n i a  and W a s h i n g t o n  

State, se e  G. G. G o r d o n  anu  o t h er s ,  T h e Impact of a C o n s u m e r  C r e d i t  Interest 

L i m i t a t i o n  L a w  (Seattle: U n i v e r s i t y  of W a s h i n g t o n ,  1970) , p"! 19.



m e a s u r e s  g e n e r a l l y  b e l i e v e d  Co p r e v a i l  a fe w y e a r s  ago.^- L e g a l  b a r r i e r s  in 

s e v e r a l  s t a t e s  s t i l l  limit r e c o u r s e  to some or all of the m e t h o d s  for c o v e r i n g  

c r e d i t  ca r d  c o s t s  d i s c u s s e d  here, but c e r t a i n l y  to a l e s s e r  e x te n t  t h a n  a fe w  

y e a r s  ago. C o n t i n u e d  state l e g i s l a t i v e  a c t i o n  on t h i s  f r o n t  c o u l d  in tim e  

r e l e g a t e  the a p p r o a c h  of the C a s h  D i s c o u n t  Act to a s e c o n d a r y  r o l e . ^

6.2. T w o - t i e r  P r i c i n g  S t r u c t u r e

If the c o s t s  of credit ar e  not f u l l y  m e t  b y  f i n a n c i n g  r e v e n u e s ,  t h e y  

c o u l d  t h e o r e t i c a l l y  be r e c o v e r e d  f r o m  u s e r s  of c r e d i t  by c h a r g i n g  t h e m  an 

a p p r o p r i a t e l y  h i g h e r  p rice than p a i d  b y  c a s h  b u y e r s .  T h a t  is, any p a r t i c u l a r  

ite m co u l d  c a r r y  two prices, a c a s h  p r i c e  and a h i g h e r  c r e d i t  p r i c e . 3 T h i s  

is the a p p r o a c h  e n c o u r a g e d  by the C a s h  D i s c o u n t  Act. As n o t e d  e a r l i e r ,  the 

Act a l s o  m a k e s  a f u r t h e r  d i s t i n c t i o n  b e t w e e n  d i s c o u n t s  for cas h and s u r c h a r g e s  

for cred i t .  A t w o - t i e r  price s t r u c t u r e  e s t a b l i s h e d  t h r o u g h  d i s c o u n t s  for 

c a s h  is f a v o r e d  b y  the Act; t w o - t i e r  p r i c i n g  a r r i v e d  at t h r o u g h  a s u r c h a r g e  

for c r e d i t  is e f f e c t i v e l y  barred.

T h e  d i s t i n c t i o n  b e t w e e n  s u r c h a r g e s  and d i s c o u n t s  h a s  little a p p a r e n t  

f o u n d a t i o n  in e c o n o m i c  theory. E c o n o m i c a l l y  s p e a k i n g ,  th* two are f u n c t i o n a l  

e q u i v a l e n t s ;  in a t w o - t i e r  s y s t e m  tied to the c o s t  of c r e d i t ,  there a r e  s i m p l y  

two s e p a r a t e  p r i c e s ,  w i t h  the d i f f e r e n c e  b e t w e e n  t h e m  r e p r e s e n t i n g  c r e d i t
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1. C o m p a r a b l e  s u r v e y  d a t a  are not a v a i l a b l e  for e a r l i e r  p e r i o d s ,  but p e r s o n n e l  

at a m a j o r  c a r d  i n t e r c h a n g e  s y s t e m  c o n f i r m  that m e r c h a n t  d i s c o u n t  fees h a v e  

g e n e r a l l y  d r o p p e d  in the past t h r e e  to five years.

2. T h e  e f f e c t i v e  r e m ov a l  of a r t i f i c a l  b a r r i e r s  to f i n a n c e  r a t e s  and o c h e r  

fees w o u l d  r e s u l t  in the d e t e r m i n a t i o n  of d i r e c t  c h a r g e s  to cre d i t  u s e r s  and 

f a c t o r i n g  fees to r e t a i l e r s  by m a r k e t  forces. T h e  " m e r c h a n t  d i s c o u n t "  w o u l d  

not n e c e s s a r i l y  be e l i m i n a t e d  e n t i r e l y ,  but w o u l d  be e s t a b l i s h e d  in a m o r e  

f u l l y  c o m p e t i t i v e  e n v i r o n m e n t .

3. In fact, s e v e r a l  p r i c e  tiers w o u l d  be a l l o w a b l e  u n d e r  the Act, a p p a r e n t l y  

as long as the c r e d i t  p r i c e — the " r e g u l a r "  p r i c e — o c c u p i e d  the h i g h e s t  tier. 

G i v e n  that the c o s t s  of checks for m a n y  r e t a i l e r s  are less than for c r e d i t  

c a r d s  and m o r e  t h a n  for cash, s o m e  m e r c h a n t s  m i g h t  w i s h  to adopt a t h r e e - t i e r  

p r i c i n g  s y s t e m .  Discoui:f^ for c a s h  c o u l d  a l s o  v a r y  b y  the size of the t r a n s­

ac t i o n  or by the type of m e r c h a n d i s e  p u r c h a s e d .  T h r e e - t i e r  and o t h e r  p o s s i b l e  

p r i c i n g  s t r u c t u r e s  a re  not d i s c u s s e d  in d e t a i l  in this repo r t .



c osts not offset by f i n a n c i n g  rev e n u e s .  W h e t h e r  that d i f f e r e n c e  is ca l l e d a 

" s u r c h a r g e "  in r e f e r e n c e  to the lower p r i c e  or a " d i s c o u n t "  in r e f e r e n c e  to 

the h i g h e r  p rice should n e t  m a t t e r .  N e v e r t h e l e s s ,  there .»ay e x i s t  some 

p r a c t i c a l  c o n s i d e r a t i o n s  that w a r r a n t  a legal d i s t i n c t i o n  b e t w e e n  s u r c h a r g e s  

and d i s c o u n t s .

F r o m  one v i e w p o i n t ,  it raighc a p p e a r  o b v i o u s  that s u r c h a r g e s  and 

d i s c o u n t s  w o u l d  result in d i f f e r e n t  p airs of prices. A f t er  all, if a n - i t e m  

r e g u l a r l y  sells for $20, a $1 d i s c o u n t  for cas h  e s t a b l i s h e s  a $2 0 / $  19 price 

s t r u c t u r e ,  w h i l e  a $1 s u r c h a r g e  for cr e di t  c r e a t e s  a $ 2 1 / $ 2 0  p r i c e  s tructure. 

The root p r o b l e m  with this v i e w  is the im p licit a s s u m p t i o n  of a fixed, iden­

tifiable,  " r e g u l a r  pr i c e "  fro m  w h i c h  all a d j u s t m e n t s  w o u l d  be m ade. In fact, 

‘of c ouree ,  p r i c e s  at the r e t a i l  level m a y  be a l t e r e d  r e p e a t e d l y .  M e r c h a n d i s e  

a l r e a d y  labe l e d with a s i n g l e  p rice of $20 (for e x a m p l e )  c ould be first 

r e p r i c e d  to $21, then o f f e r e d  on a d i s c o u n t - f o r - c a s h  b a s i s  at some later 

point. B a n n i n g  s u r c h a r g e s  w o u l d  not prev e n t  e s t a b l i s h m e n t  of a $ 2 1 / $ 2 0  

p rice s t r u c t u r e ,  at least in the long run. For s e a s o n a l  m e r c h a n d i s e ,  such as 

c l o t h i n g ,  tne n o t i o n  of an i d e n t i f i a b l e  r e g u l a r  p r i c e  is e ven m o r e  e l u s i v e —  

old s t o c k  is p e r i o d i c a l l y  r e m o v e d  and n e w  items are o f f e r e d  for sale w i t h  

f r e s h l y  t a g g e d  prices. For a n e w l y  s t o c k e d  i tem with  a price tag of, say,

$39 c r e d i t / $ 3 7  cash, no o r i g i n a l  o n e - t i e r  r e g u l a r  p r i c e  c ould be id e n t i f i e d.  

P e r h a p s  the item w o u l d  h a v e  b e e n  pri c ed  at $38 u n d e r  a s i n g l e - p r i c e  system; 

in fact, t h e r e  is no way to tell.

A n o t h e r  w a y  to v i e w  this issue is to ask w h y  a m e r c h a n t  c h a r g i n g  

all c u s t o m e r s  $20 for a c e r t a i n  item w o u l d  w i l l i n g l y  r e d u c e  the p r i c e  to $19 

for some s e g m e n t  of hxs c u s t o m e r s .  If he c o u l d  get $20, why w o u l d  he c h a r g e  

$19? O n e  p o s s i b i l i t y  is that, by t y i n g  the d i s c o u n t  to paym e n t  b y  cash, the 

m e r c h a n t  m i g h t  h o p e  to s t i m u l a t e  a s hift from c r e d i t  card use to c a s h  that
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w o u l d  r e d u c e  h i s  c r e d i t  c o s t s ,  t h e r e b y  " p a y i n g  for "  the s e l e c t i v e  p r i c e  

r e d u c t i o n .  T h e  s u c c e s s  of such a p o l i c y  w o u l d  r e q u i r e  tha t  the i n i t i a l  

p r o p o r t i o n  of s a l e s  on c r e d i t  c a r d s  be h i g h  and tha t  a s u b s t a n t i a l  s w i t c h  

f r o m  c r e d i t  to c a s h  o c c u r  in r e s p o n s e  to the o f f e r e d  d i s c o u n t  (or that the 

co s t  of p r o v i d i n g  c r e d i t  be v e r y  h i g h ) .

F o r  i n s t a n c e ,  if o n l y  20 p e r c e n t  of s a l e s  a r e  o n  c r e d i t  p r i o r  to 

the d i s c o u n t ,  t h e n  an y  m e r c h a n t  c h o o s i n g  to d i s c o u n t  f r o m  h i s  " o l d "  r e g u l a r  

p r i c e  w o u l d  be r e d u c i n g  the p r i c e  to the 80 p e r c e n t  of h i s  c l i e n t e l e  wh o  

a l r e a d y  use c a s h  (and p a y  h i s  r e g u l a r  pr i c e ) as w e l l  as to the m u c h  s m a l l e r

t a r g e t  g r o u p  of c r e d i t  u s e r s  wh o  c a n  be p e r s u a d e d  to s w i t c h  to c ash. If

e v e n  h a l f  jf t h o s e  w h o  n o r m a l l y  use c r e d i t  shift to c a s h  (10 p e r c e n t  of the 

to t a l  c l i e n t e l e  in this e x a m p l e ) ,  the c o s t  of c r e d i t  w o u l d  h a v e  to be 

8 t i m e s l a r g e r  tha n  a n y  d i s c o u n t  f r o m  the r e g u l a r  p r i c e  if net p r o f i t s  are 

to be u n d i s t u r b e d .  B a s e d  on the l i k e l y  r e l a t i o n s h i p  b e t w e e n  the c o s t s  of 

c a s h  a n d  the c o s t s  of c r e d i t  d i s c u s s e d  in e a r l i e r  s e c t i o n s ,  the m e r c h a n t  in 

th i s  s i t u a t i o n  a l m o s t  c e r t a i n l y  w o u l d  h a v e  to r a i s e  h i s  r e g u l a r  p r i c e  b e f o r e  

a p p l y i n g  a d i s c o u n t  in o r d e r  to a v o i d  a r e d u c t i o n  in p r o f i t s .  ̂

But the o f f e r  of a d i s c o u n t  m i g h t  i n c r e a s e  s a l e s ,  it c o u l d  a l s o  be

a r g u e d ,  w h i c h  c o u l d  p r o v i d e  an a d d i t i o n a l  o f f s e t  to c r e d i t  c o s t s .  T h i s

p o s s i b i l i t y  r e q u i r e s  c a r e f u l  a n a l y s i s ,  h o w e v e r .  T h e  w h o l e s a l e  c ost to the

r e t a i l e r  of a d d i t i o n a l  m e r c h a n d i s e  w o u l d  h a v e  to be c o v e r e d ,  as w e l l  as the

r e d u c e d  p r o f i t  m a r g i n s  on items that c o u l d  h a v e  b e e n  sold at the h i g h e r  price,

and an y o t h e r  i n c r e a s e  in s e l l i n g  c o s t s  a s s o c i a t e d  w i t h  h i g h e r  v o l u m e .  T h e s e

r e q u i r e m e n t s  s u g g e s t  the n e c e s s i t y  that the m e r c h a n t  fac e a h i g h l y  e l a s t i c

1. A m o r e  d e t a i l e d  e x a m p l e  of h o w  p r i c e s  in a t w o - t i e r  s y s t e m  m i g h t  c o m p a r e  

w i t h  the p r i c e  in a s i n g l e - p r i c a  s y s t e m  is p r e s e n t e d  in A p p e n d i x  C. T h e  

h y p o t h e t i c a l  e x a m p l e ,  for a g a s o l i n e  s e r v i c e  s t a t i o n  that s w i t c h e s  to a 

d i s c o u n t - f o r - c a s h  syst e m ,  u t i l i z e s  some s u r v e y  d a t a  on  c o n s u m e r  r e a c t i o n s  to 

g a s o l i n e  d i s c o u n t s  d i s c u s s e d  b e l o w  in C h a p t e r  6, s e c t i o n  3.

I
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d e m a n d  curve. F r o m  the point of v i e w  of a s i n g l e  m e r c h a n t  w h o  o f f e r s  a 

d i s c o u n t  (while m o s t  c o m p e t i t o r s  d o  not), the s ales i n c r e a s e  a r g u m e n t  seems 

to d e p e n d  on c o m p e t i t o r s  o b s e r v i n g  a loss of c u s t o m e r s  w i t h o u t  r e t a l i a t i n g  

t h r o u g h  t h e i r  o w n  p r i c i n g  s t r a t e g i e s .  If c o m p e n s a t i n g  a c t i o n s  of c o m p e t i t o r s  

are a s s u m e d ,  so that a sales i n c r e a s e  for a t y p i c a l  m e r c h a n t  w o u l d  h a v e  to 

r e p r e s e n t  " n e w "  b u s i n e s s  not a t t r a c t e d  f r o m  c o m p e t i t o r s — t h e n  the sales g a i n  

a r g u m e n t  r e q u i r e s  that i n d u s t r y - w i d e  d e m a n d  for the p r o d u c t  be h i g h l y  elastic; 

that is, that a r e d u c t i o n  in p r i c e  s t i m u l a t e s  e n o u g h  a d d i t i o n a l  s ales to 

i n c r e a s e  total r e v e n u e s  b y  m o r e  t han the cost of a d d i t i o n a l  m e r c h a n d i s e .  But 

if this d e m a n d  c o n f i g u r a t i o n  exists, it g e n e r a t e s  a m o t i v a t i o n — c o m p l e t e l y  

a part f r o m  the d i s c o u n t  i s s u e — to lower the p rice and r e a p  a d d i t i o n a l  sales.

It the n  b e c o m e s  n e c e s s a r y  to e x p l a i n  w h y  r e t a i l e r s  w o u l d  o p e r a t e  at an i n f e r i o r  

p r i c i n g  p o s i t i o n  p r i o r to the time that d i s c o u n t s  for cas h  b e c a m e  an option.

P e r h a p s  the m o s t  s t r a i g h t f o r w a r d  a r g u m e n t  for m a k i n g  a d i s t i n c t i o n  

b e t w e e n  a s u r c h a r g e  and a d i s c o u n t — an a rg u m e n t  that wa s  e m p l o y e d  in Se n a t e  

f l o o r  d i s c u s s i o n s — is that to a l l o w  b o t h  a p p r o a c h e s  to t w o - t i e r  p r i c i n g  

c o u l d  b r e e d  u n n e c e s s a r y  and d e t r i m e n t a l  c o n f u s i o n  a m o n g  c o n s u m e r s .  If only 

d i s c o u n t s  a r e  a l l o w e d  from the po s te d  price, p o t e n t i a l  p u r c h a s e r s  w o u l d  always 

k n o w  that t hey w o u l d  be c h a r g e d  no h i g h e r  than the p o s t e d  price; if s u r c h a r g e s  

are a l l o w e d  as w e l l ,  c u s t o m e r s  w o u l d  be less sure w h e t h e r  the po s t e d  p rice is 

the h i g h e r  c r e d i t  p r i c e  or the l ower c ash price. If a d v e r t i s i n g  or i n - st o r e  

d i s p l a y s  fail to m a k e  a s u r c h a r g e  p o l i c y  clear, c r e d i t  car d  c u s t o m e r s  m a y  be 

a t t r a c t e d  b y  a low a d v e r t i s e d  cas h  price and w i n d  up p a y i n g  ar. u n e x p e c t e d l y  

h i g h e r  c r e d i t  price.

T h e  f orce of the a b o v e  a r g u m e n t  d e p e n d s  in p art u p o n  the d e g r e e  of 

c o m p e t i t i v e n e s s  in the m a r k e t p l a c e ,  as n o te d  in C h a p t e r  5. In the long run, 

if r e t a i l i n g  is c o m p e t i t i v e ,  s t o r e s  that m i s l e a d  c u s t o m e r s  a b o u t  s u r c h a r g e
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p r a c t i c e s  s t a n d  to l ose c u s t o m e r s  to m o r e  f o r t h r i g h t  c o m p e t i t o r s .  C o n s u m e r s  

m i g h t  be c a u g h t  u n a w a r e  b y  a s u r c h a r g e  in some i n s t a n c e s ,  but w o u l d  be u n l i k e l y  

to be " s t u n g "  r e p e a t e d l y .  •• E x p e r i e n c e  w o u l d  lead c o n s u m e r s  to a v o i d  f u t u r e  

v i s i t s  to s t o r e s  w i t h  p o o r l y  p u b l i c i z e d  s u r c h a r g e  p o l i c i e s ,  to co m e  p r e p a r e d  

to p a y  c ash, or at l e a s t  to s h o p  w i t h  the k n o w l e d g e  that the c r e d i t  p r i c e  at 

c e r t a i n  s t o r e s  is h i g h e r  t ha n  the tagged p r i c e .  S i m i l a r l y ,  c o m p e t i t i o n  w o u l d  

tend to m i n i m i z e  the s i z e  of a n y  s u r c h a r g e ,  p r e s u m a b l y  to the a p p r o x i m a t e  

cos t  cf u n c o v e r e d  c r e d i t  costs.

6.3. B u y e r  and S e l l e r  A t t i t u d e s  to D i s c o u n t s

Th e  f irst s e c t i o n s  of this C h a p t e r  d i s c u s s e d  the p o s s i b l e  i m p l e­

m e n t a t i o n  of d i s c o u n t - f o r - c a s h  p l a n s  p r i m a r i l y  from, a t h e o r e t i c a l  s t a n d p o i n t .  

E a r l i e r  s e c t i o n s  a d d r e s s e d  the cos t  c o n d i t i o n s  and c a r d  use h a b i t s  that w o u l d  

a f f e c t  the f e a s i b i l i t y  of t w o - t i e r  p r i c i n g . But w h a t e v e r  the f e a s i b i l i t y ,  

the q u e s t i o n s  r e m a i n  w h e t h e r  r e t a i l e v s  o p e r a t i n g  in the m a r k e t p l a c e  w o u l d  

find t w o - t i e r  p r i c i n g  an a t t r a c t i v e  a l t e r n a t i v e ,  and to what e x t e n t  c o n s u m e r s  

w o u l d  r e s p o n d  to d i s c o u n t s  for cas h  b y  s w i t c h i n g  f r o m  c r e d i t  c a r d s  to cash.

R e c e n t  s u r v e y s  p r o v i d e  some i n d i c a t i o n  of c o n s u m e r  r e a c t i o n  to 

d i s c o u n t s  for c ash. T h e  F e d e r a l  R e s e r v e  ha s  s p o n s o r e d  two s ur v e y s ,  one c o n­

c e r n i n g  g a s o l i n e  p u r c h a s e s  a n d the o t h e r  d e a l i n g  w i t h  l i k e l y  r e s p o n s e s  to 

o f f e r s  of d i s c o u n t s  in v a r i o u s  h y p o t h e t i c a l  s i t u a t i o n s .  A p a i r  of i n d e p e n d e n t  

r e s e a r c h e r s  as a l s o  o b t a i n e d  c o n s u m e r  r e s p o n s e s  to h y p o t h e t i c a l  d i s c o u n t  

of f e r s ,  w h i c h  the y h a v e  i n t e g r a t e d  into a m a t h e m a t i c a l  m o d e l  for d e t e r m i n a t i o n  

of an o p t i m a l  size of d i s c o u n t .

S u r v e y  of g a s o l i n e  p u r c h a s e s . By e a r l y  1983, g a s o l i n e  p u r c h a s e

was the one a r e a  of r e t a i l i n g  in w h i c h  p r i c e  d i s c o u n t s  for c a s h  p a y m e n t  w e r e

1. S t o r e s  that do not d e p e n d  u p o n  r e p e a t  b u s i n e s s .  .">f c o u r s e ,  w o u l d  be b e t t e r  

p o s i t i o n e d  to m a i n t a i n  a p o l i c y  of h i g h  but p. • . c o m m u n i c a t e d  s u r c h a r g e s .

- 7 8 -



off e r e d  to c o n s u m e r s  on a w i d e s p r e a d  basis. The major g a s o l i n e  r e f i n i n g  

and m a r k e t i n g  c o m p a n i e s ,  r a t h e r  t han local d ea lers, h a v e  b e e n  the p r i n c i p a l  

p r o p o n e n t s  of t w o - t i e r  p r i c i n g  for gas. F a c e d  from the m i d - 1 9 7 0 s  u ntil 

la t e l y  w i t h  s t e a d y  i n c r e a s e s  in the cost of funds n e c e s s a r y  to c a r r y  c o n s u m e r  

r e c e i v a b l e s ,  the g a s o l i n e  c o m p a n i e s  h a v e  so u g ht  v a r i o u s  m e a n s  to d i s s u a d e  

c u s t o m e r s  from u s i n g  c r e d i t  cards. Some c o m p a n i e s  had e x p e r i m e n t e d  wit h  

t w o - t i e r  p r i c i n g  in s e l e c t e d  l o c a l i t i e s  for several years, but it was not 

until the s u m m e r  of 1982 that d i s c o u n t s  for cash w e r e  m a d e  w i d e l y  available. 

To d o c u m e n t  c o n s u m e r  r e a c t i o n  to these d i s c o u n t s ,  a survey of h o u s e h o l d s  

a bout their g a s o l i n e  b u y i n g  b e h a v i o r  was c o n d u c t e d  for the Fede r a l  R e s e r v e  

by the S u r v e y  R e s e a r c h  C e n t e r  in J a n u a r y  1983.

In that surv e y,  52 p e r c e n t  of the almost 700 r e s p o n d e n t s  p o s s e s s e d  

e i t h e r  a b a n k  c r e d i t  card, a g a s o l i n e  c o m p a n y  cr e d i t  card, or a g e n er a l  

p u r p o s e  cr e d i t  c a r d  (or c o m b i n a t i o n  of such cards). Just over h a l f  of these 

c a r d h o l d e r s ,  h o w e v e r ,  r e p o r t e d  that they " n e v e r "  use d  cr e d i t  cards to buy 

g a soline. By c o n t r a s t ,  s l i g h t l y  mo r e  than 20 percent said they " a l w a y s "  

use d a c r e d i c  c a r d  to bu y  gas. The r e m a i n d e r  d e s i g n a t e d  a f r e q u e n c y  of 

cr e d i t  card p u r c h a s e  r a n g i n g  from o n e - f o u r t h  to t h r e e - f o u r t h s  of the time. 

R e s p o n d e n t s  w h o  h e l d  g a s o l i n e  c o m p a n y  c a r d s — about 30 p e r c en t  of the full 

s a m p l e — w e r e  a l s o  a s k e d  w h e t h e r  the y  used g a s o l i n e  cards on a w e e k l y ,  a 

m o n t h l y ,  or a l e ss e r  f r e q u e n c y .  N e a r l y  o n e - h a l f  of that s u b g r o u p  said they 

u s e d  g a s o l i n e  c a r d s  w e e k l y ,  a b o u t  10 p e r c e n t  said they did not use the c ards 

at all.

R e s p o n d e n t s  w h o  h e l d  a bank, gas o l i n e , or g e n e r a l p u r p o s e  cre d i t 

card we r e  q u e s t i o n e d  f u r t h e r  a bout their e x p e r i e n c e  w i t h  d i s c o u n t s  for cash. 

R e s u l t s  o f  some of these q u e s t i o n s  are p r e s e n t e d  in table 6.2. By J a n u a r y  

1983, 60 p e r c e n t  of these r e s p o n d e n t s ,  at least once in the past year, h ad
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b e e n  to a g a s o l i n e  s t a t i o n  that o f f e r e d  a d i s c o u n t  for cash. T h o s e  t h e r e b y  

e x p o s e d  to d i s c o u n t s  w e r e  a s k e d  h o w  t hey ha d  p a i d  for t h e i r  p u r c h a s e  - f gas 

on the m o s t  r e c e n t  o c c a s i o n  that a d i s c o u n t  h a d  b e e n  a v a i l a b l e .  A b o u t  t h r e e -  

q u a r t e r s  of t h o s e  a n s w e r i n g  the q u e s t i o n  h a d  p a i d  b y  cash. S i n c e  s o m e w h a t  

m o r e  t h a n  60 p e r c e n t  of c a r d  h o l d e r s  h a d  r e p o r t e d  g e n e r a l l y  u s i n g  c a s h , l  

it a p pe a r s  that the o f f e r  of a d i s c o u n t  for c ash g e n e r a t e d  a m o d e s t  i n c r e a s e  

in the p r o p o r t i o n  o f  c u s t o m e r s  p a y i n g  cash.

C e r t a i n  c h a r a c t e r i s t i c s  of those w h o  pay c a s h  and t h o s e  w h o  u s e  

c r e d i t  c a r d s  w h e n  o f f e r e d  d i s c o u n t s  ca n  be o b s e r v e d .  W h e n  r e s p o n d e n t s  are 

c l a s s i f i e d  e i t h e r  as f r e q u e n t  c r e d i t  c a r d  u s e r s  or as f r e q u e n t  c a s h  users, it 

c a n  be seen, as m i g h t  be e x p e c t e d ,  that v i r t u a l l y  all o f  t h o s e  w h o  p a i d  by 

c r e d i t  car d  whefn o f f e r e d  a d i s c o u n t  for c a s h  w e r e  c l a s s i f i e d  as f r e q u e n t  

u s e r s  of c r e d i t  ca r d s .  T a b l e  6.2 a l s o  s h o w s  that of 78 r e s p o n d e n t s  c l a s s i­

fied as f r e q u e n t  u s e r s  ’of c r e d i t  c a r d s , 2 59 p e r c e n t  had u s e d  th e i r  c r e d i t  

c a r d  to buy gas the last time that a d i s c o u n t  was o f f e r e d ,  a n d  41 p e r c e n t  

h a d  paid  w i t h  cash. R o u g h l y  s p e a k i n g ,  then, abort 40 p e r c e n t  of the target 

p o p u l a t i o n  s u r v e y e d  (th o s e  w h o  o f t e n  use c r e d i t  c a r d s )  u sed cas h w h e n  o f f e r e d

a d i s c o u n t.  So m e  of these, of cour s e , m i g h t  h a v e  use d  cash a n y w a y ,  r e d u c i n g

the n u m b e r  of c o n s u m e r s  that can be r e g a r d e d  as h a v i n g  a l t e r e d  t heir m e a n s  of

p a y m e n t  in r e s p o n s e  to the d i s c o u n t  for cash.

To f u r t h e r  i n v e s t i g a t e  r e s p o n s e s  to d i s c o u n t s ,  r e s p o n d e n t s  w h o  h a d  

p a i d  c a s h  on the m o s t  r e c e n t  o f f e r  of a d i s c o u n t  w e r e  a s k e d  h o w  the y  w o u l d

1. T h o s e  " g e n e r a l l y  u s i n g "  c a s h  i n c l u d e d  the a p p r o x i m a t e  one'*half of card  

h o l d e r s  that " n e v e r "  us e d  a c r e d i t  card to bu y  g a s o l i n e ,  and some o t h e r s —  

a b o u t  10 p e r c e n t  of the s a m p l e — w h o  s o m e t i m e s  use d  a c a r d  but m o r e  f r e q u e n t l y  

u s e d  cash.

2. E i g h t y - f i v e  r e s p o n d e n t s  w e r e  i d e n t i f i e d  as f r e q u e n t  c a r d  us e r s,  but 7 d i d  

not a n s w e r  the q u e s t i o n  a b o u t  t heir m o s t  r e c e n t  p u r c h a s e  w h e n  a d i s c o u n t  w a s  

a v a i l a b l e .
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U S E  O F  C R E D I T  C A RD S  O R  C A S H  IN P A Y M E N T  FO R  GAS 

A N D  E X P O S U R E  T O  D I S C O U N T  FOR CAS H

A l l  I U s e  Card^ i U s e  Cash*-

I________Card H o l d e r s _I F r e q u e n t l y  1 F r e q u e n t l y

____________________________________________ I N u m b e r  P e r c e n t  1 N u m b e r  P e r c e n t  I N u m b e r  P e r c e n t

1. Car d  h o l d i n g  r e s p o n d e n t s ^  354

a. N o t  o f f e r e d  d i s c o u n t ^  143

b. W e r e  o f f e r e d  discounts'^ 211

2. R e s p o n d e n t s  o f f e r e d  d i s c o u n t ^  199

a. P a i d  by c r e d i t  card^ 49

b. P a i d  by cash^ 150

3. R e s p o n d e n t s  p a y i n g  c a s h  w h e n  147

o f f e r e d  d i s c o u n t ^

a. W o u l d  hav e  u s e d  c a s h ^  124

b. W o u l d  h a v e  us e d  card^ 23

TABLE 6.2

1. Use a credit c ar d  for o n e - h a l f  or mo r e  of g a s o l i n e  p u r c ha s e s ,  or for o n e - f o u r t h  of

p u r c h a s e s  if g a s o l i n e  card u s a g e  is weekly.

2. Use a cre d i t  c ard for o n e - f o u r t h  or less of purchases,- and g a s o l i n e  card u s a g e  is

less than week l y.

3. H o l d e r s  of bank, g a s o l i n e  c o mp a n y ,  or g e n e r a l  purp o se  credit cards. T h o s e  w h o  hold 

o n l y  retail s t o r e  c r e d i t  c ards are exc l u d ed .

4. R e s p o n d e n t s  w e r e  a s k e d  if on a n y  o c c a s i o n  in the past yea r  they had b e e n  o f f e r e d  a 

d i s c o u n t  to pay cas h  for g a s o l i n e .  R e s p o n d e n t s  on line 2 are fewer than on line 

l.b. b e c a u s e  some r e s p o n d e n t s  did not p r o v i d e  answers for 2 . a. and 2.b.

5. T h o s e  e x p o s e d  to a d i s c o u n t  at least once in past year w e r e  asked h o w  they paid

for gas on the m o s t  re ce n t  o c c a s i o n  that they wer e  o f f e r e d  a d i s c o u n t .  Re s p o n d e n t s  

on line 3 are f ewer than on line 2.b. b e c au s e  some r e s p o n d e n t s  did not prov i d e  

a n s w e r s  for 3 . a. and 3.b.

6. R e s p o n d e n t s  w h o  paid ca s h  w h e n  o f f e r e d  a d i s c o u n t  w e r e  a sked h o w  they

w o u l d  h ave paid for the g a s o l i n e  p u r c h a s e  in the a b s e n ce  of a d i s c o u n t  offer.

R e s p o n s e s  fro m h o u s e h o l d  survey, 1983.

L a v e  paid for the gas in the a b s e n c e  of a d i scount. E i g h t y - f o u r  perc e n t said 

they w o u l d  h av e  pai d  cash anyway. T w e n t y - t h r e e  r e s p o n d e n t s  (16 p e r c en t )  said 

they w o u l d  h ave used a c r e d i t  card. L o o k i n g  o nly at the 32 frequent card 

u sers w h o  paid c a s h  w h e n  o f f e r e d  a d i s c o u n t ,  20 said they w o u l d  hav e  paid

100 129 100 220 100

40 44 34 94 43

60 85 66 126 57

100 _78 100 121 100

25 46 59 3 2

75 32 41 118 98

100 3 2 100 115 100

84 . 20 63 104 90

16 12 37 11 10



c a s h  in Che a b s e n c e  of a d i s c o u n t ,  and o n l y  12 s a i d  the y  w o u l d  h a v e  u s e d  a 

c r e d i t  card. T h u s ,  b a s e d  on r e s p o n s e s  to this h y p o t h e t i c a l  q u e s t i o n ,  the 

p r o p o r t i o n  of p e o p l e  w h o  w o u l d  a c t u a l l y  a l t e r  t h e i r  i n t e n d e d  m e a n s  o f  p a y m e n t  

w h e n  o f f e r e d  a d i s c o u n t  m a y  be c o n s i d e r a b l y  s m a l l e r  t h a n  the AO p e r c e n t  s u g­

g e s t e d  by o s i m p l e  b r e a k d o w n  of f r e q u e n t  c a r d  u s e r s  i nto c a t e g o r i e s  of 

c a s h  p a y m e n t  and c r e d i t  p a y m e n t .  O f  78 f r e q u e n t  c a r d  u s e r s  in the surv e y ,

32 u s e d  cash, but for o n l y  12 o f  t h e s e  d id  us e  of c a s h  a c t u a l l y  r e p r e s e n c  a 

c h a n g e  in h o w  they w o u l d  h a v e  p a i d  for the s p e c i f i c  p u r c h a s e  in q u e s t i o n .

Some of t hese r e s u l t s  ca n be u s e d  to c o n s t r u c t  a h y p o t h e t i c a l  

e x a m p l e  o f  'asoline p r i c i n g  b e f o r e  and a f t e r  a d o p t i o n  o f  a d i s c o u n t  for c a s h  

p r o g r a m .  The e x a m p l e  i l l u s t r a t e s  the a r g u m e n t  a d v a n c e d  e a r l i e r  that w h e n  a 

r e l a t i v e l y  large n u m b e r  of c o n s u m e r s  u s e  c a s h  i n i t i a l l y  a n d / o r  w h e n  a r e l a­

ti v e l y  small n u m b e r  s h i f t  f r o m  c a r d  to c a s h  w h e n  o f f e r e d  a d i s c o u n t ,  a s e l l e r  

m u s t  r a i s e  the " r e g u l a r "  price b e f o r e  a p p l y i n g  the d i s c o u n t  if a g i v e n  level 

of p r o f i t a b i l i t y  is to be m a i n t a i n e d .  T h e  d e t a i l s  o f  this e x a m p l e  are g i v e n  

in A p p e n d i x  C.

S u r v e y  of h y p o t h e t i c a l  r e a c t i o n s  to d i s c o u n t s. In a n o t h e r  m o n t h l y  

S R C  survey, in O c t o b e r  1982, c o n s u m e r  r e a c t i o n s  to d i s c o u n t s  for c a s h  on 

p u r c h a s e s  of f u r n i t u r e  a n d  a p p l i a n c e s  and c l o t h i n g  w e r e  p r o b e d  t h r o u g h  a 

s e r i e s  o f  q u e s t i o n s  a b o u t  c e r t a i n  h y p o t h e t i c a l  s i t u a t i o n s .  .Respondents 

i d e n t i f i e d  as p o s s e s s i n g  at l ea s t  o n e  t ype of c r e d i t  c a r d  a m o n g  bank, score, 

and " g e n e r a l  p u r p o s e "  c a r d s  w e r e  a s k e d  to w h a t  e x t e n t  t hey u s e d  a c r e d i t  

c a r d  to t r a n s a c t  p u r c h a s e s  in the d u r a b l e  g o o d s  and c l o t h i n g  c a t e g o r i e s .  

C h o i c e s  w e r e:  " n e v e r ,  o n e - f o u r t h  of the time, a b o u t  h a l f ,  t h r e e - f o u r t h s ,  or 

all o f  the ti m e . "  D o l l a r  a m o u n t s  of p u r c h a s e  w e r e  not  s p e c i f i e d ,  but it 

s e e m s  l i k e l y  that f u r n i t u r e  a n d  a p p l i a n c e  p u r c h a s e s  w o u l d  r e p r e s e n t  a f a i r l y  

l arge d o l l a r  a m o u n t ,  w h i l e  c l o t h i n g  w o u l d  c o v e r  a b r o a d e r  range.



R e s p o n d e n t s  w h o  said  that they u sed a c re d i t  card som e  or all of 

the time (all r e s p o n s e s  o t h e r  than " n e v e r " )  w e r e  then a s k ed  w h a t  they thought 

their card use w o u l d  be if a d i s c o u n t  o f  3 p e r c e n t  w e r e  o f f e r e d  for p a y i n g  

by cas h  or check. R e s p o n d e n t s  w h o  s t i l l  i n d i c a t e d  they w o u l d  use a cre di t  

c a r d  at least some o f  the time w e r e  the n  a s k e d  a b o u t  their r e a c t i o n  to a 

5 p e r c e n t  d i s c o u n t ;  this p r o c e d u r e  was r e p e a t e d  for d i s c o u n t s  o f  7 an d  9 p e r­

cent. T h e r e  are o b v i o u s  r e s e r v a t i o n s  that a t t a c h  to this line o f  q u e s t i on i n g .  

A s i d e  from p o s s i b l e  v a r i a n c e  b e t w e e n  h y p o t h e t i c a l  and a c t u a l  r e a c t i o n s  to a 

situa t i o n ,  the p r o g r e s s i v e  n a t u r e  of the q u e s t i o n s  r i s k e d  i n v i t i n g  a r e s p o n s e  

that c r e d i t  c a r d s w o u l d  not be used if d i s c o u n t s  w e r e  a v a i l a b l e .  N e v e r t h e­

less, it was b e l i e v e d  that r e s p o n s e s  to suc h  q u e s t i o n s  w o u l d  p r o v i de  a r o u g h  

a p p r o x i m a t i o n  of c o n s u m e r  s e n s i t i v i t y  to d i s c o u n t s  for cash.

R e s u l t s  for d u r a b l e  g o o d s  p u r c h a s e s  are s h o w n  in table 6.3. T he  

top p anel p r e s e n t s  r e s p o n s e ;  r e l a t i v e  to the n u m b e r  of card h o l d e r s  in the
I

s u r v e y — a r o u n d  t w o - t h i r d s  of the panel. A m o n g  c a r d - h o l d i n g  r e s p o n d e n t s ,

4 8  perc e n t  said they n e v e r  u s e d  cr e di t  c a r d s  to p u r c h a s e  f u r n i t u r e  or a p p l i­

ances; * 52 p e r c e n t  w o u l d  s o m e t i m e s  use a c r e d i t  card, i n c l u d i n g  12 percent 

w h o  sai d  t' j used c r e d i t  c a r d s  all of the time. If a d i s c o u n t  of 3 p e r ce n t  

w e r e  to be o f f e r e d,  the p r o p o r t i o n  of those w h o  w o u l d  s o m e t i m e s  use a c r e d i t  

c a r d  d r o p s  20 p e r c e n t a g e  p oi n t s  to 31 perc e n t  of the caro h ol d e r s .  As shown, 

ea c h  f u r t h e r i n c r e m e n t  in the h y p o t h e t i c a l  d i s c o u n t  d i v e r t s  a d d i t i o n a l  r e s p o n­

dents away from car d use, but the large s t  shift occ u r s  b e t w e e n  no d is c o u n t  

at all and the 3 p e r c e n t  level. At the h i g h e s t  level of d i s c o u n t  d i s c u s s e d ,

1. T h o s e  w h o  n e v e r  us e  c r e d i t  cards, of cour s e ,  m i g h t  use o t h e r  forms of 

credit to f i n a n c e  such  p u r c h a s e s ,  i n c l u d i n g  cash loans from banks, c r e d i t  

un i o n s  or o t h e r  i n s t i t u t i o n s .  T h e  p r o c e e d s  of such loans w o u l d  fina n c e  

a " c a s h "  t r a n s a c t i o n  at the r e t a i l  store.
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15 p e r c e n t  o f  the c a r d - h o l d i n g  r e s p o n d e n t s  w o u l d  us e a c a r d  at l east p a r t  

o f  the time, and 2 p e r c e n t  w o u l d  s t i l l  u s e  o n e all of the time.

Th e  b o t t o m  p a r t  o f  t a b l e  6 . 3  i n c o r p o r a t e s  r e s p o n d e n t s  w h o  do n o t  

h a v e  c r e d i t  c a r d s  i n t o  the a n a l y s i s .  W h e n  t h e y  are a d d e d  i nto the " n e v e r  

u s e  c a r d "  c o l u m n ,  a n  e s t i m a t e d  6 6  p e r c e n t  of all r e s p o n d e n t s  w o u l d  p u r c h a s e  

d u r a b l e s  w i t h o u t  u s i n g  c r e d i t  c a r d s ,  e v e n  w h e n  no d i s c o u n t  for c a s h  w e r e  

o f f e r e d . 1 At a 3 p e r c e n t  d i s c o u n t  for c a s h ,  8 0  p e r c e n t  w o u l d  e n t i r e l y  d i s­

p e n s e  w i t h  c r e d i t  c a r d s ,  and at the h i g h e s t  d i s c o u n t  c o n s i d e r e d — 9 p e r c e n t —  

9 0  p e r c e n t  w o u l d  n e v e r  us e  a c r e d i t  card.

R e s p o n d e n t s  i n d i c a t e d  a m o r e  f r e q u e n t  use of c r e d i t  c a r d s  for 

c l o t h i n g  than for d u r a b l e  g o o d s  p u r c h a s e s .  In the init i a l  "no d i s c o u n t "  

s i t u t a t i o n ,  30 p e r c e n t  sa i d  t h e y  w o u l d  n e v e r  use a card to b u y  c l o t h i n g .  At 

a 3 p e r c e n t  d i s c o u n t ,  5 3  p e r c e n t  w o u l d  n e v e r  use a card. At the h i g h e s t  

d i s c o u n t  c o n s i d e r e d ,  81 p e r c e n t  w o u l d  c e a s e  u s i n g  a c r e d i t  c a r d  e n t i r e l y .

The c o m p a r i s o n  b e t w e e n  d u r a b l e s  and c l o t h i n g  as to n o n - u s e  of c a r d s  is show: 

in t a b l e  6.4.

A l t h o u g h  a m e a s u r a b l e  s h i f t  f r o m  c r e d i t  to c a s h  a p p e a r s  likely, the 

s u r v e y  re s u l t s ,  e s p e c i a l l y  for d u r a b l e s ,  s u g g e s t  that a d i s c o u n t - f o r - c a s h  

p r o g r a m  m i g h t  be of l i m i t e d  c o s t  e f f e c t i v e n e s s .  It a p p e a r s  that the o f f e r  of 

a 3 p e r c e n t  d i s c o u n t  m a y  p e r s u a d e  20 p e r c e n t  of the c a r d - h o l d i n g  c u s t o m e r  

b a s e  to s w i t c h  f r o m  c r e d i t  to c a s h ,  t hus g e n e r a t i n g  s a v i n g s  on c r e d i t  co s t s .  

Bu t  f r o m  30 to 50 pe-' ent of the c u s t o m e r  b a s e  that w o u l d  p a y  c a s h  a n y w a y  

w o u l d  h a v e  to be g i v e n  the same d i s c o u n t  g i v e n  to the " s w i t c h e r s , "  s t r o n g l y  

s u g g e s t i n g  that the " c r e d i t  p r i c e "  in a n y  t w o - t i e r  s y s t e m  w o u l d  h a v e  to be 

a b o v e  the r e g u l a r  p r i c e  in a o n e - p r i c e  system.

1. T h i s  e s t i m a t e  is l i k e l y  b i a s e d  u p w a r d  to som e  e x t e n t  in that the g r o u p  

of r e s p o n d e n t s  that h a v e  no c r e d i t  c a r d s  m a y  i n c l u d e  some p e r s o n s  w h o  b u y  

f e w  or no c o n s u m e r  d u r a b l e  goods.
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TABLE 6.3

U S E  O F  C R E D I T  C A R D S  F OR  P U R C H A S E S  O F  F U R N I T U R E  A N D  A P P L I A N C E S  

A T  V A R I O U S  L E V E L S  O F  D I S C O U N T  FO R  C A S H

R e s p o n s e s  as P e r c e n t a g e  of N u m b e r of Card H o l d e r s

D i s c o u n t W o u l d Us e  Card P r o p o r t i o n  of Ti m e  W o u l d  U s e  Card
(Percent) N e v e r S o m e t i m e  I None 1/4 ■ 1 1/2 3/4 | All

0 48
r

52 | 48 22 12 6 12
3 69 31 1 69 16 8 2 5

5 75 25 | 75 12 7 2 4

7 82 18 | 82 9 5 2 3
9 85 15 I

1

85 9 3 1 2

R e s p o n s e s as P e r c e n t a g e  of All R e s p o n d e n t s

D i s c o u n t

(Percent)

W o u l d U s e  Card || P r o p o r t i o n  of T ime W o u l d  Use Card

N e v e r S o m e t i m e  I I None I 1/4 1 1/2 | 3/4 | All

0 66

II
34 | | 66 15 8 4 8

3 80 20 | | 80 10 6 1 3

5 84 16 | | 84 8 4 2 3

7 88 12 | | 88 6 3 1 2

9 90 10 11 

II

90 6 2 1 1

R e s p o n s e s  f rom h o u s e h o l d  survey, 1982.

T A B L E  6 . A

P R O P O R T I O N  O F  C R E D I T  C A R D  H O L D E R S  

T H A T  W O U L D  " N E V E R "  U S E  C ARD

D i s c o u n t  | T yp e  of P u r c h a s e

(p ercent) I D u r a b l e s  I C l o t h i n g

0 48 30

3 69 53

5 75 64

7 82 74

9 85 81

Responses from household survey, 19^2



I n d e p e n d e n t  s c u d v  o f  f ea s i b l e  d i s c o u n t s . In a 1982 j o u r n a l  a r t i c l e ,  

C. I n g e n e  and M. L e v y i  set out the c o n d i t i o n s  u n d e r  w h i c h  a d i s c o u n t  for 

c a s h  c a n  be a d v a n t a g e o u s  to r e t a i l e r s  and t h e i r  c u s t o m e r s ,  and u s e d  r e s u l t s  

f r o m  a c o n s u m e r  s u r v e y  on c r e d i t  b u y i n g  h a b i t s  a n d  a t t i t u d e s  t o w a r d  d i s c o u n t s  

to a s s e s s  the f e a s i b i l i t y  of d i s c o u n t  plans.

The a u t h o r s  b e g a n  by p r e s e n t i n g  an e q u a t i o n  for the " p r e s e n t  v a l u e "  

of  the s a l e s - o f  a r e t a i l  m e r c h a n t .  T h e  e q u a t i o n  i n c l u d e d  terras for the pr o­

po r t i o n s  of s ales on c a s h  and t h i r d - p a r t y  c r e d i t  ca r d s ,  r e s p e c t i v e l y ,  as w e l l  

as the p r o p o r t i o n  of the sales p r i c e r e t a i n e d  on c a s h  s a l e s  ( w h i c h  v a r i e s  

w i t h  the siz e  of an y  d i s c o u n t  for cash), an d  the p r o p o r t i o n  of the p r i c e  

r e t a i n e d  on c r e d i t  car d  s a l e s  ( w h i c h  d e p e n d s  u p o n  the f a c t o r i n g  fee p a i d  to 

the c a r d  i s s u e r  and u p o n  the n u m b e r  of d a y s  b e t w e e n  the sal e  an d  the c o l l e c­

tion of funds fro m  the c a r d  issuer). G i v e n  s o m e  cost of c r e d i t ,  the a u t h o r s  

o b s e r v e d  that the o p t i m a l  d i s c o u n t  for c a s h  d e p e n d s  u p o n  the p r o p o r t i o n  of

c r e d i t  c u s t o m e r s  that c a n  be c o n v e r t e d  f r o m  c r e d i t  to c a s h  at v a r i o u s  sized

*

d i s c o u n t s .‘ All c a l c u l a t i o n s  w ere b a s ed  on the a s s u m p t i o n  of an u n c h a n g e d  

r e g u l a r  p rice that b e c o m e s  the c r e d i t  p r i c e  w h e n  d i s c o u n t s  are i n t r o d u ce d .

To m a k e  an e m p i r i c a l  e s t i m a t e  of the e x t e n t  to w h i c h  d i s c o u n t s  for 

c a s h  m i g h t  induce c u s t o m e r s  to pay cash r a t h e r  tha n  use a c r e d i t  card, Ing en e  

an d  L e v y  c o n d u c t e d  a r a n d o m  t e l e p h o n e  s a m p l e  o f  2 4 8  r e s p o n d e n t s  in a m a j o r  

s o u t h w e s t e r n  m e t r o p o l i t a n  area. T he  q u e s t i o n s  p r e s e n t e d  h y p o t h e t i c a l

1. C h a r l e s  A. I n g e n e  and M i c h a e l  Levy, " C a s h  D i s c o u n t s  to R e t a i l  C u s t o m e r s :

An  A l t e r n a t i v e  to C r e d i t  C a r d  S a l e s, "  J o u r n a l  of M a r k e t i n g , v o l .  46 ( S p r i n g  

1982) , pp. 9 2 - 1 0 3 .

2. T h i s  f o r m u l a t i o n  i g n o r e s  the p o s s i b i l i t y  that a s t or e  o f f e r i n g  a c a s h  

d i s c o u n t  m i g h t  a t t r a c t  a d d i t i o n a l  c u s t o m e r s .  T h i s  o u t c o m e  is e x c l u d e d  on 

the g r o u n d s  that, in e q u i l i b r i u m ,  c o m p e t i t i v e  c o n d i t i o n s  w o u l d  r e s u l t  in 

o t h e r  r e t a i l e r s  o f f e r i n g  s i m i l a r  d i s c o u n t s ,  n e g a t i n g  the i n c e n t i v e  for p r o­

sp e c t i v e  c u s t o m e r s  to s w i t c h  s t o r e s  to o b t a i n  d i s c o u n t s .
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s i t u a t i o n s  in w h i c h  c o n s u m e r s  w ere asked to report t heir i n t e n d e d  p u r c h a s e  

b e h a v i o r .  As the a u t h o r s  d e s c r i b e d  the survey, " r e s p o n d e n t s  w e r e  asked, for 

e x a m p l e ,  if they w o u l d  use a credit card or cash (or check) for a typi c a l  

S1Q 0 p u rchase. If they i n d i c a t e d  they w o u l d  use a card, then the i n t e r v i e w e r  

a s k e d  if they w o u l d  p r e f e r  to use their c ar d  on a $100 i t e m  or p a y  $ 9 7  in 

ca s h  or check; that is, w o u l d  they accept a 3% d i s c o u n t .  If they c h o s e  to 

use their card, they w e r e  a sked if they w o u l d  still use their c a r d  in lieu of 

$96 in cash, a 4 %  d i s c o u n t . T h i s  ite r a ti v e  q u e s t i o n i n g  p r o c e d u r e  c o n t i n u e d  

u n t i l  the r e s p o n d e n t  i n d i c a t e d  a p r e f e r e n c e  for p a y i n g  cash, or until a 

7 perc e n t d i s c o u n t  level was reached. Par t  of the s a m p l e  was a s k e d  q u e s t i o n s  

r e g a r d i n g  a $ 100 p u rchase, and a n o t h e r  part was a sked a bout a h y p o t h e t i c a l  

$25 pur c h a se .  T h e s e  q u e s t io n s ,  w h i l e q u i te  s i m i l a r  to the F e d e r a l  Reserve 

q u e s t i o n s  d i s c u s s e d  e a r l i e r , d i f f e r  from t h e m  in some r e s p e c ts .  For instance, 

they c o n c e r n  p u r c h a s e s  of a s p e c i f i e d  d o l l a r  amount r at h e r  than of p a r t i c u l a r  

types of pr oducts.

F or the c ase of a $ 1 0 0  p u rchase, onl y 12 p e r ce n t  of the r e s p o n d e n t s  

i n d i c a t e d  that they w o u l d  t y p i c a l l y  not use a cr e d i t  card; a l m o s t  90 perc e n t  

w o u l d  use a card.^ in r e s p o n s e  to q u e s t i o n s  a bout d i s c o u n t s ,  o n l y  8 percent 

said they w o u l d  not sw i t c h  from credit to c a s h  for a 7 p er c e n t  d i s c o u n t .

T a k i n g  a c c o u n t  of those that w o u l d  hav e  u sed cash w i t h o u t  an y  d i s c o u n t  and 

those wh o  w ou l d  st i c k  w it h  credit c ards d e s p i t e  cash d i s c o u n t s ,  it a p p e a r e d  

that 8 0  perc e n t  w o u l d  s w i t c h  from credit to cash for a d i s c o u n t  of s o m e w h e r e  

b e t w e e n  2 -1/2 and 7 percent. At a d i s c o u n t  of 3 percent, 50 percent of the 

s a m p l e  thou g h t  that they w ou l d  use cas h  for a $100 p u r c h a s e — the 12 percent

1. I b i d . , p . 96.

2. T h i s  p r o p o r t i o n  of credit users is far h i g h e r  than i n d i c a t e d  in the 

F e d e r a l  Rese r ve  s u rveys, w h i c h  may  be p a r t l y  due to the s p e c i f i c a t i o n  of 

a d o l l a r  amount of p u r c h a s e  in the I n g e n e - L e v y  study,
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w h o  w o u l d  a l w a y s  use c a s h  a n d  38 p e r c e n t  w h o  w o u l d  s w i t c h  to c a s h  for a 

d i s c o u n t  of 3 p e rc e n t .

W h e n  a n o t h e r  set of r e s p o n d e n t s  wa s  a s k e d  a b o u t  a S25 p u r c h a s e ,

3 4  p e r c e n t  i n d i c a t e d  t hey n o r m a l l y  w o u l d  u s e  c a s h  (or c h e c k ) .  All b u t 4 p e r­

cen t  of the p a n e l  w o u l d  p a y  w i t h  c a s h  at s ome l evel o f  d i s c o u n t .  A s s u m i n g  

that the p r o p e n s i t i e s  u n c o v e r e d  in these s u r v e y s  t r u l y  r e f l e c t e d  c o n d i t i o n s  

f a c e d  b y  a t y p i c a l  r e t a i l e r ,  the a u t h o r s  c a l c u l a t e d  tha t  the o p t i m a l  d i s c o u n t  

for p u r c h a s e s  in the $1 0 0  r a n g e  w o u l d  be a b o u t  3 p e r c e n t ,  but that for $25 

p u r c h a s e s  o p t i m a l  r e s u l t s  w o u l d  b e  a c h i e v e d  w i t h  n o  d i s c o u n t  at all.

T h e  s t a t i s t i c a l  s u m m a r y  of the f i n d i n g s  for a $ 1 0 0  p u r c h a s e  is 

p r e s e n t e d  in t able 6.5, r e p r o d u c e d  f r o m  the I n g e n e  an d  L e v y  a r t i c l e .  In 

o r d e r  to c a l c u l a t e  the p r e s e n t  v a l u e  of sales, it w a s  n e c e s s a r y  to d e t e r m i n e  

o r  a s s u m e  the c o s t s  a s s o c i a t e d  w i t h  c a s h  and c r e d i t .  T h e  a u t h o r s  a s s u m e d  

that a r e t a i l e r  w o u l d  pa y  a f a c t o r i n g  fee o f  5 p e r c e n t  to the car d  p r o c e s s o r .  

T h e y  a l s o  a s s u m e d  a s i x - d a y  lag b e t w e e n  a c r e d i t  c a r d  sale and c o l l e c t i o n  

f r o m  the c a r d  p r o c e s s o r ,  and u s e d  an i n t e r e s t  r a t e  o f  .05 p e r c e n t  per da y  to 

f i g u r e  the p r e s e n t  v a l u e  of suc h  r e c e i p t s .  T h e  o n l y  e x p l i c i t  c o s t  of cash 

w a s  the h y p o t h e t i c a l  d i s c o u n t ,  w h i c h  v a r i e d  f r o m  z e r o  to 7 p e r ce n t .

As the d i s c o u n t  for c a s h  incre a s e d , the p r e s e n t  v a l u e  of c a s h  

s a l e s  w o u l d  be d i m i n i s h e d  b y  the r i s i n g  d i s c o u n t ,  o f f s e t  to v a r y i n g  d e g r e e s  

by the cos t s a v i n g  on f a c t o r i n g  fees no l o ng e r  r e q u i r e d  for s a l e s  d i v e r t e d  

f r o m  c r e d i t  car d s.  The t ab l e  shows, for p r o g r e s s i v e  le v e l s  o f  d i s c o u n t ,  the 

p r o p o r t i o n  o f  p e o p l e  that w o u l d  pa y cash, and the c a l c u l a t e d  p r e s e n t  v a l u e  

of sales. Fo r  the $ 1 0 0  case, p e a k  p r o f i t a b i l i t y  is r e a c h e d  at a 3 p e r c e n t  

d i s c o u n t .  T h e  v a l u e  of sales at a 4 p e r c e n t  d i s c o u n t  s till e x c e e d s  that at 

the n o - d i s c o u n t  level by a small m a r g i n .  A' h i g h e r  d i s c o u n t s ,  the i n c r e m e n t a l  

n u m b e r  of s w i t c h e r s  is r e l a t i v e l y  small, r e s u l t i n g  in li t t *e  a d d i t i o n a l
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r e d u c t i o n  in c r e d i t - r e l a t e d  costs, but a w i d e n i n g  d e c l i n e  in r e v e n u e s  b e c a u s e  

all c a s h  c u s t o m e r s  trust be g i v e n  the h i g h e r  d i s c o u n t .

T A B L E  6.5

D I S C O U N T E D  P R E S E N T  V A L U E S  FO R  D I S C O U N T S  T H A T  

C O N S U M E R S  R E Q U I R E  TO PA Y  C A S H  R A T H E R  T H A N  

U S E  C R E D I T  C ARDS O N  $10 0  P U R C H A S E S

D i s c o u n t

Cu m u l a t  ive 

P r o p o r t i o n  

P a y i n g  C a s h

D i s c o u n t e d  

P r e s e n t  

V a l u e  as a 

P e r c e n t  

of S a l e s *

0 .1176 9 5 . 3 4

2 -1/2 .2745 9 5 . 4 8

3 .5000 9 5 . 8 6

3 -1/2 .5784 9 5 . 7 5

4 .5980 9 5 . 4 5

4 - 1 / 2 .7157 9 5.27

5 .8235 9 4 . 9 5

5 - 1 / 2 .8627 9 4 . 5 3

6 .8824 9 4 . 1 3

6 - 1 / 2 .9020 9 3.62

*Assuraing a f a c t o r i n g  fee of 5%, a d a i l y  i n t e r e s t  rate 

of .05% and a s i x - d a y  lag b e t w e e n  sales and c o l l e c t i o n '  

f rom the factor.

Sour c e :  I n g e n e  and Levy, " Ca s h  D i s c o u n t s  to R e t a i l

C u s t o m e r s , "  table 1, p. 97.

A c r u c i a l  d e t e r m i n a n t  of t hese r e s u l t s  is the l i n k a g e  b e t w e e n  

the o p t i m a l  d i s c o u n t  and the size of the f a c t o r i n g  fee. The a u t h o r s ,  as 

n oted, a s s u m e d  a 5 p e r c e n t  f a c t o r i n g  fee in their c a l c u l a t i o n s ,  but a fee 

of a r o u n d  3 p e r c e n t  m a y  n o w  be mo r e  n e a r l y  typical, e v e n  for s m a l l e r  

r e t a i l e r s ,  a c c o r d i n g  to the Federal R e s e r v e ' s  r e t a i l e r  cost s u r v e y  d e s c r i b e d  

in C h a p t e r  4. W h e n  the I n g e n e - L e v y  e s t i m a t e s  of p r e s e n t  v a l u e  of s ales are 

r e c o m p u t e d  for a 3 p e r c e n t  f a c t o ri n g  fee, the b e n e f i t  to the r e t a i l e r  of a 

d i s c o u n t  for c a s h  (with u n c h a n g e d  r e g u l a r  price) d i s a p p e a r s  e n t i r e l y ,  n o t w i t h­

st a n d i n g  the h i g h  i n c i d e n c e  of credit card use in the n o - d i s c o u n t  s i t u a t i o n .



A t  a 3 p e r c e n t  d i s c o u n t  for cash, the c a l c u l a t e d  p r e s e n t  v a l u e  of s a l e s  is 

24 c e n t s  l ower per $ 1 0 0  o f  sales tha n w h e n  no d i s c o u n t  at all is given.

W i t h  a 4 p e r c e n t  f a c t o r i n g  fee, the 3 p e r c e n t  d i s c o u n t  for c a s h  is o p t i m a l  

b y  a s m a l l  m a r g i n — by 13 c e n t s  p e r  $ 1 0 0  o f  sa l e s,  c o m p a r e d  w i t h  the no d i s­

c o u n t  case. U n d e r  t h e se  c o n d i t i o n s ,  if the i n i t i a l  p r o p o r t i o n  of c r e d i t  c u s­

to m e r s  or the p r o p o r t i o n  o f  s w i t c h e r s  f r o m  c r e d i t  to c a s h  w e r e  e v e n  s l i g h t l y  

o v e r e s t i m a t e d  in the s u r v e y s ,  the s m a l l  r e m a i n i n g  a d v a n t a g e  to the r e t a i l e r  

f r o m  o f f e r i n g  d i s c o u n t s  c o u l d  e a s i l y  be e l i m i n a t e d . ^  W i t h  a p p a r e n t l y  so 

l i t t l e  to gain, then, it w o u l d  not be s u r p r i s i n g  to find r e t a i l e r s  h e s i t a n t  

to u n d e r t a k e  p r o g r a m s  to o f f e r  d i s c o u n t s  for cash. O r  that, if t h e y  do 

o f f e r  d i s c o u n t s ,  they a d j u s t  t h e i r  s t r u c t u r e  o f  p r i c e s  u p w a r d  c o m p a r e d  w i t h  

the s i n g l e - p r i c e  level.

R e s u l t s  o f  r e t a i l e r  poll on a t t i t u d e s  to t w o - t i e r  p r i c i n g . Th e  

F e d e r a l  R e s e r v e ' s  s u r v e y  of r e t a i l e r s  in A p r i l - M a y  1983 i n c l u d e d  a n u m b e r  of 

q u e s t i o n s  a b o u t  the e x t e n t  to w h i c h  r e t a i l e r s  ha d  a d o p t e d  d i s c o u n t - f o r - c a s h  

p r o g r a m s  and a b o u t  r e t a i l e r  a t t i t u d e s  t ow a r d  s u c h  p r o g r a m s .  As w i l l  be 

seen, d i s c o u n t s  for c a s h  w e r e  c o n s i d e r a b l y  m o r e  w i d e s p r e a d  a m o n g  g a s o l i n e  

r e t a i l e r s  tha n  a m o n g  o t h e r  r e t a i l e r s .  In b o t h  cases, h o w e v e r ,  the o f f e r i n g  

of  a d i s c o u n t  for c a s h  w a s  not a t y p i c a l  p r a c t i c e .

R e t a i l e r s  o f f e r i n g  a d i s c o u n t  for c a s h  w e r e  a s k e d  the s i z e  of the

d i s c o u n t ,  h o w  the s i z e  of the d i s c o u n t  was d e c i d e d  upon, w h e t h e r  the d i s c o u n t

w a s  s ' a i l a b l e  for c h e c k  p a y m e n t  as w e l l  as cash, w h a t  l i m i t a t i o n s  (if any)

a p p l i e d  to the d i s c o u n t ,  w h e t h e r  the p r o g r a m  wa s  p e r m a n e n t  or wa s  a t e m p o r a r y

p r o m o t i o n a l  m e a s u r e ,  an d  w h e t h e r  the d i s c o u n t  wa s  a u t o m a t i c a l l y  g i v e n  to c a s h

1, M o r e o v e r ,  in this r e l a t i v e l y  s i m p l e  m o d e l ,  the c o s t s  of c a s h  and c h e c k s  are 

t r e a t e d  as e q u i v a l e n t ,  and  p a y e r s  by c h e c k  a l s o  r e c e i v e  d i s c o u n t s .  In fact, 

c h e c k s  a p p a r e n t l y  are m o r e  c o s t l y  to h a n d l e  tha n  cash. If c u s t o m e r s  s w i t c h i n g  

f r o m  c r e d i t  c a r d s  f r e q u e n t l y  c h o o s e  to pa y b y  c h e c k ,  the g a i n s  to the r e t a i l e r  

w o u l d  be m i n i m i z e d  f u rther.
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c u s t o m e r s  or h a d  to be r e q u e s t e d .  D i s c o u n t - f o r - c a s h  r e t a i l e r s  w e r e  also 

a s k e d  what p r o p o r t i o n  of their c u s t o m e r s  r e c e i v e d  d i s c o u n t s  for cash.

R e t a i l e r s  not o f f e r i n g  d i s c o u n t s  for cash at the time of the su r ve y  

w e r e  a s k e d  c s e r i e s  of q u e s t i o n s  about w h e t h e r  they had e v e r  o f f e r e d  such a 

d i s c o u n t  and, if so, w h y  t hey h a d  d i s c o n t i n u e d  the p r a c t i c e ,  or w h e t h e r  they 

h a d  e v e r  c o n s i d e r e d  o f f e r i n g  such d i s c o u n t s  and, if so, w h y  they h a d  de c i d e d  

a g a i n s t  it. R e m a i n i n g  r e s p o n d e n t s  w e r e  als o  a sked w h y  t h e y  c h o s e  not to 

o f f e r  d i s c o u n t s  for cash, and all n o n - d i s c o u n t i n g  r e t a i l e r s  w e r e  a sked h o w  

large a d i s c o u n t  t h e y  t h o u g h t  they c ould o f f e r  ( a s s u m i n g  no ch a n g e  in r,,es) 

and s t i l l  m a i n t a i n  the s ame level of p r ofits.

F i n ally, all s u r v e y  r e s p o n d e n t s  w e r e  a s k e d  w h e t h e r  they thou g h t  it 

a g ood idea or a bad idea for a r e t a i l e r  to o f f e r  a d i s c o u n t  to c u s t o m e r s  who 

pay in c ash i n s t e a d  ol by cr ed i t  card, and r e s p o n d e n t s  w e r e  pr o b e d  for the 

r e a s o n s  b e h i n d  t heir a s s e s s m e n t .  T h e y  w e r e  als o  a s k e d  w h e t h e r  a s u r c h a r g e  

for c r e d i t  wa s  p r e f e r a b l e  to a d i s c o u n t  for cash, and why.

T a b l e  6.6 p r e s e n t s  a list i n g  of b u s i n e s s e s  o f f e r i n g  d i s c o u n t s  for 

c ash, and i n c l u d e s  i n f o r m a t i o n  on type of b u s i n e s s ,  s ales v o l u m e ,  p r o p o r t i o n  

erf sales on c r e d i t  card, size of m e r c h a n t  d i s c o u n t  paid, and the size and 

o t h e r  c h a r a c t e r i s t i c s  of the d i s c o u n t  for cash. S u m m a r y  s t a t i s t i c s  by size 

and type of b u s i n e s s  are p r o v i d e d in table 6.7.

A b o u t  o n e - f o u r t h  of the g a s o l i n e  s t a t i o n s  s u r v e y e d  said that they 

p r o v i d e d  d i s c o u n t s  for use of cash. O t h e r  p r o v i d e r s  of d i s c o u n t s  w e r e  w i d e l y  

s c a t t e r e d  by type of b u s i n e s s ,  r e p r e s e n t i n g  a bout 6 - 1 / 2  p e r c e n t  of all n o n­

g a s o l i n e  r e t a i l e r s  i n t er v i e w e d .

A s i d e  f r o m  g a s o l i n e  stations, lumber and b u i l d i n g  s up p l y  d e a l e r s  

w e r e  m o s t  f r e q u e n t l y  found to o f f er  d i s c o u n t s  for cash. Some d e a l e r s  h ave 

c u s t o m a r i l y  p r o v i d e d  b u i l d i n g  c o n t r a c t o r s  w i t h  d i s c o u n t s  for i m m e d i a t e  cash
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TABLE 6.6

S ELE C T E D  C H A RACTERISTICS OF BUSINESSES O F F E R I N G  DISCOUNTS FOR CASH

T y p e  of 

Bus iness

S a l e s 

V o l u m e  

($ t ho u . )

P r u p o r t  ion 

of 'lies on 

C r e ^ t  C a r d

M e r c h a n t  

Di scount 

Pai d

& l z e  of 

Disc*- unt 

for C a s h

D i s c o u n t  

A l s o  for 

C h e c k s

L i m i t a t  ion 

on | 

C a s h  Disc.

A u t o m a t  ic 

or

"A s k  for"

P r o p o r t  ion 

of C u s t o m e r  

Us ing

L u m b e r,  Bldg. S u p p l y 118, 0 0 0

S t o r e 3 r d - P a r t y  

20 3.0 n.a. no n.a. a u t o . n.a.

Lumber, Pidg. S u p p l y 1,000 — 5 1.9 2.0 yes — a u t o . 95

Lumber, Bldg. S u p p l y 3 , 0 0 0 — 1 3.0 6 . 0 yes min. a u t o . 10

Lumber, Bldg. S u p p l y 3 , 0 0 0 — 5 5.5 5.0 yes mdse. auto. 70

Lumber, Bldg. S u p p l y 2 , 0 0 0 — 79 3.5 5. 0 yes — a u t o . 21

Lumb e r ,  Bldg. S u p p l y 1,100 — 1 2.0 10.0 yes — ask for 50

Lumber, Bldg. S u p p l y 2 9 , 0 0 0 ---- 3 5.0 2.0 no -- a u t o . 100

Paint, w a l l p a p e r 1,060 -- 10 3.5 10.0 yes -- a u t o . 100

Gas S t a t i o n s 9 0 0 50 — 5.0 6 . 0 yes m d s e . a u t o . ' 50 '

Gas S t a t i o n s 1 ,100 60 10 5.0 3.0 no — a u t o . 25

Gas S t a t i o n s 5 , 9 9 0 — 5 3.5 n.a. yes n.a. a u t o . 55

Gas S t a t i o n s 1 7 , 0 0 0 — 20 3.0 5.0 yes — a u t o . 50

Gas S t a t i o n s 1 5 6 , 0 0 0 5 3 3.5 5.0 yes — a u t o . 95

Gas S t a t i o n s 1,500 20 10 5.0 3.0 no m d s e . auto. 50

Gas S t a t i o n s 3 , 0 0 0 — 10 3.5 5 .0 yes m d s e . auto. 90

Gas S t a t i o n s 1,500 — 20 3.0 3.0 yes mdse. a u t o . 95

Gas S t a t i o n s 1 ,000 — 30 3.0 n .a. yes n.a. a u t o . 65

Gas S t a t i o n s 9 , 0 0 0 — 30 3.5 5.0 yen m d s e . au t o 60

Gas S t a t i o n s 7 50 — 6 0 3.0 6 . 0 yes — aut o 50

Gas S t a t i o n s 6 , 0 0 0 20 3.0 6 . 0 yes auto. 80

I. I) i n e o n u t s  are limited to m i n i m u m  size p u r c h a s e d  ( m i n . ) ,  to m a x i m u m  size p u r c h a s e s  (max.), or c e r t a i n  t y p e s  of

m e r c h a n d i s e  (mdse.).

" n . a . "  m e n u s  a r e s p o n s e  wa s  not a v a i l a b l e .

m e a n s  tha t  no l i m i t a t i o n s  w e r e  i m p o s e d  o n  d i s c o u n t  a v a i l a b i l i t y .

R e s p o n s e s  fro m  s u r v e y  of r e t a i l e r s ,  1983.



T A B L E  6.6 ( c o n t i n u e d )

I
S E L E C T E D  C H A R A C T E R I S T I C S  OF B U S I N E S S E S  O F F E R I N G  D I S C O U N T S  FOR C A S H  

Sales P r o p o r t i o n  M e r c h a n t  S i z e  of D i s c o u n t L i m i t a t i o n  A u t o m a t i c  P r o p o r t i o n

T y p e  of 

Bus iness

V o l u m e  

(§ thou.)

of Sales on 

C r e d i t  C ard

D i s c o u n t

Paid

D i s c o u n t  

for C a s h

Als o for 

C h e c k s

on

Ca s h  Disc.

or

" A s k  for"

of Custoi 

U s i n g  Di

S tore 3 r d - P a r t y

Cas S t a t i o ns 820 10 — n.a. 6. 0 yes min. a u t o . 90

Gas S t a t i o n s 100 35 5 3.0 3.0 yes — a u t o . 90

Gas S t at i o n s 1,330 15 — 3.0 3.5 yes — a u t o . 30

Cas S t a t i o n s 12,100 — 25 6.0 6.0 yes m d s e . a u t o . 50

Gas S t at i o n s 325 — 20 3.0 6. 0 no m d s e . a u t o . 60

Gas S t a t i o n s 600 50 5 3.0 n.a. yes m d s e . a u t o . 60

Gas S t a t i o ns 850 30 30 n.a. 3.0 no — a u t o . 60

Gas S t a t i o n s 1,100 — 6 n.a. 3.5 no m d s e . a u t o . 93

Gas S t a t i o ns 1,360 — 10 3.0 3.0 yes — a u t o . 37

Gas S t a t i o n s 107,000 15 25 n.a. 3.5 no m d s e . a u t o . 70

Apparel 637 — 8 2.5 10.0 no max. a u t o . n.a.

Apparel 30 — 20 n.a. 2 5.0 no m d e s . a u t o . 65

A p p a r e 1 381 — 10 3.7 5.0 no — a u t o . 100

Apparel 60 — 3 5.0 5.0 no — as k  for 5

Apparel 10 — — 7 6.0 5.0 yes in i n . a u t o . 90

F u r n i t u r e 875 — 5 3.0 5.0 yes — ask for n.a.

Furni ture 2 , 5 1 0 — 5 3.0 3.0 yes — a u t o . 70

Furn iture 953 — 2 6.0 10.0 yes — a u t o . 100

F u r n i t u r e 1,750 — 1 2.0 2.0 no — a u t o . n.a.

F u r n i t u r e 350 — 10 2.0 2.0 yes m a x . a u t o . 5

Furni ture 1,500 — 15 1.5 5.0 yes m d s e . a u t o . 15

Furn iture 1,500 — 10 6.0 n.a. yes -- ask for n.a.

Floor C o v e r i n g 700 — 5 6.0 5.0 yes -- ask for 70

F loor C o v e r i n g 3 , 0 0 0 — 5 2.5 2.0 yes -- aulo. 100

F loor C o v e r i n g 600 — 5 2.7 6.5 no — A. ask for 5

D r a p e r y  & U p h o l s t e r y 300 — 10 2.5 5.0 yes -- ask for 50



TADLE 6.6 (continued)

SELECTED CHARACTE R I S T I C S  OF B U S INESSES O F F E R I N G  DISCOUNTS FOR CASH

T y p e  of 

Bus iness

S ales 

V o l u m e  

($ thou.)

P r o p o r t  ion 

of S a l e s  on 

C r e d i t  C a r d

M e r c h a n t

D i s c o u n t

Paid

S i z e  of 

D i s c o u n t  

for Casii

D i s c o u n t  

A l s o  for 

C h e c k s

L i m i t a t  ion 

on

C a s h  Disc.

A u t o m a t  ic 

or

" A s k  foe'’

A p p l i a n c e  & T V 700

S t o r e  3 r d - P a r t y  

15 2.5 2.0 yes m d s e . ai k  i

A p p l i a n c e  & TV 293 5 2.0 n.a. yes m d s e . a s k  fir

A p p l i a n c e  & TV 32 2 5.0 • 10.0 no — a s k  fcr

Mu s  ic 220 I 4.7 4 . 0 no m i n . auto.

M u 8 ic 47 4 4. 0 4 . 0 yes m d s e . a u t o .

M u s i c .85 I 3.0 5.0 yes — a u t o .

D r u g  S t o r e s 100 2 4 . 0 4 . 0 n o — as k  for

D r u g  S t o r e s 800 1 5.0 10.0 n o m d s e . auto.

S p o r t i n g  G o o d s 750 3 2.0 3. 0 n o — a u t o .

Stat ionery 791 1 4 . 0 10.0 yes min. a u t o

Stat ionery 8 , 5 0 0 5 4 . 0 3.5 yes m d e s . a u t o .

Je w e  Lers 359 45 3.0 10.0 no — a u t o .

J e w e l e r s 865 4 0 3.0 5. 0 n o — a s k  for

P r o p o r t  ion 

of C u s t o m e r  

U s i n g  Disc.

30

50

60

50

50

80

1

6

95

13

20

65

5



p a y m e n t  (or, c o m m o n l y ,  for p a y m e n t  w i t h i n  10 days), w h i c h  m a y  be r e f l e c t e d  

in the h i g h  i n c i d e n c e  o f  r e p o r t e d  d i s c o u n t s  in this group. A m o n g  o t h e r  types 

of r e t a i l e r s ,  d i s c o u n t s  o f  10 p e r c e n t  w ere fairly c o m m o n  and one r e t a i l e r  

r e p o r t e d  a 25 p e r c e n t  d i s c o u n t .  This latter r e s p o n d e n t  m a y  h ave b e e n  c i t i n g  

a b r o a d e r  d i s c o u n t  p r i c i n g  a p p r o a c h , !  in that a d i s c o u n t  o f  25 p e r c e n t  is 

l i k e l y  m u c h  larger t h a n  the cos t  s a v i n g  r e a l i z a b l e  f r o m  s h i f t i n g  some c u s t o­

me r s  to c a s h  f rom c r e d i t  cards. The d i s c o u n t s  of 10 p e r c e n t  als o  a p p e a r  

l a r g e r  than s u p p o r t a b l e  by  cost d i f f e r e n c e s  alone, and thus m a y  par tl y  

r e f l e c t  e x p e c t a t i o n s  o f  or a t t e m p t s  to g a i n  i n c r e a s e d  sales. N e v e r t h e l e s s ,  

i n s o f a r  as such d i s c o u n t s  are tied to use of c ash and not a v a i l a b l e  to 

c r e d i t  car d  users, th e y  are a p p r o p r i a t e l y  t r e a t e d as d i s c o u n t s  for cash.

S u m m a r y  s t a t i s t i c s  (t a b l e  6.7) s h o w  that the a v e r a g e  size of the 

d i s c o u n t s  for c ash w a s  j u s t  u n d e r  4 p e r c e n t  at g a s o l i n e  s t ac i o n s  and n e a r l y  

6 p e r c e n t  at o t n e r  t ypes of r e t a i l e r s  ( c o l u m n  6). At 62 p e r c e n t  of the 

g a s o l i n e  s t a t i o n s  and at 4 3  p e r c e n t  of o t h e r  retai l e r s ,  a s i z e - o f - p u r c h a s e  

or t y p e - o f - m e r c h a n d i s e  r e s t r i c t i o n  l i m i t e d  e l i g i b i l i t y  for the d i s c o u n t  

( c o l u m n  9). S e v e r a l  r e t a i l e r s — 27 p e r c e n t  of the gas s t a t i o n s  an d  38 p e r c e n t  

-of the o t h e r  r e t a i l e r s — e x c l u d e d  c h e c k  t r a n s a c t i o n s  from t heir d i s c o u n t  

o f f e r  ( c o l u m n  8). Th e  d i s c o u n t  was a u t o m a t i c a l l y  a v a i l a b l e  at all of the 

g a s o l i n e  s t a t i o n s , but h a d  to be r e q u e s t e d  at a third of the o t h e r  r e t a i l e r s  

( c o l u m n  7), i n d i c a t i n g  that the a v a i l a b i l i t y  of d i s c o u n t s  in s e v e r a l  c ases 

was n a r r o w e r  than c o n t e m p l a t e d  in the C a s h  D i s c o u n t  Act.

A m o n g  o t h e r  s t a t i s t i c s  of note, a v e r a g e  f a c t o r i n g  fees paid to 

c r e d i t  car d issu e r s  w e r e  s l i g h t l y  h i g h e r  at r e t a i l e r s  that o f f e r e d  d i s c o u n t s  

(3.4 p e r c e n t )  than ft c a r d - h o n o r i n g  r e t a i l e r s  g e n e r a l l y  (3.1 percent, from

1. S ome " d i s c o u n t  s t o r e s , "  for ins t a n ce ,  a d v e r t i s e  goods at p ri c e s  s u b s t a n t i a l l y  

lower than a s p e c i f i e d  list price or one d e s c r i b e d  as c o m m o n l y  avai l a b l e.
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TABLE 6.7

P R O P O R T I O N  O F  R E T A I L E R S  O F F E R I N G  D I S C O U N T S  FOR C A S H  A N D  

SELF.CTpD S T A T I S T I C S  BY T Y P E  A N D  S I Z E  O F  R E T A I L E R

1
| N u m b e r

C a t e g o r i e s  of 

R e t a i l e r s

I T o t a l  _______

|Number  o f  |of Re- | All

As P e r c e n t  of:

R e s p o n d e n t s  O f f e r i n g  D i s c o u n t s  for Cas h________________________________

Siz e  of |Size o f  | P r o p o r t i o n  o f  r e t a i l e r s  w i t h  d i s c o u n t

C a r d M e r c h a n t | D i s c o u n t |  G i v e n  O n l y  | Not G i v e n  | S u b j e c t  to

h ) (2 ) (3) (4) "  T 5 J .. (6) (7) (8) " (9)

A 1 1 R e t a i l e r s 712 61 8.6 10.7 3.4 5.1 21 34 49

Ga s  S t a t i o n s 92 22 2 3. 9 2 6 . 2 3.5 3.8 0 27 62

Al I O t h e r 620 39 6.3 8. 0 3.3 5.8 33 38 43

All o t h e r ,  by s ales •

L e s s  t h a n  $ 1 0 0  t h o u s a n d 79 5 6. 3 13.2 4. 5 9.8 40 60 60

$ 1 0 0 - 9 9 9  t h o u s a n d 270 18 6. 7 8 . 4 3*1 5.9 44 50 39

$1 - 9 . 9 9  m i l l i o n 169 13 7.7 9.1 3.1 4.6 23 8 38

$ 10 - 9 9 . 9  mi 1 1 ion 

$ 1 0 0  m i l l i o n  an d  o v e r

100 3 3.3 9.7 4 . 0 2.6 0 67 67

1. L i m i t s  m o s t  c o m m o n l y  m e n t i o n e d  i n c l u d e d  r e s t r i c t i o n s  on the type o f  >._rchnndise e l i g i b l e  for d i s c o u n t s  or on the 

m i n i m u m  s i z e  of p u r c h a s e  to w h i c h  a d i s c o u n t  w o u l d  be a p p lied.

R e s p o n s e s  from s u r v e y  of r e t a i l e r s ,  1983.



table 4.9). Th e  p r o p o r t i o n  of s a le s  o n  c r e d i t  c a r d s  at d i s c o u n t - o f f e r i n g  

r e t a i l e r s  wa s  s o m e w h a t  lower than a ve rage.

T a b l e  6.7 a l s o  i n d i c a t e s  that the size of the d i s c o u n t  for cash 

ten de d  to v a r y  w i t h  the size (sales v o l u m e )  of the r e t a i l e r ,  a l t h o u g h  the 

small n u m b e r  of o b s e r v a t i o n s  li m i t s  the c o n f i d e n c e  that ca n  be a c c o r d e d  the 

s i z e - g r o u p  b r e a k d o w n .  Still, d i f f e r e n c e s  in a v e r a g e  d i s c o u n t s  for c ash among 

r e t a i l e r s  of d i f f e r e n t  size w e r e  r a t h e r  s t riking. Th e  p a t t e r n  of d i f f e r e n c e  

is c o n s i s t e n t  w i t h  the f a c t o r i n g  fee s t r u c t u r e  for c r e d i t  c ards w h e r e b y  

s m a l l e r  m e r c h a n t s  pay lar g er  fees (and t h e r e f o r e  h a v e  a g r e a t e r  i n c e n t i v e  to 

o f f e r  la r g e r  d i s c o u n t s  for cash) .

T h e  p r o p e n s i t y  of s m a l l e r  m e r c h a n t s  to give larger d i s c o u n t s  i.s 

also c o n s i s t e n t  wi t h  the r e s p o n s e s  g i v e n  by  n o n - d i s c o u n t i n g  m e r c h a n t s  to the 

q u e s t i o n  of h o w  large a d i s c o u n t  they t h o u gh t  that they c o u l d  o f f e r  and still
i

m a i n t a i n  a g i v e n  level of profits. S h o w n  in t a b l e  6.8, this d i s t r i b u t i o n  

of e s t i m a t e d  " e q u a l - p r o f i t " » d i s c o u n t s  shows s m a l l e r  d i f f e r e n c e s  a mo n g  r e t a i l e r  

size g r o up s ,  but the i n v e r s e  a s s o c i a t i o n  of size of b u s i n e s s  w i t h  size of 

d i s c o u n t  h o l d s  a c r o s s  all c a t e g o r i e s  of r e t a i l e r .

T a b l e  6.9 p r o v i d e s  c e r t a i n  i n f o r m a t i o n  about the r e t a i l e r s  that 

r e p o r t e d  not o f f e r i n g  d i s c o u n t s  for cash. A  s m a l l n u m b e r  (about 4 percent 

of all r e s p o n d e n t s )  o n c e  o f f e r e d  d i s c o u n t s  for cash, but no longer do so. A 

larger g r o u p  (about 18 p e rc e n t )  said the y ha d  c o n s i d e r e d  o f f e r i n g  d i s c o u n t s  

i r e  cash, but h a d  d e c i d e d  a g a i n s t  such an action. Of chose r e t a i l e r s  that 

w e r e  not o f f e r i n g  d i s c o u n t s ,  t h e r e f o r e ,  the m a j o r i t y  h a d  not s e r i o u s l y  c o n­

si d e r e d  such an option. All r e t a i l e r s  in t hese c a t e g o r i e s  w e r e  a s k e d  w h y  

t hey w e r e  not o f f e r i n g  d i s c o u n t s  for cash. R e s p o n s e s  are s h o wn  in the table 

for g a s o l i n e  s t a t i o n s  and all o t h e r  r e t a i l e r s  s e p a r a t e l y .
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In g e n e r a l ,  t h e r e  w e r e  f e w  m a j o r  d i f f e r e n c e s  a m o n g  t h e  c a t e g o r i e s  

of r e t a i l e r s  in r e a s o n s  for not  o f f e r i n g  d i s c o u n t s  for cash. M a n y  r e a s o n s  

w e r e  m e n t i o n e d ,  w i t h  no si n g l e  r e a s o n  d o m i n a t i n g  t he  r e s p o n s e s .  M o s t  o f t e n  

m e n t i o n e d  w a s  the l a c k  of n e e d  for s uch a m e a s u r e ,  f r e q u e n t l y  b e c a u s e  little 

or no b u s i n e s s  w a s  t r a n s a c t e d  b y  c r e d i t  card. M e n t i o n e d  a l m o s t  as o f t e n  was 

the v i e w  that a d i s c o u n t  for c a s h  w o u l d  be " t o o  c o s t l y , "  w o u l d  "cu t p r o f i t s , "  

or m i g h t  " s t a r t  p r i c e  w a r s . "  S e v e r a l  d i f f e r e n t  r e a s o n s  w e r e  m e n t i o n e d  by 

about 7 to 10 p e r c e n t  of the r e s p o n d e n t s .  T h e s e  i n c l u d e d  the a s s e r t i o n s  

that d i s c o u n t s  w e r e  " t o o  c o n f u s i n g "  or that " c u s t o m e r s  d o n ' t  l i k e "  them, 

that d i s c o u n t s  are " u n f a i r "  or " d i s c r i m i n a t o r y "  to some c u s t o m e r s ,  and that 

the r e t a i l e r  m i g h t  " l o s e  s a l e s "  or "no t  g a i n  an y  s a l e s "  by o f f e r i n g  d i s c o u n t s .  

B o o k k e e p i n g  an d p a p e r w o r k  p r o b l e m s  w e r e  m e n t i o n e d  b y  s e v e r a l  gas s t a t i o n s  

but by o n l y  a fe w  r e t a i l e r s  in o t h e r  lines of b u s i n e s s .

T A B L E  6.8

- r, - - ^  —  - — JJ" =?3H

A C T U A L  A N D  P O S S I B L E D I S C O U N T S  FO R  C A S H  AT N O N - G A S O L I N E  R E T A I L E R S

A c t u a l  D i s c o u n t s P o s s i b l e  D i s c o u n t

for R e t a i l e r s W i t h  U n c h a n g e d

S a l e s  C a t e g o r i e s T h a t  O f f e r P r o f i t s  for

of R e t a i l e r s D i s c o u n t s N o n - d i s c o u n t e r s

Less than $ 1 0 0  t h o u s a n d 9. 8 5 .3

$ 1 0 0  - 999 t h o u s a n d 5.9 4. 5

$1 - 9 . 9 9  m i l l i o n A . 6 3.7

$1 0  - 9 9 . 9  m i l l i o n

2.6

2 .5

$ 1 0 0  m i l l i o n  and ove r o iAt •

Responses from survey of retailers, 1983.



TABLE 6.9

REASONS GIVEN BY RETAILERS NOT OFFERING DISCOUNTS FOR CASH

! I______________  P r o p o r t i o n  C i t i n g  as R e a s o n  for Not O f f e r i n g  D i s c o u n t ______________ ____________

I N u m b e r  | No Need; |Too Costly; |Might L o s e f  U n f a i r  to ( D i f f i c u l t | C o n f us  i o n ; | B o o U k e e p  i ng|

C a t e g o r i e a  of | of Re- | Not M a n y  |Cut P r o f  its;|Salea; No | C us t o m e r s ;  |For S a l e a | C u s t o m e r s  !Paper W o r k  |A1 I O t h e r

R e t a i l e r s ________________ jtailers |Card Salesl Pr i c e  W ars |Sales G a i n ( D i s c r i m i n a t e s |  Clerks |Don't Like j P r o b l e m s  I Reas o n s

Used to O f f e r  Discount,

Don't N o w 20 20 40 5 5 — 10 10 10

G a s  S t a t i o n s  

A1 1 O t h e r

4

16 25

(too few o b s e r v a ti o n s ,  

44 6

p r o p o r t i o n s  not m e a n i n g f u l )

6 13 6

H ave C o n s i d e r e d ,  Don't

O f f e r  D i s c o u n t 89 18 17 7 8 5 13 9 23

G a s  S t a t i o n s 15 13 20 - 7 - 13 33 13

All O t h e r 74 19 16 8 8 6 12 4 26

Oth er s  not O t t e r i n g  

D i s c o u n t 391 33

f

19 7 6 3 11 3 18

Ca s  St a t i o n s 45 24 29 9 7 _ 7 1 1 13

All O t h e r s 346 34 20 6 6 3 11 2 18

R e s p o n s e s  from survey of r et a i l e r s ,  1983.



A l l  s u r v e y  r e s p o n d e n t s  w e r e  a s k e d  w h e t h e r  the y  t h o u g h t  it a g o o d  

i d e a  or a b a d  ide a  for a r e t a i l e r  to o f f e r  d i s c o u n t s  for cash. T h e s e  

r e s p o n s e s ,  w i t h  the r e a s o n s  given, are s h o w n  in t a b l e  6.10. W h i l e  q u e s t i o n s  

o f  this t h e o r e t i c a l  o p e n - e n d e d  n a t u r e  w a r r a n t  c o n s e r v a t i v e  i n t e r p r e t a t i o n ,  

the p r o p o r t i o n  l a b e l i n g  d i s c o u n t s  a " g o o d  i d e a "  is n e v e r t h e l e s s  i m p r e s s i v e l y  

h i g h  at 41 p e r c e n t  o f  the panel. T h e  f i g u r e  is s o m e w h a t  s u r p r i s i n g  in v i e w  

of the far s m a l l e r  n u m b e r  o f  r e t a i l e r s  that a c t u a l l y  o f f e r  d i s c o u n t s  for 

c ash. It m a y  be that some r e s p o n d e n t s  b e l i e v e  d i s c o u n t s  are a goo d  idea for 

r e t a i l e r s  g e n e r a l l y  but, for s ome r e a s o n ,  not in t he i r  own s i t u a t i o n .  M o r e  

likely, the a s s e s s m e n t s  m a i n l y  r e f l e c t  s p o n t a n e o u s  r e a c t i o n s  to an issue 

b y  r e s p o n d e n t s  w h o  h a d  g i v e n  it l i t t l e  s e r i o u s  t h o u g h t  b e f o r e , !  a s i t u a t i o n  

that m i g h t  tend to y i e l d  a r e l a t i v e l y  e v e n  d i v i s i o n  b e t w e e n  " g o o d "  and " b a d "  

a s s e s s m e n t s .

In v i e w  of  the h i g h e r  p r o p o r t i o n  of gas s t a t i o n s  o f f e r i n g  d i s c o u n t s  

than of o t h e r  types o f  r e t a i l e r s ,  it is a n o m a l o u s  that a s m a l l e r  p r o p o r t i o n  

of gas s t a t i o n s  v i e w e d  d i s c o u n t s  f a v o r a b l y  (34 p e r c e n t )  t h a n  w a s  the cas e  

a m o n g  o t h e r  r e t a i l e r s  (42 p e r c e n t ) .  C u r i o u s l y ,  a m o n g  the 21 gas s t a t i o n s  

a c t u a l l y  o f f e r i n g  d i s c o u n t s ,  9 d e s c r i b e d  that p o l i c y  as a "bad ide a. "  R e a­

sons for r e g a r d i n g  d i s c o u n t s  as a " g o o d  i d e a "  w e r e  r a t h e r  e v e n l y  d i v i d e d  

a m o n g  such b e n e f i t s  as i m p r o v e d  c a s h  flow, g e n e r a t i o n  of i n c r e m e n t a l  sales 

or p r o f i t s ,  a s ense of f a i r n e s s  to c a s h - u s i n g  c u s t o m e r s ,  an d  b e t t e r  c o v e r a g e  

of c r e d i t  c a r d  costs.

H o w  n o n - g a s o l i n e  r e t a i l e r s  of d i f f e r e n t  s i z e  r e g a r d e d  the p r a c t i c e

of g i v i n g  d i s c o u n t s  for c a s h  is s h o w n  in T a b l e  6.11. C l e ar l y ,  s m a l l e r

r e t a i l e r s  w e r e  m o r e  l i k e l y  to v i e w  d i s c o u n t s  f av o r a b l y ;  t h o s e  in the lowest

1. As table 6.9 s h o w s ,  o n l y  a b o u t  22 p e r c e n t  o f  r e t a i l e r s  not o f f e r i n g  d i s­

c o u n t s  for cas h  h a d  e v e r  c o n s i d e r e d  d o i n g  so (or h a d  a c t u a l l y  d o n e  so).

-1 0 0 -



s a l e s  c a t e g o r y  w e r e  t w i c e  as l i k e l y  to t e r m  d i s c o u n t s  a g oo d  idea as w e r e  

r e t a i l e r s  in the h i g h e s t  sales c a t e g o r y .  T h i s  r e s u l t  is, of course, c o n­

sis t e n t  w i t h  f i n d i n g s  a l r e a d y  p r e s e n t e d  that h i g h e r  p r o p o r t i o n s  of s m a l l e r  

r e t a i l e r s  p r o v i d e  d i s c o u n t s  for cash, that the y pay h i g h e r  f a c t o r i n g  fees 

to c a r d  i s s uers, and o f f e r  la r g e r d i s c o u n t s  for cash.
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TABL E 6.10

A S S E S S M E N T  OF D I S C O U N T  FOR C ASH  AS G O O D  OR BAD IDEA, WITH REAS ON S CIT ED

1 Rea son s for R e g a r d i n g  as Go od Idea

1 (pe rcent of "good" responses)

Pr opo rti on^ 1 Bette r Cash Att ra ct 1 Fair 1 Cov er Cost
C at eg ori es Re sp ond ing iFlov; Proiapter C u s t o m e r s ; Inc rea se 1 to 1 of C a r d s ;

of Ret ai le rs "Good Idea" 1 Receipt Sales Highe r Pr of it s 1 Cus to me r 1 Reduce Fees

All Ret ai le rs 41 15 14 11 13 8

Gas Stations 34 16 19 29 10
All Ot he r s 42 15 13 12 10 8

1 Re as on s for R eg ar din g as Bad Idea

1

Proport ion!

(percent of "bad" res p o n s e s )

1 To o  Costly; 1 Un f a i r  to 1 Con fus ion ; 1 No Need; 1 Might Lose
Ca te go r i e s  1 Re spo nd in g Cut Profits; 1 C u s t o m e r ; 1 Cus to me rs 1 Nor Man y | Sales; Nj

of Re ta i l e r s  1 "Bad Idea" Price Wars 1 Di sc rim i n a t e s 1 Don 't Likel Card Sales 1 Sales Cai n

All Ret ai le rs 57 23 20 15 11 8

Cas Station s 66 17 25
i

13 3 . 12

All Oth er 56

-in*— ii

24

_ T  IIL _ T ~ - I f - r -

19 15 13 7

T. P r o p or tio ns of ''good Idea" and ''bad idea" resp onses  do not add Co 100 percent w i t h i n  pnr- 

tic ular categ or ies  bec aus e of "don't know" responses.

Re sp o n s e s  from aur”?;.' of retailers, 1983.

F i n a ll y ,  r e s p o n d e n t s  w e r e  a s k e d  w h e t h e r ,  i n s t e a d  of a d i s c o u n t  for 

cash, a d d i n g  an e x t r a  fee w h e n  c u s t o m e r s  use c r e d i t  c a r d s  wa s  a g ood idea 

or a bad idea. ( R e s u l t s  are s h o w n in table 6 . 1 2 . )  T w e n t y - n i n e  p e r c e n t  of 

<jt£.l r e s p o n d r n t a  who a n s w e r e d  the q u e s t i o n  t h o u g h t  that s u r c h a r g e s  for cre d it



TA B L E  6.11

A S S E SSMENT OF DISCOUNT FOR CASH AS GOOD O R  BAD IDEA BY SIZE OF RETA I L E R4
. . ... . .  7

C a t e g o r y  of R e t a i l e r  1 

By S a l e s  V o l u m e

T o t a l  

N o n - G a s o l i n e  

R e s p o n d e n t  s

I N u m b e r  

D i s c o u n t s

C i t  iug 

for C a s h  As:

! P r o p o r t i o n  

j D i s c o u n t s  for

Cit ing 

C a s h  As:

i G o o d  Idea I Bad I dea l G o o d  I dea I Bad I dea

All R e s p o n d e n t s 613 257 361 6 1 . 9 55.6

L e s s  t ha n  $ 1 0 0  L h o u a n d 80 6 0 38 5 0 . 0 6 7 . 5

$ 1 0 0  - 9°9 t h o u s a n d 266 113 166 6 2 . 5 56.1

$1 - 9 . 9 9  m i l l  ion 168 73 96 6 3 . 5 5 6 . 0

$ 10 - 9 9 . 9  m i l  lion 56 20 35 35.7 62.5

$ 1 0 0  m i l l i o n  & o v e r 61 10 29 2 6 . 6 70.7

R e s p o n s e s  f r o m  s u r v e y  of r e t a i l e r s ,  1983.



r e p r e s e n t e d  a b e t t e r  a p p r o a c h  to tw o - t i e r  p r i c i n g  than did d i s c o u n t s  for 

cash.^- A m o n g  n o n - g a s o l i n e  r e t a i l e r s ,  s m a l l e r  b u s i n e s s e s  w e r e  m o r e  likely 

than large b u s i n e s s e s  to r e g a r d  s u r c h a r g e s  as a b e t t e r  idea than d iscounts.

On the who l e ,  it did  not ap pe a r  that a u t h o r i z a t i o n  of s u r c h a r g e s  w o u l d  h ave 

a m a j o r  impact on the f r e q u e n c y  of t w o - t i e r  pricing. As i n d i c a t e d  in previous 

tables, 4 2  p e r c e n t  of n o n - g a s o l i n e  r e t a i l e r s  d e s c r i b e d  d i s c o u n t s  for cash as 

a g o o d  idea, b u t  o n l y  6 - 1 / 4  p e r c en t  a c t u a l l y  w e r e  o f f e r i n g  d i s c o u n t s  in the 

s p r i n g  of 1983. J u d g i n g  from these results, if a b o u t  6 p e r c e n t  of those wh o  

thou g h t  s u r c h a r g e s  to be the b e t t e r  a p p r o a c h  w o u l d  a dopt t w o - t i e r  pricing, 

an a d d i t i o n a l  2 p e r c e n t  of all n o n - g a s o l i n e  r e t a i l e r s  w o u l d  e m p l o y  a two-tier 

system.
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T A B L E  6 . 1 2

R E T A I L E R  C O M P A R I S O N  O F  C R E D I T  CA R D  S U R C H A R G E  TO CAS H D I S C O U N T

T y p e  of R e t a i l e r  and 

V o l u m e  o f  S a l e s  C a t e g o r i e s

1 1 

1 1 
N u m b e r  

1 of 

1 R e s p o n d e n t s  1

P e r c e n t a g e  of Ret ai l e r s  

T h a t  Sai d  S u r c h a r g e  G o o d  

or Bad I dea C o m p a r e d  to 

D i s c o u n t  for Cash 

G oo d  Idea I Bad Idea

All R e t a i l e r s 700 29 71

G a s o l i n e  S t a t i o n s 89 33 67

A l 1 O t h e r 611 28 72

L ess tha n  $ 1 0 0  t h o u s a n d 78 41 59

$100 - 9 9 9  t h o u s a n d 267 31 69

$ 1 - 9 . 9 9  m i l  lion 167 21 79

$10 - 9 . 9 9  m i l l i o n 55 20 80
$ 1 0 0  m i l l i o n  and ove r 42 26 74

R e s p o n s e s  f rom s u r v e y  of r e t a i l e r s ,  1983.

1. It m a d e  li t tl e  d i f f e r e n c e  w h e t h e r  the r e s p o n d e n t  hai p r e v i o u s l y  d e s c r i b e d  

d i s c o u n t s  as a g o o d  idea or a bad idea.
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95 STAT. 144

July 1951 
IH.R. 31|

Cash Discount 
Act.
15 U S C  160! 
note.

15 USC 1605.

"Regular price "

15 U?C 16(11’ 
note
94 Stat 169.

15 USC
note.
Supra.

T E X T  OF CAS H  D I S C O U N T  A C T  O F  1981

PUBLIC LAV/ 97-25—JULY 27. 1981 

Public Law 97-25 
97th Congress 

An Act
To amend the Truth in Lending Act to encourage cash discounts, and for otherpurposes.
Be it enacted by the Senate and House o f  Representatives o f  the 

United States o f America in Congress assembled, That this Act may be 
cited as the “Cash Discount Act’

TITLE I—CASH DISCOUNTS
S e c . 101. Section 167(b) of the Truth in Lending Act (15 U.S.C. 

1666fTb)) is amended to read as follows:
“(b) With respect to any sales transaction, any discount from the 

regular price offered by the seller for the purpose of inducing 
payment by cash, checks, or other means not involving the use of an 
open-end credit plan or a credit card shall not constitute a finance 
charge as determined under section 106 if such discount is offered to 
all prospective buyers and its availability is disclosed clearly and 
conspicuously.".
* S e c . 102. (a) Section 103 of the Truth in Lending Act (15 U.S.C. 1602) 
is amended by adding a t the end thereof the following:

"(z) As used in this section and section 167, the term ‘regular price’ 
means the tag or postec price charged for the property or service if a 
single price is tagged or posted, o rthe  price charged for the property 
or service when payment is made by use of an open-end credit plan or 
a credit card if either (1) no price is tagged or posted, or (2) two prices 
are tagged or posted, one of which is charged when payment is made 
by use of an open-end credit plan or a credit card and the other when 
payment is made by use of cash, check, or similar means. For 
purposes of this definition, payment by check, draft, or other negoti­
able instrument which may result in the debiting of an open-end credit 
plan or a credit cardholder ’s open-end account snail not be considered 
payment made by use of the plan or the account.’’.

(b) Effective April 10,1982—
(1) subsections (x) and (y) of section 103 of the Truth in Lending 

Act (as redesignated by section 603(b) of Public Law 9G-221) are 
redesignated as subsections (y) and (z), respectively: and

(2) subsection (z) of such section (as adaed by subsection (a)) is 
redesignated as subsection (x) and is inserted after subsection (w).

Sec. 103. Any rule or regulation of (be Board of Governors of the 
Federal Reserve System pursuant to section 167(b) of the Truth in 
Lending Act. as such section was in effect on the day before the date 
of enactment of this Act, is null and void.

TITLE H -BA N  ON CREDIT CARD SURCHARGES
S e c . 201. Section 3(cX2) of Public Law 94-222 (15 U.S.C. 1666f note) 

is amended to read as follows:
“(2) The amendments made by paragraph (1) shall cease to be 

effective on February 27,1984.’’.
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S e c . 202. Not later than two years.after the date of enactment of 
this Act, the Board of Governors of the Federal Reserve System shall 
prepare a study, on the basis of a review and analysis of such data and 
studies as it finds appropriate, and shall submit its findings to the 
Committee .on Banking, Housing, and Urban Affairs of the Senate 
and the Committee on Banking, Finance and Urban Affairs of the 
House of Representatives on the effect of charge card transactions 
upon card issuers, merchants, and consumers, including to the extent 
possible—

(1) the effects of charge card transactions on retail sales;
(2) the effect of charge card usage on consumers and on 

merchants, including the effects on merchant cost; and
(3) the effect of charge card usage on the pricing of goods and 

services, with a comparison of the costs resulting from payment 
by (A) currency and coin, (B) by personal check or similar 
instrument, (C) by in-house credit plans, and (D) by charge card.

TITLE m —MISCELLANEOUS
Sec. 301. Section 625(c) of Public Law 96-221 is amended by adding 

at the end thereof the following: "Any creditor who elects to comply 
with such amendments and any assignee of such a creditor shall be 
subject to the provisions of sections 130 and 131 of the Truth in 
Lending Act, as amended by sections 615 and 616, respectively, of this 
title.”.

S e c . 302. Section 5137 of the Revised Statutes (12 U.S.C. 29) is 
amended by adding at the end thereof the following new paragraph:

“Notwithstanding any other provision of this section, any national 
banking association which, on the date of enactment of this para­
graph, held title to and possession of real estate which was carried on 
the association's books at a nominal value on December 31,1979, may 
continue to hold such real estate until December 31, 1982, if the 
earnings from such real estate are separately disclosed in the finan­
cial statements of the association.".

S e c . 303. (a) Section 204 of the Public Health Service Act is 
amended by inserting after the first sentence the following new 
sentence: "The President may appoint to the office of Surgeon 
General an individual who is sixty-four years of age or older.”.

(b) Section 211(aXl) of such Act is amended by adding a t the end 
thereof the following new sentence: “This paragraph does not apply 
to the Surgeon General of the United States.”.

Approved July 27, 19S1.

LEGISLATIVE HISTORY-H .R . 31 (H.R. 3132) (S. 414):
HOUSE REPORT No. 97-1.VI (Comm, of Conference).
SENATE REPORT No. 97-23 Accompunying S. 414 (Comm, on Bunking, Housing, and 

Urban Affuirs)
CONGRESSIONAL RECORD. Vol. 127 (1981):

Feb. 24, considered and nussed House.
Mur. 5, S. 414 considered in Scnote.
Mur. 12. considered and passed Senate, amended, in lieu of S. 414.
May 4. H.R. 3132 considered and passed House.
May 20, Ju ne  24, House considered and agreed to conference report.
July 14, Senate ngreed to conference report.
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94 Stat. 180. 182. 
15 USC 1640, 
1641.
94 Stat. 186.

42 USC 205.

Presidential
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42 USC 212.
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T h e  F e d e r a l  R e s e r v e  B o a r d  h a s  s p o n s o r e d  a n u m b e r  o f  c o n s u m e r  and 

r e t a i l e r  s u r v e y s ,  m e n t i o n e d  in the text o f  this r e p o r t ,  t h a t  f o c us  on c r e d i t  

c a r d s  to s ome e x t e n t .  T h r e e  s u r v e y s — two o f  c o n s u m e r s  in 1982 an d  1983, 

a n d  one of r e t a i l e r s  in 1 98 3 — w e r e  d e s i g n e d  s p e c i f i c a l l y  to a d d r e s s  is s u e s  

d i s c u s s e d  in the r e p o r t .  A l l  of the c o n s u m e r  an d r e t a i l e r  s u r v e y s  s u m m a r i z e d  

b e l o w  w e r e  c o n d u c t e d  on b e h a l f  of the F e d e r a l  R e s e r v e  B o a r d  by the S u r v e y  

R e s e a r c h  C e n t e r  (SRC), I n s t i t u t e  for S o c i a l  R e s e a r c h ,  U n i v e r s i t y  of M i c h i g a n . - 

In a d d i t i o n ,  the F e d e r a l  R e s e r v e  B o a r d  i n i t i a t e d ,  and s e r v e d  as a j o i n t  

s p o n s o r  of, a b e n c h m a r k  S u r v e y  of C o n s u m e r  F i n a n c e s  in 1983. I n f o r m a t i o n  

f r o m  o v e r  4 , 0 0 0  h o u s e h o l d s  was c o l l e c t e d  by S R C  m a i n l y  in the s p r i n g  an d 

s u m m e r  of 1983. R e s u l t s  are not ye t a v a i l a b l e .

1977 C o n s u m e r  C r e d i t  S u r v e y. A  s u r v e y  o f  2 , 5 6 3  h o u s e h o l d s ,  c o n­

d u c t e d  in A u g u s t  and S e p t e m b e r  o f  1977, e x p l o r e d  c o n s u m e r  us e  of d i f f e r e n t  

types of credit, and m e a s u r e d  c o n s u m e r  a w a r e n e s s ,  u n d e r s t a n d i n g ,  a t t i t u d e s ,  

and b e h a v i o r  r e g a r d i n g  c r e d i t  and its r e g u l a t i o n .  F i e l d  w o r k  w a s  j o i n t l y  

s p o n s o r e d  by the F e d e r a l  R e s e r v e  Board, the O f f i c e  of the C o m p t r o l l e r  o f  the 

C u r r e n c y ,  and the F e d e r a l  D e p o s i t  I n s u r a n c e  C o r p o r a t i o n .  A n  a n a l y s i s  of  the 

i n f o r m a t i o n  o b t a i n e d  in the s u r v e y  wa s  p u b l i s h e d  in T h o m a s  A. D u r k i n  a n d  

G r e g o r y  E. E l l i e h a u s e n ,  1977 C o n s u m e r  C r e d i t  S u r v e y  ( W a s h i n g t o n :  B o a r d  of 

G o v e r n o r s  of the F e d e r a l  R e s e r v e  S y s t e m ,  D e c e m b e r  1978),

1978 F o l l o w - u p  S u r v e y  o f  C o n s u m e r s . In A u g u s t  a n d  N o v e m b e r  of 

1978, S R C  c o n d u c t e d  reir.terviews w i t h  m a n y  o f  the sam e  h o u s e h o l d s  q u e s t i o n e d  

in tha 1977 C o n s u m e r  C r e d i t  Surv e y .  An a n a l y s i s  o f  som e  o f  the r e i n t e r v i e w  

f i n d i n g s  a p p e a r e d  in C h a r l e s  A. L u c k e t t ,  " H o u s e h o l d  F i n a n c i a l  B e h a v i o r :

FEDERAL RESERVE SURVEYS ON CREDIT CARDS AND RELATED MATE R I A L S



I m p l i c a t i o n s  for C o n s u m e r  S p e n d i n g , "  W e s t  L a f a y e t t e,  Ind.: K r a n n e r t  G r a d u a t e

School, C r e d i t  R e s e a r c h  C e n t e r  W o r k i n g  P a p e r  No. 37 (1980).

C o n s u m e r  h o l d i n g  and use of cre d it  c a r d s . On s e v e r a l  o c c a s i o n s  in 

1981, 1982, and 1983, SRC i n c l u d e d  a set o f  B o a r d - s p o n s o r e d  q u e s t i o n s  on 

cr e d i t  card h o l d i n g s  and use in its r e g u l a r  m o n t h l y  S u r v e y  of C o n s u m e r  

A t t i t u d e s  that c o v e r s  a b o u t  700 h o u s e h o l d s .  R e s u l t s  a p p e a r  at v a r i o u s  places 

in this report.

C o n s u m e r  r e a c t i o n s  to d i s c o u n t s  for c a s h . In O c t o b e r  1982 SRC 

i n c luded a set of B o a r d - s p o n s o r e d  q u e s t i o n s  about cash d i s c , u n t s  in its 

r e g u l a r  m o n t h l y  S u r v e y  of C o n s u m e r  A t t i t u d e s .  A p p r o x i m a t e l y  700 h o u s e h o l d s  

wer e q u e r i e d  a bout their r e a c t i o n s  to d i s c o u n t s  for cash on p u r c h a s e s  of 

f u r n i t u r e  and a p p l i a n c e s  and c l o t h i n g  through a series of q u e s t i o n s  about 

c e r t a in  h y p o t h e t i c a l  s i t u a t i o n s .  Results are d i s c u s s e d  in C h a p t e r  6 of this 

r e p o r t .

M e a n s  o f  p a y m e n t  for g a s o l i n e  p u r c h a s e s . In its J a n u a r y  1983 Su r v e y  

of C o n s u m e r  A t t i t u d e s ,  SR C a sked a p p r o x i m a t e l y  700 h o u s e h o l d s  a set of Board- 

s p o n s o r e d  q u e s t i o n s  about c o n s u m e r  use of credit c ards to p u r c h a s e  gasoline, 

and about c o n s u m e r  e x p e r i e n c e  w i t h  d i s c o u n t s  for cash in b u y i n g  gasoline. 

R e s u l t s  are d i s c u s s e d  in C h a p t e r  6 of this report.

R e t a i l e r  c r e d i t  p o l i c y . SRC c o n d u c t e d  a B o a r d - s p o n  .ored su r v e y  in 

A p r i l - M a y  1983 of a sa m p l e  of ret a i l  o r g a n i z a t i o n s ,  p r i m a ri l  to d e v e l o p  

in f o r m a t i o n  a bout r e l a t i v e  costs to m e r c h a n t s  of cash, check, and credit 

card t r a n s a c t i o n s ,  m e r c h a n t  p r e f e r e n c e s  r e g a r d i n g  these m o d e s  c* cansac- 

tions, m e r c h a n t  e x p e r i e n c e  w i t h  cash disco u n t s ,  and m e r c h a n t  a t t i t u d e s  toward 

d i s c o u n t s  for cas h  and s u r c h a r g e s  for credit.

The s u r v e y  was b a se d  on te le p h o n e  i n te r v i e w s  w i t h  713 retail 

e s t a b l i s h m e n t s  s e l e c t e d  as a s t r a t i f i e d  r a n d o m  sample a m o n g  types of firms
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l i k e l v  to a c c e p t  s e v e r a l  m e a n s  o f  payment, i n c l u d i n g  c r e d i t  cards. The s t u d y  

p o p u l a t i o n  e n c o m p a s s e d  all r e t a i l  establishraer.ts in the c o t e r m i n o u s  U n i t e d  

St a t e s  w i t h  a p r i m a r y  S t a n d a r d  I n d u s t r i a l  C l a s s i f i c a t i o n  c ode f r o m  one of 

the f o l l o w i n g  c a t e g o r i e s :  52 ( b u i l d i n g  m a t e r i a l s  and g a r d e n  s u p p l i e s ) ,

e x c e p t  527 ( m o b i l e  h o m e  d e a l e r s ) ;  53 ( g e n e r a l  m e r c h a n d i s e  s to res); 553 (auto 

a n d  h o m e  s u p p l y  stores''; 554 ( g a s o l i n e  s e r v i c e  s t a t i o n s ) ;  56 ( a p p a r e l  and 

a c c e s s o r y  s t o res); 57 ( f u r n i t u r e  and home  furnishin;. s to res); 591 ( d r ug  

s t o r e s  and p r o p r i e t a r y  s t o r e s) ;  594 ( m i s c e l l a n e o u s  s h o p p i n g  g ood stores);

5 96 1  (mail o r d e r  h o u s e s ) ;  598 3  (fuel oil d e a l e r s ) ;  598 4  ( l i q u e f i e d  p e t r o l e u m  

gas d e a l e r s ) ;  and 59 9 2  ( f l o r i s t s ) .  R e s u l t s  of the s u r v e y  are d i s c u s s e d  in 

v a r i o u s  p l a c e s  in this repo rt ,  e s p e c i a l l y  C h a p t e r s  4 a n d  6.

O t h e r  F e d e r a l  R e s e r v e  m a t e r i a l s  on c r e d i t  c a r d s . In 1968, a F e d e r a l  

R e s e r v e  S y s t e m  R e p o r t  w a s  p u b l i s h e d  on B a n k  C r e d i t - C a r d  and C h e c k - C r e d i t  P lans 

( J u l y  1968). At the en d  o f  1972, the B an k  Rep o r t  of C o n d i t i o n  c o n t a i n e d  a 

s p e c i a l  s t a t i s t i c a l  s u p p l e m e n t  on credit cards, a n a l y z e d  by D a v i d  F. Seid er s  

in " C r e d i t - C a r d  and C h e c k - C r e d i t  P l a n s  at C o m m e r c i a l  B a n k s , "  F e d e r a l  R e s e r v e  

S u l l e t i n  ( S e p t e m b e r  1973), pp. 6 4 6 - 5 3 .  In a d d i t i o n ,  in its m o n t h l y  s t a t i s t i c a l  

r e l e a s e  e n t i t l e d  " C o n s u m e r  I n s t a l l m e n t  C r e d i t "  (G.19), the F e d e r a l  R e s e r v e  

B oard r e g u l a r l y  p u b l i s h e s  e s t i m a t e s  of the am o u n t  of r e v o l v i n g  c r e d i t  at 

c o m m e r c i a l  banks, g a s o l i n e  c o m p a n i e s ,  and r e t a i l e r s .
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APPENDIX C

T h i s  A p p e n d i x  p r e s e n t s  a h y p o t h e t i c a l  e x a m p l e  of g a s o l i n e  p r i c i n g  

b e f o r e  and a f t e r  a d o p t i o n  of a d i s c o u n t - f o r - c a s h  pr o gram. Th e  e x a m p l e  assu m e s 

that there are no s h i f t s  in u n d e r l y i n g  w h o l e s a l e  g a s o l i n e  pric e s ,  that sales 

v o l u m e  r e m a i n s  c o n s t a n t ,  and that the g a s o l i n e  r e t a i l e r  has  an o b j e c t i v e  of 

m a i n t a i n i n g  a c o n s t a n t  level of p r o f i t s . 1 Th e  p u r p o s e of the e x a m p l e  is to 

i n d i c a t e  the r e l a t i o n s h i p  that co u l d  be e x p e c t e d  b e t w e e n  a former si n g le  

p r i c e  for g a s o l i n e  and a n e w  tw o - t i e r  set of prices, u s i n g  e s t i m a t e s  about 

c e r t a i n  a s p ec t s  of b u y e r  b e h a v i o r  that w e r e  d i s c u s s e d  in C h a p t e r  6, s e c t i o n  2.

T h e  e x a m p le ,  s h o w n  in table C.l, is c o n s t r u c t e d  w i t h  100 c u s t o m e r s  

e a c h  b u y i n g  one g a l l o n  of g a s o l i n e .  D r a w i n g  on the h o u s e h o l d  s u r v e y  results, 

the a s s u m p t i o n  is m ade chat about 40 c u s t o m e r s  w o u l d  use cr e d i t c ards and 

60 w o u l d  pay in c a s h  in the a b s e n c e  of a d i s c o u n t  offer. For sake of i llus­

tration, ic is a s s u m e d  that g r o s s  r e c e i p t s  of $120 w o u l d  c o v e r  all costs, 

i n c l u d i n g  cr e d i t  car d  costs, and y i e l d  the g a s o l i n e  s e l l e r  some d e s i r e d  

level of  profits. O b v i o u s l y ,  u n d e r  a s i n g l e - p r i c e  system, the ret a i l  price 

of a ga l l o n  of gas w o u l d  be $ 1. 2 0  to each customer.

I n t r o d u c t i o n  of a d i s c o u n t - f o r - c a s h  p o l i c y  c o m p l i c a t e s  the price

s t r u c tu r e .  In Line w i t h  the d i s c u s s i o n  in C h a p t e r  6 and s t a t i s t i  - in

table 6.2, w h e n  a d i s c o u n t  is offered, the p r o p o r t i o n s  of c ash and credit

b u y e r s  are a s s u m e d  to s h if t  fro m .60 and .40, r e s p e c t i v e l y ,  to .75 and .25.

1. It is r e c o g n i z e d  that the i n t r o d u c t i o n  of a d i s c o u n t - f o r - c a s h  p r o g r a m  may 

aff ec t  a s t a t i o n ' s  v o l u m e  of sales, at least at first. The s t a t i o n  ma y  hop e 

to increase sales by a t t r a c t i n g  cas h  u sers a way from c o m p e t i t o r s .  B u t — to 

r epeat a p oint m a d e  e l s e w h e r e  in this r e p o r t — c o m p e t i t i v e  r e s p o n s e  by other 

s t a t i o n s  is likely to m i n i m i z e  any sales a d v a n t a g e  i n i t i a l l y  a c c r u i n g  to a 

d e a l e r  that sets up a t w o - t i e r  system. U n l e s s  t w o -tier p r i c i n g  w e r e  to 

s t i m u l a t e  total i n d u s t r y - w i d e  g a s o l i n e  sales, it w o u l d  be i n a p p r o p r i a t e  to 

a s s u m e  some p e r m a n e n t  s ales g a i n  for any p a r t i c u l a r  r e t ailer.
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In the p r e s e n t  e x a m p l e ,  then, 75 p e r s o n s  w o u l d  b u y  for c a s h  a n d  25 w o u l d  u s e  

a c r e d i t  c a r d  u n d e r  t w o - t i e r  p r i c i n g ,  for a net s h i f t  o f  15 c u s t o m e r s  f r o m  

c r e d i t  to cash. S i n c e  this s h i f t  w o u l d  r e d u c e  the s e l l e r ' s  cost of c a r r y i n g  

r e c e i v a b l e s ,  the g r o s s  r e v e n u e  n e e d e d  to m a i n t a i n  level p r o f i t s  w o u l d  d r o p  by 

15 times the p e r  g a l l o n  c o s t  s a v in g .  In the e x a m p l e ,  a c r e d i t - h a n d l i n g  co s t  

o f  3 c e n t s  per g a l l o n  o f  gas s o l d  on c r e d i t  is used, w h i c h  a p p r o x i m a t e s  the 

cost e s t i m a t e d  by s e v e r a l  m a j o r  g a s o l i n e  c o m p a n i e s .  By i n f l u e n c i n g  15 c u s­

to m e r s  to s w i t c h  f r o m  c r e d i t  c a r d  to cash, the gas s t a t i o n  in the e x a m p l e  

c o u l d  s a v e  45 c e n t s in i r e d i t  s e r v i c i n g  cost s ,  thus r e d u c i n g  the l evel of 

g r o s s  r e v e n u e s  n e e d e d  to m a i n t a i n  c o n s t a n t  p r o f i t s  to $ 1 1 9 . 5 5  f r o m  $120.

A s s u m i n g  that the c ash p r i c e  an d  c r e d i t  p r i c e  w o u l d  be set to d i f f e r  

b y  the a m o u n t  of c r e d i t - r e l a t e d  c o s t s  pe r  g a l l o n ,  it c a n  be c a l c u l a t e d  (as 

s h o w n  in t able C.l) that the g a s o l i n e  s e l l e r  w o u l d  need to pi Ice gas at 

$ 1 , 1 8 8  for c a s h  s ales and $ 1 , 2 1 8  for c r e d i t  s a l e s . 1 B e c a u s e  the l ower p r i c e  

for cash mus t  be o f f e r e d  to t hose w h o  w o u l d  pa y  c a s h  a n y w a y ,  the c a s h  p r i c e  

c a n n o t  be r e d u c e d  fro m  the old $ 1 . 7 0  p r i c e  by the full a m o u n t  of the per 

g a l l o n  cos t  of c r e d it .  I ns t e a d ,  the t w o - t i e r  p r i c e  w o u l d  p o i n t s  b r a c k e t  the 

o l d  s i n g l e  p rice point.

R e t a i l  g a s o l i n e  p r i c e s  in the r e a l  w o r l d  o f t e n  f l u c t u a t e  a few

c e n t s  f r o m  w e e k  to w e e k .  Thus it is d i f f i c u l t  to j u d g e  h o w  c l o s e l y  a n

a c t u a l  s t a t i o n ' s  t w o - t i e r  p r i c e  s t r u c t u r e  v i s - a - v i s  an a l t e r n a t i v e  s i n g l e

p r i c e  p o l i c y  m i g h t  c o m p a r e  w i t h  the e x a m p l e  s k e t c h e d  h ere. H o w e v e r ,  as noted,

1. A l t e r n a t i v e l y ,  r a t h e r  than a s s u m i n g  a p r i c e  d i f f e r e n t i a l  e q u a l  to the 

d i f f e r e n c e  in cost b e t w e e n  c r e d i t  car d  and c a s h  t r a n s a c t i o n s ,  t he n  s o l v i n g  

for the two p r i c e s ,  one c o u l d  a s s u m e  the c r e d i t  p r i c e  to be set e q u a l  

to the p r i c e  that w o u l d  be c h a r g e d  in a o n e - t i e r  s y s t e m  ( $ 1 . 2 0  in this 

e x a m p l e ) ,  then s o l v e  the e q u a t i o n s  for the c a s h  price. U n d e r  this a p p r o a c h ,  

it ca n  be c a l c u l a t e d  that, g i v e n  the c r e d i t  p r i c e  o f  $ 1 . 2 0  in the t w o - t i e r  

syst e m ,  the c ash p i i c e  w o u l d  h a v e  to be at l east $ 1 , 1 9 4  to m a i n t a i n  the 

ta r ge t  level of p r of i t s .
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v a lu e s  o f th e  key v a r ia b le s  in  the example were chosen— based on su rvey

r e s u l t s — to  r e a l i s t i c a l l y  r e f l e c t  c o n d it io n s  faced  by ty p ic a l  g a s o lin e

r e t a i l e r s .  M oreover, as f u r th e r  c a lc u la t io n s  under a l t e r n a t i v e  assum ptions

would show, th e - im p l ic a t io n s  o f the  example do not depend narrow ly  on th e

s p e c i f ic  v a lu e s  o f  th e  v a r ia b le s  u sed . That i s ,  under w id ely  d i f f e r e n t

custom er p u rch as in g  h a b i t s ,  the  new tw o - t ie r  p r ic e  sch ed u le  would s t i l l

b ra c k e t the o ld  o .- .e - tie r  p r i c e .  For in s ta n c e ,  i f  i t  were assumed th a t

as many as 60 p e rc e n t ( in s te a d  o f  AO p e rc e n t)  o f the custom ers would use

c r e d i t  ca rd s  in  a s in g le - p r i c e  system , and th a t  o n ly  20 p e rc e n t would use

c r e d i t  ca rd s  in  a tw o - t i e r  s y s te m ,1 the " e q u a l - p r o f i t "  p r ic e s  would be $1,182

fo r  cash  and $1,212 fo r  c r e d i t ,  compared w ith  the o n e - t i e r  p r ic e  o f  $ 1 .2 0 .

1. In o th e r  w ords, 40 p e rc e n t o f the t o t a l  custom er base would sw itch  from 
c r e d i t  card  to  cash in  t h i s  a l t e r n a t i v e ,  compared w ith  15 p e rc e n t who sw itched  
in  th e  o r ig in a l  exam ple.
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H Y P O T H E T I C A L  G A S O L I N E  P R I C I N G  W I T H  C O N S T A N T  P R O F I T S  

U N D E R  O N E - T I E R  A N D  T W O - T I E R  P R I C I N G  S C H E M E S

TABLE C.l

S i n g l e - p r i c e  case

aX + bY » R 

X  - Y  = 0

r e v e n u e  f u n c t i o n  

p r i c e  s t r u c t u r e

T w o - t i e r  ■pricing: •

(a-'-s) X  + (b-s) Y  c R - cs 

X  = Y  - c

c a l c u l a t i o n s :

60  X + 4 0 Y  ■ $120

_________ X - Y ■ 0 ____

100 X = $120

X  = $ 1.20 

Y « $ 1.20

( 6 0 + s ) X  + ( 4 0 - s ) Y  13 $ 1 2 0  - $ . 0 3 s  

X - Y « - c

75 X + 25 Y =  $ 1 1 9 . 5 5  

X - Y » - $ .03

100 X  ■ SI 18.80 

X  = $ 1.188 

Y - $ 1 . 2 1 8

where: X = c a s h  p r i ce

Y = c r e d i t  p r i c e

a a  n u m b e r  of c u s t o m e r s  pe r  100 that t y p i c a l l y  p ays cas h

b * n u m b e r  of c u s t o m e r s  p e r  100 that t y p i c a l l y  u s e s  c r e d i t  c a r d

R = d e s i r e d  g r o s s  r e v e n u e  for i n i t i a l  c a s h / c r e d i t  s a l e s  m i x  

s = n u m b e r  of c u s t o m e r s  that s h i f t s  to c a s h  f r o m  c r e d i t  

c = c o s t  of f i n a n c i n g  r e c e i v a b l e s  per g a l l o n  of gas s o l d  o n  c r e d i t

a s s u m p t i o n s :

a B 60, b = 40 

R - $120

s ■ 15

c - .03

e a c h  c u s t o m e r  b u y s  one g a l l o n  o f  gas

o
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SUB J E C T : D e r e g u l a t i o n  of  i n t e r e s t  r a t e s  
(SCS CSIIB 246 (L&C) )

TO:

FROM:

S e n a t o r  R i c h a r d  I. E l i a s o n  
C h a i r m a n ,  S e n a t e  L a b o r  a n d  
C o m m e r c e  C o m m i t t e e

T h o m a s  A. S o f o // 
L e g i s l a t i v e  C o u n s e l

Y o u  h a v e  r e q u e s t e d  t h i s  o f f i c e  to p r e p a r e  a s e c t i o n a l  a n a l y s i s  
o f  SCS C S H B  246 ( L & C ) .

S e c t ion 1 o f  t h e  b i l l  r e m o v e s  t h e  f i x e d  n u m e r i c a l  i n t e r e s t  
r a t e  c e i l i n g  on s m a l l  loans. It a l l o w s  A l a s k a  s m a l l  l o ans 
l e n d e r s  a r a t e  as h i g h  as c a n  be  m u t u a l l y  a g r e e d  o n  by c o n­
tract.

S e c t i o n  2 d o e s  t h e  same t h i n g  for p r e m i u m  f i n a n c i n g  a g r e e­
m e n t s  b y  r e m o v i n g  the n u m e r i c a l  p e r c e n t a g e  i n t e r e s t  c e i l i n g  
a n d  r e p l a c i n g  it w i t h  a rate a g r e e d  o n  b y  c o n t r a c t .

S e c t i o n  3 i n c r e a s e s  the i n t e r e s t  p a i d  o n  e m i n e n t  d o m a i n  
j u d g m e n t s  f r o m  six p e r c e n t  a y e a r  to fi v e  p e r c e n t  a b o v e  the 
l a w f u l  ra t e  o f  i n t e r e s t .  T h e  l a w f u l  r a t e  of i n t e r e s t  
r e f e r r e d  to is the r a t e  set in A S  4 5 . 4 5 . 0 1 0 ( a )  w h i c h  
p r e s e n t l y  is 10.5 p e r c e n t  a year.

S e c t i o n  4 r e m o v e s  the i n t e r e s t  c e i l i n g  f r o m  r e t a i l  i n s t a l l­
m e n t  c o n t r a c t s  a n d  r e p l a c e s  it w i t h  a r a t e  a g r e e d  o n  b y  c o n­
tract. An e x a m p l e  of  r e t a i l  i n s t a l l m e n t  c o n t r a c t s  are the 
t y p e s  of a g r e e m e n t s  t v p i  j^lly u s e d  by f u r n i t u r e  stores.

S e c t i o n  5 r e m o v e s  the c e i l i n g  formerly c o n t a i n e d  in s u b­
se c t i o n  fb) to A S  4 5 . 4 5 . 0 1 0 .  T h a t  c e i l i n g  w a s  a l i m i t  on 
i n t e r e s t  c h a r g e d  by  the e x p r e s s  a g r e e m e n t  o f  the p a r t i e s  to 
fi v e  p e r c e n t a g e  p o i n t s  a b o v e  the T w e l f t h  F e d e r a l  R e s e r v e  
d i s t r i c t  rate. T h e  b i l l  d o e s  n o t  c h a n g e  the r a t e  of 
i n t e r e s t  in s t a t e  in t h e  a b s e n c e  of  an a g r e e m e n t ,  w h i c h
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r e m a i n s  at 10.5 p e r c e n t  a year, b u t  r e m o v e s  t h e  f l o a t i n g  
c e i l i n g  ra t e  f o r m e r l y  c o n t a i n e d  in s u b s e c t i o n  (b) w h i c h  w a s  
the u p p e r  l i m i t  for the l e g a l  r a t e  o f  i n t e r e s t  to b e  c h a r g e d  
w h e n  t h e r e  is an e x p r e s s  a g r e e m e n t  b y  the p a r t i e s .

S e c t i o n  6 m e r e l y  r e e n a c t s  t h e  c h a n g e s  d e l e t e d  in sec. 1 of 
t h e  bill.

S e c t i o n  7 u n d o e s  the a m e n d m e n t s  m a d e  in sec. 2 of  t h i s  bill.

S e c t i o n  8 u n d o e s  t h e  a m e n d m e n t s  m a d e  in sec. 3 of  t h i s  bill.

S e c t ion 9 is the f i r s t  h a l f  of t h e  a m e n d m e n t  w h i c h  r e t u r n s  
to the o r i g i n a l  t h e  l e g a l  r a t e  of  i n t e r e s t  l a n g u a g e  w h i c h  
w a s  c h a n g e d  in sec. 5 o f  the bill.

S e c t i o n  10 r e e n a c t s  the o p e n - e n d  l o a n s  s t a t u t e  w h i c h  is
r e p e a l e d  in sec. 14 of the bill.

S e c t i o n  11 r e e n a c t s  AS  0 6 . 4 5 . 0 6 0 ( 5 )  (A) (vi) w h i c h  is the
s e c t i o n  d e a l i r c  w i t h  i n t e r e s t  r a t e s  for c r e d i t  u n i ons.

S e c t i o n  1 2 . T h e  a d d i t i o n  o f  s u b s e c t i o n  (i) to A S  4 5 . 4 5 . 0 1 0  
is m e r e l y  a r e i n s e r t i o n  of the l a n g u a g e  w h i c h  w a s  f o r m e r l y  
c o n t a i n e d  in AS 4 5 . 4 5 . 0 1 0 ( b ) .

S e c t i o n  13 r e q u i r e s  the d i v i s i o n  o f  b a n k i n g  to m a k e  a r e p o r t  
to t h e  l e g i s l a t u r e  on or  b e f o r e  M a r c h  15, 1985, c o n c e r n i n g  
t he e f f e c t s  of t h i s  l e g i s l a t i o n .

S e c 'ion 1 4 . T h i s  s e c t i o n  r e p e a l s  the i n t e r e s t  r a t e  c e i l i n g s  
o n  o p e n - e n d  l o a n s  (AS 06.20), c r e d i t  u n i o n s  (AS 06.45), a n d  
g e n e r a l  i n t e r e s t  c e i l i n g  for p r i v a t e  a g r e e m e n t s  c o n t a i n e d  in 
A S  4 5 . 4 5 . 0 1 0 < b ) .

S e c t i o n  1 5 . T h i s  s e c t i o n  m a k e s  t h e  f irst five s e c t i o n s  of 
t he A c t  as w e l l  as secs. 13 - 15 e f f e c t i v e  o n  J u l y  1, 1983.

S e c t i o n  1 6 . T h i s  s e c t i o n  m a k e s  secs. 6 - 12 o f  the b i l l  
e f f e c t i v e  on  J u l y  1, 1985. T h e  i n t e n d e d  e f f e c t  of th i s  
s e c t i o n  is to r e t u r n  the l a n g u a g e  to the o r i g i n a l  b y  u n d o i n g  
the a m e n d m e n t s  t h a t  w e i e  m a d e  in the o t h e r  p o r t i o n s  of the 
b i l l  (with the e x c e p t i o n  o f  the a m e n d m e n t  m a d e  to t h e  i n t e r e s t  
r a t e  on e m i n e n t  d o m a i n  j u d g m e n t *' The s t a t u t e s  w o u l d  r e t u r n
to t h e i r  p r e s e n t  w o r d i n g  on Ju! y 1, 1985 in the a b s e n c e  of 
f u r t h e r  a c t i o n  b y  the l e g i s l a t u r e .

2 2 / 0 2 2
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S T A T E M E N T  B Y  SEN. J O E  J O S E P H S O N  

T O  C O M M I T T E E  O N  L A B O R  & C O M M E R C E

26 M a y  1983

Mr. Chairman and M e m b e r s  of the Committee:

A s  the prime sponsor of Senate Bill 276 to deregulate b a n k  interest 

rates, I urge the Committee to report favorably House Bill 246.

For the past fifteen years, I have been a public advocate of b a n k  inter­

est rate deregulation. As a state senator in 1969 and 1970, I wrote the law 

which changed Alaska's usury statute for some categories of loans; the n e w  

law provided for a more flexible interest rate ceiling that could reflect, on a 

quarterly basis, the availability of funds to b a n k  lenders as measured b y  the 

federal reserve discount rate. As a whole, and with subsequent changes by  

succeeding legislatures, that approach has served Alaska relatively well.

But now, Mr. Chairman, the time has come for the next step. Across 

the country, at the federal and state levels, there is a m o v e m e n t  towards 

deregulation. T h e  O m n i b u s  Banking Bill granted additional consumer lending 

powers to savings b a n k s  and savings and loan associations. As  a result, 

there is a greater degree of competition in consumer lending and a wider 

range of choice for consumers a m o n g  different types of banking institutions.

In addition to the greater competitiveness a m o n g  lenders wrought b y  the 

e x p a n d e d  powers of thrift institutions, and credit unions, w e  have seen an 

expansion in the n u m b e r  of state-chartered banks as well.

So the time has come for the next step because the banking landscape



h a s  c h a n g e d , an d  th e  A laska  le n d in g  in d u s t r y  h a s  becom e in c re a s in g ly  com­

p e t i t iv e .
i

T h e time h a s  come fo r  th e  n e x t  s te p  b e c a u s e  th e  rem oval o f s ta tu to r y  

u s u r y  c e ilin g s  will n o t w ork  h a rd s h ip  u p o n  c o n su m e rs . I h a v e  a lre a d y  n o ted  

th e  co m p etitiv e  n a tu r e  o f th e  len d in g  in d u s t r y  to d a y . In  a d d itio n , th e r e  is  

e v id e n c e  th a t  th e  e x is te n c e  o f th e  u s u r y  law , c o n tr a r y  to  w h a t w as once 

co n v e n tio n a l w isdom , o p e ra te s  a g a in s t  th e  " l it t le  g u y " .

F o r ex am p le , one  s tu d y  fo r  th e  F e d e ra l R e s e rv e  B ank  o f C h icag o , s u r -
t

v e y in g  u s u r y  lim its in  b a n k s  in  th e  S e v e n th  F e d e ra l  R e se rv e  D is t r ic t ,  fo u n d : 

"Econom ic R e s e a rc h  c le a r ly  s u p p o r ts  th e  c u r r e n t  le g is la tiv e  m oves to w ard  

d e re g u la tio n  o f u s u ry  c e ilin g s . T h e  e v id e n c e  on th e  im p act of u s u ry  

c e ilin g s  show s th a t  th e y  h a v e  n o t a c h ie v e d  th e i r  o b je c tiv e s . A cco rd ing  

to  th e  em pirica l s tu d ie s  s u r v e y e d ,  u s u r y  c e ilin g s  h a v e  s ig n if ic a n tly  

r e d u c e d  th e  a v a ila b ility  of c re d i t  h a rd s h ip  fo r  th o se  w ho w ere  su p p o se d  

to  b e  p r o te c te d .  C eilings h av e  e n c o u ra g e d  le n d e rs  to  u se  such  c re d i t  

r a t io n in g  d e v ic e s  a s  h ig h e r  down p a y m e n ts , s h o r te r  m a tu r it ie s  an d  

h ig h e r  fe e s ,  fo r  re la te d  n o n -c re d i t  s e r v ic e s ,  w hich  in c re a s e  th e  e ffe c tiv e  

in t e r e s t  r a t e .  T h e  h av e  c u r ta i le d  th e  am ount o f  c re d it  av a ilab le  to  low er 

incom e an d  h ig h e r  r is k  b o r ro w e rs , h a rm in g  p rim a rily  th o se  in d iv id u a ls  

whom th e  c e ilin g s  a re  in te n d e d  to  b e n e f i t .  F in a lly , th e  lack  of un ifo rm i­

ty  o f u s u ry  law s a c ro s s  s ta te s  h ad  d is to r te d  c r e d i t  flows and  econom ic 

a c t iv i ty ,  fa v o r in g  th o se  s ta te s  an d  re g io n s  w h ich  a re  le s s  r e g u la te d ."

Mr. C h a irm a n , le t me a n tic ip a te  two o b je c tio n s .

I t  will b e  s a id  th a t  m any b o r ro w e rs  a r  = too u n s o p h is t ic a te d  to  do 

"co m pariso n  sh o p p in g "  among th e  te rm s o ffe re d  o r  av a ilab le  from  p o te n tia l  

le a d e r s .  I b e liev e  u sc h  c o n c e rn s  a re  e x a g g e ra te d ;  h o w e v e r, to  th e  e x te n t  

th a t  th e y  a re  ju s t i f ie d ,  th e  way to a d d re s s  th a t  a s p e c t  of th e  is s u e  is



X

t h r o u g h  c o n su m er e d u c a tio n  r a t h e r  th a n  in d u s t r y  re g u la t io n .

In  New Y o rk , w h e re  a f t e r  th e  re la x a tio n  o f u s u r y  s ta t e s ,  th e  New Y ork  

B a n k in g  D e p a rtm e n t fo u n d  a w ide ‘••ange o f  r a te s  an d  fe e s , w ith  n u m ero u s  

ch o ices  fo r  c o n su m e rs , th e  D e p a rtm e n t em b a rk ed  on a b ro a d  cam paign  to  

e d u c a te  th e  p u b lic  a n d  u rg e  th a t  co n su m ers  sh o p  fo r  c r e d i t .  T h e  D e p a rtm en t 

d is t r ib u te d  alm ost 5 million co p ies  of a b ro c h u re  e n ti tle d  !lS h o p p in g  fo r  C re d it  

-  A C o n su m er G uide fo r  C re d it  in  New Y ork  S ta te " .  On a m uch sm alle r 

s c a le , of c o u rs e ,  th e  S ta te  o f A laska  co u ld  h e lp  co n su m ers  to  d ev e lop  a 

g ro w in g  a w a re n e s s  o f th e  ch o ices  av a ilab le  to  b o r ro w e rs .

I t  will a lso  b e  s a id ,  M r. C h a irm a n , th a t  th e  p u b lic  po licy  o f A lask a  

s h o u ld  b e  to  d is c o u ra g e  h ig h  in te r e s t  r a t e s .  I a g r e e .  A n d , as  1 h av e  

a lre a d y  n o te d , we b e liev e  th a t  com petition  will i ts e lf  d isc o u ra g e  h ig h  in te r e s t  

c h a ig e s  to  c o n su m e rs . B u t in a d d it io n , A laska as  a s ta te  po licy  in te rv e n e s  

d ir e c t ly  in  th e  m a rk e tp la c e , w h e re  p u b lic  po licy  c o n s id e ra tio n s  s u g g e s t  we 

sh o u ld  do s o , to  s u b s id iz e  in t e r e s t  r a t e s .  In  o th e r  w o rd s , A la sk a 's  

g o v e rn m e n t h a s  n u m e ro u s  loan  p ro g ra m s  d e s ig n e d  to  make m oney av a ila b le  to  

b o r ro w e rs ,  fo r  sp e c if ic  p u r p o s e s ,  a t r e la t iv e ly  low r a te s  o f in t e r e s t .  1 

s u p p o r t  th o se  p i 'o g ra m s . I b e lie v e  th a t  th e  way to ach iev e  low in te r e s t  loan 

r a t e s  in sp e c if ic  c a se s  fou nd  b y  th e  le g is la tu re  to b e  ju s t if ie d  >s th ro u g h  loan 

g u a ra n te e s  an d  s ta te - s u p p o r te d  o r  s ta te - s u b s id iz e d  lo a n s , an d  n o t th ro u g h  

a rc h a ic  u s u r y  lim its th a t  can d r iv e  b u s in e s s  aw ay from  A laska  and  o p e ra te  to 

p r e v e n t  lo an s  from  b e in g  av a ila b le  to th o s e  who n eed  them .

F in a lly , M r. C h a irm a n , I n o te  th a t  w h at is  ca lled  fo r in th e  b ill b e fo re  

you is  a b ill of lim ited  life — a f o u r - y e a r  t e s t  w ith  a s u n s e t  p ro v is io n . I 

b e lie v e  th a t  th e  te s t  is  w o rth w h ile , a n d  will p ro v e  to  be to th e  b e n e f it  o f  all 

A la sk a n s .
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S U B J E C T :

TO:

FROM:

I n t e r e s t  r a t e s  
(SB 316)

S e n a t o r  R i c h a r d  I. E l i a s o n  
C h a i r m a n ,  S e n a t e  L a b o r  a n d  
C o m m e r c e  C o m m i t t e e

T h o m a s  A. S o f o  
L e g i s l a t i v e  C o u n s e l

Y o u  h a v e  r e q u e s t e d  t h i s  o f f i c e  to  p r e p a r e  a c o m p a r a t i v e  s e c t i o n a l  
a n a l y s i s  o f  S C S  CSIIB 246 (L&C) a n d  SB 316.

$

SCS C S H B  246 (L&C)

S e c t i o n  1 of t h e  b i l l  r e m o v e s  t h e  f i x e d  n u m e r i c a l  i n t e r e s t  
r a t e  c e i l i n g  o n  s m a l l  loans. It a l l o w s  A l a s k a  s m a l l  l o a n s  
l e n d e r s  a r a t e  as h i g h  a s  c a n  be  m u t u a l l y  a g r e e d  on  b y  c o n t r a c t .

S e c t i o n  2 of  t h e  b i l l  d o e s  the s a m e  t h i n g  for p r e m i u m  f i n a n c i n g  
a g r e e m e n t s  b y  r e m o v i n g  t h e  n u m e r i c a l  p e r c e n t a g e  i n t e r e s t  c e i l i n g  
a n d  r e p l a c i n g  it w i t h  a r a t e  a g r e e d  on  by  c o n t r a c t .

S e c t i o n  3 of t h e  b i l l  i n c r e a s e s  t h e  i n t e r e s t  p a i d  on e m i n e n t  d o m a i n  
j u d g m e n t s  f r o m  six p e r c e n t  a y e a r  to fi v e  p e r c e n t  a b o v e  t h e  
l a w f u l  r a t e  of i n t e r e s t .  T h e  l a w f u l  ate o f  i n t e r e s t  
r e f e r r e d  to  is the r a t e  set in A S  45.. .010(a) w h i c h  
p r e s e n t l y  is 10.5 p e r c e n t  a y e ar.

S e c t i o n  4 of  t h e  b i l l  r e m o v e s  t h e  i n t e r e s t  c e i l i n g  f r o m  r e t a i l  
I n s t a l l m e n t  c o n t r a c t s  a n d  r e p l a c e s  it w i t h  a r a t e  a g r e e d  on  by 
c o n t r a c t .  A n  e x a m p l e  of r e t a i l  i n s t a l l m e n t  c o n t r a c t s  a r e  the
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T h e  b i l l  c o n t a i n s  no c o m p a r a b l e  se c t i o n .

S e c t i o n  1 of the b i l l  i n c r e a s e s  the p r e s e n t  r a t e  
of 15 p e r c e n t  a y e a r  to a r a t e  of  t w o  p e r c e n t  a 
m o n t h  on the f i r s t  $ 10,000 a n d  d e r e g u l a t e s  i n t e r e s t  
o n l y  for t h a t  p a r t  of  the l o a n  in e x c e s s  o f  $ 10,000,

of the b i l l  r e p l a c e s  t h e  six p e r c e n t  a 
w i t h  a f l o a t i n g  r a t e  s e t  at  fi v e  p e r c e n t -

S e c t i o n  2
y e a r  ra t e  _____
a g e  p o i n t s  a b o v e  the f e d e r a l  r e s e r v e  rate.

S e c t i o n  3 of t h e  b i l l  i n c r e a s e s  the e f f e c t i v e  
i n t e r e s t  c h a r g e a b l e  on  r e t a i l  i n s t a l l m e n t  c o n t r a c t s  
b y  i n c r e a s i n g  the p e r c e n t a g e s  f r o m  f i v e - s i x t h s  to


