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Tho PSI study also calculated a "total system" cost of cash
transactions, which added security costs and theft losses to handling costs,
raising the estimated cost of cash to about 55 cents per transaction. No
estimate was presented for a total system cost for checks or credit cards,
however. Thus the major costs of billing, collecting, bad debt expenses,
and use of capital (for in-house card plans) were omitted from cost compari—
sons, as was the merchant discount fee for third-party cards, and losses on
uncollectable checks for that type cf transaction. The PSI estimates for
total system costs of cash are reproduced in table 4.2, and the comparative
handling costs for the three payment methods are provided in table 4.3.

On the whole, the PSI study likely succeeded in making its reaiers
more conscious of the non-trivial costs associated with cash and therefore
with the possibility of cost reduction through improved cash handling. But
because the comparison with ocher means of trarsaction concentrated on
handling costs to the exclusion of other major elements of cost, the study
was not directly relevant to the 1issue of subsidization of credit buyers by
cash buyers. Indirectly, by demonstrating a rough equivalence 1in point-of-
sale and other "handling"™ costs among the "hree payment methods, the PSI
study imparted credibility to the practical guideline of many retailers that
the marginal cost of cash is in effect zero and the marginal cost of (third-
party) credit cards approximates the merchant discount.

Aside from limitations that stem from the incomplete coverage of
costs, several other limitations of the PSI study can be noted. Among problems
pointed out by PSIl are certain difficulties with some of the cost allocations,
such as for security costs. PS1, in fact, considered the allocation problem
to be the study®"s major limitation.”-

1. 1bid., p. 199.
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TABLE 4.2

TOTAL SYSTEM COSTS OF CASH

Per Retail Transaction

Mean Median

Handling costs of retailers S.41 $ .30
Handling costs of banks .04 .04
Armored car service .02 .02
Retailer and Bank Security .06 -
Retailer and Bank Theft and Loss .02 .01
$.55 S .37

Source: Payments Systems, Inc., Cost of Cash: A Strategic Analysis, px 267 .

TABLE 4.3
HANDLING COSTS OF CASH BY MODE OF TRANSACTION

Per Transaction
(Means)

Cash Checks Credit Cards

Point-of-sale transaction $ .24 $ .40 . $ .36
Replenish registers .05 - -
Reconcile registers .08 .05 .03
Reconcile in-av.ore control .02 .01~ .01
Reconcile out-store control .02 .01 .01
Prepare deposits .03 .02 .02
Transport deposits by internal employee .01 .01 .01

Total $ .45 $ .50 $ .44

Source: Payments Systems, Inc., Cost of Cash: A Strategic Analysis  p. 268.

Some questionable decisions were made in the PSI study that served
to narrow the gap between estimated cash costs and other costs. Most notably,
PS1 chose to use mean cost for the various functions examined rather than the
median cost, even though at one point it described median costs as "representing
the more stable and conservative data and analysis."1 Use of median costs
would have Ilowered the estimated handling cost of cash by about 10 cents,

1. 1Ibid., p. 228.
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placing cash measurably below the other modes of transactions. Also, though
cautioning the reader that not all stores experienced certain types of costs,
PSI included each functional cost calculation in the all-retailer estimates
of table 4.3 without any weighting to reflect its prevalence among retailers.
These costs were only minor components of the total, however.

In a study of retailer experience in the United Kingdom, R. Grant
concluded that the costs associated with credit cards exceeded the costs of
cash or check transactions, by approximately the amount of merchant discount
fees or in-house administration costs, but that per unit reductions in fixed
costs resulting from net additional sales more than offset the higher direct
costs of credit cards. The economization on fixed costs through incremental
sales, however, was based entirely on assumption, rather than on empirical
evidence.

Grant"s cost calculations are shown in table 4._.4. Categories
listed in the table roughly coincide with those examined by PSI. Information
on average merchant discounts and any other charges imposed by suppliers of
payment services were obtained from the suppliers, cross-checked with inter—
view -information from retailers. The other operating costs were estimated

on the basis of intensive interviews with five retail organizations and from

more limited contacts with / umber of other retailers. Grant noted consid—
erable difficulty in id .tifying such costs accurately. "None of these
costs,”™ he stated, "were separately 1identified in retailers®™ accounting

systems in part because of the difficulties of allocating joint labor,
administrative and overhead costs, first to payment functions 1in general
and, second, between individual types of payments."1

1. Grant, "Transaction Costs to Ratailers,”™ p. 4.
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TABLE 4-+4

AVERAGE COSTS OF CASH, CHECKS, CREDIT CARDS, AND IN-HOUSE CREDIT
AS A PERCENTAGE OF THE RETAILER "S REVENUE FROM EACH TYPE OF PAYMENT , 1981

Bank In-house
Credit T&E credit
Cash Check Card Cards account
% 9 % % %
Discount charge 2.55 3.80
Salesperson®s time 0.17 0.27 0.19 0.80 - 0.28
Additional cost of administraton
of cash and credit accounts 0.40 - - - 3.73
Cost of bank visit 0.35 0.17 0.66 - -
Bank charges 0.28 0.40 0.37 0.04 0.15
Cost of credit 0.06 0.06 0.12 0.54 -
Losses from error, theft, fraud 0.25 0.15 0.01 0.01 0.12
Insurance 0.05 0.01 0.01 0.01
TOTAL OF POSITIVE COST ITEMS 1.56 1.Ci 3.91 4.48 4.28
Reduction 1in unit overhead costs
arising from increased sales
generated by credit cards
and credit accounts -5.57 -8.33 -8.25
NET COST 1.56 1.06 -1.66 -3.85 -3.97
Source: R. Grant, "Transaction Costs to Retailers,”™ table 1, p. 5.

As shown 1in the table, Grant calculated that Lhe cost of cash
averaged 1.56 percent of the total volume of cash sales, that the cost of
checks average 1.06 percent of check sales, and that the costs of credit card
plans ranged from about 4 to 4-1/2 percent of sales. The major difference
between cash und checks was attributable to "additional administrative cost,"
which for cash represented primarily the cost of security precautions. For
bank credit cards, the 2.55 percent discount charge represented the main
r

reason that credit card costs were higher n for other types of payment.

Subtracting that fee from total direct costs of bank cards indicates that
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retailer operating costs for these cards lay midway between the cost of cash
and the cost of checks.

In discussing the possibility that acceptance of credit cards
boosts sales, Grant cited testimony of retailers before a government commis—
sion that the principal effects of credit cards were "encouraging impulse
purchase, 1increasing the average value of purchases by consumers, and
facilitating purchases by overseas visitors."1 The possible fallacy 1in this
view as applicable on an industry-wide basis has already been addressed. In
any case, Grant calculated the reduction 1in fixed cost by assuming that, for
bank credit cards, 20 percent of revenues represented incremental sales; for
T&E and in-hous; cards, 1incremental sale** were assumed to be 30 percent of
revenues. Thus the seemingly important finding that credit cards lower per
unit costs when added sales are considered- and that T&E and in-house cards
lower per unit costs by more than bank cards- flows almost entirely from the
assumption that this 1is the case.

\

While Grant®s study sheds no empirical light on whether or not
credit cards affect sales, it demonstrates that the cost-reduction benefit
of any sales boost would depend importantly on the ratio of fixed costs to
total revenues, and that this ratio varies widely across industries. If
fixed costs are very low relative to sales, then any incremental sales gain
will result in only a very small reduction in per unit fixed costs. Giant
identified "petrol dealers™ (gasoline stations) os an extreme example of a
business with a low fixed cost-to-revenue ratio, which, coupled with a rela—
tively low profit margin, implied that "even very large increases 1in petrol
sales (due to credit card acceptance) would fail to offset the higher c”*)ts

of credit transactions."2

1. 1bid, p. 12.
2. 1bid, p. 15.
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1983 survey ol retailers. In order to obtain an assessment of the
Leiative costs to retailers of cash, check, and credit card transactions
from a broad spectrum of businesses 1in the United States, the Federal Reserve
commissioned a survey of approximately 700 retail organizations. The survey
was conducted by the Survey Research Center in April and May, 1983.

The survey focused on retail sellers of merchandise operating in
lines of business in which honoring credit cards was believed to be common
practice. Grocery stores, for instance, were excluded from consideration,
whereas department stores and retailers of apparel, home Tfurnishings, and
several other product lines were included. In order to concentrate on
sellers of merchandise, most types of service providers were excluded, even
though credit card use may be common in some service trades. Airlines and
hotels, for instance, were not studied. To assure adequate coverage of
different sizes of business, the population was stratified into five size
groups for sample selectior purposes

Certain factual information was compiled about each respondent,
including type of business, dollar volume of sales, and the proportion of
business transacted by cash, check, and credit card. For respondents
honoring third-party credit cards, the size of the factoring fee paid to the
card processor on credit card sales was recorded.

Unweighted averages of the proportions of sales volume transacted
by cash, check, credit ird and "ocher"™ means reported by each respondent
are shown in table 4.5. Retailers are grouped by the types of transactions
they engage 1i,n, and results are shown separately for gasoline stations and
all other respondents. A further breakdown by size category 1is provided in
table 4.6 for acceptors of cash, checks, and third-party cards, for businesses

other than gas stations.
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A large majority of the businesses interviewed- nearly 80 percent-
honored third-party credit cards. About one 1in six of these retailers also
transacted business through 1its own proprietary car.,.l Most respondents-
almost 95 percent- also reported accepting checks to transact sales, although
many placed significant limitations on check acceptance. About 15 percent
restricted acceptance of checks to those drawn on local banks, and nearly
10 percent took checks only from persons known to the retailer.

Reflecting these practices, about three quarters cf the respondents
were categorized as engaging in cash, check, and third-party credit card
transactions. Among such retailers outside the gasoline category, non-credit
sales were about equally apportioned between cash and check transactions.

The average proportion of sales on third-party credit cards was 12.5 percent
for non-gasoline merchants that also issue their own card, and 14.6 percent
for those without proprietary cards, as shown in table 4.5. Proportions for
both the smallest and Iarggst businesses (table 4.6) were 2 to 3 percentage
points below these overall averages. Non-gasoline retailers that issue
their own credit cards typically transacted 37 percent of sales through the
store card.

Besides sales transacted through cash, personal check, or credit
card, retailers also transacted sales by travelers check, layaway plan,
checks drawn on businesses, and credit transactions in which credit cards
were not involved, all grouped 1in tables 4.5 and 4,6 under the heading "other

means.'

1. Only a very few respondents that honored a proprietary card said that they
did not also honor third-party cards, and all but one of these respondent
were gasoline stations. However, some gas station operators apparently
treated a gasoline company credit card as a third-parry card whereas others
treated it as proprietary, partly from failure of the question sequence to
specify a particular treatment. Thus the distinctions 1in table 4.5 between
third-party and store cards are not especially meaningful for gas stations.
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table

A.5

DISTRIBUTION OF SALES BY MODE OF TRANSACTION

Types of Number Average Proportion of Business Transacted ByA.
Transactions of Personal Store 3rd-Party Other
Accepted Respondents | Cash Checks Card Card Means
All Respondents

C~sh 9 99.8 0 0 0 0.2
Cash, checks 130 39.2 43.3 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-party

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 Respondents Except Ga.« Stations

Cash 5 96.0 0 0 0 4.0
Cash, checks 123 37.9 43.9 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

Gasoline Service Stations

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 respondent was asked to provide its
Arithmetic averages of the responses appear
by size of the business. Figures provide a
crue proportion of sales industry-wide made
2. Credit cards in this category may be store cards , third-party cards,

proportion of sales by each transaction method.
in the table, with no attempt to weight responses
typical response rather than an .-estimate of the
through each type of transaction.

or both.

Note: Rows may not add to 100.0 percent because of rounding and because of slight discrepancies
from 100.0 percent in answers provided by soiae respondents. Individual cases in which the sum
of the proportions deviated more than slightly from 100.0 percent were eliminated from the
calculations.

Responses from survey of retailers, 1983.
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table *4.6
DISTRIBUTION OF SALES BY MODE OF TRANSACTION
FOR ALL RESPONDENTS EXCEPT GASOLINE STATIONS
BY SIZE OF BUSINESS

Recailers Accepting Cash, Checks, “nd Third-Party Cards

1 i Average Proporcion of Bu.iness Transacted Bv:
Annual Volume 1 Number of 1 3rd-Part> Score Ocher
of Sales 1 Respondents 1 Cash Check Card Card Means
Less chan $100 thousand 35 47.6 40,3 11.0 e 1.1
$100 - 999 Chouaand 193 36.9 35.4 14.6 cee 13.1
$1 - 9.99 million 130 28.8 36.0 15.6 e 19.6
$10 - 99.9 million 37 37.4 35.2 15.2 e 12.3
$100 million ard over 22 54.6 27.9 11.4 ft 6.1

Retailers Accepting Cash, Checks, and Both Credit Cards

i 1 Average Proportion of Business Transacted Bv:
Annual Volume 1 Number of 1 3rd-Party Store Other
of Sales 1 Respondents 1 Cash Check Card Card Means

Less Chan $100 thousand 0

$100 - 999 thousand 9 40.3 22.9 9.6 23.1 4.1
$1 - 9.99 million 10 25.6 19.3 15.6 38.2 1.5
S10 - 99.9 million 12 21.9 24.5 14.9 37.1 1.6
$100 million end over 14 22.0 9.7 47.5 1.2

Re&.onses from survey of recailers, 1983.

In questioning merchants about their transactions costs, a principal
objective was to direct the attention of respondents to all aspects of cost,
not merely to such explicit or easily ascertainable costs as the merchant
discount fvje. To achieve this objective, 1inquiries were made regarding three

separate categories of transaction costs, which were described to respondents

at the beginning of each series of questions. These categories were called
"point-of-sale and accounting costs,” "loss and security costs,”™ and "deposit
and financial costs.™ Respondents were also asked to compare total transac—

tion costs-— combining these separate categories-— among the types of transac-—
tions. Certain explicit fees- the merchant discount fee and check guarantee
service costs- were excluded from the comparisons within each category f

cost, but included in the comparison of total transaction! costs.
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At the same time, it was recognized that raany--probably most-
retailers would not maintain detailed accounting information suitable for
quantitative cost comparisons among modes of transactions. But it was also
ani“cipated that retailers nevertheless would be familiar with and could
evaluate aspects of their business that might have important implications for
their costs of operation. Therefore, respondents were asked to make qualita-—
tive cost comparisons rather than dollar-and-cents estimates for the different
components of transactions cost.

Within each cost category, respondents were asked to make two-way
comparisons for each possible pair of transaction modes 1involving cash, check,
and third-party credit card (and store card, where applicable). Respondents
were asked to designate whether costs in a particular category for one method
of transaction were more than, about the same as, or less than the cost of a
second method of transaction. A summary of the cost comparisons by category
is presented in table 4.7, with a further breakdown of overall transactions
costs by size of business presented in table 4.8.

"Point-of-sale™ costs were described to the retailers interviewed
as including "equipment and personnel costs for writing seles slips, making
change, obtaining verification and approval for checks and credit cards,
reconciling daily receipts, record keeping, and other point-of-sale costs
you may have." In this category, a large number of merchants regarded cash
as the least costly mode of transaction compared with either checks or credit
cards. Nearly 80 percent said credit cards were more costly chan cash. Some —
what more than one half of the respondents regarded credit cards as also more

costly than checks in the point-of-sale category (table 4.7).
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TABLE 4.7

QUALITATIVE COMPARISON OF TRANSACTION COSTS FOR CASH,
CHECK, AND THIRD-PARTY CREDIT CARDS1

Freauencv of Citation As:
Cost Categ - . * More Costlv About
Transactioi. oo m Cash Check Card the Same

(Frequency of response 1in percent)

Point-of-sale cu-ts

Check vs. cash 2 42 56
Card vs. cash 1 79 20
Card vs. check 9 54 37

Security-related costs

Check vs. cash 58 40
Card vs. cash 40 55
Card vs. check 34 19 47

Deposit and financial costs”

Check vs. cash 1 3 64
Card vs. cash 2 ee 43 55
Card vs. check 12 25 63

All costs combined”

Check vs. cash 58 41
Card vs. cash cco 88 H
Card vs. check 13 61 26

1. For respondent engaging inall three modes of transaction.
2. Excludes merchant discounton credit cards and check guarantee fees.
3. Includes merchant discountand check guarantee fees.

Responses from survey of retailers, 1983.

"Loss and security" coli .ncompassed "loss or theft of cash, bad
or returned checks, credit card fraud, bonding and 1insurance fees, safekeeping
and other security costs." The category thus included losses suffered by
retailers from theft or fraud as well as direct expenses to prevent or
provide compensation against such occurrences. In this category, as 1in the
others, cash was regarded as the more expensive means of payment by only a
small proportion of retailers. Loss and security costs, however, was the

one category in which credit cards were regarded by the retailers surveyed
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as less costly than soire other means of payment. In comparing third-nartyv

cards with checks, one-third of the retailers said checks were more costly

and only one-fifth cited cards as more costly. About one-half said there

was little or no difference 1in security-related costs.

"Deposit and financial™ ccsts were described as including "bank
service chargesfor deposits, costs to take deposits to a bank, and cotts
associated with the delayedreceipt of funds,” Check verification fees and
credit card factoring fees belong in this category, but wpri excluded from
the pair-wise comparisons so that attention could be focused on costs aside
from these explicit fees. Within the category, more than half of the respon—
dents saw little difference 1in cost for each of the paired comparisons.

Again, very few respondents thought cash was a more costly method.

After comparing transactions methods by category of costs, respon—

dents were asked to consider all elements of cost, including fees for check

t
verification ai.d ctedit card processing. The total cost comparison 1is shown
in the bottom tier of table 4.7. In crmpnring checks with cash, nearly 60 per—
cent of the retailers thought checks were more costly; virtually all the rest
saw little difference 1in costs. Credit cards were viewed by 88 percent of the
retailers as more costly than cash, when all aspects of cost were considered.l1
Credit cards were regarded as more costly than checks by 61 percent of the
retailers. However, 13 percent thought checks, 1in total, were more expensive
than credit cards.

Perceptions of relative transaction costs varied considerably among
different size categories of retailers, as shown 1in table 4.8, particularly in
1 Tabulations not shown 1in the table indicate that only 2 percentage points
of that figure were due strictly to merchant discount fees; 86 percent of
the ;ard-honoring retailers had ranked credit cards as more costly than cash

in at ".cust one separate category of cost (and not lower than cash 1in any
other category).
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TABLE 4.8
QUALITATIVE COMPARISONS OF TOTAL TRANSACTION COSTS
BETWEEN SELECTED MEANS OF PAYMENT

BY SIZE OF BUSINESS *

Frequency of Citation As:

Types of Transactions 1 More Costly 1 About
and Annua] Volume of Sales Cash Check Card i the Same
Check vs. Cash (Frequency of response 1in percent)

5y size of business

Less than $100 thousand 0 47 53
$100 - 999 thousand 1 50 49
$1 - 9.99 million 2 56 42
$10 - 99.9 million 0 81 19
$100 million and over 3 87 10 _
Card vs. Cash
By size of business
Less than $100 thousand 0 . 84 16
$100 - 999 thousand 1 87 12
$1 - 9.99 million 1 . 87 12
$10 - 99.9 mil lion 0 o 88 12
,$100 million and over 0 . e 100 0
Card vs. Check
By size of business
Less than $100 thousand oo 16 70 14
$100 - 999 thousand ..o 10 63 27
$1 - 9.99 million ..o 12 61 27
$10 - 99.9 rail lion ..o 23 46 32
«$100 million and over L oo 28 48 24
Responses from survey of retailers, 1983.
the comparisons involving checks. i.n comparing checks with cash, £or instance,

smaller retailers were about evenly divided as to whether checks were more
costly or about the same cost as cash. But in the two largest size groups,
80 percent or more of the retailers considered checks more costly. Similarly,
a higher proportion of large retailers than of small retailers regarded checks
as more costly than credit cards, and the proportion citing credit cards as
more costly declined steadily as the sales volume category increased.

On the whole, then, retailers showed broad agreement in considering

credit cards to be a more costly mode of transaction than cash, and a majority
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believed cards to be more costly tiiesn checks as well. In general, checks were
regarded as more costly than cash, particularly by larger retailers, although
a large number of respondents saw little difference between them. Within
categories of cost, retailers clearly felt that credit cards generated the
highest point-of-sale costs, while checks were more likely to result in
higher loss and security-related costs than the other methods. Cost dif—
ferences were seen least frequently for deposit and financial costs.1

Table 4.9 provides statistics on average merchant discount and check
verification fees paid. As shown on the top line of the table, retailers
reported paying a 3.1 percent merchant discount fee, on average, and those
who subscribed to a check vjrification system paid an average of 3.0 percent
for that service. The table also provides average fees paid among various
categories of retailers- by size, type of store, and proportion of sales by
credit card or check.

The merchant discount fee appears to vary with the size of a business,
measured by annual sales volume. Businesses of less than $100 thousand in sales
reported an average Tfactoring fee of 4.1 percent, while the largest businesses
($100 million and over) paid an average fee of 2.5 percent. Among types of
businesses, those in the department store/general merchandise category paid an
average fee somewhat below the norm, which may in part reflect a high proportion
1. Comparative costs are subject to change, of course, particularly as changes
occur 1in technology. For instance, card 1issuers are currently addressing con—
siderable attention to reducing credit card costs by curta,.ling the unauthorized
use of cards. Electronic terminals at the point of sale that can access up-to-
date account information represent one avenue of possible reduction in credit
card costs. Efforts to enhance the security of card systems include development
of the "smart"” credit card containing a small computer memory chip that can store
information such as the credit Ilimit for the account, amounts already charged,
and a personal 1identification code that must be matched before the card can be
used. New credit card designs containing holographic images that would be

difficult and expensive to duplicate are being tested as a possible barrier to
counterfeiting.
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of large firms in that category. Groups composed of furniture/appliance
stores, apparel stores, and gasoline stations each paid an average rerchant
discount fee that was very close to the overall average, while a large group
of widely varied businesses paid a fee somewhat above average. However, the
proportion of a business®"s sales transacted by credit card did not appear by

itself to be closely related To the size of the merchant discount fee.

TABLE A.9

MERCHANT DISCOUNTS ON CREDIT CARDS AND CHECK VERIFICATION FEES

7T Merchant Discount Check Verification
1 1 average r 1 Average
Categories of Number of fee Number of fee
Retailers Respondents (percent) Respondents 1 (percent)
All Respondents 497 3.1 41 3.0
Bv Annual Sales
Less than S100 thousand 35 4.1 0 )
$100 - 999 thousand 225 3.3 8 2.8
$1 - 9.99 _Million 153 3.1 18 3.2
$10 - 99.9 million 51 2.6 12 2.9
$100 million and over 33 2.5 3 2.5
Bv Type of Store
Department/Gen"1 Mdse. 37 2.6 5 2.8
Furniture/Appliance 102 2.9 5 2.6
Apparel 68 3.2 8 2.6
Gas Stations 62 3.2 3 4.2
ALl O"lher 228 3.4 20 3.1
Proportion of Sales bv Card
5 percent or less 168 3.4
5.1 - 10 percent 119 3.0
10.1 - 15 percent 44 2.8
15.1 - 25 percent 75 3.0
More than 25 percent 80 3.1
Proportion of Sales bv Jheck
10 percent or less oo, . oo 11 3.0
10.1 - 20 percent can aaa 10 2.8
20.1 - 35 percent °4e 11 2.6
35.1 - 50 percent . e Caa 6 3.5
More than 50 percent mee aaa 0 »oo

Responses from survey of retailers, 1983.
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Considerably fewer observations were available for check verifica—
tion fees than for merchant discounts, which makes comparisons among size
groups and types of business rather tenuous for check fees. It appears, for
instance, that the largest stores may pay smaller check verification fees,
but only three observations were available in that category.

In addition to the series of questions seeking qualitative cost
comparisons, retailers were also asked about the typical size of transaction,

and what they estimated the total transaction cost to be for each method of

payment accepted. In essence, they were asked to make their best quantita—
tive summary of the c”st comparisons previously discussed. Responses were
expressed as a percentage of the amount of the transaction. For analytical

purposes, differences between cost estimates were computed for each pair of
transaction methods; mean and median differences and some distributional
data are presented in table 4.10.

On average, check transactions were estimated to be 1 percentage
point more costly than cash transactions, although as many as 10 percent of
the respondents thought the costs of checks exceeded the costs of cash by
more than 3 percentage points. Compared with cash, third-party credit card
transactions averaged 2-1/4 percentage points higher 1in coi-t, and nearly 20
percent of the respondents indicated that the cost of cards exceeded cash by
more than 4 percentage points. Compared *->ith checks, credit cards were
about 1-1/2 percentage points more costly.

The quantitative estimates tend to substantiate the qualitative
comparisons insofar as cash ranks as the leaut costly method of transaction
and credit card as the most costly. Yet the average differences 1in costs

appear rather small i light of other data collected in the survey. As
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noted, about four-fifths of the qualitative responses indicated that credit
cards were more costly than cash even before consideration of merchant discount
fees, which makes it likely that overall credit card costs would exceed cash
costs by at least somewhat more than the average size of .the merchant discount.
However, the average estimated difference between credit card and cash costs,
at 2.19 percentage points, was nearly 1 percentage point less than the average
merchant discount. While the quantitative cost estimates can hardly be regarded
as precise, they nevertheless suggest that retailers regard the differences in
in transaction costs among payment method as relatively small proportions of

transaction amounts.

TABLE 4.10

QUANTITATIVE ESTIMATES OF COST DIFFERENCES

1 Average Cost Difference in Percentage Points
1 Check Credit Card Credit Card
Tvoe of ComparM Compared Compared
Measure with Cash with Ccsh with Check
Mean 0.97 2.19 1.42
Median 0 2.00 1.50
1 Percentage Distribution of Cost Differences
Cost Difference Check Credit Card Credit Cnrd
Categories (in Compared Compared Compared
percentage points)l with Cash with Cash with Check
Less than 0 6.4 9.5 13.9
0 44 .6 14 .4 21.1
0.1 to 1.0 21.1 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
Over 4.0 6.9 19.4 11.5

Responses from survey of retailers, 1983.
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5. EFFECT OF CREDIT CARDS ON PRICES OF GOODS AND SERVICES

The Cash Discount Act specifies that the Federal Reserve study
should address "the effect of charge card usage on the pricing of goods and

services," and links this inquiry to a comparison of costs among methods of
payment. This comparison was presented in Chapter 4. If, as indicated there,
credit card costs are higher than for other types of payment, the primary
issue becomes: do retailers incorporate the cost, of credit into the prices
they charge, so that everyone pays a higher price than would be paid in the
absence of credit cards?

In addition to this essentially microeconomic question of price
determination, the possible effects of credit card usage on movements 1in the
general level of prices are sometimes discussed in legislative debate. The
latter issue 1is really an aspect of a broader question about the macroeconomic
impact of credit cards, and 1is best viewed in a comprehensive framework that
considers jointly the impact of credit cards on the aggregate propensities
to consume and on the demand for money balances, under various assumptions
about resource utilization and policy actions.

5.1. Retailer Pricing Behavior: Microeconomic Perspective

A popular maxim 1is that "there"s no such thing as a free lunch."
According to this dictum, retailers unquestionably recoup their credit-
related costs in the prices they charge for goods or services. The costs
of doing business must be covered 1in the long run, since no firm can stay in
business indefinitely if it is unprofitable. The coverage of credit card
costs 1is not simply a matLer of retailers calculating that cost and arbitrarily
distributing it across the prices they charge, with no concern about any possi-
ible repercussions upon sales volume; vrather, the cost of providing credit

is one of many elements that determine the retail supply curves for particular
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products. Prices 1in the marketplace are a result of both supply and demand
forces, reflecting all cost including credit costs, that shape the supply
curve of retailers, and reflecting as well the incomes, tastes, and other
factors that determine the demand schedules of consumers.

In the short run, whether a credit cost increase 1is included in a
retailer®s price becomes a question of that merchant®s power to put the price
of a product or a service at whatever level he chooses. The extent of this
power is determined largely by the degree to which raising prices to cover
the cost of credit will decrease the volume of sales. If a retailer®s poten—
tial customers are not particularly sensitive to price changes, then any
increase 1in costs to a retainer- such as in the cost of carrying receivables

owing to rising Iinterest rates- can be passed through more easily into the

retail price. If buyers are resistant to price increases, then the retailer

in the short run may have to accept a .aller profit margin when costs rise.
Magnitude of price effec.. At the heart of the debate over the

objectives of the Cash Discount A _ is the issue of whether consumers who

pay cash "subsidize" those who use credit cards, by virtue of the incorpora—

tion of credit costs (not offset by finance revenues) into retail prices of

goods and services. While it seems evident that any added cost associated

with credit cards would be 1incorporated in prices, the magnitude of the price

impact would be a key determinant of the practical significance of the subsidy.
From the discvission in Chapter 4, it appears that there may be some

costs linked to cash or check transactions that exceed corresponding costs

for credit card use, but other costs associated with cards that are negligible

in caah sales. From interviews with retailers and from independent studies,

it would appear to be not far off the mark to view the purely transactional
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of credit administration and financing of receivables as a rough approxima—
tion of credit card costs. These costs are partially offset by finance
charge revenues and user fees, with the net difference showing up at the
retail level as a credit department"s operating deficit or as payment of the
merchant discount fee to a third-party card 1issuer.

The merchant discount fee and the credit department deficit have
been expressed inChapter 4 as percentages of credit sales volume typically
ranging from 1 to5 percent, and averaging about 3 percent. From the survey
of retailers, however, credit sales appear to represent only about 15 percent
(third-party cards) to 30 percent (store cards) of total sales at stores
that typically accept credit cards, so that the uncovered portion of credit
card costs 1is spread over a total sales base considerably larger than the
credit sales volume 1itself. Thus, total sales might be expected to incor—
porate a premium foi credit costs (uncovered by credit revenues) ranging
from lesr than 1/2 percent to perhaps 1-1/4 percent, some part of which would

t
still be borne bycredit card users in proportion to their 15 to 30 percent
share of total sales. The implications for two-tierpricing that flow from
the magnitude of the price effects attributable to credit cards are discussed
in Chapter 6.

Price determination and credit surcharges. The extent of short-run
pricing discretion of retailer is particularly relevant to one aspect of
the debate over discounts for cash and surcharges for credit associated with
the Cash Discount Act. A central question concerned whether retailers, if
given the legislative license to add a surcharge for credit, would- or could-
set the credit price substantially above the cash price without Tfirst lowering
the cash price appreciably, h. small surcharge reflective of actual credit

costs would presumably conform with the intent of the Act; but a price hike
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to credit card buyers far in excess of credit costs would thwart the Act"s
objectives. An expectation of the latter result would rest on either or
both of two implicit assumptions: (1) that the retailer has the market
power to raise prices without significant loss of sales, or (2) that demand
for goods and services paid for by credit card 1is much less elastic than the
demand of cash buyers.

As discussed above, 1in a highly competitive situation, any attempt
by a seller to raise prices above a market-determined Ilevel Would result in a
pronounced shift of sales to competitors. Even in a less competitive situa-—
tion, the seller still faces a demand schedule on which higher prices are
associated with a smaller quantity OcT"anded; 1if prices are raised, at least
some sales are lost. Thus, to hike prices substantially and not suffer a
decline in total sales revenues, a retailer must face demand that is rela—
tively inelastic, 1.e., insensitive to price changes. If this situation
exists, though, the question arises why goods would not already be priced at
a profit-maximizing level before enactment of any legislation to permit sur—
charges for credit. IT demand at a given retailer can accommodate a large
surcharge, it could have supported a boost in the nominal price in any case-
unless the underlying demand schedules for card uaers and nonusers differ
radically.

Only 1if credit card users are insensitive to price changes whereas
cash buyers are responsive, would the conditions exist 1in which a price in—
crease aimed at all customers might reduce sales revenue while a selective
price increase for card users 1increased revenue. That 1isj even if markets are
not competitive, the market power of retailers 1is not necessarily enhanced by

the ability to charge different prices to credit card users, unless the demand

of such customers 1is significantly less elastic than that of cash customers.
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However, there appears to be no convincing theoretical argument or empirical
evidence to suggest that such a dichotomous demand situation exists in fact.

Competition in retailing. From the above discussion, it is clear
that the degree of competitiveness in retailing can be a key factor governing
the adjustment of prices to changing credit costs 1iIn a one-tier pricing
system, or the size of the premium that can be included in the credit price
in a two-tier system. If markets are competitive, then changes in price bv
any seller are constrained by the presence of many other sellers to whonm
potential customers could turn. The textbook case of pure competition
includes such primary characteristics as a large number of sellers (with
small 3hares of the market) and ease of entry for new firms, undifferentiated
products, and complete information available to buyers. In practice, few
markets exhibit all of these characteristics, or any one of them in pure
form, except perhaps markets for some agricultural commodities.

Retailing would appear to be characterized by a large number of
sellers for any given product, though it 1is arguable that some sellers n-"ght
be of sufficient dominance 1in some localities to exercise considerable control
over price. In most markets, though, the number of retail outlets strongly
suggests a reasonable approximation to the competitive model.

In addition to multiple sellers in retail markets, similarity of
merchandise 1is also observable, even though many forms of product variation
can be found that permit some degree of price differences. Much effort, in
fact, goes into differentiating products by quality, styling, or special
features. In many cases the ambiance, selling policies, or reputation of a
a store becomes an element of differentiation for any item offered for sale.
Nevertheless, for most products, the exact same brand will be available

in competing stores, closely comparable brands will be offered by other
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competitors, and substitutes clearly distinct 1in some aspect will be available
in still other st-res.

In such a retailing environment, it becomes difficult to envision
any merchant successfully tacking on a substantial surcharge above true
credit costs to his usual price without a significant loss of customers over
time. A customer taken bv surprise might pay such a surcharge once rather
than leave an intended purchase at the sales counter, but there would seem
to be little reason for that customer to patronize the store in the future.
Only stores where little repeat business is anticipated would appear
potentially able to gain from excessive surcharges.

The above observations on the competitiveness of retailing are
based for the most part on general impressions. Unfortunately, few rigorous
studies exist that examine competition in markets that are relevant to this
report. A rather extensive literature has developed regarding competition
in the sale of: groceries, but since groceries are seldom purchased by credit
card, the findings of these studies are not directly useful for this report.
Neither are there published studies available that estimate the elasticity of
demand separately for credit card buyers as compared with cash buyers.

5.2. Impact of Credit Card Use on Price Movements and Economic Activity

Some observers have argued that credit cards, by enabling their
holders to spend beyond the limits of their income, ore a source of infla—
tionary pressure 1in the economy.l1 The concern that credit expansion may
exacerbate inflation is, of course, not confined to credit cards, although
interest has often focused upon these instruments.

1. The Credit Control Act of 1969, for instance, which expired 1in 1981, had
authorized the President to direct the Federal Reserve "to regulate and
control any or all extensions of crelit..._whenever the President determines
that such action is necessary or appropriate for the purpose of preventing

or controlling inflation generated by the extension of credit 1in an excessive

volume..."™ This law, as noted earlier, was invoked once during 1its statutory
existence, by President Carter in March 1980.
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The. demand-side effects of credit cards on price movements are
best understood as a special case of the broader relationship between credit
cards and economic activity. 7.n macroeconomic theory, two principal avenues
exist by which credit card u.*e might affect overall economic activity and
the price level. If the introduction of credit cards into an economy reduces
the desired saving rate, it would tend to increase output and aggregate
income through the stimulative effect of increased consumption (assuming
some 1initial slack in resource utilization _hat would permit expansion of
output) .1

A second route by which credit cards could affect economic activity
is through their possible impact on the demand for money. As a convenient
supplementary means of implementing purchases, credit cards might be expected
to reduce the transactions demand for money for any given level of income and
interest rates. With credit cards available, consumers could carry less
currency and maintain smaller average checking account balances. The avail—
ability of a line of credit, moreover, might also reduce the precautionary
demand for money. Thus, by enabling a given level of money supply to support
a larger nominal volume of transactions, which would show up in an increased
velocity of monev, credit cards could contribute to expansion in real economic
output (given less than full employment initially).

Some qualifications to the foregoing analysis are necessary, how-—
ever. One qualification concerns the assumption ot an initial condition of
1. Further secondary effects would be governed by various elasticities
present in underlying relationships, and such factors as whether the money
supply remained fixed as the effects of credit cards emerged. For 1instance,
with the rise in consumption, the transactions demand for money balances
would also tend to rise. Assuming a fixed supply of money, interest rates
would have to rise in order to hold money demand constant. At higher interest
rates, some 1investment spending would be discouraged, limiting the initial
tendency towards economic expansion induced by credit cards. A full exploration

of the many possible outcomes that could arise from a card-induced increase in
consumption is beyond the scope of this report.



less chan full employment. If the economy 1is operating at a level approaching
full employment,, then the output effects are by definition quite limited.

Any tendency of credit cards to boost the propensity to consume or to induce
the holding of smaller money balances v»ould mainly result in a bidding up of
prices.

Second, the foregoing analysis describes what 1is essentially a shift
in equilibrium outcomes within an economy. It describes a tendency to shift
to a higher output level or to a higher level of prices, given same change 1in
underlying circumstances, but the analysis does not help to interpret ongoing
economic processes such as the rates of change in output and prices over time.
That 1is, nothing in the foregoing analysis implies any significant long-run
impacts of credit cards on inflation or economic growth, except insofar as a
change in the equilibrium saving rate may alter the long-run capital
intensity of the economy.1

Third, the foregoing analysis assumed a given money supply, whereas
in actuality some adjustments 1in the money supply might be expected if a
measurable response by the economy to deployment of credit cards were
detected. For credit cards to raise the general level of prices by reducing
the need for transactions balances, the further condition must Dertain that
the monetary authorities would fail to recognize the shifting relationships
between the money stock and aggregate spending, and would aim for monetary
growth targets that were too high. If this were the case, the resulting
inflation might be more properly seen as stemming as much from ari error in
1. It is true, of course, that the utilizatio of credit cards has developed
gradually rather than as a one-time change 1in economic structure. Thus, a
series of continual shifts in equilibrium over a number of years could appear
to be enhancing the process of economic growth or contributing to the process
of price inflation. It would still need to be recognized that the inflationary

or growth effects would dissipate as the utilization of credit cards reached
a limit.
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policy as from credit cards, per se, since the authorities could adjust
monetary targets to a more appropriate growth path.

The impact of credit cards on the saving rate has already been
discussed in Chapter 3. Several studies 1in recent years have examined the
relationship between credit cards and the demand for money. E. Marcus,” 1in
1960, Tfirst examined the potential of credit cards to reduce the necessary
average level of money balances by enabling a better synchronization of.
payments and receipts. M. Flannery and D. Jaffee, and T. Russell, developed
models 1in which the transactions demand for money would be reduced as a result
of credit card use.2 K. White used cross-sectional data to conclude that
average balances held per dollar of credit card transactions are considerably
smaller than balances held for other types of transactions.-* G. Garcia and
S. Miller examined empirically the impact of credit cards on various com-—
ponents of alternative money concepts.” Both found that the demand for MI
is negatively related to a credit card variable, and that demand for time
deposits and for M2 was also negatively associated with credit cards. In
general, however, while some economists claim to have detected a statistically
significant reduction of money demand associated with credit cards, the
magnitude of the impact has usually been small.

1. Edward Marcus, "The Impact of Credit Cards on Demand Deposit Utilization,™
Southern Economic Journal, vol. 26 (April 1960), pp- 314-16.

2. Mark J. Flannery and Dwight M. Jaffee, The Economic Implications of an
Electronic Monetary Transfer System (Lexington, Mass.: Lexington Books,
1973).

3. Kenneth White, "Consumer Choice and Use of Bank Credit Cards: A Model
and Cross-Section Results,” Journal of Consumer Research, vol. 2 (January
1975), pp. 10-18.

4. Gillian Garcia, "A Note of Bank Credit Cards Impact on Household Mone;>
Holdings," Journal of Economics and Business, vol. 29 (Winter 1977),

pp- 152-54.; and "Bank Credit Cards, Time Deposits, and M2,"™ Journal of

Economics and Business, vol. 30 (Spring/Summer 1978), pp. 230-35.

Stephen M. Miller, "The Money Supply Process and Credit Card Uss: An Empirical
Analysis,"” Eastern Economic Journal, vol. 8 (April 1982), pp- 89-99.
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In summary, it seems clear that some small 1impact on the level of
prices can be attributed to the positioning of retailer supply curves to
reflect credit card costs not borne by card users, but no demand-related or
other effects are discernible on the levels of output or of prices. All void,
chere is little persuasive evidence that credit card use has caused any appre—
ciable alteration in the demand for money, and the impact of credit cards on

the aggregate saving rate is also apparently quite small.



6. SEPARATE PRICING OF CREDIT CARD SERVICES AND RETAIL PRODUCTS

The ”"ash Discount Act of 1981 and its antecedents were designed to
remove legal impediments to Che charging of separate prices for goods sold
for cash (or check) and for goods sold via credit cards. The fundamental \
objective of the Act waj to foster a payments system in which the costs of
open-end credit were borne by those who use such credit, and not 1in any way
by those who do not use Iit.

Encouragement of a two-tier retail pr->"ing structure was, of course,
one way to approach the desired allocation of credit costs; an alternative
way might have been to promote elimination of legal ceilings on consumer
interest rates and removal of any other barriers that prevent creditors from
charging the full cost of credit to its users. In this section, two alterna-—
tive methods for achieving optimal allocation of credit card costs will be
examined: (1) removing the barriers to recovery of credit costs through
finance charges and user fees, and (2) establishing a two-tier retail pricing
system through (a) discounts for the use of cash or (b) surcharges for the
use of credit.
6.1. Cost Recovery Through Financing Revenues

Maximum interest rates that may be charged on consumer credit are
regulated by individual states, generally through complex sets of laws that
deal separately with different types of credit or different classes of
creditors. Most laws governing consume: 1interest rates were enacted many
years ago to create exceptions to statutory or constitutional provisions
that had set a maximum "legal rate of interest,” a rate generally recognized
as much too low to make feasible the extension of relatively small consumer

loans. With some notable exceptions, the special rate ceilings established
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for consumer lending originally were set sufficiently high to avoid signifi—
cant restraint on the volume of credit. Typically, 1-1/2 percent per month
(18 percent annually) has been the maximum interest rate on credit card
lending. In several states, that rate has applied on balances up to certain
amounts, such as the first $500, with a lower rate applicable to amounts
owed above the threshold level. A few states maintained maximums as low as
1 percent per month, and a few set ceilings as high as 1-3/4 percent.

c"eanwhile, with the substantial rise in interest rates from the
mid- to late-1970s, the cost of carrying credit card receivables 1increased
considerably. Given the inflexible statutory ceilings on credit card
interest rates, the rise in financing costs meant chat earnings from such
lending deteriorated. For bank issuers of credit cards, tnis declining
profitability is evident in figures from annual Federal Reserve System
surveys on cost"} associated with various banking functions, reported 1in the
Functional c .-jt Analysis™~ Table 6.1 reproduces from this report selected
data on credit card _osts for recent years, with banks grouped into three
deposit-size classifications. While the actual cost of funds may differ
from one institution to another, it is clear chac on average the cost of
funds was the major facto®" 1in the shift from positive to negative profit—
ability on bank credit card operations between 1977 and 1981.-

The shrinking profitability of credit cards in the late 1970s
provoked a nunber of responses among creditors and state legislatures. With
rate increases .ropedcd by state law and many card users escaping interest
charg s by paying monthly bills in full, the imposition by creditors of
1. Federal Reserve Bank of Boston, Functional Cwist Analysis (Federal Reserve
Bank of loston, annual editions).

2. Comprehensive statistics for retail firms operating their own card plans are

not available for a similar time period, but retailers are subject to the same
general money and capital market forces as other suppliers of consumer Credit.
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"membership"” fees unrelated to account activity was becoming increasingly
common in 1979. It then spread rapidly in 1980 when federal credit controls
created an additional incentive to raise the p ice of consumer credit.”
Such user fees were illegal in certain states, but in some cases the legisla—
tures revised their statutes to permit these non-interest assessments. By

the late 1970s, lawmakers had also begun to raise or remove the restrictive

*

interest rate ceflfngs as Welfp— In some cases, state legislatures were
prodded 1into action by the fact or likelihood of banks moving their credit
card operating arms to other states considered to have a more accommodating
environment for such business.

In all, between the end of 1978 and the close of 1981, 32 states
revised their laws governing interest rates on revolving credit accounts.
At the end of 1978, five states had ceilings below 1-1/2 percent for the
entire balance and 20 more states had ceilings below 1-1/2 percent applicable
to a part of the balance. By tho end of 1981, just one state constrained
rates to below 1-1/2 percent on any amount owed, and only nine states
maintained a limit below that Level on some part of the balance.-"

n For certain types of credit, particularly "open-end"™ credit, creditors were
required under the controls program to post a special non-interest-bearing
deposit with the Federal Reserve for any increase 1in credit outstanding above
a specified "base™ amount.

2, Ohio, for example, has revised its consumer lending statutes twice since
1979. Effective in March of 1980, it brought allowable interest rates on
revolving credit up to 1-1/2 percent per month from a previous graduated
ceiling capped at i oercent on balances over $400. Then in early 1982 it
authorized creditors .o charge whatever rate were established by contract
with the borrower, not to exceed 25 percent per year. Several other states,
including New Jersey ana New York, now likewise limit finance charges to the
rate "set by contract.™ Was. "np”nn and Minnesota, two states which Tformerly
capped credit card interest ra.es at 1 percent per month, have revised their
laws. In Minnesota, customers now have the option of paying a 1 percent
monthly finance charge plus an annual fee (maximum of $15), or a finance
rate of 1-1/2 percent pe® month with no fee permitted. In Washington, the
ceiling was raised to ..-1/2 percent per month in 1981, and Washington voters
subsequently rejected an initiative item that would have restored the
pre-1981 1 percent limit.

3. Charles H. Gushee, ed., The Cost of Personal Borrowing in the United
States (Boston: Financial Publishing Company, 1979, 1982).
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TABLE 6.1

NET EARNINGS ON CREDIT CARD PLANS AT COMMERCIAL BANKS
EC.- "ELECTED YEARS BY DEPOSIT SIZE CATEGORIES

1 Earnings and Costs as Percent of Receivables
Bank Categories bv Deposit Size | 1977 1979 1980 1 1981

Less than $50 million

Net earnings before cost of money 4.63 3.89 4.70 4.96
r.st of money 4.97 5.80 6.90 8.49
Net earnings after cost of money -.33 -1.91 -2.20 -3.53

$50 - S200 million

Net earnings before cost of money 6.40 6.42 6.85 7.98
Cost of money 4.77 6.10 7.12 9.05 *
Net etrnings after cost of money 1.62 -.32 -0.27 -1.07

More than $200 million

Net earnings before cost of money 7.95 8.32 6.17 10.86

Cost of money 4.63 6.52 7.95 9.53

Net earnings after cost of money 3.32 1.80 -1.78 1.33

Source: Federal Reserve Bank of Boston, Functional Cost Analysis, 1978, 1980,
1981, 1982.

While rate ceilings have been perhaps the principal barrier to fully
recovering the cost of crsdit directly from credit users, i other factors such
as the customary interest”free "grace period"” on accounts paid in full may
also affect a creditor"s Ability to cover costs. The costliness of any grace

1. In 1968, G. Lynch found that prices paid on selected appliances in Little
Rock, Arkansas (where finance rates were subject to a constitutional ceiling
of 10 percent) were from 3 to 7 percent higher 1i.han prices paid in cities
located in less restrictive states. The National Commission on Consumer
Finance concluded that: "Regardless of the costs of providing any form of
sales credit, a reduction by legislative fiat of the permitted gross income
from finance charges necessitates adjustments in goods prices, fees, or
availability. If not, lowered profits will force some retailers- probably
small ones- out of business. While credit seller,” may recover part of their
lost income by reducing other services or adding fees for services previously
furnished without charge, the most likely offset 1is an 1increase 1in cash prices
resulting in a subsidy of credit by cash purchasers. (See: Gene C. Lynch,
"Consumer Credit at Ten Per Cent Simple: The Arkansas Case," University of
Illinois Law Review (1968), pp. 592-601, and National Commission, Consumer
Credit in the United States, p. 107.)
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period, of course, would vary vich the cost of funds involved in financing
receivables.1

The assessment of user fees and a moderate boosting of finance
rates since around 1980 have been gradually shift;,-.g more of the cost of
credit card operations onto the users of credit cards. Some card 1issuers
have also acted to circumscribe the grace period by charging interest from
the date of billing to the date of payment on accounts paid in full, or.by
charging a monthly "maintenance fee"™ on such accounts. These developments
may be reducing the need to cover credit costs through merchant discount fees-
or through higher prices charged for goods and services. The survey of
retailers summarized in Chapter 4 suggests that merchant discounts indeed may
have been pared down on average 1in recent years. The average fee reported
there of 3 percent (unweighted 1in any way for size of firm) and the proportion
of respondents paying a 5 percent fee are both Ilower than corresponding

1. At least one economist, however, has concluded that "the impact of the
so-called “free ride" is probably substantially less than often suggested.™
From an examination of account records at a large retail chain in 1973, E. R.
McAlister found that the 26 percent of active account holders who paid no
finance charge during a 12-month period represented a much smaller share

(4 percent) of total balances outstanding. (See E. Rav McAlister, with
Edward DeSpain, An Empirical Analysis of Retail Revolving Credit (West
Lafayette, 1Ind.; Krannert Graduate School of Management, Purdue University,
1975) , pp- 47-48.) But McAlister., 1in turn, may have understated Lhe magnitude
ol the "free ride." For one thing, the 49 percent who paid a finance charge
"jome of the time" also obtained a "free ride"” on occasion, perhaps frequently,
out McAlister did not report in detail on experience with these credit users.
The significant rise in the costs of financing receivables since 1973 would
also serve to temper McAlister®s dismissal of the grace period®"s importance
in the overall credit cost structure.

2. A study cC four states having widely different rate ceilings found that
the average merchant discount fee 1in a low-ceiling state (Arkansas) was con-—
siderably higher than in a high-ceiling state (lllinois). See Robert W.
Johnson, Retailers: CRC 1979 Creditor -Survey (Wes Lafayette, Tnd.:

Kiannert Graduate School oii Management, Purdue Un".ersity, 1980). For a
similar f.nding comparing merchant discounts in California and Washington
State, see G. G. Gordon anu others, The Impact of a Consumer Credit Interest
Limitation Law (Seattle: University of Washington, 1970) , p1 19.
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measures generally believed Co prevail a few years ago.”- Legal barriers in
several states still limit recourse to some or all of the methods for covering
credit card costs discussed here, but certainly to a lesser extent than a few
years ago. Continued state legislative action on this front could in time
relegate the approach of the Cash Discount Act to a secondary role.”

6.2. Two-tier Pricing Structure

If the costs of credit are not fully met by financing revenues, they
could theoretically be recovered from users of credit by charging them an
appropriately higher price than paid by cash buyers. That 1is, any particular
item could carry two prices, a cash price and a higher credit price.3 This
is the approach encouraged by the Cash Discount Act. As noted earlier, the
Act also makes a further distinction between discounts for cash and surcharges
for credit. A two-tier price structure established through discounts for
cash is favored by the Act; two-tier pricing arrived at through a surcharge
for credit is effectively barred.

The distinction between surcharges and discounts has little apparent
foundation in economic theory. Economically speaking, th* two are functional
equivalents; 1in a two-tier system tied to the cost of credit, there are simply
two separate prices, with the difference between them representing credit
1. Comparable survey data are not available for earlier periods, but personnel
at a major card interchange system confirm that merchant discount fees have
generally dropped 1in the past three to five years.

2. The effective removal of artifical barriers to finance rates and ocher

fees would result in the determination of direct charges to credit users and
factoring fees to retailers by market forces. The "merchant discount” would
not necessarily be eliminated entirely, but would be established 1in a more
fully competitive environment.

3. In fact, several price tiers would be allowable under the Act, apparently
as long as the credit price- the "regular™ price- occupied the highest tier.
Given that the costs of checks for many retailers are less than for credit
cards and more than for cash, some merchants might wish to adopt a three-tier
pricing system. Discoui:f* for cash could also vary by the size of the trans-—

action or by the type of merchandise purchased. Three-tier and other possible
pricing structures are not discussed 1in detail in this report.
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costs not offset by financing revenues. Whether that difference is called a
"surcharge" in reference to the lower price or a "discount” in reference to
the higher price should net matter. Nevertheless, there .»ay exist some
practical considerations that warrant a legal distinction between surcharges
and discounts.

From one viewpoint, it raighc appear obvious that surcharges and
discounts would result in different pairs of prices. After all, if an-item
regularly sells for $20, a $1 discount for cash establishes a $20/$19 price
structure, while a $1 surcharge for credit creates a $21/%20 price structure.
The root problem with this view 1is the implicit assumption of a fixed, 1iden—
tifiable, "regular price™ from which all adjustments would be made. In fact,
6f couree, prices at the retail level may be altered repeatedly. Merchandise
already labeled with a single price of $20 (for example) could be first
repriced to $21, then offered on a discount-for-cash basis at some later
point. Banning surcharges would not prevent establishment of a $21/%$20
price structure, at least in the long run. For seasonal merchandise, such as
clothing, tne notion of an 1identifiable regular price is even more elusive-
old stock 1is periodically removed and new items are offered for sale with
freshly tagged prices. For a newly stocked item with a price tag of, say,
$39 credit/$37 cash, no original one-tier regular price could be identified.
Perhaps the item would have been priced at $38 under a single-price systenm;
in fact, there 1is no way to tell.

Another way to view this issue is to ask why a merchant charging
all customers $20 for a certain item would willingly reduce the price to $19
for some segment of hxs customers. If he could get $20, why would he charge
$19? One possibility is that, by tying the discount to payment by cash, the

merchant might hope to stimulate a shift from credit card use to cash that



would reduce his credit costs, thereby "paying for"™ the selective price
reduction. The success of such a policy would require that the initial
proportion of sales on credit cards be high and that a substantial switch
from credit to cash occur in response to the offered discount (or that the
cost of providing credit be very high).

For instance, 1if only 20 percent of sales are on credit prior to
the discount, then any merchant choosing to discount from his "old" regular
price would be reducing the price to the 80 percent of his clientele who
already use cash (and pay his regular price) as well as to themuch smaller
target group of credit users who can be persuaded to switch tocash. If
even half jf those who normally use credit shift to cash (10 percent of the
total clientele in this example), the cost of credit would have to be
8 times larger than any discount from the regular price if net profits are
to be undisturbed. Based on the likely relationship between the costs of
cash and the costs of credit discussed 1in earlier sections, the merchant in
this situation almost certainly would have to raise his regular price before
applying a discount 1in order to avoid a reduction inprofits. #

But the offer of a discount might 1increase sales, itcould also be
argued, which could provide an additional offset to credit costs. This
possibility requires careful analysis, however. The wholesale cost to the
retailer of additional merchandise would have to be covered, as well as the
reduced profit margins on items that could have been sold at the higher price,
and any other increase in selling costs associated with higher volume. These
requirements suggest the necessity that the merchant face a highly elastic
1. A more detailed example of how prices in a two-tier system might compare
with the price in a single-prica system 1is presented in Appendix C. The
hypothetical example, for a gasoline service station that switches to a

discount-for-cash system, utilizes some survey data on consumer reactions to
gasoline discounts discussed below in Chapter 6, section 3.
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demand curve. From the point of view of a single merchant who offers a
discount (while most competitors do not), the sales increase argument seems
to depend on competitors observing a loss of customers without retaliating
through their own pricing strategies. If compensating actions of competitors
are assumed, so that a sales increase for a typical merchant would have to

represent "new" business not attracted from competitors- then the sales gain
argument requires that industry-wide demand for the product be highly elastic;
that 1is, that a reduction in price stimulates enough additional sales to
increase total revenues by more than the cost of additional merchandise. But
if this demand configuration exists, 1t generates a motivation- completely
apart from the discount issue- to lower the price and reap additional sales.
It then becomes necessary to explain why retailers would operate at an inferior
pricing position prior to the time that discounts for cash became an option.

Perhaps the most straightforward argument for making a distinction
between a surcharge and a discount- an argument that was employed 1in Senate
floor discussions- is that to allow both approaches to two-tier pricing
could breed unnecessary and detrimental confusion among consumers. If only
discounts are allowed from the posted price, potential purchasers would always
know that they would be charged no higher than the posted price; if surcharges
are allowed as well, customers would be less sure whether the posted price 1is
the higher credit price or the lower cash price. If advertising or in-store
displays fail to make a surcharge policy clear, credit card customers may be
attracted by a low advertised cash price and wind up paying ar. unexpectedly
higher credit price.

The force of the above argument depends in part upon the degree of
competitiveness in the marketplace, as noted in Chapter 5. In the long run,

if retailing is competitive, stores that mislead customers about surcharge
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practices stand to lose customers to more forthright competitors. Consumers
might be caught unaware by a surcharge in some instances, but would be unlikely
to be "stung"™ repeatedly. = Experience would lead consumers to avoid future
visits to stores with poorly publicized surcharge policies, to come prepared
to pay cash, or at least to shop with the knowledge that the credit price at
certain stores 1is higher than the tagged price. Similarly, competition would
tend to minimize the size of any surcharge, presumably to the approximate
cost cf uncovered credit costs.
6.3. Buyer and Seller Attitudes to Discounts

The first sections of this Chapter discussed the possible imple—
mentation of discount-for-cash plans primarily from, a theoretical standpoint.
Earlier sections addressed the cost conditions and card use habits that would
affect the feasibility of two-tier pricing. But whatever the feasibility,
the questions remain whether retailevs operating in the marketplace would
find two-tier pricing an attractive alternative, and to what extent consumers
would respond to discounts for cash by switching from credit cards to cash.

Recent surveys provide some indication of consumer reaction to
discounts for cash. The Federal Reserve has sponsored two surveys, one con-—
cerning gasoline purchases and the other dealing with likely responses to
offers of discounts in various hypothetical situations. A pair of independent
researchers as also obtained consumer responses to hypothetical discount
offers, which they have integrated 1into a mathematical model for determination
of an optimal size of discount.

Survey of gasoline purchases. By early 1983, gasoline purchase
was the one area of retailing in which price discounts for cash payment were

1. Stores that do not depend upon repeat business. > course, would be better
positioned to maintain a policy of high but p. « . communicated surcharges.
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offered to consumers on a widespread basis. The major gasoline refining

and marketing companies, rather than local dealers, have been the principal
proponents of two-tier pricing for gas. Faced from the mid-1970s until
lately with steady increases in the cost of funds necessary to carry consumer
receivables, the gasoline companies have sought various means to dissuade
customers from using credit cards. Some companies had experimented with
two-tier pricing in selected localities for several years, but it was not
until the summer of 1982 that discounts for cash were made widely available.
To document consumer reaction to these discounts, a survey of households
about their gasoline buying behavior was conducted for the Federal Reserve

by the Survey Research Center 1in January 1983.

In that survey, 52 percent of the almost 700 respondents possessed
either a bank credit card, a gasoline company credit card, or a general
purpose credit card (or combination of such cards). Just over half of these
cardholders, however, reported that they "never" used credit cards to buy
gasoline. By contrast, slightly more than 20 percent said they "always"
used a credic card to buy gas. The remainder designated a frequency of
credit card purchase ranging from one-fourth to three-fourths of the time.
Respondents who held gasoline company cards- about 30 percent of the full
sample- were also asked whether they used gasoline cards on a weekly, a
monthly, or a lesser frequency. Nearly one-half of that subgroup said they
used gasoline cards weekly, about 10 percent said they did not use the cards
at all.

Respondents who held a bank, gasoline, or general purpose credit
card were questioned further about their experience with discounts for cash.
Results of some of these questions are presented in table 6.2. By January

1983, 60 percent of these respondents, at least once in the past year, had
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been to a gasoline station that offered a discount for cash. Those thereby
exposed to discounts were asked how they had paid for their purchase -f gas
on the most recent occasion that a discount had been available. About three-
quarters of those answering the question had paid by cash. Since somewhat
more than 60 percent of card holders had reported generally using cash,l

it appears that the offer of a discount for cash generated a modest increase
in the proportion of customers paying cash.

Certain characteristics of those who pay cash and those who use
credit cards when offered discounts can be observed. When respondents are
classified either as frequent credit card users or as frequent cash users, it
can be seen, as might be expected, that virtually all of those who paid by
credit card whefn offered a discount for cash were classified as frequent
users of credit cards. Table 6.2 also shows that of 78 respondents classi—
fied as frequent users 3f credit cards,2 59 percent had used their credit
card to buy gas the last time that a discount was offered, and 41 percent
had paid with cash. Roughly speaking, then, abort 40 percent of the target
population surveyed (those who often use credit cards) used cash when offered
a discount. Some of these, of course, might have used cash anyway, reducing
the number of consumers that can be regarded as having altered their means of
payment in response to the discount for cash.

To further investigate responses to discounts, respondents who had
paid cash on the most recent offer of a discount were asked how they would
1. Those "generally using” cash 1included the approximate one**half of card
holders that "never"™ used a credit card to buy gasoline, and some others-

about 10 percent of the sample- who sometimes used a card but more frequently
used cash.

2. Eighty-five respondents were 1identified as frequent card users, but 7 did
not answer the question about their most recent purchase when a discount was
available.
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TABLE 6.2

USE OF CREDIT CARDS OR CASH IN PAYMENT FOR GAS
AND EXPOSURE TO DISCOUNT FOR CASH

All 1 Use Card™ 1 Use Cash*-
| Card Holders.l Frequently 1 Frequently
I Number Percentl Number Percent |INumber Percent
1. Card holding respondents” 354 100 129 100 220 100
a. Not offered discount” 143 40 44 34 94 43
b. Were offered discounts™” 211 60 85 66 126 57
2. Respondents offered discount” 199 100 78 100 121 100
a. Paid by credit card” 49 25 46 59 3 2
b. Paid by cash” 150 75 32 41 118 98
3. Respondents paying cash when 147 100 32 100 115 100
offered discount”

a. Would have usedcash” 124 84 - 20 63 104 90
b. Would have usedcard” 23 16 12 37 11 10

1. Use a credit card for one-half or more of gasoline purchases, or for one-fourth of
purchases 1if gasoline card usage is weekly.

2. Use a credit card for one-fourth or less of purchases,-and gasoline cardusage is
less than weekly.

3. Holders of bank, gasoline company, or general purpose credit cards. Those who hold
only retail store credit cards are excluded.

4. Respondents were asked if on any occasion in the past year they had been offered a
discount to pay cash for gasoline. Respondents on line 2 are fewer than on line
I.b. because some respondents did not provide answers for 2.a. and 2.b.

5. Those exposed to a discount at least once in past year were asked how they paid
for gas on the most recent occasion that they were offered a discount. Respondents
on line 3 are fewer than on line 2.b. because some respondents did not provide
answers for 3.a. and 3.b.

6. Respondents who paid cash when offered a discount were asked how they
would have paid for the gasoline purchase in the absence of a discount offer.

Responses from household survey, 1983.

Lave paid for the gas 1in the absence of a discount. Eighty-four percent said
they would have paid cash anyway. Twenty-three respondents (16 percent) said
they would have used a credit card. Looking only at the 32 frequent card

users who paid cash when offered a discount, 20 said they would have paid



cash in Che absence of a discount, and only 12 said they would have used a
credit card. Thus, based on responses to this hypothetical question, the
proportion of people who would actually alter their intended means of payment
when offered a discount may be considerably smaller than the AO percent sug-—
gested by o simple breakdown of frequent card users 1into categories of
cash payment and credit payment. Of 78 frequent card users 1in the survey,
32 used cash, but for only 12 of these did use of cash actually represenc a
change 1in how they would have paid for the specific purchase 1in question.

Some of these results can be used to construct a hypothetical
example of “"asoline pricing before and after adoption of a discount for cash
program. The example illustrates the argument advanced earlier that when a
relatively large number of consumers use cash initially and/or when a rela—
tively small number shift from card to cash when offered a discount, a seller
must raise the "regular" price before applying the discount if a given level
of profitability is to be maintained. The details of this example are given
in Appendix C.

Survey of hypothetical reactions to discounts. In another monthly
SRC survey, in October 1982, consumer reactions to discounts for cash on
purchases of furniture and appliances and clothing were probed through a
series of questions about certain hypothetical situations. -Respondents
identified as possessing at least one type of credit card among bank, score,
and "general purpose™ cards were asked to what extent they used a credit
card to transact purchases 1in the durable goods and clothing categories.
Choices were: "never, one-fourth of the time, about half, three-fourths, or
all of the time."™ Dollar amounts of purchase were not specified, but it
seems likely that furniture and appliance purchases would represent a fairly

large dollar amount, while clothing would cover a broader range.
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Respondents who said that they used a credit card some or all of
the time (all responses other than "never™) were then asked what they thought
their card use would be if a discount of 3 percent were offered for paying
by cash or check. Respondents who still indicated they would use a credit
card at least some of the time were then asked about their reaction to a
5 percent discount; this procedure was repeated for discounts of 7 and 9 per—
cent. There are obvious reservations that attach to this line of questioning.
Aside from possible variance between hypothetical and actual reactions to a
situation, the progressive nature of the questions risked inviting a response
that credit cards would not be used if discounts were available. Neverthe —
less, it was believed that responses to such questions would provide a rough
approximation of consumer sensitivity to discounts for cash.

Results for durable goods purchases are shown in table 6.3. The
top panel presents response; relative to the number of card holders in the

|

survey- around two-thirds of the panel. Among card-holding respondents,
48 percent said they never used credit cards to purchase furniture or appli—
ances; * 52 percent would sometimes use a credit card, including 12 percent
who said t° j used credit cards all of the time. If a discount of 3 percent
were to be offered, the proportion of those who would sometimes use a credit
card drops 20 percentage points to 31 percent of the caro holders. As shown,
each further 1increment in the hypothetical discount diverts additional respon—
dents away from card use, but the largest shift occurs between no discount
at all and the 3 percent level. At the highest level of discount discussed,
1. Those who never use credit cards, of course, might use other forms of
credit to finance such purchases, including cash loans from banks, credit

unions or other institutions. The proceeds of such loans would finance
a "cash"™ transaction at the retail store.
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15 percent of the card-holding respondents would use a card at least part
of the time, and 2 percent would still use one all of the time.

The bottom part of table 6.3 incorporates respondents who do not
have credit cards into the analysis. When they are added into the '"never
use card" column, an estimated 66 percent of all respondents would purchase
durables without using credit cards, even when no discount for cash were
offered.1l At a 3 percent discount for cash, 80 percent would entirely dis—
pense with credit cards, and at the highest discount considered- 9 percent-
90 percent would never use a credit card.

Respondents indicated a more frequent use of credit cards for

clothing than for durable goods purchases. In the initial "no discount"”
situtation, 30 percent said they would never use a card to buy clothing. At
a 3 percent discount, 53 percent would never use a card. At the highest

discount considered, 81 percent would cease using a credit card entirely.
The comparison between durables and clothing as to non-use of cards 1is show:
in table 6.4.

Although a measurable shift from credit to cash appears likely, the
survey results, especially for durables, suggest that a discount-for-cash
program might be of limited cost effectiveness. It appears that the offer of
a 3 percent discount may persuade 20 percent of the card-holding customer
base to switch from credit to cash, thus generating savings on credit costs.
But from 30 to 50 pe-" ent of the customer base that would pay cash anyway
would have to be given the same discount given to the "switchers,” strongly
suggesting that the "credit price" in any two-tier system would have to be
above the regular price in a one-price system.

1. This estimate 1is likely biased upward to some extent in that the group

of respondents that have no credit cards may include some persons who buy
few or no consumer durable goods.



USE OF CREDIT CARDS FOR PURCHASES OF FURNITURE AND APPLIANCES
AT VARIOUS LEVELS OF DISCOUNT FOR CASH

Discount
(Percent)

0

© N 01w

Discount
(Percent)

© g 01w O

Responses as Percentage of Number of Card Holders

Would Use Card

Never

48
69
75
82
85

Sometime

52
31
25
18
15

Responses as Percentage of All

Would Use Card

Never

66
80
84
88
90

Sometime

34
20
16
12
10

I
r
I
1
I
I
I

1

I
11

Responses from household survey,

-85-

TABLE 6.3

Proportion of Time Would Use Card
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88
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Independent scudv of feasible discounts. In a 1982 journal article,
C. Ingene and M. Levyi set out the conditions under which a discount for
cash can be advantageous to retailers and their customers, and used results
from a consumer survey on credit buying habits and attitudes toward discounts
to assess the feasibility of discount plans.

The authors began by presenting an equation for the "present value"
of the sales-of a retail merchant. The equation included terras for the pro—
portions of sales on cash and third-party credit cards, respectively, as well
as the proportion of the sales price retained on cash sales (which varies
with the size of any discount for cash), and the proportion of the price
retained on credit card sales (which depends upon the factoring fee paid to
the card 1issuer and upon the number of days between the sale and the collec—
tion of funds from the card issuer). Given some cost of credit, the authors
observed that the optimal discount for cash depends upon the proportion of
credit customers that can be converted from credit to cash at various sized
discounts. = All calculations were based on the assumption of an unch;nged
regular price that becomes the credit price when discounts are introduced.

To make an empirical estimate of the extent to which discounts for
cash might 1induce customers to pay cash rather than use a credit card, Ingene
and Levy conducted a random telephone sample of 248 respondents in a major
southwestern metropolitan area. The questions presented hypothetical
1. Charles A. 1Ingene and Michael Levy, "Cash Discounts to Retail Customers:
An Alternative to Credit Card Sales,” Journal of Marketing, vol. 46 (Spring

1982) , pp. 92-103.

2. This formulation 1ignores the possibility that a store offering a cash
discount might attract additional customers. This outcome 1is excluded on
the grounds that, in equilibrium, competitive conditions would result in
other retailers offering similar discounts, negating the incentive for pro—
spective customers to switch stores to obtain discounts.
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situations 1in which consumers were asked to report their intended purchase
behavior. As the authors described the survey, "respondents were asked, for
example, if they would use a credit card or cash (or check) for a typical
S1Q0 purchase. IT they indicated they would use a card, then the interviewer
asked if they would prefer to use their card on a $100 item or pay $97 in
cash or check; that 1is, would they accept a 3% discount. If they chose to
use their card, they were asked if they would still use their card in lieu of
$96 in cash, a 4% discount.This iterative questioning procedure continued
until the respondent indicated a preference for paying cash, or until a

7 percent discount level was reached. Part of the sample was asked questions
regarding a $100 purchase, and another part was asked about a hypothetical
$25 purchase. These questions, while quite similar to the Federal Reserve
questions discussed earlier, differ from them in some respects. For 1instance,
they concern purchases of a specified dollar amount rather than of particular
types of products.

For the case of a $100 purchase, only 12 percent of the respondents
indicated that they would typically not use a credit card; almost 90 percent
would use a card.” in response to questions about discounts, only 8 percent
said they would not switch from credit to cash for a 7 percent discount.
Taking account of those that would have used cash without any discount and
those who would stick with credit cards despite cash discounts, it appeared
that 80 percent would switch from credit to cash for a discount of somewhere
between 2-1/2 and 7 percent. At a discount of 3 percent, 50 percent of the
sample thought that they would use cash for a $100 purchase- the 12 percent
1. Ibid., p. 96.

2. This proportion of credit users is far higher than indicated in the

Federal Reserve surveys, which may be partly due to the specification of
a dollar amount of purchase in the Ingene-Levy study,
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who would always use cash and 38 percent who would switch to cash for a
discount of 3 percent.

When another set of respondents was asked about a S25 purchase,

34 percent indicated they normally would use cash (or check). All but 4 per—
cent of the panel would pay with cash at some level of discount. Assuming
that the propensities uncovered in these surveys truly reflected conditions
faced by a typical retailer, the authors calculated that the optimal discount
for purchases in the $100 range would be about 3 percent, but that for $25
purchases optimal results would be achieved with no discount at all.

The statistical summary of the findings for a $100 purchase is
presented in table 6.5, reproduced from the Ingene and Levy article. In
order to calculate the present value of sales, it was necessary to determine
or assume the costs associated with cash and credit. The authors assumed
that a retailer would pay a factoring fee of 5 percent to the card processor.
They also assumed a six-day lag between a credit card sale and collection
from the card processor, and used an interest rate of .05 percent per day to
figure the present value of such receipts. The only explicit cost of cash
was the hypothetical discount, which varied from zero to 7 percent.

As the discount for cash 1increased, the present value of cash
sales would be diminished by the rising discount, offset to varying degrees
by the cost saving on factoring fees no longer required for sales diverted
from credit cards. The table shows, for progressive levels of discount, the

proportion of people that would pay cash, and the calculated present value

of sales. For the $100 case, peak profitability is reached at a 3 percent
discount. The value of sales at a 4 percent discount still exceeds that at
the no-discount 1level by a small margin. A" higher discounts, the incremental

number of switchers 1is relatively small, resulting in litt*e additional
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reduction 1in credit-related costs, but a widening decline 1iIn revenues because

all cash customers trust be given the higher discount.

TABLE 6.5
DISCOUNTED PRESENT VALUES FOR DISCOUNTS THAT
CONSUMERS REQUIRE TO PAY CASH RATHER THAN
USE CREDIT CARDS ON $100 PURCHASES

Discounted

Present
Cumulat ive Value as a
Proportion Percent
Discount Paying Cash of Sales*
0 .1176 95.34
2-1/72 .2745 95.48
3 .5000 95.86
3-1/72 .5784 95.75
4 .5980 95.45
4-1/2 . 7157 95.27
5 .8235 94.95
5-1/2 .8627 94.53
6 .8824 94.13
6-1/2 .9020 93.62

*Assuraing a factoring fee of 5%, a daily interest rate

of .05% and a six-day lag between sales and collection”

from the factor.

Source: Ingene and Levy, "Cash Discounts to Retail

Customers,”™ table 1, p. 97.
A crucial determinant of these results 1is the linkage between

the optimal discount and the size of the factoring fee. The authors, as
noted, assumed a 5 percent factoring fee in their calculations, but a fee
of around 3 percent may now be more nearly typical, even for smaller
retailers, according to the Federal Reserve®s retailer cost survey described
in Chapter 4. When the Ingene-Levy estimates of present value of sales are
recomputed for a 3 percent factoring fee, the benefit to the retailer of a

discount for cash (with unchanged regular price) disappears entirely, notwith—

standing the high 1incidence of credit card use in the no-discount situation.
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At a 3 percent discount for cash, the calculated present value of sales is

24 cents lower per $100 of sales than when no discount at all is given.

With a 4 percent factoring fee, the 3 percent discount for cash is optimal

by a small margin- by 13 cents per $100 of sales, compared with the no dis—
count case. Under these conditions, 1if the initial proportion of credit cus—
tomers or the proportion of switchers from credit to cash were even slightly
overestimated 1in the surveys, the small remaining advantage to the retailer
from offering discounts could easily be eliminated.” With apparently so
little to gain, then, it would not be surprising to find retailers hesitant

to undertake programs to offer discounts for cash. Or that, 1if they do

offer discounts, they adjust their structure of prices upward compared with
the single-price level.

Results of retailer poll on attitudes to two-tier pricing. The
Federal Reserve®s survey of retailers in April-May 1983 included a number of
questions about the extent to which retailers had adopted discount-for-cash
programs and about retailer attitudes toward such programs. As will be
seen, discounts for cash were considerably more widespread among gasoline
retailers than among other retailers. In both cases, however, the offering
of a discount for cash was not a typical practice.

Retailers offering a discount for cash were asked the size of the
discount, how the size of the discount was decided upon, whether the discount
was s"ailable for check payment as well as cash, what limitations (if any)
applied to the discount, whether the program was permanent or was a temporary
promotional measure, and whether the discount was automatically given to cash
1, Moreover, in this relatively simple model, the costs of cash and checks are
treated as equivalent, and payers by check also receive discounts. In fact,
checks apparently are more costly to handle than cash. If customers switching

from credit cards frequently choose to pay by check, the gains to the retailer
would be minimized further.
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customers or had to be requested. Discount-for-cash retailers were also
asked what proportion of their customers received discounts for cash.

Retailers not offering discounts for cash at the time of the survey
were asked c¢ series of questions about whether they had ever offered such a
discount and, if so, why they had discontinued the practice, or whether they
had ever considered offering such discounts and, if so, why they had decided
against it. Remaining respondents were also asked why they chose not to
offer discounts for cash, and all non-discounting retailers were asked how
large a discount they thought they could offer (assuming no change in r,,es)
and still maintain the same level of profits.

Finally, all survey respondents were asked whether they thought it
a good 1idea or a bad idea for a retailer to offer a discount to customers who
pay in cash instead ol by credit card, and respondents were probed for the
reasons behind their assessment. They were also asked whether a surcharge
for credit was preferable to a discount for cash, and why.

Table 6.6 presents a listing of businesses offering discounts for
cash, and includes information on type of business, sales volume, proportion
erf sales on credit card, size of merchant discount paid, and the size and
other characteristics of the discount for cash. Summary statistics by size
and type of business are provided 1in table 6.7.

About one-fourth of the gasoline stations surveyed said that they
provided discounts for use of cash. Other providers of discounts were widely
scattered by type of business, representing about 6-1/2 percent of all non-—
gasoline retailers interviewed.

Aside from gasoline stations, lumber and building supply dealers
were most frequently found to offer discounts for cash. Some dealers have

customarily provided building contractors with discounts for immediate cash



TABLE 6.6

SELECTED CHARACTERISTICS OF BUSINESSES OFFERING DISCOUNTS FOR CASH

Sales Pruport ion Merchant
Type of Volume of "lies on Di scount
Bus iness ($ thou.) Cre~t Card Paid

Store 3rd-Party
Lumber, Bldg. Supply 118,000 20 3.0
Lumber, Pidg. Supply 1,000 - 5 1.9
Lumber, Bldg. Supply 3,000 - 3.0
Lumber, Bldg. Supply 3,000 - 5.5
Lumber, Bldg. Supply 2,000 - 79 3.5
Lumber, Bldg. Supply 1,100 - 1 2.0
Lumber, Bldg. Supply 29,000 - 3 5.0
Paint, wallpaper 1,060 -— 10 3.5
Gas Stations 900 50 - 5.0
Gas Stations 1,100 60 10 5.0
Gas Stations 5,990 - 5 3.5
Gas Stations 17,000 - 20 3.0
Gas Stations 156,000 5 3 3.5
Gas Stations 1,500 20 10 5.0
Gas Stations 3,000 - 10 3.5
Gas Stations 1,500 - 20 3.0
Gas Stations 1,000 - 30 3.0
Gas Stations 9,000 - 30 3.5
Gas Stations 750 - 60 3.0
Gas Stations 6,000 20 3.0
I. Dineonuts are limited to minimum size purchased (min.),
merchandise (mdse.).
"n.a." menus a response was not available.
means that no limitations were

Responses from survey of retailers,

1983.
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auto.
auto.
auto.
auto.
auto.
auto.
auto.
auto.

auto.
auto.
auto.
ask for
auto.

ask for
auto.
auto.
auto.
auto.
auto.
ask for

ask for
aulo.

ask for

ask for

Proportion
of Custoi
Using Di

90
90
30
50
60
60
60
93
37
70

n.a.
65
100

90
n.a.

70
100

n.a.

15
n.a.

70
100

50



Type of
Bus iness

Appliance & TV
Appliance & TV
Appliance & TV

Mus ic
Mu8ic

Music

Drug Stores
Drug Stores

Sporting Goods

Stat ionery
Stat ionery

Jewe Lers
Jewelers

TADLE 6.6 (continued)

SELECTED CHARACTERISTICS OF BUSINESSES OFFERING DISCOUNTS FOR CASH

Sales
Volume
($ thou.)

700
293
32

220
47
.85

100
800

750

791
8,500

359
865

Proport ion
of Sales on
Credit Card

Store

3rd-Party

15
5
2

45
40

Merchant
Discount
Paid

Size of
Discount
for Casii

o o

Discount
Also for
Checks

yes
yes
no

no
yes

yes

no
no

no

yes
yes

no
no

Limitat ion
on
Cash Disc.

mdse.
mdse.

min.

mdse.

mdse.

min.
mdes.

Automat ic
or
"Ask foe"~

aik i
ask Fir
ask fcr

auto.
auto.

auto.

ask for
auto.

auto.

auto
auto.

auto.
ask for

Proport ion
of Customer
Using Disc.

30
50
60

50
50
80

(o)L

95

13

20

65
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payment (or, commonly, for payment within 10 days), which may be reflected

in the high incidence of reported discounts in this group. Among other types
of retailers, discounts of 10 percent were fairly common and one retailer
reported a 25 percent discount. This latter respondent may have been citing
a broader discount pricing approach,! 1in that a discount of 25 percent is
likely much larger than the cost saving realizable from shifting some custo—
mers to cash from credit cards. The discounts of 10 percent also appear
larger than supportable by cost differences alone, and thus may partly
reflect expectations of or attempts to gain increased sales. Nevertheless,
insofar as such discounts are tied to use of cash and not available to

credit card users, they are appropriately treated as discounts for cash.

Summary statistics (table 6.7) show that the average size of the

discounts for cash was just under 4 percent at gasoline stacions and nearly

6 percent at otner types of retailers (column 6). At 62 percent of the
gasoline stations and at 43 percent of other retailers, a size-of-purchase

or type-of-merchandise restriction limited eligibility for the discount
(column 9). Several retailers- 27 percent of the gas stations and 38 percent
-of the other retailers- excluded check transactions from their discount

offer (column 8). The discount was automatically available at all of the
gasoline stations, but had to be requested at a third of the other retailers
(column 7), 1indicating that the availability of discounts 1in several cases
was narrower than contemplated in the Cash Discount Act.
Among other statistics of note, average factoring fees paid to

credit card issuers were slightly higher at retailers that offered discounts
(3.4 percent) than ft card-honoring retailers generally (3.1 percent, fronm

1. Some "discount stores," for instance, advertise goods at prices substantially
lower than a specified list price or one described as commonly available.



TABLE 6.7

PROPORTION OF RETAILERS OFFERING DISCOUNTS FOR CASH AND
SELF.CTpD STATISTICS BY TYPE AND SIZE OF RETAILER

1 Respondents Offering Discounts for Cash
I Total INumber As Percent of: Size of |Size of | Proportion of retailers with discount
Categories of |[Number of |of Re- | All Card Merchant|Discount] Given Only | Not Given | Subject to
Retailers
h) (2) (3) (4) " T5J ..  (6) (N (8) - 9
Al11l Retailers 712 61 8.6 10.7 3.4 5.1 21 34 49
Gas Stations 92 22 23.9 26.2 3.5 3.8 0 27 62
Al'l Other 620 39 6.3 8.0 3.3 5.8 33 38 43
All other, by sales °
Less than $100 thousand 79 5 6.3 13.2 4.5 9.8 40 60 60
$100-999 thousand 270 18 6.7 8.4 3*1 5.9 44 50 39
$1 - 9.99 million 169 13 7.7 9.1 3.1 4.6 23 8 38
$10 - 99.9 mi 1llion
100 3 3.3 9.7 4.0 2.6 0 67 67

$100 million and over

1. Limits most commonly mentioned included restrictions on the type of >._rchnndise eligible for discounts or on the
minimum size of purchase to which a discount would be applied.

Responses from survey of retailers, 1983.
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table 4.9). The proportion of sales on credit cards at discount-offering
retailers was somewhat lower than average.

Table 6.7 also indicates that the size of the discount for cash
tended to vary with the size (sales volume) of the retailer, although the
small number of observations limits the confidence that can be accorded the
size-group breakdown. Still, differences in average discounts for cash among
retailers of different size were rather striking. The pattern of difference
is consistent with the factoring fee structure for credit cards whereby
smaller merchants pay larger fees (and therefore have a greater 1incentive to
offer larger discounts for cash) .

The propensity of smaller merchants to give larger discounts 1is
also consistent with the responses given by non-discounting merchants to the
qu%stion of how large a discount they thought that they could offer and still
maintain a given level of profits. Shown in table 6.8, this distribution
of estimated "equal-profit"»discounts shows smaller differences among retailer
size groups, but the inverse association of size of business with size of
discount holds across all categories of retailer.

Table 6.9 provides certain information about the retailers that
reported not offering discounts for cash. A small number (about 4 percent
of all respondents) once offered discounts for cash, but no longer do so. A
larger group (about 18 percent) said they had considered offering discounts
ire cash, but had decided against such an action. Of chose retailers that
were not offering discounts, therefore, the majority had not seriously con-—
sidered such an option. All retailers in these categories were asked why
they were not offering discounts for cash. Responses are shown in the table

for gasoline stations and all other retailers separately.
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In general, there were few major differences among the categories

of retailers in reasons for not offering discounts for cash. Many reasons
were mentioned, with no single reason dominating the responses. Most often
mentioned was the lack of need for such a measure, frequently because little

or no business was transacted by credit card. Mentioned almost as often was

the view that a discount for cash would be "too costly,"” would "cut profits,’
or might "start price wars." Several different reasons were mentioned by
about 7 to 10 percent of the respondents. These included the assertions

that discounts were "too confusing” or that "customers don"t like" them,

that discounts are "unfair"™ or "discriminatory"” to some customers, and that
the retailer might "lose sales" or "not gain any sales" by offering discounts.

Bookkeeping and paperwork problems were mentioned by several gas stations

but by only a few retailers in other lines of business.

TABLE 6.8

ACTUAL AND POSSIBLE DISCOUNTS FOR CASH AT NON-GASOLINE RETAILERS

Actual Discounts Possible Discount
for Retailers With Unchanged
Sales Categories That Offer Profits for
of Retailers Discounts Non-discounters
Less than $100 thousand 9.8 5.3
$100 - 999 thousand 5.9 4.5
$1 - 9.99 million A.6 3.7
$10 - 99.9 million 2.5
2.6
$100 million and over Rei

Responses from survey of retailers, 1983.



TABLE 6.9

REASONS GIVEN BY RETAILERS NOT OFFERING DISCOUNTS FOR CASH

! | Proportion Citing as Reason for Not Offering Discount
I Number | No Need; |Too Costly; |Might Losef Unfair to (Difficult|Confus ion;|BooUkeep ing]
Categoriea of | of Re- | Not Many |Cut Profits;|Salea; No | Customers; |For Salea|Customers !Paper Work |JAl1l Other
Retailers jtailers |Card Salesl Price Wars |Sales Gain(Discriminates| Clerks |Don"t Like j Problems I Reasons
Used to Offer Discount,
Don"t Now 20 20 40 5 5 - 10 10 10
Gas Stations 4 (too few observations, proportions not meaningful)
Al 1 Other 16 25 44 6 6 13 6
Have Considered, Don"t
Offer Discount 89 18 17 7 8 5 13 9 23
Gas Stations 15 13 20 : 7 - 13 33 13
All Other 74 19 16 8 8 6 12 4 26
) f
Others not Ottering
Discount 391 33 19 7 6 3 11 3 18
Cas Stations 45 24 29 9 7 - 7 11 13
All Others 346 34 20 6 6 3 11 2 18

Responses from survey of retailers, 1983.
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All survey respondents were asked whether they thought it a good
idea or a bad idea for a retailer to offer discounts for cash. These
responses, with the reasons given, are shown in table 6.10. While questions
of this theoretical open-ended nature warrant conservative interpretation,
the proportion labeling discounts a "good idea" 1is nevertheless impressively
high at 41 percent of the panel. The figure is somewhat surprising 1in view
of the far smaller number of retailers that actually offer discounts for
cash. It may be that some respondents believe discounts are a good idea for
retailers generally but, for some reason, not in their own situation. More
likely, the assessments mainly reflect spontaneous reactions to an issue
by respondents who had given it little serious thought before,! a situation
that might tend to yield a relatively even division between 'good" and "bad"
assessments.

In view of the higher proportion of gas stations offering discounts
than of other types of retailers, it is anomalous that a smaller proportion
of gas stations viewed discounts favorably (34 percent) than was the case
among other retailers (42 percent). Curiously, among the 21 gas stations
actually offering discounts, 9 described that policy as a "bad idea."” Rea-—
sons for regarding discounts as a "good idea" were rather evenly divided
among such benefits as improved cash flow, generation of incremental sales
or profits, a sense of fairness to cash-using customers, and better coverage
of credit card costs.

How non-gasoline retailers of different size regarded the practice
of giving discounts for cash 1is shown in Table 6.11. Clearly, smaller
retailers were more likely to view discounts favorably; those 1in the lowest

1. As table 6.9 shows, only about 22 percent of retailers not offering dis—
counts for cash had ever considered doing so (or had actually done so0).
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sales category were twice as likely to term discounts a good 1idea as were

retailers in the highest sales category. This result is, of course, con—

sistent with findings already presented that higher proportions of smaller

retailers provide discounts for cash, that they pay higher factoring fees

to card 1issuers, and offer larger discounts for cash.

TABLE 6.10
ASSESSMENT OF DISCOUNT FOR CASH AS GOOD OR BAD IDEA, WITH REASONS CITED
1 Reasons for Regarding as Good ldea
1 (percent of "good" responses)
Proportion® 1 Better Cash Attract 1 Fair 1 Cover Cost
Categories Responding iFlov; Proiapter Customers; Increase 1 to 1 of Cards;
of Retailers "Good ldea" 1 Receipt Sales Higher Profits 1 Customer 1 Reduce Fees
All Retailers 41 15 14 11 13 8
Gas Stations 34 16 19 29 10
All Others 42 15 13 12 10 8

1

Reasons for

Idea

Regarding as Bad

1 (percent of "bad" responses)

1 Proport ion! Too Costly; 1 Unfair to 1 Confusion; 1 No Need; 1 Might Lose
Categories 1 Responding Cut Profits; 1 Customer; 1 Customers 1 Nor Many | Sales; Nj
of Retailers 1 "Bad Idea" Price Wars 1 Discriminates 1 Don"t Likel Card Sales 1 Sales Cain
All Retailers 57 23 20 15 11 8
i
Cas Stations 66 17 25 13 3 12
All Other 56 24 19 15 13 7

T. Proportions of _inaﬁod ldea® anli II‘LbaJNTd'egl""r'esponses do not add Co 100 percent within pnr-
ticular categories because of "don"t know" responses.

Responses from aur’%." of retailers, 1983.

Finally, respondents were asked whether, instead of a discount for
cash, adding an extra fee when customers use credit cards was a good idea
or a bad idea. (Results are shown 1in table 6.12.) Twenty-nine percent of
JtEl respondrnta who answered the question thought that surcharges for credit



TABLE 6.11

ASSESSMENT OF DISCOUNJ FOR CASH AS GOOD OR BAD IDEA BY SIZE OF RETAILER

! Total 1 Number Cit iug ! Proportion Citing

Category of Retailer 1 Non-Gasoline Discounts for Cash As: ] Discounts for Cash As:

By Sales Volume Respondent s i Good Idea 1 Bad ldea 1 Good Ildea I Bad Idea
All Respondents 613 257 361 61.9 55.6
Less than $100 Lhouand 80 60 38 50.0 67.5
$100 - 99 thousand 266 113 166 62.5 56.1
$1 - 9.99 mill ion 168 73 96 63.5 56.0
$10 - 99.9 mil lion 56 20 35 35.7 62.5
$100 million & over 61 10 29 26.6 70.7

Responses from survey of retailers, 1983.
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represented a better approach to two-tier pricing than did discounts for
cash.”~- Among non-gasoline retailers, smaller businesses were more likely
than large businesses to regard surcharges as a better 1idea than discounts.
On the whole, it did not appear that authorization of surcharges would have
a major 1impact on the frequency of two-tier pricing. As indicated in previous
tables, 42 percent of non-gasoline retailers described discounts for cash as
a good idea, but only 6-1/4 percent actually were offering discounts in the
spring of 1983. Judging from these results, if about 6 percent of those who
thought surcharges to be the better approach would adopt two-tier pricing,

an additional 2 percent of all non-gasoline retailers would employ a two-tier

system.
TABLE 6.12
RETAILER COMPARISON OF CREDIT CARD SURCHARGE TO CASH DISCOUNT
1 Percentage of Retailers
That Said Surcharge Good
Number or Bad ldea Compared to
Type of Retailer and 1 of Discount for Cash

Volume of Sales Categories 1 Respondents 1 Good ldea 1 Bad ldea
All Retailers 700 29 71
Gasoline Stations 89 33 67
Al1l Other 611 28 72

Less than $100 thousand 78 41 59

$100 - 999 thousand 267 31 69

$1-9.99 mil lion 167 21 79

$10 - 9.99 million 55 20 80

$100 million and over 42 26 74
Responses from survey of retailers, 1983.
1. It made little difference whether the respondent hai previously described

discounts as a good idea or a bad idea.



BIBLIOGRAPHY

Board of Governors of the Federal Reserve System. Bank Credit-Card and
Check-Credit Plans. Washington, 1968.

Durkin, Thomas A., and Gregory E. Elliehausen. 1977 Consumer Credit Survey.
Washington: Board of Governors of the Federal Reserve System, 1978.

Federal Reserve Bank of Boston. Functional Cost Analysis. Boston, annual
editions.

Flannery, Mark J., and Dwight M. Jaffee. The Economic Implications of an
Electronic Monetary Transfer System. Lexington, Mass: Lexington Books,
1973.

Garcia, Gillian. "A Note on Bank Credit Cards® Impact on Household Money
Holdings,"™ Journal of Economics and Business, vol. 29 (Winter 1977),
pp. 152-54.

"Bank Credit Cards, Time Deposits, and M2," Journal ofEconomics

and Business, vol. 30(Spring/Summer 1978), pp- 230-35.

"Credit Cards: An Interdisciplinary Survey," Journal of Consumer

Research, vol. 6 (March 1980), pp.- 327-37.

Gordon, G.G., and others. The Impact of a Consumer Credit Interest Limitation
Law. Seattle: Graduate School of Business, University of Washington,
1970. »

Grant, Robert M. “"Transaction Costs to Retailers of Different Methods of
Payment. Result of a Pilot Study." Processed. Report prepared at The

City University, London, 1982.

Gushee, Charles H., ed. The Cost of Personal Borrowing 1in the United States.
Boston: Financial Publishing Company, 1979, 1982.

Ingene, Charles A., and Michael Levy. "Cash Discounts to Retail Customers:
An Alternative to Credit Card Sales,”"™ Journal of Marketing, vol. 46

(Spring 1982), pp.- 92-103.

Johnson, Robert W. Retailers: CRC 1979 Creditor Survey. West Lafayette,

Ind.: Krannert Graduate School of Management, Purdue University, 1980.
Katona, George, Lewis Mandell, and Jay Schmiedeskamp. 1970 Survey of Consumer
Finances. Ann Arbor, Mich.: Survey Research Center, Institute for

Social Research, University of Michigan, 1971.

Lynch, Gene C. "Consumer Credit at Ten Per Cent Simple: The Arkansas Case,"
University of Illinois Law Review (1968), pp- 592-601.



Mandell, Lewis, and others. Surveys of Consumers: 1971-72. Ann Arbor,
Mich.: Institute for Social Research, University of Michigan, 1973.

Marcus, Edward. "The Impact of Credit Cards on Demand Deposit Utilization,"”
Southern Economic Journal, vol. 26 (April 1960), pp- 314-16.

McAlister, E. Ray and Edward DeSpain. An Empirical Analysis of Retail Revolving

Credit. West Lafayette, Ind.: Krannert Graduate School of Management,
Purdue University, Monograph No. 1, 1975.

Miller, Stephen M. "The Money Supply Process and Credit Card Use: An Empirical
Analysis,” Eastern Economic Journal, vol. 8 (April 1982), pp. 89-99.

Montgomery, Edward B. "Tests of Alternative Explanations of the Decline 1in
the Personal Saving Rate."” Ph.D. dissertation, Harvard University, 1982.
National Commission on Consumer Finance. Consumer Credit in the United

States. Washington: Government Printing Office, 1972.
Payments Systems, Inc. Cost of Cash: A Strategic Analysis. Atlanta, 1981.
Russell, Thomas. The Economics of Bank Credit Cards. New York: Praeger, 1975.

Shay, Robert P., and William C. Dunkelberg. Retail Store Credit Card Use 1in
New York. New York: Graduate School of Business, Columbia University,
Studies in Consumer Credit, No. 4, 1975.

Touche Ross & Co. "Economics of New York State Retail Store Revolving Credit
Opeiitions for the Fiscal Year Ended January 31, 1973,"™ in Robert P.
Shay and William C. Dunkelberg, Retail Store Credit Card Use in New
York. New York: Graduate School of Business, Columbia University,
Studies in Consumer Credit, No. 4, 1975.

White, Kenneth. "Consumer Choice and Use of Bank Credit Cards: A Model and
Closs-Section Results,”™ Journal of Consumer Research, vol. 2 (January
1975) , pp- 10-18.



95 STAT. 144

Julz| 1951
IAR. 3

cash Discount
Act.

15USC 160!
note.

15 USC 1605.

"Regular price "

15 U?C 161
note

94 Stat 169.

15 USC
note.

Supra.

APPENDIX A

TEXT OF CASH DISCOUNT ACT OF 1981

PUBLIC LAV/ 97-25—JULY 27. 1981

Public Law 97-25
97t?1 Congress
An Act

To amend the Truth in Lending Act to encourage cash discounts, and for other
PUrPOSES.

Be it enacte the Senate and House qof Representatives of the
U_m%edI S%a?es odﬂ]_enca In Congress assemb%(ﬁ 'Phat this Actmay be
cited as the “Cash Discount Act

TITLE I—CASH DISCOUNTS

Sec. 101. Section 167(b) of the Truth in Lending Act (15 U.S.C.
16§‘6ﬂbRII,S amended to read as follows: _

(bl) Ith 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 |nvolvm%the use ofan
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.”. _ _

* Sec.102. (81 Section 103 ofthe Truth in Lending Act (15 U.S.C. 1602)
Isamended %/addlng at the end thereofthe following: _

“(z) As used In this section and section 167, the term ‘regular price’
means the tag or postec price chargged for the property or'service ifa
single price iS tagged or posted, orthe price charged for the property
or Service when payment is made by use of an open-end credit plan or
a credit card ifeithier (1) no price |s_tagnged or posted, or (2) two prices
are tagged or posted, one of which is charged when pa%ment 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 defiriition, payment by check, draft, or other negoti-
able instrument which may resultin the debiting ofan 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.”.

) Effective April 10,1982— _ _ _

(1) subsections gx) and (y) of section 103 ofthe Truth in Lending

Act (as redesignated by section 603(h) of Public Law 9G-221) are

redesignated as subsections (y) and (2), respectively: and . _

&2) subsection (z) of such séction (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((jb) of the Truth in

Lending Act. as such section was in effect on the day before the date
ofenactmentofthis Act, is null and void.

TITLE H-BAN ON CREDIT CARD SURCHARGES

_ Sec.201 Section 3(cx2? of Public Law 94-222 (15 U.S.C. 1666f note)
Isamended to read as follows:

“ 2 The amendments made by paragraph (1) shall cease to be
effective on February 27,1984.”.
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PUBLIC LAW 97-25- JULY 27, 1981 95 STAT. .145

sec.202. Not later than two years.after the date of enactment of Study findings,
this Act, the Board of Governors of the Federal Reserve System shal| submital to
prepare a study, on the basis ofa review and analysis ofsugch dataand — &onimitees.
studies_as it finds appropriate, and shall submit its findings to the 15 usc 1601
Committee .on Banking, Housing, and Urban Affairs of the Senate note.
and the Committee on Banklng, Finance and Urban Affairs of the
House of Representatives on the effect of charge card transactions
uponé:lard issuers, merchants, and consumers, including to the extent
ossible— . .
P 1) the effects of charge card transactions on retail sales;
the effect of charge card usage on consumers and on
merchants, including the'effects on mérchant cost; and
(3) the effect of charge card usage on the pr;cm? of goods and
services, with a comparison of the costs resulting from payment
by (A) currenc% 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)I of Public Law 96-221 is amended by adding 94 Stat. 1.
at the end thereof the Tollowing: "Any credjtor who elects to comply 15 USC 1602
with such amendments and any assignee of such_a creditor shall'he "o
subject to the provisions of séctions 130 and 131 of the Truth In
{__telnd,l,ng Act, as amended by sections 615 and 616, respectively, of this o Stat 160, 160

ite.”. . . . at. 1ou. IoZ,

Sec, 302. Section 5137 of the Revised Stafutes (12 U.S.C. 29) is 15USC 1640,
amended by adding at the end thereof the foI_Iowmg new paragraph: 4

“Notwithstanding any. other provision of this section, any national 94 Stat. 18.
banking assqciationl which, on the date of enactment of this_para-

%aph, eld fitle to and possession of real estate which was carried on

e association's books at a nominal value on December 31,1979, may
continue to hold such real estate until December 31, 1982, if the
earnmqs from such real estate are separately disclosed in the finan-
cial statements of the association.”, _ _ _

Sec. 303. (a) Section 204 of the Public Health Service Act is 42 usc 205
amended by inserting after the first sentence the following new o
sentence: "The President may appoint to the office of Surgeon Presidential
General an individual who 1S sixty-four years of age or older.”, appointee.

(b)  Section 211(aXI) of such Act is amended by adding at the end2 USC 212.
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 Affuns%
CONGRESSIONAL RECORD. Vol. 127 (1981):
Feb. 24, considered and nussed House.
Mur. 5, S. 414 considered in Scnote. o
Mur. 12, considered and passed Senate, amended, in lieu of S. 414,
May 4. H.R. 3132 considered and passed House.
May 20, June 24, House considered and agreed to conference report.
July 14, Senate ngreed to conference report.

o



APPENDIX B

FEDERAL RESERVE SURVEYS ON CREDIT CARDS AND RELATED MATERIALS

The Federal Reserve Board has sponsored a number of consumer and
retailer surveys, mentioned in the text of this report, that focus on credit
cards to some extent. Three surveys- two of consumers in 1982 and 1983,
and one of retailers in 1983- were designed specifically to address 1issues
discussed 1in the report. All of the consumer and retailer surveys summarized
below were conducted on behalf of the Federal Reserve Board by the Survey
Research Center (SRC), Institute for Social Research, University of Michigan.-
In addition, the Federal Reserve Board initiated, and served as a joint
sponsor of, a benchmark Survey of Consumer Finances 1in 1983. Information
from over 4,000 households was collected by SRC mainly in the spring and
summer of 1983. Results are not yet available.

1977 Consumer Credit Survey. A survey of 2,563 households, con—
ducted in August and September of 1977, explored consumer use of different
types of credit, and measured consumer awareness, understanding, attitudes,
and behavior regarding credit and its regulation. Field work was jointly
sponsored by the Federal Reserve Board, the Office of the Comptroller of the
Currency, and the Federal Deposit Insurance Corporation. An analysis of the
information obtained in the survey was published in Thomas A. Durkin and
Gregory E. Elliehausen, 1977 Consumer Credit Survey (Washington: Board of
Governors of the Federal Reserve System, December 1978),

1978 Follow-up Survey of Consumers. In August and November of
1978, SRC conducted reir.terviews with many of the same households questioned
in tha 1977 Consumer Credit Survey. An analysis of some of the reinterview

findings appeared in Charles A. Luckett, "Household Financial Behavior:



-B-2-
Implications for Consumer Spending,”™ West Lafayette, 1Ind.: Krannert Graduate
School, Credit Research Center Working Paper No. 37 (1980).

Consumer holding and use of credit cards. On several occasions in
1981, 1982, and 1983, SRC included a set of Board-sponsored questions on
credit card holdings and use in its regular monthly Survey of Consumer
Attitudes that covers about 700 households. Results appear at various places
in this report.

Consumer reactions to discounts for cash. In October 1982 SRC
included a set of Board-sponsored questions about cash disc,unts in its
regular monthly Survey of Consumer Attitudes. Approximately 700 households
were queried about their reactions to discounts for cash on purchases of
furniture and appliances and clothing through a series of questions about
certain hypothetical situations. Results are discussed in Chapter 6 of this
report.

Means of payment for gasoline purchases. In its January 1983 Survey
of Consumer Attitudes, SRC asked approximately 700 households a set of Board-
sponsored questions about consumer use of credit cards to purchase gasoline,
and about consumer experience with discounts for cash 1in buying gasoline.
Results are discussed 1in Chapter 6 of this report.

Retailer credit policy. SRC conducted a Board-spon .ored survey in
April-May 1983 of a sample of retail organizations, primaril to develop
information about relative costs to merchants of cash, check, and credit
card transactions, merchant preferences regarding these modes c¢* cansac-
tions, merchant experience with cash discounts, and merchant attitudes toward
discounts for cash and surcharges for credit.

The survey was based on telephone interviews with 713 retail

establishments selected as a stratified random sample among types of firms



-3-3-
likelv to accept several means of payment, including credit cards. The study
population encompassed all retail establishraer.ts in the coterminous United
States with a primary Standard Industrial Classification code from one of
the following categories: 52 (building materials and garden supplies),
except 527 (mobile home dealers); 53 (general merchandise stores); 553 (auto
and home supply stores""; 554 (gasoline service stations); 56 (apparel and
accessory stores); 57 (furniture and home furnishin;. stores); 591 (drug
stores and proprietary stores); 594 (miscellaneous shopping good stores);
5961 (mail order houses); 5983 (fuel oil dealers); 5984 (liquefied petroleum
gas dealers); and 5992 (florists). Results of the survey are discussed 1in
various places in this report, especially Chapters 4 and 6.

Other Federal Reserve materials on credit cards. In 1968, a Federal
Reserve System Report was published on Bank Credit-Card and Check-Credit Plans
(July 1968). At the end of 1972, the Bank Report of Condition contained a
special statistical supplement on credit cards, analyzed by David F. Seiders
in "Credit-Card and Check-Credit Plans at Commercial Banks," Federal Reserve
Sulletin (September 1973), pp- 646-53. In addition, 1in its monthly statistical
release entitled "Consumer Installment Credit” (G.19), the Federal Reserve
Board regularly publishes estimates of the amount of revolving credit at

commercial banks, gasoline companies, and retailers.



APPENDIX C
HYPOTHETICAL EXAMPLE OF TWO-TIER PRICING OF GASOLINE

This Appendix presents a hypothetical example of gasoline pricing
before and after adoption of a discount-for-cash progranm. The example assumes
that there are no shifts 1in underlying wholesale gasoline prices, that sales
volume remains constant, and that the gasoline retailer has an objective of
maintaining a constant level of profits.1l The purpose of the example is to
indicate the relationship that could be expected between a former single
price for gasoline and a new two-tier set of prices, using estimates about
certain aspects of buyer behavior that were discussed in Chapter 6, section 2.

The example, shown in table C.I, is constructed with 100 customers
each buying one gallon of gasoline. Drawing on the household survey results,
the assumption 1is made chat about 40 customers would use credit cards and
60 would pay in cash in the absence of a discount offer. For sake of illus—
tration, 1ic 1is assumed that gross receipts of $120 would cover all costs,
including credit card costs, and yield the gasoline seller some desired
level of profits. Obviously, under a single-price system, the retail price
of a gallon of gas would be $1.20 to each customer.

Introduction of a discount-for-cash policy complicates the price
structure. In Line with the discussion in Chapter 6 and statisti - in
table 6.2, when a discount 1is offered, the proportions of cash and credit
buyers are assumed to shift from .60 and .40, respectively, to .75 and .25.
1. It 1is recognized that the introduction of a discount-for-cash program may
affect a station®s volume of sales, at least at first. The station may hope
to increase sales by attracting cash users away from competitors. But- to
repeat a point made elsewhere 1in this report- competitive response by other
stations 1is likely to minimize any sales advantage initially accruing to a
dealer that sets up a two-tier system. Unless two-tier pricing were to

stimulate total industry-wide gasoline sales, it would be inappropriate to
assume some permanent sales gain for any particular retailer.
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In the present example, then, 75 persons would buy for cash and 25 would use
a credit card under two-tier pricing, for a net shift of 15 customers from
credit to cash. Since this shift would reduce the seller"s cost of carrying
receivables, the gross revenue needed to maintain level profits would drop by
15 times the per gallon cost saving. In the example, a credit-handling cost
of 3 cents per gallon of gas sold on credit 1is used, which approximates the
cost estimated by several major gasoline companies. By influencing 15 cus—
tomers to switch from credit card to cash, the gas station in the example
could save 45 cents 1in iredit servicing costs, thus reducing the level of
gross revenues needed to maintain constant profits to $119.55 from $120.

Assuming that the cash price and credit price would be set to differ
by the amount of credit-related costs per gallon, it can be calculated (as
shown 1in table C.l) that the gasoline seller would need to pi Ice gas at
$1,188 for cash sales and $1,218 for credit sales.l Because the lower price
for cash must be offered to those who would pay cash anyway, the cash price
cannot be reduced from the old $1.70 price by the full amount of the per
gallon cost of credit. Instead, the two-tier price would points bracket the
old single price point.

Retail gasoline prices in the real world often fluctuate a few
cents from week to week. Thus it is difficult to judge how closely an
actual station®"s two-tier price structure vis-a-vis an alternative single
price policy might compare with the example sketched here. However, as noted,
1. Alternatively, rather than assuming a price differential equal to the
difference 1in cost between credit card and cash transactions, then solving
for the two prices, one could assume the credit price to be set equal
to the price that would be charged in a one-tier system ($1.20 in this
example), then solve the equations for the cash price. Under this approach,
it can be calculated that, given the credit price of $1.20 in the two-tier

system, the cash piice would have to be at least $1,194 to maintain the
target level of profits.
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values of the key variables in the example were chosen—based on survey
results—to realistically reflect conditions faced by typical gasoline
retailers. Moreover, as further calculations under alternative assumptions
would show, the-implications of the example do not depend narrowly on the
specific values of the variables used. That is, under widely different
customer purchasing habits, the new two-tier price schedule would still
bracket the old o.-.e-tier price. For instance, if it were assumed that
as many as 60 percent (instead of AD percent) of the customers would use
credit cards in a single-price system, and that only 20 percent would use
credit cards in a two-tier system,1 the "equal-profit" prices would be $1,182
for cash and $1,212 for credit, compared with the one-tier price of $1.20.

1. In other words, 40 percent of the total customer base would switch from

credit card to cash in this alternative, compared with 15 percent who switched
in the original example.
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TABLE C.1

HYPOTHETICAL GASOLINE PRICING WITH CONSTANT PROFITS
UNDER ONE-TIER AND TWO-TIER PRICING SCHEMES

Single-price case Two-tier mmpricing: -«
aX + bY » R revenue function @"™s) X + (b-s) Y ¢ R - cs
X - Y =20 price structure X =Y - ¢

calculations:

60 X + 40Y mm $120 (60+s)X + (40-s)Y 13 $120 - $.03s
X-Ym 0 _ X - Y « -C
100 X = $120
X =8 1.20 75 X o+ 25 Y= $119.55
Y « $ 1.20 X - Y » - $ .03
100 X == SI 18.80
X = $ 1.188
Y - $ 1.218

where: X = cash price

Y = credit price

a a number of customers per 100 that typically pays cash

b * number of customers per 100 that typically uses credit card
R = desired gross revenue for initial cash/credit sales mix

s = number of customers that shifts to cash from credit

c

= cost of financing receivables per gallon of gas sold on credit

assumptions:

a B 60, b = 40

R - $120

s m 15

c - .03

each customer buys one gallon of gas
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POUCH Y STATE CAPITOI
JUNEAU, ALASKA 97011

ITEm I u i i O g i u ™ 907 465 3800
LEGISLATIVE AFFAIRS AGENCY

MEMORANDUM

SUBJECT: Deregulation of interest rates
(SCS CSI1IB 246 (L&C) )

T0: Senator Richard 1. Eliason
Chairman, Senate Labor and
Commerce Committee

FROM: Thomas A. Sofo//
Legislative Counsel

You have requested this office to prepare a sectional analysis
of SCS CSHB 246 (L&C).

Section 1 of the bill removes the Tfixed numerical interest
rate ceiling on small loans. It allows Alaska small loans
lenders a rate as high as can be mutually agreed on by con-—
tract.

Section 2 does the same thing for premium financing agree—
ments by removing the numerical percentage interest ceiling
and replacing it with a rate agreed on by contract.

Section 3 increases the interest paid on eminent domain
judgments from six percent a year to five percent above the
lawful rate of interest. The lawful rate of interest
referred to is the rate set in AS 45.45.010(a) which
presently is 10.5 percent a year.

Section 4 removes the interest ceiling from retail install—
ment contracts and replaces it with a rate agreed on by con—
tract. An example of retail installment contracts are the
types of agreements tvpi j*Ally used by furniture stores.

Section 5 removes the ceiling formerlycontained in sub-—
section fb) to AS 45.45.010. That ceiling was a limit on
interest charged by the express agreement of the parties to
five percentage points above the Twelfth Federal Reserve
district rate. The bill does not change the rate of
interest in state in the absence of an agreement, which



Senator Richard I. Eliason
Page: 2
May 31, 1983

remains at 10.5 percent a year, but removes the floating
ceiling rate formerly contained in subsection (b) which was
the upper limit for the legal rate of interest to be charged
when there is an express agreement by the parties.

Section 6 merely reenacts the changes deleted in sec. 1 of
the bill.

Section 7 undoes the amendments made 1in sec. 2 of this bill.
Section 8 undoes the amendments made in sec. 3 of this bill.

Section 9 is the first half of the amendment which returns
to the original the legal rate of interest language which
was changed in sec. 5 of the bill.

Section 10 reenacts the open-end loansstatutewhich 1is
repealed in sec. 14 of the bill.

Section 11 reenacts AS 06.45.060(5) (A) (vi)whichis the
section dealirc with interest rates for credit unions.

Section 12. The addition of subsection (i) to AS 45.45.010
is merely a reinsertion of the language which was formerly
contained in AS 45.45.010(b).

Section 13 requires the division of banking to make a report
to the legislature on or before March 15, 1985, concerning
the effects of this legislation.

Sec"ion 14. This section repeals the interest rate ceilings
on open-end loans (AS 06.20), credit unions (AS 06.45), and

general interest ceiling for private agreements contained in
AS 45.45.010<b).

Section 15. This section makes the first five sections of
the Act as well as secs. 13 - 15 effective on July 1, 1983.

Section 16. This section makes secs. 6 - 12 of the bill
effective on July 1, 1985. The intended effect of this
section 1is to return the language to the original by undoing
the amendments that weie made 1in the other portions of the
bill (with the exception of the amendment made to the interest
rate on eminent domain judgment*" The statutes would return
to their present wording on July 1, 1985 in the absence of
further action by the legislature.

221022



STATEMENT BY SEN. JOE JOSEPHSON

TO COMMITTEE ON LABOR & COMMERCE

26 May 1983
Mr. Chairman and Members of the Committee:

As the prime sponsor of Senate Bill 276 to deregulate bank interest
rates, | urge the Committee to report favorably House Bill 246.

For the past fifteen years, | have been a public advocate of bank inter—
est rate deregulation. As a state senator in 1969 and 1970, | wrote the law
which changed Alaska®s usury statute for some categories of loans; the new
law provided for a more flexible interest rate ceiling that could reflect, on a
quarterly basis, the availability of funds to bank lenders as measured by 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 movement towards
deregulation. The Omnibus Banking Bill granted additional consumer lending
powers to savings banks 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 among different types of banking institutions.

In addition to the greater competitiveness among lenders wrought by the
expanded powers of thrift institutions, and credit unions, we have seen an
expansion in the number of state-chartered banks as well.

So the time has come for the next step because the banking landscape



has changed, and the Alaska lending industry has become increasingly com-
petitive. i
The time has come for the next step because the removal of statutory
usury ceilings will not work hardship upon consumers. | have already noted
the competitive nature of the lending industry today. In addition, there is
evidence that the existence of the usury law, contrary to what was once
conventional wisdom, operates against the "little guy".
For example, one sttudy for the Federal Reserve Bank of Chicago, sur-
veying usury limits in banks in the Seventh Federal Reserve District, found:
"Economic Research clearly supports the current legislative moves toward
deregulation of usury ceilings. The evidence on the impact of usury
ceilings shows that they have not achieved their objectives.  According
to the empirical studies surveyed, usury ceilings have significantly
reduced the availability of credit hardship for those who were supposed
to be protected. Ceilings have encouraged lenders to use such credit
rationing devices as higher down payments, shorter maturities and
higher fees, for related non-credit services, which increase the effective
interest rate. The have curtailed the amount of credit available to lower
income and higher risk borrowers, harming primarily those individuals
whom the ceilings are intended to benefit. Finally, the lack of uniformi-
ty of usury laws across states had distorted credit flows and economic
activity, favoring those states and regions which are less regulated.”
Mr. Chairman, let me anticipate two objections.
It will be said that many borrowers ar=too unsophisticated to do
"comparison shopping" among the terms offered or available from potential

leaders. | believe usch concerns are exaggerated; however, to the extent

that they are justified, the way to address that aspect of the issue is



through consumer education rather than industry regulation.

In New York, where after the relaxation of usury states, the New York
Banking Department found a wide %*sange of rates and fees, with numerous
choices for consumers, the Department embarked on a broad campaign to
educate the public and urge that consumers shop for credit. The Department
distributed almost 5 million copies of a brochure entitled !IShopping for Credit
- A Consumer Guide for Credit in New York State". On a much smaller
scale, of course, the State of Alaska could help consumers to develop a
growing awareness of the choices available to borrowers.

It will also be said, Mr. Chairman, that the public policy of Alaska
should be to discourage high interest rates. | agree. And, as 1 have
already noted, we believe that competition will itself discourage high interest
chaiges to consumers. But in addition, Alaska as a state policy intervenes
directly in the marketplace, where public policy considerations suggest we
should do so, to subsidize interest rates. In other words, Alaska's
government has numerous loan programs designed to make money available to
borrowers, for specific purposes, at relatively low rates of interest. 1
support those pi‘ograms. | believe that the way to achieve low interest loan
rates in specific cases found by the legislature to be justified >s through loan
guarantees and state-supported or state-subsidized loans, and not through
archaic usury limits that can drive business away from Alaska and operate to
prevent loans from being available to those who need them.

Finally, Mr. Chairman, | note that what is called for in the bill before
you is a bill of limited life — a four-year test with a sunset provision. |
believe that the test is worthwhile, and will prove to be to the benefit of all

Alaskans.



M EMORANDUM July 27, 1983

SUBJECT: Interest rates
(SB 316)
T0: Senator Richard 1. Eliason

Chairman, Senate Labor and
Commerce Committee

FROM: Thomas A. Sofo
Legislative Counsel

You have requested this office to prepare a comparative sectional
analysis of SCS CSIIB 246 (L&C) and SB 316.

SCS CSHB 246 (L&C) SB 316
Section 1 of the bill removes the fixed numerical interest The bill contains no comparable section.
rate ceiling on small loans. It allows Alaska small loans

lenders a rate as high as can be mutually agreed on by contract.

Section 2 of the bill does the same thing for premium financing Section 1 of the bill increases the present rate
agreements by removing the numerical percentage interest ceiling of 15 percent a year to a rate of two percent a
and replacing it with a rate agreed on by contract. month on the first $10,000 and deregulates interest

only for that part of the loan in excess of $10,000,

Section 3 of the bill increases the interest paid on eminent domain Section 2 of the bill replaces the six percent a
judgments from six percent a year to five percent above the year rate with a floating rate set at five percent-
lawful rate of interest. The lawful ate of interest age points above the federal reserve rate.

referred to is the rate set in AS 45.. .010(a) which

presently is 10.5 percent a year.

Section 4 of the bill removes the interest ceiling from retail Section 3 of the bill increases the effective
Installment contracts and replaces it with a rate agreed on by interest chargeable on retail installment contracts

contract. An example of retail installment contracts are the by 1increasing the percentages from five-sixths to



