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For more than a decade now, retailers have been under
pressure from the courts and from legislatures to reduce
finance charge rates and to medify the methedis used to
calculate such charges.

The mast recent wave of pressure can be traced to an
increasing reliance on the “revolving” charge acoount+
whereim new purdiases are added to the balance, the re-
quired payment is a functiom of the open balance, and a
fimance or service charge is assessed based on the balance.

Among other reasons, the increasing use of this type of
account has tended to highlight the revenues that a retailer
receives for extending credit. Also, since the mewolving
accounts have frequently replaced a 30-day charge ac-
count, the introductiom of a finance charge led spme
observers to believe that an apparently free service had
been replaced by a revenue-generating one. Retailers, they
believed, were reaping additiomal profits by “selling” a
service they used to give away.

During hearings held by the National €ouncil on Con-
sumer Finance during 1970, and during hearings held by
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Senator Wiilliamm Proxmire at approximattelly the same time,
another notiom concerning these accoumts was imtroduced:
that the nature of the revolving account discrimimated
against certain groups of consumers either by making them
pay more than othens for goodis and services or by denying
them credit priviksges granted to others.

A comprethemsive study was recently conducted by
Touche Ross for the New York State Council of Retail
Merdiamts (available from the Coundil at 150 State St.,
Albanmy, N.¥. 12207). The study demorstrated several key
poimts:

—The retailer, despite highly visible and apparentily sub-
stantial revenues, earns no profit on the “sale of credit
services"—in fact he incurs a substantial loss.

— Contrary to wihat many well-intentiomed people believe,
the present situation discrimimattes against cash cus-
tomens rather than against credit users; thiis is so because
regulatioms fail to permit the operation of a free market
for credit services.

—The obviews and mest popular sofutioms for the law-
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Cost of Realiviing) Cesdit?

By J. THOMKS PREHBY/ Partner, New York and CAMIEERON B. DUNCAN / Manager, Detroit

makers—reducing service charge ceilimgs and mandating

certain assesament methatts—do not solve, and in fact

may exacerbate the problem,

The Touche Ross study, complleted in September, 1973,
invoived 17 New York State retailers and 1,700 of their re-
volving credit customas. These retailers together realize
well over 50 percent of the revolving credit sales in New
York State. They represent a comprefmnsive sample of
private, public, and chain stores which operate in metro-
politam or upstate areas, or both. Some stores use the
previous balance method of finance charge assessment
and some the adjusted balanee method.

Because of the significance of this sample and its scope,
the study is probably the meost comprehensive one yet to
be made of the economiics of retail credit operations.
It imcludes:
=Cost analysis of the credit functioms of each retailer,

identifying the costs associated with revolving credit

revenues.
— A revolving credit utilization analysis that identifies the

portiom of revolving credit account holders whe wtilize
the revolving feature and thereby pay finamce charges
for extending their repayment periods.

— Simulatiom of the impact that alternative fimance charge
assessment methods and rates would have on store
finance charge revenue.

The results of the Touche Ross revenue and cost analysis
for 17 New York State retailers are summarized as follows:

Revaneidsost  Precmnt
$(000)
Revolving Credit Sales......... $776,454 100.0%
Finance €harge Revenue . .. ... 59,034 7.6
Credit Costs . ............... 87,875 11.3
Deficit on Credit Qperatiom ... $§(28,841) B 7%

As the summany shows, costs are substantially in excess
of revenue, in fact nearly 50 percent greater than revenue.
Contbinged
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ECONOMIS OF NEW YORK STATE RETAIL STORE REVOLVING CREDIT OPERATIONS
Revolving Credit Revenue and Cost Analysis

Amount
$(000) Percent Store type
Metro-
Privat i Upstate Chai Publi
Net Revolving Credit Sales {esdisding nivate poiitan psia " ueie
finance charge revenue) .................. $776,453,5 100.00% 100,00% 100.00% 100.00% 100.00%  100.00%
Finance Charge Revenue (net} (1) -........... 59,033.9 7,60 7,78 7.71 2.97 8.11 313
Credit Costs:
Personnel costs:
......................... 50 68 39 40 41 24
ACCOUNE SEIVICING . vvvveennnonranens., 8,060.9 1.04 1.49 72 143 70 1.15
Account collection ...... ...l 3,26%9 42 65 27 32 26 33
Additiomal sales personnel .............. 13 A6 a1 14 .10 A5
Supporting serviges .............oienun-s 866,8 a1 a9 .08 19 .03 26
Management ........... .. .cciiiiiaan. 376.7 05 09 .03 02 .02
Data processing .............000iiinn. 1,941.2 25 14 .33 A3 34 14
Total personnel costs ............... 19,424.8 2.50 3.40 1.91 2.61 1.86 2,29
Data processing equipment . ............... 1,261.0 16 19 A5 07 16 .06
Credit investigation ........... ..o vuvurnns 1,075.8 14 A8 A1 A8 a1 14
Bad debt losses .............. ... ... ... 10,853.5 1.40 .83 1.81 72 1.93 58
Coliectiom agency fees .................... 1,329.1 a7 k| 21 18 22 A2
Credit space and equipment ,,,............ 1,555.4 .20 .25 15 .58 A5 .27
Postage ..... ..ot it 3,0786.0 .40 45 36 .37 36 34
Commumication .............iiineeennan. 1,161.5 5 29 06 J2 ,04 22
Supplies and other. . ...................... 3,602.5 46 .34 .54 42 57 35
Costofcapital ....... ... ... oot 44533.6 5.73 423 6.683 372 6.93 5.02
Total credit costs .................. 87,875.3 11.31 10.27 12.13 8.97 12,33 9.39
Exoessgfdeficienay) of revenue aver costs ...... $@8S1.4 (3IN%  (249)% @.4%  (6.00)% (4.22)%  (6.26)%

—Exkinitdit! 1 cef Touche ARasssalratly

(A more detailed breakdowm of costs for the sample ap-
pears @bove.)

The methodollogy used in isolating revolving credit costs
and revenues is designed to count ornlly the “extra” costs
and to omit all elements of cost attributable to both cash
and other formms of credit sales. Many of these procedures
were reviewed and approved in concept by the National
Conamiissiom on Comsumer Finance, which was created by
an act of Comgress, If anything, the procedunes tend to
understate rather than overstate costs, and therefore the
defieit on eredit operations is real and represents an aetual
"out-of-pocket” defielt.

The deficit on reveolving eredit do&s not imply that the
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retailers wouwld be better off without revolving credit, but
it does mean that the profitability of revolving credit sales
is lower than the profitability of cash sales. Conseguently,
cash custommens contributte more profit per sales doffar and
therefore pay in part for the services received by the re-
volving credit customer. This ~subsidy” flows through
prices which are forced upward to maintain constant profit
percentages while credit sales expand.

A companion study performed by Professor Robert P.
Shay of Columbia University and Professor William
Dunkileberg of Stamford University assesses the impact
on consumers of changes in finance charge policies. Their
research suggests (and is supported by the wark per-



formed by Dr. Gene €. Lynch of (he University of Arkamsas)
that the cash customer belongs to, in general, the lower
income, and/or minority grougs that cannot qualify for
credit. Ironically, then, the current deficit on credit opera-
tlons suggests that the poorer consumer {the cash cus-
tomen) subsidizes the better-off consumer who can qualify
for eredit. The reason for this is that retailers cannot, by
reason of present law, recoup the full amount of their
credit costs through charges for credit services,

The direction of most contempilated and recently en-
acted credit rate legislation is to increase the credit deficit
by reducing the service charge ceiling—now at 18 percent
in New York State. The study shows that such changes
would tend to aggravate the present situation by causing
a larger credit service deficit, which eventually would have
to be recovered through general price increases. This will
increase the inequity already present.

Eurthermare, in the face of an increased deficit on re-
volving credit services, retailers might well be forced to
ration credit. Such rationing is made all the more likely
because capital costs and bad dehts account for 63 percent
of total credit costs, As for the victim of such credit ration-
ing, it is obviews he will be the Jower income, mere risky
account applicant—ihe person that rate regulation is in-
tended to proteet.

Anatiher aspect of revolving credit operatioms that has
been subject to heavy scrutiny by lawyers and legisiators
is the method used to compute finance charges. The
Touche Ross study included a comparisom of the revenues
generated by six different methods. The two most fre-
quently used are the previous balance method and ad-
justed balance method, of which the former is in widlest use.

The study indicates that the adjusted balance method
will generate 84 percent of the revenues generated by the
previous balance method at an interest rate of 1.5 percent
per month. Hence, legislative pressure to substitute the
adjusted balance method for the previous balance method
will have an impact similar to rate reduction [egistion,
Either it will force a rationing of credit, which squeezes
out the higher-risk, lower-income applieant; or, it will pass
on a greater credit revenuelcost deficit to all consumers
via the pricing mechanism.

Conclusion

There is a trend now in U.S. busimess toward the “unbun-
diing” of related services and separate pricing for those
services. This trend probably origimated with the govern-
ment-initiated unbundling by IBM of services and hard-
ware prices during the 1960’s. The trend is consistent with
the "wser fee” concept advocated by comsumer-oriented
economisis who state that the price for a service should
be sufficient to bear the cost of that service. This concept
is implicit in the antitrust legislation geverning our busi-
ness @mvironment.

The separate identificatiom of revolving credit finance
charges is consistent with the unbundling and separate
pricing of credit services. Howewer, in this case the price
for that unbundled service is regulated and, because it is
regulated to a level below the cost of services, imequities
oceur,

In view of this, it appears that enlightened legisliaiion
should permit the retailers to recoup, through a combina-
tion of service charge rates and methods, the full costs of
revolving credit—for the benefit of the consumer.

Retailers Discuss
Consumer Credit at
Proxmire Hearings

At a hearing on “imaccurate and wn-
fair billing practices” held May 24,
1973, before the Senate Subommmit-
tee on Consumer Credit, its chairman,
Senator Williarm Proxmire, discussed
methodls of computing credit with
Leonard Gay of the Natiomal Home

Furnishing Association and Michael
Zaroya of the Natiomal Retail Mer-
chants Assocation. What follows is a
condensation of theit exchange en
this swbject.

PROXMIRE : Wouldm’t it be better for
the retail industry if everyone were
on the same billing system? Then no
one would gain an unfair competitive
advantage by charging lower prices
and recovering revenue tirough
some billing system that is not clearly

understood by the customers.

GAY: Semator, i would go back to
what you [have] said: competition is
the life of the busimess. Frankly, when
we made our own studies lbetween
the difference in the previous bal-
ance and the ending balance, there
was very little difference.

PROXMIRE: But for competitiom to
be effective, the consumer has to
know where there is a difference,
even if it is rather modest. If the bill-
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ing system is the same, then he can
compare the rate.

GAY: We are talking about a previous
balance and an ending balance, and
a daily adjusted balance. Frankly, the
small retailer could not possilbly
handle the daily adjusted halance, as
the giants do with computess. That
leaves you two [methodls with | little
difference between the two. If you
say all of us must go to one or the
other, any increase In cost is going to
affect the custorer in the long run.
I urge &l retailers be given the privi-
lege of using their ewn method.
Competition is goaing to held yeu in
line.

PROXMIRE: The Natiomal Commis-
sion on Consumer Finance has sug-
gested that the rate on mexolving
credit plans be set low enough to
avoid a subsidy to cash buyers and
high enough to avoid a subsidy to
credit users. Would you agree?

ZARQYA: We have a gmowing
amount of data that simply says the
present finance charge rates do mot
cover the cost of credit programs. The
general view by the retailer today is
if he can approach covering his credit
costs, that's [all] he is trying to do.

PROXMIRE: The one who gets the
subsidy is the one whe charges and
then pays up withim the charge
period. | don't think 1 have any
charge accounits at all. | never charge
a thing. So lLdworittggetasf feeeriikte Thiee
man who goes in and charges, and
pays up, is getting a free ride at my
expense.

ZAROYA: | think the misconception
is we tend to think of it being twe
different customens. Mere often the
customer opts to pay in 30 days, lbut
let’s say there’s a coat on sale for $50,
and it's an $80 coat. She can use her

36

revolving charge, and take advantage
of this account in order to effect
much greater savings.

PROXMIRE: Wihat 1'm saying, how-
ever, is that the person whe pays up
without a finance charge is being
subsidized either by the cash cus-
tomer or by the person who pays on
a longer basis.

ZAROYA: The impertant thing is that
every customer gets that option.

PROXMIRE: Does every customer get
a charge @ooount?

ZAROYA: No . . . Senator, we are
struggling now to cover our credit
costs with the revenues we are get-
ting. To go to the adjusted method
[would be] a great loss to the metailer
who uses another methad today.

PROXMIRE: The impact on total rev-
enues will not be great. Prices can al-
ways be raised to absorb the reduced
finance charge revenue. It seems to
me the question boils dowm to one
of social policy. Are the benefits to
the consumer in uniformity and sim-
plicity in billing systems, does that
outweigh any potential discrimina-
tory effect impased on cash buyers?
Your feeling is that the option ghould
be open, even though a customer
may be confused, and may pay more
than he thinks he is paying.

ZAROYA: Certain retailers like to
give their customens a package, and
the management may decide that his
package should be free delivery or
free check-cashing —or an adjusted
balance method on his accoumts. We
heard the chairman of the board this
morning of the largest retailer in the
coumtry |Sears Roebuck and Co.] say
that they changed their method be-
cause of competitive reasons. To me
that is quite an impontant Stetement.

PROXMIIRE: You told me earlter that
if you wemt to the adjusted balance
system, the rate woulld be higher, and
there would be no way to charge a
higher rate. Wihat would prevent the
retailing industry from petitioning the
state legislatunes for a higher rate
based on this higher cost?

ZAROYA: We are womying about
keeping the rates we have. We see
more action in legislatures in the op-
posite direction.

PROXMIRE: If the adjusted balance
system were mandated, how much of
an increase would you need in the
rate to break even?

ZAROYA: Generally, going from the
previows balance method to the ad-
justed-balance methodl, it is accepted
that there would be a reductiom of
from 16 to 20 percent.

PROXMIRE: What is the source of
those studies?

ZAROYA: Studies in our owm com-
panies, part of it was from a Touche
Ross study that was made. | would
like to give you that later.

PROXMIRE: Very goad. Ome final
questiom. Your general staement
states that if minimwm finance
charges are elimimated], small retailers
would be forced out of the credit
granting market. It was my impres-
sion that minimum fimance charges
were employed more often by large
retailers than small retailers.

ZAROYA: If | may read the initial
sentence, (it says] the publlic interest
would not be served by prohibiting
compuittionel methodls, including
minimum charges. { think it was again
shown this mormimg that the differ-
ence between the annual percentage
rate applied to the balance, and the
minimum charge, is very small.
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