Focus on FINANCE

GLOSSARY

Annual percentage rate (APR): The
percentage cost of credit on an annual
basis and the total cost of credit to the
consumer. APR combines the interest
paid over the life of the loan and all fees
that are paid up front.

Behavioral economics: A field in economics
that uses insights from psychology and
other behavioral sciences to learn how
individuals make economic decisions.

Borrower: An individual or business that
borrows money from a lender with the
expectation that they will pay the money
back.

Collateral: Property required by a lender
and offered by a borrower as a guarantee
of payment on a loan. Also, a borrower’s
savings, investments, or the value of the
asset purchased that can be seized if the
borrower fails to repay a debt.

Consumers: People who buy goods and
services to satisfy their wants.

Credit: The granting of money or something
else of value in exchange for a promise of
future repayment.

Credit card: Cards that represent an agree-
ment between a lender (the institution
issuing the card) and the cardholder.
Credit cards may be used repeatedly to
buy products or services or to borrow
money on credit. Credit cards are issued
by banks, savings and loan associations,
retail stores, and other businesses.

Credit card balance: The amount of
outstanding debt on a credit card.

Glossary is continued on page 4.
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What Is the Best Strategy for
Paying Off Credit Card Debt?

Mary Clare Peate, PhD, Senior Economic Education Specialist

“Millions of people get financial advice from non-economists.”
—James J. Choi'

Consumers use credit cards all the time. It's very common to pay for large
and small items using credit. According to one survey, approximately 83%
of adults in the United States have at least one credit card.?

Because credit card debt is considered an unsecured loan, a loan not
backed by collateral, the interest rate charged on unpaid credit card
balances is very high. In 2022, the average credit card had an interest rate,
or annual percentage rate (APR), of more than 18%!3 So, if you had
$10,000 in credit card debt at an 18% interest rate and paid $200 toward
the balance every month, you'd take more than seven years to pay it off,
and you'd pay more than $8,000 in interest alone!

Consumers are wary to accrue credit card debt because the interest penalty
is so high. In fact, in one survey, 75% of Americans said they would not
make a major purchase on their credit card unless they could pay it off
immediately.

Even though most consumers say they try to avoid carrying a balance on
a credit card, they commonly do carry a balance. The Federal Reserve Bank
of Boston estimates that 65% of cardholders carry a balance on their credit
cards.> And a large subset of these borrowers have credit card debt on
two or more credit cards with balances. The figure shows the average
amount of outstanding consumer loans held by American households.

Credit Card Debt Happens: How Do | Pay it Off?

Even though many people say they try to avoid credit card debt, they
nevertheless end up having it. So what's the best strategy for paying it
off? People tend to disagree on the best way to chip away at that debt.
For simplicity, we can divide the recommended strategies for paying off
debt into two camps: one that economic theory recommends and one
that personal finance gurus recommend.®

Let’s explore the costs and benefits of these different strategies using the
following concrete example:
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Inflation-Adjusted Dollar Amount of Credit Card Consumer Loans per Household

FRED £/ — (Consumer Loans: Credit Cards and Other Revolving Plans, All Commercial Banks*1000000/Consumer Price Index for All Urban Consumers: All Items in U.S. City Average,
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SOURCE: Board of Governors of the Federal Reserve System, Bureau of Labor Statistics, and U.S. Census via FRED®, Federal Reserve Bank of St. Louis;

https://fred.stlouisfed.org/graph/?g=XCoe, accessed December 13, 2022.

Daisy has two credit cards with details listed in Table 1.

Table 1
Daisy’s Credit Card Debt
Minimum
Balance payment* Interest ratet
Credit card 1 $5,000 $85 20%
Credit card 2 $2,500 $40 14%

NOTE: * We'll assume the minimum payment stays fixed at the amount
given (even though minimum payments change based on the balance).
tWe'll assume there are no additional fees associated with the credit card;
so, APR = interest rate.

Let’s say Daisy wants to pay off this credit card debt and
she’s adjusted her budget so that she'll have $200 per
month to apply to her debt. What's the best way to pay
off these balances? The following are three options:

« Option 1: Pay off the credit card with the smaller
balance first and then tackle the credit card with the
larger balance.

In this scenario, Daisy would pay her credit card mini-
mum payment, $85, toward card 1 each month and
pay $115 toward card 2, the one with the smaller

balance. Once Daisy has paid off everything owed on
card 2, she would switch to using all $200 to pay off
the remaining balance of card 1.

Option 2: Pay off the credit card with the higher
interest rate first and then tackle the credit card with
the lower interest rate.

In this scenario, Daisy would pay the minimum pay-
ment, $40, toward card 2 each month and pay $160
toward card 1, the one with the higher interest rate.
Once she has paid off everything owed on card 1, she
would switch to using all $200 to pay off the remaining
balance on card 2.

Option 3: Split the allotted budget of $200 propor-
tionally between the two cards according to the
amount of debt on each card.

In this scenario, Daisy would pay roughly $133 toward
card 1, the card with the bigger balance, and pay $67
toward card 2, the one with the smaller balance, each
month until one of them is paid off. Then Daisy would
pay the full $200 to the remaining card until that card
is also paid off.

Take a minute to think about which option seems
appealing to you and why.
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Evaluating the Options
Which Option Does Economic Theory Recommend?

Economists tend to recommend Option 2: Pay off the
credit card with the higher interest rate first.

Why? This strategy leads you to pay off all the debt fast-
er and save money (compared with the other options).
By tackling the card with the highest interest rate first,
you'll pay off that card as quickly as possible and there-
fore pay less interest overall.

Table 2 shows that Option 2 results in the least amount
of interest paid and helps Daisy become debt free any-
where from one to three months earlier.

Table 2
Time and Total Cost of Three Options for Paying Off Daisy’s
Credit Card Debt
Time to Interest
Option pay off | Total cost paid
1: Pay off smaller balance 4 years,
first 10 months $11,476 $3,976
2: Pay off higher interest 4 years,
rate balance first 7 months 210,89 33,396
3: Split according to amount | 4 years, $11,187 $3687
owed 8 months

Which Option Do Personal Finance Gurus Recommend?

Personal finance gurus tend to recommend Option 1:
Pay off the credit card with the smaller balance first.

James Choi, an economist at Yale, reviewed the top 50
personal finance books in the country to see what type of
advice they offered on this topic.” Of the subset of books
that covered this topic, roughly half recommended tar-
geting resources toward the credit card with the smaller
balance.
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Why? This strategy is thought to help build motivation.
It's sometimes called the snowball method, and the selling
point here is people’s perception of progress, which
aligns with other research on achieving “quick wins” to
keep people motivated.8 By tackling and paying off the
smaller balance first, the person in debt will have a sense
of accomplishment, or victory, early on. So personal
finance gurus think that tackling smaller credit card
balances helps build momentum toward the final goal
of paying off all the debit.

What Do Most Borrowers with Credit Card Debt Choose?

Perhaps surprisingly, most borrowers choose Option 3:
Repay both credit cards at rates roughly equal to the amount
of debt on the card.? In this example, Option 3 saves the
borrower more money than Option 1.

Table 2 shows how much time and money all three
approaches end up costing using the dollar amounts
from the above example.

Conclusion

Who is right? This is where behavioral economics or
psychology can come into play. Economic theory can
tell us what the quickest, cheapest option is—targeting
high-interest debt first regardless of the size of the bal-
ance, as you would pay less interest overall. But it's only
the best solution if people stick to it. Personal finance
gurus think that many people are more likely to succeed
in paying off all their debt if they get rid of one credit card
debt quickly, even if it means they don't perfectly optimize
their choices. Ultimately, the best strategy is the one
that helps someone pay off the total debt balance. m
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GLOSSARY, continued

Credit card minimum payment: The least amount of money a
credit cardholder must pay toward a credit card balance each
month to avoid being considered delinquent on their credit card
debt. The minimum payment varies by the size of the credit card
balance and the interest rate.

Debt: Money owed in exchange for loans or for goods or services
purchased with credit.

Interest rate: The percentage of the amount of a loan that is charged
for a loan. Also, the percentage paid on a savings account.

Unsecured loan: A loan not backed with collateral.

Please visit our website and archives at http://research.stlouisfed.org/publications/pagel-econ/ for more information and resources.
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Federal Reserve Bank of St. Louis Page One Economics®:

“What Is the Best Strategy for Paying Off Credit Card Debt?”
After reading the article, answer the following questions:

1. An example of an unsecured loan is
a. aloan to buy a home.
b. aloan to buy a car.
c. credit card debt.

d. aloan to buy business equipment.

2. If you are applying for a credit card and a car loan at around the same time, which is more likely to have a lower
interest rate?

a. A credit card

b. A carloan

For questions 3-6, suppose Irving has the following credit card debt and has adjusted his budget so that he has $300
per month to pay off this debt:

Interest rate/annual
Balance Minimum payment percentage rate (APR)
Credit card 1 $6,000 $120 22%
Credit card 2 $2,000 $30 12%

3. IfIrving decides to use the strategy advised by many personal finance gurus—the snowball method, or paying
off the card with the smaller balance first—how much of his $300 budget would he initially devote to each credit
card?

a. $0tocard1;$300 to card 2
b. $120to card 1; $180 to card 2
c. $225tocard 1;$75to card 2
d. $270to card 1; $30 to card 2

4. |If Irving decides to follow economic theory and pay off his higher-interest rate card first, how much money
would he initially devote to each credit card?

a. $120tocard 1; $180 to card 2
b. $225tocard 1; $75 to card 2
c. $270to card 1; $30 to card 2
$300 to card 1; $0 to card 2

o
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5.

7.

8.

If Irving decides to do what most Americans do, which is split his money proportionally between both accounts
based on the size of each card’s balance, how much money would he initially devote to each credit card?

a.
b.
C.
d.

$0 to card 1; $300 to card 2
$120 to card 1; $180 to card 2
$225 to card 1; $75 to card 2
$270 to card 1; $30 to card 2

Assuming Irving sticks to a repayment plan, which method would be fastest and save money (compared with the
other options)?

a.
b.
C.
d.

The snowball method
The economic theory method
The method that most borrowers follow

Any of the three methods

Why do many personal finance gurus suggest paying off the credit card with the smallest balance first?

a.

Paying off the credit card with the smallest balance first saves borrowers money because it is the cheapest
way to pay off debt.

Paying off the credit card with the smallest balance first saves borrowers money because it is the fastest way
to pay off debt.

Paying off the credit card with the smallest balance first is the best way to increase your credit score.

Paying off the credit card with the smallest balance first gives borrowers a victory and builds momentum for
paying off all the debt.

According to the article, which strategy is ultimately the best option?

a.
b.

C.

Qo

The option that gets you to pay off the total debt balance.
The option that targets the high-interest debt balance first.
The option that targets the smallest debt balance first.

The option that splits repayments based on the size of the debt balance owed.
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