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This September 14" issue of Lombard Streetomes a day before the one-year anniversary of the collapse of

Lehman Brothers. Rightly or not that event is often used to mark the start of the global financial crisis that

had central bankers scurrying to come up with quick solutions to prevent a meltdown of the financial system.

With the deepening crisis came calls for reform of financial regulatory institutions which were widely seen to

have failed to avert the crisis and slow to deal with it effectively. The Obama Administration’s Financial
Regulatory Reform: A New Foundatwhich was released in mid-June 2009 has proposed many changes in

U.S. regulation in response.

A sweeping overhaul of consumer financial regulation is one of the central underpinnings of the
Administration’s plan. The Administration’s report proposed consolidating most enforcement of federal
consumer protection in a new agency that would assume responsibility for regulating most existing consumer
protection laws and have additional powers as well. A month later the Administration presented Congress
with the “Consumer Financial Protection Agency Act of 2009 to create this agency and make other
modifications to consumer financial protection laws.

That legislation and the agency it would create is the subject of this issue. We begin with an article by
Professor Oren Bar-Gill who teaches at the law school at New York University. He makes the case for the CFPA
Act and responds to many of the criticisms that have been leveled so far. He concludes that the new agency
could enhance consumer protection even if some of its more controversial aspects were eliminated. The CFPA
Act envisions a stronger role for the states than is provided by current laws. Commissioner Sarah Bloom
Raskin from the Maryland Department of Financial Regulation endorses that approach. She argues that the
states are closer to consumer protection problems and can identify and react to these problems more quickly
than federal regulators. She sees value in the CFPA Act making federal regulation a floor rather than a ceiling
for the states. The CFPA Act strips the Federal Trade Commission of much of its role in consumer financial
protection and would move staff that work on these issues from the FTC, along with the federal banking
regulators that enforce consumer protection laws, over to the new CFPA. FTC Commission William Kovacic,
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who was the past FTC Chairman, makes the case for why that is a bad idea. He argues that the FTC has been a

leader in enforcing consumer protection laws and has benefited from having special capabilities in economics.
He also expresses concern that the CFPA Act would interfere with the FTC's other consumer protection
functions since the Act gives the new agency wide latitude to interpret many activities as involving consumer
financial services and taking authority over them. Confusion and jurisdictional disputes would result. Lastly,
Professors Joshua Wright and Todd Zwyicki of George Mason University conclude that the CFPA Act has no
merits. They dispute that failed consumer financial protection contributed to the financial crisis, argue that
the CFPA would reduce credit availability to consumers, and express concern that the CFPA would risk
“expensive and wasteful regulatory overlap at both the federal and state levels”.

This issue also begins a new occasional feature. FinReg2l.com interviewed credit-card veteran Philip
Tomlinson who heads TSYS which is one of the leading payment card processors in the world. Mr. Tomlinson
offers his perspectives on what the financial crisis has meant for the payment card industry and how things
look going forward.

There is a wide range of views in this issue of Lombard Street and much for readers to debate and dispute. We
would encourage readers to come to www.finreg21.com and post comments on the articles or submit a blog

post. LinkedIn users can also participate in our discussion group by clicking here.
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The Consumer Financial Protection Agency:
Sorting the Critiques

Oren Bar-Gillt

On June 30, 2009, the Obama Administration delivered to Congress the draft Consumer Financial Protection
Agency (CFPA) Act of 2009. On July 8, House Financial Services Committee Chairman Barney Frank unveiled
the Consumer Financial Protection Agency Act of 2009 (HR 3126), which shares key features with the
President's proposal. The proposal to create a new agency to police consumer financial products has been
the subject of much debate. My goal, in this article, is to sort out and evaluate the different critiques levied
against the proposed CFPA Act, in light of the underlying case for a new agency charged with the regulation
of Consumer Financial Products (CFPs). To that end | begin by recounting the arguments for a CFPA. | then
examine the critiques of the CFPA Act, reframed as challenges or counterarguments to the arguments for a
CFPA. | conclude that there is broad agreement on the need for institutional reform, which would include a
CFPA. At the same time, there is much disagreement about what mandate and authority the CFPA should
have. | end with an optimistic note, suggesting that even a CFPA with less power than envisioned in the
proposed Act could do much good. Specifically, | argue that a presumably less controversial section of the
proposed CFPA Act — the section establishing a consumer right to access information — could promote
efficiency and consumer welfare in the market for CFPs.

A. The Case for a CFPA

| begin by recounting the main reasons for the creation of a new federal agency with the mandate and
authority to police consumer financial products.1 A new agency is needed because (1) market forces fail to
maximize welfare in important CFP markets, and (2) the current regulatory structure that was supposed to
deal with this market failure has proved inadequate. | discuss these two elements in turn.

1. Market Failure

The proposed CFPA Act is a solution to a problem — excessively risky CFPs, or, more accurately, CFPs that
impose underappreciated risks on consumers. The claim is that market forces have not worked to constrain

" Professor of Law and Director of the Center for Law, Economics and Organization, NYU School of Law. | thank Dan Geldon, Clay
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! This Section is based on Oren Bar-Gill and Elizabeth Warren, Making Credit Safer, 157 U. Penn. L. Rev. 1 (2008) [hereinafter
"Making Credit Safer"].
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CFP risks. This claim is based on theoretical arguments about the limits of market discipline in the CFP

context. More importantly, the claim is supported by empirical evidence that many consumers do not
make informed, welfare-maximizing choices in CFP markets.

Starting with theory. Markets work well when consumers are rational and well-informed. Acquiring
information, however, is costly, and thus consumers in all markets, not only in CFP markets, are imperfectly
informed. Moreover, there is reason to believe that consumers have even less information in CFP markets.
The main difference between CFPs and physical products, like toasters or lawnmowers, is that CFPs are
mere contracts and as such can be changed quickly and at a low cost, even after the product has been sold
and “delivered” to the consumer. For example, a credit card issuer can change its product simply by mailing
a bill-stuffer “change-of-terms” notice.

This malleability of CFPs reduces consumers’ incentives to become informed. Why spend time reading
credit card contracts and comparing among contracts offered by different issuers if these contracts can be
easily changed? The malleability of CFPs also reduces the efficacy of information intermediaries, like
Consumer Reports. The large number of ever-changing contracts makes it more costly for Consumer
Reports to collect, analyze, and report timely information on CFPs. Finally, the malleability of CFPs reduces
the incentives of responsible sellers to offer safer CFPs. A seller that offers an improved but more
expensive product must invest money in convincing consumers that the higher price is worth it. The
problem is that after the responsible seller convinces consumers to switch to the better product, other
sellers will try to imitate the improved product and compete away the responsible seller’s profits. Unable
to recoup her investment in educating consumers, the responsible seller might decide not to offer the
improved product in the first place. This problem is less acute in the market for physical products, because
it takes more time for the copying sellers to replicate the improved product. The responsible seller thus
enjoys a first-mover advantage that allows her to recoup her investment in consumer education. In the CFP
market, on the other hand, copying sellers can quickly amend their contracts, to mimic the responsible
seller’s contract, thus eliminating the prospect of a meaningful first-mover advantage.

Moving from theory to evidence. The prevalence of imperfect information and imperfect rationality in CFP
markets has been demonstrated by numerous studies. There are three types of evidence: First, survey
studies have shown that consumers do not comprehend basic financial concepts and do not understand, or
are entirely unaware of, key terms in their CFP contracts. Second, a series of studies have documented
mistakes that consumers make in product choice. When a consumer, faced with a choice among multiple
CFPs, chooses the wrong product, i.e., not the product that maximizes the consumer’s welfare, then the CFP
market cannot operate efficiently. Finally, various design features of CFP contracts, like double-cycle billing
and certain payment allocation methods in credit card contracts, are difficult to explain if consumers are
perfectly informed and perfectly rational. The prevalence of these design features suggests that sellers of
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CFPs are designing their products in response to the imperfectly informed and imperfectly rational demand
that they face.’

2. Regulatory Failure

Some argue that markets work well and regulation is not needed. These free-market enthusiasts would do
away with any regulation of CFPs and with any regulator charged with policing CFPs. Most policymakers
and commentators, however, agree that some regulatory intervention in the CFP market is required. But
CFP markets are already regulated. The case for a CFPA must, therefore, rest on a claim that the current
regulatory structure is inadequate. And this claim should go beyond the common assertions that the
current system failed to prevent the home mortgage crisis and the recession that followed. The
antecedents of the financial crisis are many, and the causal links between each of them, including the
financial regulatory structure, and the crisis are still being investigated. Rather, | will highlight particular
structural deficits and specific failings of the current system.

The first structural deficit is the multiplicity of regulators. At the federal level, CFPs are currently regulated
by five banking agencies — the Federal Reserve Board (Fed), the Office of the Comptroller of the Currency
(OCC), the Office of Thrift Supervision (OTS), the Federal Deposit Insurance Corporation (FDIC), and the
National Credit Union Administration (NCUA) — and by the Federal Trade Commission (FTC). In addition,
State authorities also regulate certain lenders and certain CFPs.

This is one case where more is not merrier. Overlapping jurisdictions lead to conflicting rules. Overlapping
jurisdictions may also lead to regulatory gaps, for example, when one regulator fails to act by relying on a
second regulator with overlapping authority and the second regulator also fails to act by relying on the first
regulator. More importantly, the financial crisis revealed a major gap in the regulation of CFPs offered by
non-depository financial institutions.?

? For a detailed survey of the evidence, see Making Credit Safer, supra note 1. It should be noted that some of the design features
that | refer to as examples of sellers’ responses to imperfectly informed and imperfectly rational demand have been recently banned
by the CARD Act of 2009.

* These problems were recognized by the Treasury as part of the impetus for the creation of the new agency. See Press Release,
Administration’s Regulatory Reform Agenda Moves Forward: Legislation for Strengthening Consumer Protection Delivered To Capitol
Hill, June 30, 2009 (available at http://www.treasury.gov/press/releases/tg189.htm) [hereinafter “Press Release”] ("The agency will
help to simplify and reduce regulatory burdens in areas where current authorities overlap or conflict."; "By consolidating
accountability in one place, we will reduce gaps in federal supervision and enforcement....") See also Michael Barr, Testimony before
the Subcommittee on Commerce, Trade, and Consumer Protection (House Energy and Commerce Committee), Hearing on "The
Proposed Consumer Financial Protection Agency: Implications for Consumers and FTC," July 8, 2009 (available at
(http://energycommerce.house.gov/Press 111/20090708/testimony_barr.pdf) ("We Need One Agency for One Marketplace with
One Mission — to Protect Consumers — and the Authority to Achieve It.")
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