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In an effort to prevent future financia crises, like the one that has recently
crippled the United States economy, the Obama Administration and Congressional
legislators introduced a variety of measures that will increase government oversight over
financial matters. Much of the new legislation centers on the regulation of Wall Street
firms. Examplesinclude limiting executive pay, restraints on derivative trading, and
greater transparency requirements for financial firms. However, amain component is the
introduction of anew federal agency that would be charged with consumer protection in
financial matters, subbed by some commentators as the Consumer Financia Products
Safety Commission. Firmsthat offer consumer financial products would be required to
comply with regulations written by the agency. Additionally, consumer financial
protection duties of current agencies would be merged into the new agency. Despite
criticism, the formation of such an agency islong overdue and should be enthusiastically
welcomed by regulators and financial institutions alike.

Current Consumer Financial Protection

Generally speaking, regulation of any activity can be achieved through two
mechanisms: ex ante regulation and ex post judicia involvement. Each regulatory
scheme will place more emphasis on either regulating behavior before it occurs or
punishing it after it injures depending on the nature of the harm. For example, greater
emphasis will be placed on ex ante regulation of nuclear power plants because the cost of
aregulatory violation is very high: potential mass destruction. However, emphasis
should be shifted from ex ante to ex post judicia intervention where the harmisless
severe because the benefits are uncertain and the cost of ex ante regulation can be higher.
In such circumstances, it can be beneficial to wait for an injury to develop and then
provide aremedy to the affected individuals. In addition, when deciding on the best
structure it must be considered whether ex ante or ex post judicia supervision will
actually succeed.

In consumer financial products, ex post judicial involvement provides consumers
relief from oppressive financial products through two theories: contract law and
bankruptcy protection.! The primary method allows a plaintiff to seek damages or
equitable relief through traditional contract theories, typically unconscionability.? The
doctrine of unconscionability allows courts broad discretion to strike down part or al of a
contract that “shocks the conscious.” Such provisions that are deemed unconscionable
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are the product of unfair bargaining positions, as is often the case with credit card and
other consumer financial contracts. Despite this broad discretionary doctrine, courts are
often reluctant to useit.* Furthermore, certain aspects of financial contracts, such as
interest rates, are preempted by federal law and, therefore, remove much of the court’s
discretion in consumer financial matters.”

Another judicial remedy for consumersis the possibility of seeking bankruptcy
protection. By declaring bankruptcy a consumer will be able to avoid a mgjority of his
outstanding debts. This option for consumers provides some incentive to creditors to
offer fair credit products.® However, instead of providing safer products to prevent
bankruptcy, creditors have lobbied Congress to restrict consumers’ access to bankruptcy
relief.” Furthermore, although the possibility of bankruptcy exists, many consumers do
not view bankruptcy as a viable option: bankruptcy remains on the consumer’s credit
report for ten years, having obvious adverse effects on his credit rating.® 1n addition,
some individuals feel bankruptcy isimmoral or isasign of irresponsibility and are
deterred from seeking such relief.

Contract and bankruptcy law thus provide consumers some remedy to oppressive
financia products. In addition, creditors will be deterred from providing unfair products
when consumers have these legal remedies available. However, these options are
significantly limited and do not provide consumers with complete protection. Therefore,
in consumer financia products, ex post judicial intervention isinsufficient. In
recognition of this, Congress and state legid atures have developed a variety of ex ante
regulations.

At the federal level, there is avariety of legidlation that has created numerous
statutes to regulate consumer financial products. These actsinclude, but are not limited
to, the Truth in Lending Act (TILA)?®, the Fair Credit Reporting Act®, the Fair Debt
Collection Practices Act™, the Equal Credit Opportunity Act*?, the Home Ownership and
Equity Protection Act (HOEPA)®. Each of these acts addresses a specific problem that
has devel oped with respect to consumer financial transactions. The narrow way in which
each law istailored limits the discretion and flexibility of the agencies charged with
enforcing the law.** Thisis problematic because federal agencies are often created in
order to develop expertise and to alter enforcement rules based on changing market
conditions. However, the mgjority of financial consumer protection laws handcuff those
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agencies and allow the regulation of only the specific problem identified by Congress,
and the time it takes congress to indentify and produce new legislation is often quite
lengthy. Thisis particularly problematic in the financial sector where the financial
products market is rapidly changing.

In addition, even where Congress has indentified a problem, the legislation can
fall short. Anexample of thisisthe Truth In Lending Act. Under the TILA, Congress
gave the Federal Reserve Bank the responsibility to write Regulation Z.*> Regulation Z
requires lenders to provide sufficient information so that the consumer can understand the
cost of the credit as well asthe general nature of the financial product.’® Enforcement of
these provisions, and otherslike it, are carried out by the Federal Reserve Bank and the
other regulatory agencies according to their authority as outlined below. However, an
important area where federal regulators lack authority is the mortgage market. Mortgage
lenders that are not banks do not fall under these regulations.'” This creates a regulatory
gap thl%t was exploited during the last decade and contributed to the subprime mortgage
crisis.

The variety of agenciesthat regulate consumer financial transactions also creates
aproblem. There arefive federa banking agencies that regulate different aspects of the
banking industry. The Federal Reserve Bank regul ates state-charted banks that opt into
the Federal Reserve System.’® The Office of the Comptroller of Currency charters and
regulates national banks.® The Office of Thrift Supervision oversees federal savings
associations and state-charted savings associations, which are members of the Deposit
Insurance Fund.?* The Federal Deposit Insurance Corporation regul ates state-charted
banks that are not members of the Federal Reserve System.??> The National Credit Union
Administration supervises federal credit unions.®® Finally, the Federal Reserve Board
serves as the overarching supervisor of banks regulated by the other federal agencies.?*
Each of these agencies has authority to enforce federal financial consumer protection
laws. However, different agencies regulating different entities that offer largely the same
products can result in inconsistent and inefficient consumer protection. In addition, a
principal reason why these federal regulators do not provide sufficient protection for
consumers is that the agencies were created primarily to protect the soundness of the
banking system.”® This creates a conflict within the agencies, which on the one hand are
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charged with protecting consumers but on the other hand need to ensure bank stability
and profitability.

Conversely, the Federal Trade Commission (FTC) is charged primarily with
protecting consumers.?® Specifically, the FTC has the authority to limit “unfair and
deceptive acts and practices.”®’ In addition, the FTC is given authority under TILA to
regul ate consumer financial products provided by non-bank institutions.”® However, the
FTC is powerless to regulate banks.®® The FTC’s inability to regulate the banking
industry leaves the agency with incomplete authority. Moreover, the Federal Reserve
Bank defines “unfair and deceptive acts and practices” in the context of financia
products.® Furthermore, the FTC is charged with regulating all types of consumer
transactions, and therefore, the agency has only alimited amount of resources to enforce
the consumer financial transactions that it can regulate.

Finally, consumers are often best protected by their state legislatures and state
attorneys general. Prior to the 1970s, the banking industry was largely regulated by the
individual States. This allowed the States to regulate interest rates to prevent usury.
However, following the Supreme Court’s decision in Marquette National Bank of
Minneapolis, national banks were regulated by state usury laws only where the bank is
headquartered, not where the customer is located.®* This effectively allowed national
banks to locate their headquarters in states with high usury rates and export those rates to
out of state customers. By the mid-1990s, this rule no longer applied only to interest
rates, but also any payment to a credit granting institution.* Thisincludes late fees,
overdraw fees, and cash-advance fees.* Therefore, much of state consumer financial
protection laws were effectively wiped out.

The ability of states to regulate financial productsin other areas besides interest
rates and fees also has been severely curtailed. In 2004, the Office of the Comptroller of
Currency released a new regulation insulating banks carrying its charter from state
interference.®* Following the release of this regulation, banks, such as JPMorgan Chase
and HSBC, switched from state charters to the charter endorsed by the Office of the
Comptroller of Currency.® Here again, once powerful state consumer protection laws
have been significantly weakened by federal preemption.

In addition, consumers can find relief through judicial remedies created by state
legislators. Every state has consumer laws that allow consumers to bring private suits for
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unfair and deceptive practices.®* Much like the contract remedies of unconscionability,
this remedy provides consumers with some recourse.*” However, the erosion of state
authority over the banking industry limited this remedy aswell. Furthermore, the Federal
Reserve Board determines the criteriafor unfair and deceptive practices in the banking
industry, and the Federal Reserve Board’s motivation to protect the banking industry
weakens this state remedy as well.

Theinability of statesto protect their citizens coupled with the inefficient federal
regulatory structure has left consumers without effective protection. Furthermore, the
insufficient judicial mechanisms have left consumers without recourse when harmed by
dangerous financial products. Thisineffective structure leaves consumers vulnerable and
that vulnerability became evident during the financial meltdown and mortgage crisis.
The need for asingle federal agency to protect consumersin the financia products sector
isclear.

Proposed Consumer Financial Protection Agency

In effort to improve protection for consumersin financia products, the Obama
Administration has sought to reform regulation in that area. The first measure, the Credit
Card Accountability, Responsibility and Disclosure Act (Credit CARD Act), was signed
into law on May 22, 2009.% The Credit CARD Act bans retroactive rate increases,
provides stability in credit card contracts for the first year of the contract, and prevents
creditors from designing late fee traps. ** Thisimprovement of consumer protection was
followed by a stream of additional billsaimed at stabilizing financial regulation. New
legislation ranges from reforming credit rating agencies to regulating executive
compensation. Most notably, the Obama Administration introduced the Consumer
Financial Protection Agency Act of 2009.%

The new legidlation would create the Consumer Financial Protection Agency,
which would be charged with protecting consumers in financial products transactions.**
The agency is designed “to promote transparency, simplicity, fairness, accountability, and
access in the market for consumer financia products...”* The legislation will remove
consumer protection responsibilitiesin financia products from other agencies and
consolidate that responsibility in the single agency.”® The legislation permits the transfer
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of personnel from other agenciesin order to assure the new agency has the proper
resources and experience to protect consumers.** The agency’s authority to regulate
would be dictated by the nature of the product offered to consumers, rather than the
institution offering the product, which prevents against the regulatory gaps that existed in
the mortgage market.** The agency is further enpowered to create regulations, so that it
can keep current with the constant changing financial marketplace.*®

A magjor segment of the legidation isthe requirement that financia firms offer
consumers a “plain vanilla” option.*” Such a requirement has been sought by consumer
groups for sometime. Under this requirement, financial firmswill be required to offer
consumers a “standard consumer financial product or service” as a substitute to
“alternative consumer financial product or service.”*® The agency will precisely define
the meaning of these two terms through regulations once it is created; however, the
purpose of the requirement is to give consumers the option of a straightforward and
simple product as an alternative to a product that is complex or contains additional fees.*
This is deemed as particularly necessary for the average consumer who does not possess
a sophisticated financia background.

Another mgjor feature of the legislation is the significant role that the states will
play. Thelegislation permits states to create their own standards to discourage unfair,
deceptive, or fraudulent practices.®® This reverses the trend of federal erosion of state
authority to protect consumers from dangerous financial products. In addition, the
legislation mandates that the new agency work together with states and other federal bank
regulators to ensure rules are consistent and al the regulators are working together
towards a common goal >

Opposition and Support for the New Agency

There are two principal_groups that oppose the creation of the Consumer Financial
Protection Agency: the regul ated banks and the current regulators. The “bank” group isa
broad group that includes any entity that will be regulated by the new agency. Industry
opponents to the agency argue that it will create afractured regulatory structure for the
financia industry, destroy innovation in financial products, and cause confusion by
allowing each state to create its own standards.®  Current regulators include the federal
agencies currently regulating the banks, such as the Federa Reserve Bank. Federal
Reserve Bank Chairman Ben Bernanke told the Senate Banking Committee that the
Federal Reserve should remain in charge of protecting consumers because of its
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“expertise in financial markets, payment systems and supervision positions us well to
protect the interests of consumers.">® The FTC supports the idea of enhancing the current
regulatory structure, but it has expressed concern that the new legislation may interfere
with the FTC’s consumer protection goals.>*

Supporters for the new agency include state attorneys general and consumer
groups. Consumer groups argue that the recent mortgage crisis provides evidence that if
the industry remains unregulated, lenders will continue to drive consumers towards high
cost loans. State attorneys general broadly agree aswell. Twenty-four of the chief law
enforcersin various states signed a letter supporting the new legislation.> They support
the new agency because the legislation recognizes the importance of the States to enforce
consumer protection laws.®

For the most part it is believed that some form of the bill will be passed by
Congress.”” However, the banking industry is investing millions of dollarsin lobbying
efforts to prevent its passage.®® Despite these efforts, Congressman, particularly the
Democratic Party, remain determined to increase regulation in response to the well
publicized breakdown of financial markets.>®

L ooking Ahead

The creation of anew federal agency charged primarily with protecting
consumers from dangerous financial productsislong overdue. The recent meltdownin
the mortgage market demonstrates that the current system failed consumers. A fractured
system with several federal agencies presents the possibility of inconsistent supervision
over different entities that for the most part are providing the same financia products to
consumers. Similarly, many of these agencies have conflicting agendas to ensure the
stability of the banking system on the one hand and protect consumers on the other.

In addition, the creation of different regulatory rulesin different statesisa
positive feature of this legislation and should not be advanced as an argument against the
bill. One of the key advantages to federalism is that the States can act as laboratories,
finding out which laws are more effective than others. Moreover, the States can be
expected to be more responsive to their consumers’ needs rather than a federal agency
which isfairly insulated from the political process.
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There should be little concern that the new legislation will eliminate innovation.
Thousands of consumer products are regulated by the Consumer Product Safety
Commission and innovation in consumer products continues. This new agency will
simply prevent the most dangerous products from harming consumers, while providing
consumers the opportunity to opt-in to a simpler product when more complex products
are offered. Therefore the proposed legislation ties together a number of loose ends that
exist under the current system and should be passed by Congress.

Asthe agency is created and it begins to adopt regulations, there are important
considerations that should be made to ensure the agency is efficient and effective. Credit
isvita to the economy; therefore, the agency must be careful which productsit labels as
too dangerous for the public and which it labels as an “aternative consumer financial
product or service.” Additionally, the agency’s greatest contribution may come through
efforts to educate the public about the basics of financia products. The proposed
legislation specifically authorizes the agency to provide information and guidance to the
consumers, specifically to communities that are underserved and likely less educated
about financial matters.®® The consumer’s responsibility in financial transactions cannot
be understated. However, consumers must have the necessary tools to make the right
choices before that responsibility can be exercised effectively.
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