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A. CONSUMER ECONOMICS GOES MAINSTREAM

Nobel laureates in economics George A. Akerlof and Robert J. Shiller have a

new book that explains how deception is a routine outcome of the market system. The

authors argue that financial markets are especially vulnerable. Phishing for Phools:

The Economics of Manipulation and Deception (September, 2015). In Shiller’s

words: “An information phool is someone who has been fed a biased set of information

so that they then would make erroneous judgments. A psychological phool is someone

who is affected by his or her own feelings, emotions and psychological anomalies.

Information phools and psychological phools are everywhere….”1 Richard Thaler’s new

book2 provides strong support for the position that behavioral ‘regularities’ can explain

self-deception and they explain other choices that defy the simple model of self-interest.

Two main messages from Akerlof and Shiller

1 George A. Akerlof and Robert J. Shiller, 2015. Phishing for Phools: The Economics of Manipulation
and Deception; Princeton University Press; New Jersey, USA and Oxfordshire, U.K. The Support for the
position that behavioral ‘regularities’ can explain self-deception as well as explaining other choices that
seem to contradict the simple model of self-interest is in Richard Thaler’s 2015 book Misbehaving: The
Story of Behavioral Economics; W. W. Norton & Company; New York and London.
http://www.wsj.com/articles/phishing-for-phools-a-q-a-with-george-akerlof-and-robert-shiller-1442346235
2

Richard Thaler (2015). Misbehaving: The Story of Behavioral Economics; W. W. Norton & Company;
New York and London.
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1. Free markets have great merit

One example of evidence about the benefits of free markets is based on East Asia.

Akerlof and Schiller say: Consider “…the boundary from China into North Korea, and

then across the boundary into South Korea.”3

2. Mainstream economics fails to deal with deception and trickery.

In standard economics, “People’s naivety and susceptibility to deception have been

swept under the rug.”4 This, they argue, has seriously hampered financial analysis.

The Nobel laureates contend that, in the 2.25 million articles and books in finance and

economics, there should have been plenty of economists giving advance warnings

about the crisis of 2008. Very few showed any concern.

“We believe this huge lacuna tells us that economists (including those in finance)

systematically ignore or downplay the role of trickery and deception in the

working of markets….Competitive markets by their very nature spawn

deception and trickery, as a result of the same profit motives that give us

our prosperity. Had we economists appropriately seen free markets as a two-

edged sword, we would all but surely have delved into the ways in which financial

derivatives and mortgage-backed securities, and also sovereign debt, would turn

out badly. More than a handful of us would have sounded the alarm.”5

I claim to be one of those who understood the point. My evidence is that I published

work on the economics of concealment in the Journal of Consumer Affairs in 1995.6 In

the Kerton-Bodell article, expenditures on deception are just like the expenditure on any

other input. A firm selling worthless “mortgage-backed” securities will purchase the

input “ratings” from risk-rating companies so long as the marginal return from sales

exceeds the marginal cost of the input. Volkswagen spent money designing vehicle

emissions systems smart enough to know when they are being officially tested.

Perhaps the most dangerous examples were scientific labs selling fraudulent tests to

pharmaceutical companies so “innovations” could be approved for sale. Akerlof and

Shiller would agree, but they place more emphasis on several well-recognized

behavioral biases that permit sellers to phish for phools. “The phish is a way to get

someone to make a decision to the advantage of the phisher, but not to the benefit of

the phool”.7

3
Phishing for Phools (2015); p.163

4
Phishing for Phools (2015); p.164.

5
Phishing for Phools (2015); p.165.

6
1995. Robert R. Kerton and Richard W. Bodell, "The Marketing of Lemons: Quality, Choice and the

Economics of Concealment” The Journal of Consumer Affairs, 29(1), pp.1-28.
7

Akerlof and Shiller, 2015; p. 173.
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. INNOVATION IN THE FINANCIAL SERVICES SECTOR

Definition of financial innovation

Financial innovation can be defined as the act of creating and popularising new financial

instruments, as well as new financial technologies, institutions and markets. It includes

institutional, product and process innovation.

Institutional innovation relates to the creation of new types of financial firms (such as

specialist credit card firms like MBNA, discount broking firms such as Charles Schwab,

internet banks and so on).

Product innovation relates to new products such as derivatives, securitised assets,

foreign currency mortgages and so on.

Process innovations relate to new ways of doing financial business including online

banking, phone banking and new ways of implementing information technology and so

on.

It is extremely important to see the rate of change – the sheer number of new

offerings – in the financial marketplace. It is important to the type of literacy programs

we need and important to an assessment of whether financial literacy is the primary

solution to the consumer’s problem. In the last few decades, financial markets

worldwide have introduced an outpouring of new financial products and new channels

challenging the understanding of the most sophisticated participants. As one observer

noted “. . . products are being launched nearly every day.”8 One official enquiry

concluded: “Development of product lines has resulted in a bewildering array of new

products and new types of products. “Distinguishing between the hundreds of choices is

confusing for all but a very few consumers.”9

There are a wide range of different types of financial services. Recent

innovations include: hedge funds, private equity, weather derivatives, exchange traded

funds, multi-family offices, Islamic bonds (Sukuk) and retail structured products. The

shadow banking system has spawned an array of financial innovations including various

8
Gary DeWaal: “America’s financial regulation needs an overhaul.” Financial Times (UK); 31 October

2007; p.11.

9
” J.P. Cashion, 1989. A Blueprint for Fairness: Report of the Committee on Fair Dealing in Consumer

Savings and Investments; Edmonton. Excessive differentiation is obscured by the presumption that all
innovation is beneficial.
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mortgage-backed securities and collateralised debt obligations (CDOs)10. The flood of

new offerings can easily be an insurmountable search problem for consumers.11

Are All Innovations Good?

Not all of them. Mortgage-backed securities can be good but the deliberate

repackaging of inferior mortgages combined with improper grading of risk is an

innovation that is completely deceptive. This is a small deliberate step over the line

from innovation to what I call sinovation. (If we have a word for something, it may be

easier to see.) And there are plenty of sinnovations too. As Akerlof and Shiller explain,

“…Competitive markets by their very nature spawn deception and trickery, as a result of

the same profit motives that give us our prosperity.

Some innovations contain a mix of good and bad characteristics. The innovation

of online lending firms may well turn out to be useful disruptors in the banking industry.

On the positive side, online firms have clear terms and get the money to the borrower

quickly, usually at more competitive rates. However, loans are often repackaged and

sold off in a manner very similar to what was done for mortgaged-backed securities;

lending is not yet well-regulated; consumer groups have reservations about market

incentives affecting selling and affecting new entrants; doubts about unfair lending

practices; the absence of consumer protection; and they oppose the inappropriate or

illegal system for default charges.12

The new Akerlof and Shiller book gives a detailed explanation of major

sinovations in their chapter 9 on the looting of US Savings and Loan Associations and in

chapter 10 on Michael Milkin’s devastating scheme of phishing, with Junk Bonds as bait.

B. FINANCIAL LITERACY AS CONSUMER POLICY

My goal is to support the financial literacy initiative BUT to show how essential it is to

have complementary policies in force too. Evidence demonstrates that I am a long-

time supporter of financial literacy and that I have been for decades. My explanation

was published in the Journal of Consumer Policy in 1980. The key concept was called

10
Source: Philip Molyneux, professor of banking and finance, Bangor Business School, Wales

http://lexicon.ft.com/Term?term=financial-innovation.
11

The general rule is that one should continue to search so long as the expected benefit of another
search exceeds the expected cost. Stigler, G. J., 1961. "The Economics of Information," Journal of
Political Economy 69 (3): 213-25. For many consumers in a confusing marketplace, the search problem
is unsolvable. Maynes, E. S. & Assum, T. 1982. “Informationally imperfect consumer markets: Empirical
findings and policy implications.” Journal of Consumer Affairs, 16; pp. 62-87.

12
See details in the summary of reservations made available by the US Public Interest Research Group

(PIRG) presented in Appendix 1 below. Source: 2015. U.S. PIRG & center for Digital Democracy,
“Comments to U.S. Treasury Department on Online Marketplace Lending” October 5.
http://www.uspirg.org/reports/usp/comments-us-treasury-department-online-marketplace-lending
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‘consumer’s search capital’13 defined as the set of skills, experience and understandings

available to an individual to help make a sound choice.

The paper draws a distinction between general consumer’s search capital (CSK) which

can be applied in many consumer choice situations and specific CSK which is useful in

very particular situations. General CSK includes basic literacy and numeracy,

bargaining experience, and important principles like opportunity cost, substitution,

present values, framing, probabilities, price discrimination, sampling bias, and other

concepts widely useful for making effective consumer decisions. Specific CSK is

knowledge or facts that apply only to particular choice situations. An example might be

the understanding that branded aspirin can also be purchased as ASA or acetylsalicylic

acid, or there is an ATM machine one block away. Obviously, the most universal

principles have a higher payoff in financial literacy programs.

In most countries, one goal receives considerable attention: ‘saving for the future’.

The present bias of consumers (the strong preference for consumption now over

consumption later) is one key issue.14 However, the matter is much bigger than under-

saving: it is the behavioral concept of “control”. With information overload, complex

products and a flood of innovations, many consumers believe the choice is beyond

personal control. To the overwhelmed consumer, it makes sense to give up, and to

think that “luck” determines outcomes.15 If you are sure that more searching is fruitless,

the optimal number of searches is one. The importance of perceived (and actual)

control has long been recognized in consumer economics: in 1912, Wesley Clair

Mitchell, an early President of the American Economic Association wrote: “To spend

money is easy. To spend it well is hard. Our faults as spenders are not wholly due to

wantonness, but largely due to broad conditions over which as individuals we have

slight control.16

13 1980 "Consumer Search Capital, Delineating a Concept and Applying It to Developing Countries,"
Zeitschrift Fur Verbraucherpolitic/ Journal of Consumer Policy, Vol. 4, 1980/4, pp. 293-305.
14

To a consumer economist, the attention devoted to one important goal: ‘saving for the future’, seems
excessive. Perhaps this occurs because substantial funding for this topic is available from (well-
motivated) savings institutions which, understandably, believe the present bias of consumers is the
primary issue. A strong preference for consumption now over consumption later dates to Adam Smith
(1759 and 1776) and William Stanley Jevons (1871). The present bias (or hyperbolic discounting) is
explained well in Richard H. Thaler’s Misbehaving: The Making of Behavioral Economics, Norton; New
York and London; 2015; pp.87-94 and 314-22.
15 The research on ‘control’ in general decision-making dates to 1966. Rotter, J. B., “Generalized
expectancies for internal versus external control of reinforcement.” Psychological Monographs: General
and Applied, 80; pp. 1-281998. I worked with a team to develop a measurement tool specifically for
control in consumer decision-making. See Michael A. Busseri, Herbert M. Lefcourt and Robert R. Kerton,
"Locus of Control for Consumer Outcomes: Predicting Consumer Behavior,” Journal of Applied Social
Psychology, 28, 12, pp. 1067-87.
16

Mitchell, W. C. 1912, "The Backward art of Spending Money," American Economic Review, 11; pp.
269-281 at p. 269.
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The researcher-angels who are measuring the success of different strategies to

foster financial literacy deserve our praise. We need those initiatives urgently, but so far,

there is nothing to indicate that financial literacy can be achieved quickly. A second

type of financial literacy research looks for vulnerable groups, key learning moments,

subject areas, public and private modes of teaching/learning, felt need, and other

sensitive factors. Important studies have just been made available in the Journal of

Consumer Policy edited by Professor Sharon Tennyson of Cornell University.17 This

valuable work none-the-less addresses only one portion of the consumer problem.

C. WHAT IS THE CORE PROBLEM FOR A CONSUMER DECISION?

The difficulty of a decision (D) depends on the size of the technical challenge (T) versus

(L), the combination of experience and literacy skills that can be used to help make the

decision.

T

D = ____

L

 A firm offering a superior product will include efforts to make T less complicated

 Some firms will spend on “noise”

Both of these factors increase the technical challenge. How fast can we change L?

Financial literacy depends fundamentally on regular literacy and on numeracy. Even in

a country with universal education that is reasonably well-financed, literacy in the

national language(s) is far from perfect. Canada uses a fairly credible definition of

literacy: "The information processing skills necessary to use the printed material

commonly encountered at work, at home, and in the community."18 By this measure,

17
Special Issue on “Starting Early for Financial Success” Journal of Consumer Affairs Vol. 49, Issues 1

(Spring 2015). Summaries and the original research articles are currently available free at
http://www.treasury.gov/resource-center/financial-education/SiteAssets/Pages/commission-
index/Summary%20of%20the%20Special%20Issue%20on%20Starting%20Early%20for%20Financial%2
0Success_with%20FLEC%20Seals%20042715.pdf

18
The official measurement defines four categories of success:

Level 1 - People who have difficulty with printed materials and identify themselves as unable to read.
Level 2 - People who can use printed materials for limited purposes such as finding a familiar word in a
simple text.
Level 3 - People who can use reading materials in a variety of situations providing it is simple, clearly laid
out and the tasks involved are not too complex.
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the reading skills of 16% of Canadian adults are too limited to allow them to deal with

the majority of written material. For 2015, UNESCO reports the adult (aged 15 or more)

literacy rate worldwide is 85% with an Illiterate population, total 757 million adults.19

That is a modest level of basic reading skills, not skills at the level of financial

documents. The big point is that it will take some time before everyone is able to begin

to improve their financial literacy.

For countries where regular literacy is high, the move to financial literacy is not a

single variable that can be rapidly increased.

The key concept accounting for my argument that the Financial Literacy movement is

not enough to achieve consumer success depends on the recognition that we are

chasing a moving target and policies to improve market conduct have a far higher

benefit cost ratio. To see the point, we need to recognize the degree of difficulty a

consumer has in making any decision. The difficulty depends on a ratio, not on a level

of literacy.

KEY POINT:

‘T’ IS CHANGING AT A RATE FAR HIGHER THAN ‘L’, THE RATE WE CAN

CHANGE FINANCIAL LITERACY

Our efforts to improve L, financial literacy, are valuable and important, but those

policies alone will not decrease D, the difficulty a consumer faces. The worldwide

financial crisis was mainly caused by market misconduct and by sinovation. Appendix 1

presents 14 types of market misconduct from the deliberate packaging of mis-rated

securities, obscure pay-options, teaser rates, mortgage rescue scams, hidden fees, to

sellers given bank licenses while on probation for bank fraud. There is no realistic

possibility that financial literacy can address these challenges. Market conduct

rules are more direct and more cost-effective. Market conduct rules are

complementary policies that help consumers by reducing D, the difficulty of choice-

making.

Level 4 - People who can use a wide range of reading materials and meet most every day reading
demands.
19

Source: UNESCO Institute for Statistics, September 2015.
http://www.uis.unesco.org/literacy/Documents/fs32-2015-literacy.pdf
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T moves at the speed of #21 while L crawls ahead more slowly.

In my own work with consumer literacy I feel like the turtle racing against a car.

When a consumer faces choices, she (or he) has some tools and experience to help

make the decision. The personal assets can be defined as consumer search capital,
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defined as the decision rules, assessment techniques, experience and information a

consumer can bring to a decision. There are ‘general’ understandings like opportunity

cost, or present value or reading skills, which pay off in many circumstances, and there

are ‘specific’ types of search-capital that apply only to very particular choices. Surely

we agree that the evidence shows that – while financial experts do exist - most citizens

need more of the tools and experience that would increase the level of their financial

literacy and the overall quantity of their consumer search capital.

D. INNOVATION IN THE FINANCIAL SERVICES SECTOR: FRIEND AND FOE

Definition of financial innovation

Financial innovation can be defined as the act of creating and popularising new financial

instruments, as well as new financial technologies, institutions and markets. It includes

institutional, product and process innovation.

Institutional innovation relates to the creation of new types of financial firms (such as

specialist credit card firms like MBNA, discount broking firms such as Charles Schwab,

internet banks and so on).

Product innovation relates to new products such as derivatives, securitised assets,

foreign currency mortgages and so on.

Process innovations relate to new ways of doing financial business including online

banking, phone banking and new ways of implementing information technology and so

on.

It is extremely important to see the rate of change – the sheer number of new

offerings – in the financial marketplace. It is important to the type of literacy programs

we need and important to an assessment of whether financial literacy is the primary

solution to the consumer’s problem. In the last few decades, financial markets

worldwide have introduced an outpouring of new financial products and new channels

challenging the understanding of the most sophisticated participants. As one observer

noted “. . . products are being launched nearly every day.”20 One official enquiry

concluded: “Development of product lines has resulted in a bewildering array of new

20
Gary DeWaal: “America’s financial regulation needs an overhaul.” Financial Times (UK); 31 October

2007; p.11.
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products and new types of products. “Distinguishing between the hundreds of choices is

confusing for all but a very few consumers.”21

There are a wide range of different types of financial services. Recent

innovations include: hedge funds, private equity, weather derivatives, exchange traded

funds, multi-family offices, Islamic bonds (Sukuk) and retail structured products. The

shadow banking system has spawned an array of financial innovations including various

mortgage-backed securities and collateralised debt obligations (CDOs)22. The flood of

new offerings can easily be an insurmountable search problem for consumers.23

Are All Innovations Good?

Not all of them. Mortgage-backed securities can be good but the deliberate

repackaging of inferior mortgages combined with improper grading of risk is an

innovation that is completely deceptive. This is a small deliberate step over the line

from innovation to what I call sinovation. (If we have a word for something, it may be

easier to see.) And there are plenty of sinnovations too. As Akerlof and Shiller explain,

“…Competitive markets by their very nature spawn deception and trickery, as a result of

the same profit motives that give us our prosperity.

Some innovations contain a mix of good and bad characteristics. The innovation

of online lending firms may well turn out to be useful disruptors in the banking industry.

On the positive side, online firms have clear terms and get the money to the borrower

quickly, usually at more competitive rates. However, loans are often repackaged and

sold off in a manner very similar to what was done for mortgaged-backed securities;

lending is not yet well-regulated; consumer groups have reservations about market

incentives affecting selling and affecting new entrants; doubts about unfair lending

practices; the absence of consumer protection; and they oppose the inappropriate or

illegal system for default charges.24

21
” J.P. Cashion, 1989. A Blueprint for Fairness: Report of the Committee on Fair Dealing in Consumer

Savings and Investments; Edmonton. Excessive differentiation is obscured by the presumption that all
innovation is beneficial.
22

Source: Philip Molyneux, professor of banking and finance, Bangor Business School, Wales
http://lexicon.ft.com/Term?term=financial-innovation.
23

The general rule is that one should continue to search so long as the expected benefit of another
search exceeds the expected cost. Stigler, G. J., 1961. "The Economics of Information," Journal of
Political Economy 69 (3): 213-25. For many consumers in a confusing marketplace, the search problem
is unsolvable. Maynes, E. S. & Assum, T. 1982. “Informationally imperfect consumer markets: Empirical
findings and policy implications.” Journal of Consumer Affairs, 16; pp. 62-87.

24
See details in the summary of reservations made available by the US Public Interest Research Group

(PIRG) presented in Appendix 1 below. Source: 2015. U.S. PIRG & center for Digital Democracy,
“Comments to U.S. Treasury Department on Online Marketplace Lending” October 5.
http://www.uspirg.org/reports/usp/comments-us-treasury-department-online-marketplace-lending
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The new Akerlof and Shiller book gives a detailed explanation of major

sinovations in their chapter 9 on the looting of US Savings and Loan Associations and in

chapter 10 on Michael Milkin’s devastating scheme of phishing, with Junk Bonds as bait.

Innovation is a friend, yes, but the rate of change challenges programs for financial

literacy, and a fraction of the new arrivals are dangerous sinnovations that are phishing

for phools.

E. HOW TO SOLVE “INFORMATION OVERLOAD”

1. Use a heuristic. When a consumer faces by a mountain of ‘information’ but has
limited cognitive capacity to make a decision? One tactic is to make use of a simple
rule to help reach a decision. Herbert Simon explained that the individual often
invents or accepts a “heuristic” – a decision method or a rule of thumb that saves
time and effort, and may have worked successfully before.25 Some heuristics are
fairly reliable, others are not. Alas, there is rigorous evidence from consumer
economics that some of the most frequently used heuristics are counter-productive
or completely unreliable. Years ago, the heuristic: “Buy the top of the line” was
tested statistically and found to have general validity, though many exceptions were
identified.26 The least useful heuristic is “You get what you pay for" (also known as
"Price is an indicator of quality.” Fifteen major studies of markets in many countries
over the last 60 years have all found that price is a very poor signal of quality. For
nearly a quarter of all products or services, (more than 2000 tests) the correlation
between price and quality is negative: you often pay higher prices for low quality.
For 91 products or services tested for Canada, the average correlation coefficient
was only 0.19 indicating a very weak relationship.27 For Japan, Yamada and
Akerman found the average was negative 0.06 in 1986; for Germany in 2004, the
correlation was 0.13 and for Austria in 2010, it was 0.30.28 This low relationship is
consistent for all 15 studies of other countries.

2. Crowd-sourcing and digital sharing. Does the Sharing economy solve the
overload problem? Many observers of the digital economy are convinced that blogs
among consumers sharing information will solve the lemons problem. Crowd-

25
Simon, H.A., 1956. “Rational Choice and the Structure of the Environment”. Psychological Review 63

(2) 129-138.

26
Maynes, E. Scott, 1976. Decision-Making for Consumers: An Introduction to Consumer Economics,

New York: Macmillan Publishing Co. See Chapter 4 and especially pages 84-106.
27

Richard W. Bodell, Robert R. Kerton, and R. W. Schuster, 1986. "Price as a Signal of Quality: Canada
in the International Context,” Journal of Consumer Policy 9, (4); pp. 431-444. Canadian data was from
tests reported in the Canadian Consumer and covered 91 quality tests over the period 1978-1985.

28
The study for Austria included evidence that showed consumers were using the heuristic with little or

no understanding of where correlations are exceptionally weak. Kirchler, Erich, Florian Fischer and Erik
Holzl, 2010. “Price and Its Relation to Subjective and Objective Product Quality: Evidence from the
Austrian Market” Journal of Consumer Policy; 33 (3) pp. 275-86; esp. p.276 and 286. Also: Völckner F.
and J. Hoffman, 2007. “The price-perceived quality relationship: A meta-analytic review and assessment
of its determinants.” Marketing Letters; 18(3); pp. 181-96.
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sourcing often succeeds and is a welcome outcome when it works … but blind faith
is naive. Quite a few sites base their advice on unscientific, or financially suspicious
or ideological, truths. Sponsored sites lurk like silent icebergs.

3. Simplify. Use an information box and use simple language.

F. MORE PROBLEMS: THE ECONOMICS OF “NOISE”

Noise is ‘message interference’. It can be a strategy.29 It can be used by sellers with

inferior offerings prevent consumers from finding superior choices. Complexity is

present even without deliberate noise. Credit cards come with so many bells and

whistles it is difficult for a conscientious consumer to make comparisons among them.

A bank can have more than thirty different services.30 A survey of customers on overall

“satisfaction” gives a result that is based on how a customer weighs each of these

components.

1. Brand Proliferation. Most marketing textbooks teach only the positive side of

branding. It is too easy to reach cognitive overload (informational overload and/or

computational overload). An example comes from an official inquiry of financial

services in Canada which concluded: “Development of product lines has resulted in a

bewildering array of new products and new types of products. … Distinguishing

between the hundreds of choices is confusing for all but a very few consumers.”

2. Astroturfing. The covering of comments that are crowd-sourced with deliberate and

contrived web comments and blogs that are false.31 These are provided by a seller to

offset sincere comments by actual consumers. Tests have found that skilled operators

are able to create fake reviews that succeed in deceiving very sophisticated readers.

There is an important point here about how difficult and costly it is to use

financial literacy to succeed. In comparison, the market conduct policy is far more

cost-effective. In October of 2015, Canada’s Competition Bureau collected a $1.25

million (US$ 1 million) fine against a major telecom company for its fake online

29
Profit from the price discrimination deployed under this strategy is explained in Stephen Salop, 1977;

“The Noisy Monopolist: Imperfect Information, Price Dispersion and Price Discrimination, Review of
Economic Studies, 44 (3) pp. 393-406.

30
Recent OECD research identified 14 different components of a mortgage application. OECD 2009.

Financial Literacy and Consumer Protection: Overlooked Aspects of the Crisis, OECD Recommendation
on Good Practices on Financial Education and Awareness Relating to Credit; June; p. 18. Andrew
Kormylo conducted research where he asked bank customers to identify the components of banking
service. Consumers in Quebec (unprompted) offered, in total, 20 different characteristics from their own
experience. Prompting by the interviewer had the respondents identify 32 different components. A.
Kormylo, MA, "Consumer Satisfaction with Banking: The Concept of Quality in the Service Sector,"
University of Waterloo, 1991.

31
Originally “greenwashing“ was a term used to mean the provision of noise or misinformation about

environmental harm – to make a seller’s activity seem to be greener or less harmful.
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reviews.32 Fake comments online are ruinous for online reviews, for crowdsourcing and

the ability to use noise to destroy signals is an ominous problem in every country.

3. Phantom Web Sites. Consumers Federation of America researched 25 web

sites claiming to help the consumer find the best price for life insurance. Ten

were disguised sites operated by an insurance firm and (surprise!) each site

referred the customer to its firm. Only seven of the 25 sites succeeded in finding

the low cost quotes. A reasonably sophisticated searcher has a 0.28 chance of

finding the lowest price.

G. TO SIMPLIFY “T” WE NEED MARKET CONDUCT POLICIES

 Forbid deceptive selling practices and ban the highly hazardous services.

 Create a Financial Services Agency to make all sellers tell the truth and not

merely the average and the best sellers. This may include Truth-In-Lending laws,

rules against on-line astroturfing, and many other policies to limit market

misconduct.

 Provide public Consumer Financial Information Centers

South Korea, Hong Kong …

 Require transparency… test documents for readability

 Attack overload with a summary ‘Information Box’ with the key details in the

largest print used in the document or on the website

 License sellers (delist convicted felons)

 Use Redress policies: contract law and class action suits (US); ADR (Japan);

directive (EU)

 Offer after-sales help

 Offer a strong guarantee

 Encourage service standards, especially with public publication of independent

surveys of customer satisfaction.

 Use “Default Options”. We have learned the power of a well thought out default

option of enrolling individuals in savings plans with - the opportunity for opting

out. This is a feature of the “Nudge” and is covered in Richard Thaler’s 2015

book Misbehaving.33 The power of default options was clearly established in

the earliest study where, prior to automatic enrolment (under opt-in) 49% of

32
Canada, Competition Bureau, 2015. Bell Canada reaches agreement with Competition Bureau over

online reviews October 14. At http://www.competitionbureau.gc.ca/eic/site/cb-bc.nsf/eng/03992.html
33

Richard H. Thaler, 2015. Misbehaving: The Making of Behavioral Economics, Norton; New York and
London.
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employees joined – a number that rose to 86% in year one.34 A savings

impact is especially strong when the choice takes place at the optimal time,

thereby overcoming the inertia bias and the present bias. The cost is far less

than general literacy options. The default option is also more powerful than or

the third major policy to encourage savings: tax subsidies for saving. Thaler

reports on a Danish study providing an assessment of “…the relative

contributions of two factors that are combined in these [savings] plans: their

automatic features and the tax break gained by saving in a tax-free account. In

allocating the source of the new savings that comes from these programs, the

authors attribute only 1% of the increase to the tax breaks. The other 99%

comes from the automatic features.”35 The default option is direct and

immediate and can be far more powerful than literacy or educational policies

that might eventually overcome the presency bias.

 Competition Agencies. Market conduct policies belong in an active, open and

fair agency with an agency to set up market framework policies for fair trading.

This includes measures against mergers and monopolies, predatory pricing,

false advertising and other policies harmful to the overall market. Most

countries have agencies to do this, for example: the U.S. Fair Trade

Commission, the Fair Trade Commission of Korea, Japan Fair Trade

Commission, etc. The competition agency in each country has a duty to frame

market conduct online as well as in the traditional market. As noted above, In

October of 2015, Canada’s Competition Bureau collected a $1.25 million

(US$ 1 million) fine for planting fake online reviews.36

H. CANADA’S EXPERIENCE WITH AN INSTITUTION TO FRAME THE

FINANCIAL INCENTIVE SYSTEM

The Financial Consumer Agency of Canada (FCAC),37 the independent agency

has an explicit consumer mandate and has made progress on consumer education and

a start on model codes of conduct. The time line for the creation of the FCAC is

interesting because it gave Canada the institution before the worldwide financial crisis in

2008. In the 1990s, two presentations I made to Parliamentary and Senate Committees

as a consumer advocate (then, for the Consumers Association of Canada) pointed out

34
The study was conducted by Brigitte Madrian and Dennis F. Shea (QJE 2001). See Thaler, 2015 p.

315.
35

Thaler, 2015; p 320.
36

Canada, Competition Bureau, 2015. Bell Canada reaches agreement with Competition Bureau over
online reviews October 14. At http://www.competitionbureau.gc.ca/eic/site/cb-bc.nsf/eng/03992.html
37

With a staff of 49 persons, the FCA can significantly improve the odds that institutions comply with
existing federal consumer protection provisions. http://www.fcac-acfc.gc.ca/eng/about/default.asp
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the remarkable ineptitude of the major risk-rating agencies. They downgraded financial

institutions only after failure or regulatory decisions.

In December of 1996 Canada’s Minister of Finance, Paul Martin set up a major

national inquiry into Canada’s Financial Services Sector. The first Chair of the Enquiry

had a focus on industry goals and did not have consumer research as a main objective.

I was one who objected to the plan to overlook those who are supposed to benefit from

the sector’s services. I assumed that my advice to a Parliamentary Committee and to

the Task Force fell on stony ground. Consumers had a little luck: Finance Minister

Martin replaced the first Chair – who resigned for unknown reasons.

In a chance encounter, I was urged by Jim Peterson, the Chair of Parliamentary

Committee on Finance Trade and Economic Affairs, to make my argument to the new

incoming Chair of the Task Force, Harold MacKay where I would get a completely

different reception. I asked to meet Harold MacKay. On his second day in office I

appeared with a group of consumer specialists, again asking that consumer research be

a central component of the mission. Within ten days I received a phone call in my

University Office asking me to serve with chief Director of Research, John Chant, as

supervisor for consumer research. This resulted in basic research on the transparency

of Canadian financial documents, redress policies, practices in the sector, and surveys

of consumer research on best practice financial policies in the European Union, and

seven other countries including the US, Australia and Canada.

The research revealed some bright spots, but dreadful performance with

incomprehensible Canadian documents, general weakness in - or absence of - redress

policies, and a visible lag behind best practices in other comparable countries. Findings

were published in two volumes in September 1998.38 The Task Force did a masterful

job of summarizing its main findings of all of its work in 124 recommendations, including

11 specifically in a consumer section where he recommended creating a Financial

Consumer Agency of Canada. There were many other recommendations crucial for

consumer and market success in the list of 124.

Soon after the Report came out, I met the Minister in a different role when he
consulted consumer advocates from NGOs. During the discussion, he asked for the
name of someone who is a policy expert on financial consumer issues. I specified
Jeanne Hogarth who let me know a few days later, how surprised she was to have in
her Washington office, four members of Canada’s Ministry of Finance. The Financial

38
1998. Consumers in the Financial Services Sector, Volume 1: Principles, Practice and

Policy - the Canadian Experience, (Editor and Contributor) pp. 267; Volume 2 (Editor): Consumers in
the Financial Services Sector: International Experience, Research Papers for the Task Force on the
Future of the Canadian Financial Services Sector. Ottawa. ISBN 0-662-27146-7 and ISBN
0-662-27147 -http://finservtaskforce.fin.gc.ca/research/recherch.htm
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Consumer Agency of Canada received the Governor-General’s Assent, June 14, 2001,
opened October 24, 2001 with Bill Knight as first Commissioner.

Assessing the FCAC

Can we be sure the FCAC had its anticipated effect reframing the incentive

structure? Early on, convincing evidence came from the industry itself. A Decima

Research survey of stakeholders and partners found that while only 41% of

respondents rated the agency ‘excellent’ or ‘good’ (out of four choices) on market

conduct and consumer protection, fully 73% of the institutions being regulated reported

that they had made changes to policies and procedures because of the FCAC’s actions

and decisions.39 That is quite an impact, and timely too, given the developing world

crisis. Significantly, most of the larger institutions had made changes in the first five

years of FCAC’s operation.

A follow-up study was made by Harris-Decima in 2014 and again, financial

institutions reported making changes in response to Canada’s FCAC. The Report

states “The majority of compliance stakeholders have made policy changes on some

scale because of FCAC’s decisions. One-third (36%) of compliance stakeholders have

made significant changes while about half (53%) have made moderate changes; one in

ten have made no changes.”40 Compliance officers at the FCAC report further progress

on plain language, much improved self-reporting and expertise / specialization in the

agency that improved the working relationship with financial firms while also facilitating

selection of the most general or important issues needing attention.41

The FCAC does not formally “review new products for safety and require

modification of dangerous products” as Elizabeth Warren later proposed for the U.S.,42

but the very presence of the FCAC matters. On her point, though, the first

39 Decima Research, 2007. FCAC Stakeholder and Partner Research (Final Report), Financial
Consumer Agency of Canada; pages 12 and 19. http://www.fcac-
acfc.gc.ca/eng/Publications/SurveyStudy/Misc/PDFs/2007SurSPR-eng.pdf

40
Harris-Decima, 2014. Public Opinion Research to Assist in Understanding Stakeholder Knowledge

and Perceptions of the Financial Consumer Agency of Canada Prepared for: Financial Consumer Agency
of Canada, Final Research Report March 4; p. 24

41
Interviews held in October, 2015.

42
Product Safety Regulation as a Model for Financial Services Regulation Elizabeth Warren The Journal

of Consumer Affairs; Fall 2008; 42, 3; 452-60.
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Commissioner, William Knight, argued “…in today’s world, measures to protect

consumers must be considered at the planning stage of product development.”43

It would be a big stretch to give Canada’s FCAC full credit for Canada’s success

in avoiding the worldwide financial crisis of 2007-08, but FCAC framing helped with the

twin goals of transparency and at consumer education.44 The FCAC site greatly lowers

the search cost – the time and effort – of a consumer with features like a mortgage

calculator or comparisons of costs of a myriad of credit cards. After the financial

meltdown some countries followed Canada’s FCAC model.”45

South Korea’s Financial Supervisory Service (FSS) dates from 1999 with

gradually increasing focus on market conduct. By its own reckoning, the crisis of 2008

was an awakening eventually leading to “…an era of consumer protection” dating from

2013 to the present.46 Indeed, by 2013, “The FSS comes up with 114 new terms that

were difficult for financial consumers to understand.” Also in 2013, the Journal of

Financial Regulation and Supervision was initiated.

In the US, a Goliath lobbying program by the industry on one side, and a David-

like coalition known as the Americans for Financial Reform on the other, battled each

other to the creation of the Consumer Financial Protection Bureau, authorized in 2010

and brought into being in July of 2011.47 The CFPB has a budget of more than $600

million to carry out its duties. Its first goal is to “Prevent financial harm to consumers

while promoting good practices that benefit them.”

43
“On Consumers, Market Conduct and Compliance.” Address to the 2005 Conference of the Canadian

Payments Association, St. John’s, Newfoundland; June 16; p.2. He also argues that in a rapidly changing
marketplace, market conduct regulation is a dynamic concept.
44

In the US, mortgages could be made at 100% of a property’s current value. Canada’s mortgages are
government-insured at 80% of current value - though increments of 5% more can be purchased at market
insurance rates. Heavy lobbying for 100% backing by Canada was underway with the pressure coming
from the very US firms who were busy in the US packaging the worst mortgage-backed securities. The
worldwide crisis intervened before the lobbying could succeed.
45

Irish Prime Minister Brian Cowan stated that Ireland “would build on best international practice similar
to the Canadian model and will provide a seamless powerful organization with independent responsibility.
It will have new powers for ensuring the financial health, stability and supervision of the banking and
financial sector." “Mr. Cowen said a Financial Services Consumer Agency will be created by merging the
existing consumer directorate of the Financial Regulator and the Office of the Financial Services
Ombudsman. Taoiseach (Prime Minister) Brian Cowen, as reported by Fionnan Sheahan in the Belfast
Telegraph, Monday, 2 March 2009. http://www.belfasttelegraph.co.uk/news/local-national/ accessed
March 2, 2009. Other OECD countries have successful versions of this assistance, and many are trying
to make their sites easier to find. http://www.fcac-acfc.gc.ca/
46

Financial Supervisory Service, 2015 “Timeline of Financial Market History”;
http://english.fss.or.kr/fss/en/eabu/his/history_5.jsp
47

The struggle for reform is ably documented in a highly readably book by Larry Kirsch and Robert N.
Mayer 2013; Financial Justice: The People’s Campaign to stop Lender’s AbusePraeger, ABC-CLIO, LLC
Santa Barbara, Denver and Oxford.
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The US Initiative for Financial Literacy started in 2003 and headed by the

Treasury Department which co-ordinates efforts of no fewer than 19 federal agencies.48

One core component of this Initiative is studies of different methods of measuring

financial literacy and efforts to facilitate literacy policies that make a real difference.

Especially promising are studies where behavioral change is the objective to be

measured.

I. A SIGNIFICANT ROLE FOR INDEPENDENT TESTING AGENCIES

The major independent testing organizations can create a protocol to test

financial products. The independent agencies like Consumer Reports

Consumentengids Que Choisir or Which? Occasionally offer science-based

assessments of banking, insurance and other services. For financial services, the

best example in the world is the testing magazine Finanztest in Germany, operating as

a relative of Stiftung Warentest, an independent testing organization in place since

1991. Germany’s Finanztest rates banks and financial institutions just as other

magazines rate cars, though it used mystery shoppers when co-operation is not

present. Even while the testing begins there is often an improvement in market

conduct or in offerings as firms rethink their practices. This testing improves the

quality of exports: Finanztest is intended to improve the world market share of German

financial institutions. Independent testing can be done, and has been highly effective

in improving transparency and the reliability of investment advice.

J. CONSUMER EMPOWERMENT

A close study of ‘perceived control’ as a reason why consumers fail will lead one
to special respect for ‘empowerment’ policies. These include market conduct measures,
financial literacy and many more strategies. Much can be learned from the major study
of consumer empowerment conducted by the European Commission. The appraisal of
evidence is based on a careful statistical study with a sample size greater than 57,000
consumers in 29 countries. Surveying began in 2011 and results were published in
2013 as the Consumer Empowerment Index. Countries are ranked according to
consumer success and best practices. On the measures used, Norway is recognized
as undisputed leader.49

48
US Department of the Treasury (2009-09-09). "Financial Literacy and Education Commission". Official

website. US Department of the Treasury.
49

European Commission, 2011. The Consumer Empowerment Index; JRC Scientific and Technical
Reports; Michela Nardo, Massimo Loi, Rossana Rosati , Anna Manca; EUR 24791 EN; p.52.
http://ec.europa.eu/consumers/consumer_empowerment/docs/JRC_report_consumer_empowerment_en.
pdf
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Why does Norway stand out as the leader among 29 countries included in the
study? Success is mainly a result of commitment to consistent, long-term policies
building consumer empowerment. Consumer education has been taught in schools for
more than five decades – clear support for financial literacy policies. However, Norway
has a Consumer Council, much like a consumer NGO, established by statute, and
financed by the public, and it is the real consumer movement in Norway. Further, the
country has had – since 1939 - a national consumer research institute (SIFO)
responsible for developing research expertise in the consumer interest. Important too:
Norway has had a highly-respected Consumer Ombudsman as part of a redress system
that functions so well that few cases go to court. Eivind Sto, past Director of SIFO,
believes the exceptional success with redress is a result of these “well-functioning
consumer organisations and not so much by individual competence.50

What can we make of the obvious success of a country that has spent 75 years
building consumer institutions to provide the right incentives to the market? First of all,
the set of institutions is too difficult to copy. However, it indicates that countries are
making a big step forward by creating a consumer-oriented Financial Services
Commission. A public body like the FCAC or the CFPB or a similar agency can bring
the three essential components to financial markets: financial literacy policies, market
conduct incentives and research.

Consumer economics has made much progress in the century since Wesley
Clair Mitchell pointed out the formidable problems with complexity and search skill.
However, the work seems to escape the attention of researchers using a model that is
too perfect to have much policy applicability. If the book by Akerlof and Shiller can allow
the mainstream economists to see why consumer economics matters, progress with
meaningful consumer policies can be made more briskly.

~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~

APPENDIX 1

Online Lending as an Innovation

Most online lenders make an arrangement to have payments automatically deducted from the customer’s
regular bank.51 This increases the lender’s chance of repayment and decreases risk for an online lender.
However, some abuse has been identified by courts. In this early phase, loans are being repackaged
and sold off in a manner very similar to what was done for mortgaged-backed securities. The sharp
increase in lending by online banks has seen traditional banks engage in partnerships with the innovators
or engage in takeovers, activity that snuffs out de novo competition. Consumer groups have four
reservations about market incentives affecting new entrants.

52
Small firms seek even higher

50
Personal view of Eivind Sto, former Director of Research of Norway’s national consumer research

center, SIFO, during discussions in December, 2014 and January, 2015.
51

2015. Michael Corkery, “Pitfalls for the Unwary Borrower out on the Frontiers of Banking”; New York
Times DEALBOOK; September 13. http://www.nytimes.com/2015/09/14/business/dealbook/pitfalls-for-
the-unwary-borrower-out-on-the-frontiers-of-banking.html?ref=topics

52
A summary of consumer reservations is available from the US Public Interest Research Group (PIRG):

• Americans for Financial Reform explains concerns about “skin in the game.”
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transparency and have concerns about the privacy of data supplied to (impersonal) online lenders.
53

Traditional banks argue that online banks do not need to obey capital requirements. In July, 2015, the
U.S. Treasury began an assessment by asking for comments about online lending.

54

The largest firm in online lending is Lending Club, started in San Francisco by Renaud Laplanche in 2008.
It finances consumer loans worth US$ 4.4billion (by 2014) when it entered the small business loan market
with instant success. I have heard Mr. Laplanche explain that the golden opportunity to provide an online
solution to consumers was provided by the unconscionably high interest rates banks charge on credit
cards. He stated it is exceptionally easy to beat rates as high as 18 to 28%. The case for entering small
business loans is just as attractive. Small loans, handled the traditional way, do not meet the profit
targets big banks seek. A U.S. Federal Reserve Study found that small companies spend an average of
24 hours applying for loans at traditional banks. The customer experience rate is low because of the
hassle-cost and because the success rate is only 33% receive the amount sought (56% obtain lower
amounts). Canadian and Australian banks are only slightly less bureaucratic but oligopoly members seek
an even higher profit from the time-consuming process.

The competition for customer satisfaction of small borrowers lines up as follows:

1. Big Bank; High time-cost providing information and low probability of success,

2. Cash-Advance firms (akin to payday lenders): faster service at a very steep cost,

3. Credit card borrowing at 18 or 19% (a method often used, even by small businesses),

4. Online matching of borrowers and lenders (the new form of “disintermediation”).

Current lending to small firms is in the $2b to $3b – meaning Renaud Laplanche is correct in saying that
his firm, Online Lending, is a very tiny player in a huge market. The investment in big data by online firms
may well pay off but success is not certain.

~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~

APPENDIX 2

• The Center for Responsible Lending emphasizes consumer protection, including the need for online
lenders to comply with state laws.

• The National Consumer Law Center emphasizes consumer protection, including concerns about
shoddy underwriting and about the mandatory or default use of preauthorized electronic payments, in
violation of the letter or spirit of the Electronic Fund Transfer Act.

• The Woodstock Institute also emphasizes a variety of consumer protection and fair lending issues,
including the need for government to protect small businesses from unfair lending practices.

Source: 2015. U.S. PIRG & center for Digital Democracy, “Comments to U.S. Treasury Department on
Online Marketplace Lending” October 5. http://www.uspirg.org/reports/usp/comments-us-treasury-
department-online-marketplace-lending

53
2015. Barbara J. Lipman and Ann Marie Wiersch, “Alternative Lending through the Eyes of “Mom &

Pop” Small-Business Owners: Findings from Online Focus Groups A Special Report of the Federal
Reserve Bank of Cleveland August 25.
file:///C:/Users/Bob/Downloads/sr%2020150825%20alternative%20lending%20mom%20and%20pop%20
small%20business%20owners%20pdf.pdf

54
2015. U.S. Department of the Treasury, “Treasury Issues Request for Information on online

marketplace lenders and expanding access to credit” http://www.treasury.gov/press-center/press-
releases/Pages/jl0116.aspx
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Market Conduct Malpractices Contributing to the 2008 Worldwide

Meltdown of the Financial Sector

The number of inappropriate selling practices for financial services is remarkably high. In 2003, Sir
Howard Davies, outgoing Chairman of the UK’s Financial Services Authority gave an assessment that
now seems prescient “The biggest disappointment of my time at the FSA has been the failure of firms,
and particularly their senior management, to learn the lessons of past mis-selling.”

55
Four per cent of all

mortgages in the U.S. are now in foreclosure and the delinquency rate for subprime mortgages is more
than 41 percent.

56
There are a number of strategies ranging from the fraudulent, to the shady, to

legitimate methods. Many of these take advantage of inadequacies in regulations.

List of Mis-selling Practices

1. Inappropriate Credit Rating of Home Buyers. Purchasers were often asked to self-report their

incomes without any confirmation by underwriters. On other occasions information was left blank, to

be filled in by the seller. A Florida court awarded 36 months of imprisonment to a principal of

Bayview Financial for changing credit information on 2800 loans that were packaged into mortgage-

backed securities that sold for 4.1 billion dollars.
57

The value of a portfolio of Mortgage-Backed

Securities was routinely overstated by careless or fraudulent statements about the creditworthiness of

the persons taking out mortgages. Some borrowers were complicit in this practice. Serious harm is

imposed on those suffering foreclosure, on all home-owners, and on asset holders.

2. Liar Loans. Low- documentation mortgages may have started as a risky service some borrowers

wanted. The product was soon stretched into no-documentation loans that were so frequently

abused by sellers they became widely known as liar loans. One version of the low-documentation

loan was called a stated income/stated asset (SISA) loan: the incomes and assets are “stated” on

the mortgage application, usually without documentation. Loans were often worth more than 95

percent of a home’s appraised value and required no documentation of a borrower’s income.58 A

second version was known as a no income/no asset (Nina) loan: no income nor asset is given on

the mortgage application. Ninja loans were to borrowers with no income, no job and no asset.

Unscrupulous borrowers and lenders took advantage of this opportunity (singly or jointly) to write up

mortgages of unconscionably low quality.

3. Teaser Rates and Adjustable Rate Mortgages (ARMs). Mortgage resets at three years

(sometimes one year) are based on risks that are unknowable by consumers or by experts. Any

55
http://www.fsa.gov.uk/Pages/Library/Communication/Speeches/2003/SP141.shtml

This sharp reminder is reprinted in The Economist March 19, 2009.
http://www.economist.com/research/articlesBySubject/displayStory.cfm?story_id=13343131&subjectID=3
48885&fsrc=nwl&mode=comment&intent=readBottom
56

Equifax Inc. credit bureau reports that the U.S. rate of delinquencies for subprime mortgages is more
than 41 percent. Reuters, 21/9/09 http://www.reuters.com/article/newsOne/idUSTRE58K29E20090921
The U.S. Mortgage Brokers Association found that 4.30 percent of home loans were in the foreclosure
process at the end of June 2009. http://www.mbaa.org/NewsandMedia/PressCenter/70050.htm From
October 1, 2009, regulation Z of the U.S. Truth in Lending Act requires lenders to check credit and to
assess ability to repay. See http://www.federalreserve.gov/newsevents/press/bcreg/20080714a.htm

57
Offenses took place from 2004 to 2006. US District Court of Southern Florida; 82071-4; May 11, 2009.

http://www.mortgagefraudblog.com/index.php/weblog/permalink/mortgage_securitizer_sentenced_for_alt
ering_credit_on_mortgage_loans/
58

Countrywide “…waited to Feb. 23 [2007] to stop peddling another risky product, loans that were worth
more than 95 percent of a home’s appraised value and required no documentation of a borrower’s
income.” “Inside the Countrywide Lending Spree” New York Times, 26 August 2007.
http://www.nytimes.com/2007/08/26/business/yourmoney/26country.html?_r=1&pagewanted=2
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promise to “refinance” was either hollow or dangerous. Attorneys General in Illinois, Florida,

Connecticut, West Virginia, and California have taken Countrywide Financial to court for deceptive

practices relating to the overall cost to homeowners who bought ARMs. The documents were

“fraught with inaccuracies” according to one salesman now cooperating with the FBI.
59

Analysis from

within Countrywide concludes that “…the concept of the Adjustable Rate Mortgage (ARM) was the

most powerful catalyst for disaster” and the “single biggest trigger of this crisis”.
60

Some 15 firms are

being investigated for selling practices and for misrepresenting the risk attached to resulting portfolios

of Mortgage-Backed Securities.

4. Obscure Pay-Options. Consumers are frequently unable to calculate the risk attached to Pay-

Option mortgages. A wide number of options exist, and most choices have reassuring names.

Sometimes the amount to be repaid was based on an index, often the London Interbank Offered

Rate (LIBOR) plus a margin the lender requires. There are many other options: One can pay only

the interest, miss payments, and face a mortgage that increases month by month. It is unlikely that

home buyers understood the LIBOR, even in cases where the seller tried to be helpful. In many

cases, the business plan for these mortgages was based on explicit insouciance with respect to the

customer’s ability to maintain payments. Sellers received rewards for dubious mortgages their firms

planned to offload as soon as the sale was made, to shift the high risks to securitizers.
61

5. Excessive Complexity. Excessive product differentiation, difficult language, long and complicated

contracts, terms that are one-sided, a high noise to signal ratio, and information overload all increase

the consumer’s search cost. Financial services are especially problematic. Analysis of 131 Canadian

contracts in 1998 in 16 financial services revealed major challenges. For example, the average credit

card application in Canada, measured on the Flesch-Kinkaid score, required a consumer to have

grade 16 understanding in the English version (N=7), while the French contract (N=5) required grade

19. The same analysis included three U.S. credit card applications finding that contracts were

readable by consumers who have completed grade eleven.62 Firms operating in Florida – which has

a readability law – will use a contract that meets the grade eleven readability standard. Over the

years, the U.S. Federal Reserve Bank has produced model contracts that have been appraised as

“best practice.”
63

However, the gains have been eroded by longer and longer contracts. The one

page U.S. credit card application is now thirty pages long.
64

Economic principles explain the

existence of deliberate confusion calculated to conceal defects (an exceptionally high noise to signal

59
Glen R. Simpson; “Loan Data Focus of Probe,” Wall Street Journal, March 11, 2008;

http://www.interthinx.com/pdf/WSJ_CW_3112008.pdf
60

Adam Michaelson, 2009. The Foreclosure of America, Berkley Books, New York, p.323. “It is time for
our government to take this dangerous financial toy away from us.”
61

In the SEC’s press release on charges of investment fraud by Countrywide Financial CEO, Angelo
Mozilo, the SEC “… alleged that Mozilo believed that the risk was so high that he repeatedly urged that
Countrywide sell its entire portfolio of Pay-Option loans.” United States Securities and Exchange
Commission, June 4, 2009. http://www.sec.gov/news/press/2009/2009-129.htm
62

Judith A. Colbert, Helene Carty and Paul Beam, 1998. “Practice: Assessing Financial Documents for
Readability,” in Robert R. Kerton (ed.); Consumers in the Financial Services Sector, Volume 1:
Principles, Practice and Policy - the Canadian Experience, pp. 31-205; ISBN 0-662-27146-7; tables
IV.2 AND IV.3: pp. 198-99.
63

James L. Brown; Ibid, Vol. 2 International Experience, P.174. The process makes use of contributions
from partners and from technical experts.
64

“In the early 1980s, the typical credit card contract was a page long; by the early 2000s, that contract
had grown to more than thirty pages of incomprehensible text.” Elizabeth Warren 1998; citing Mitchell
Pacelle, 2004. “Fine Print: Growing Profit Source for Banks: Fees from Riskiest Card Holders.” Wall
Street Journal, July 12, p. 1.
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ratio).
65

A 1993 Directive of the European Union makes it unconscionable to create contracts whose

terms can be changed without the advance permission of the other party. In the U.S., the 1989 Home

Equity Consumer Protection Act made one-sided changes illegal. Problems persist.
66

Compelling

evidence of the impact of information overload, particularly based on experience in Germany, shows

that many consumers lose the ability to distinguish pertinent information from noise.
67

Thus the high

potential payoff from a public policy that provides the essential characteristics of a service as well as

accurate information.

6 Arbitrary and / or Hidden Fees. Reciprocal commissions and trailer fees are rarely ever explained

to the consumer. Some financial institutions provide expensive “overdraft protection” without notice -

or as negative option plans - to credit-worthy customers (about two thirds of all customers). In 2006

more than 70% of the $1.97 billion in NSF fees in the U.S. were from debit cards and about half of the

revenue came from unannounced fees.
68

An illustration from the 2008 FDIC Report calculates the

annual cost of an overdraft charge to a median consumer: “Assuming a $27 overdraft fee (the survey

median), a customer repaying a $20 POS/debit overdraft in two weeks would incur an APR of 3,520

percent.” Quebec consumers recently won a class action suit against all major banks in Canada on

the basis that international credit card transactions contained an unannounced transfer fee of up to

2.2% of purchases.
69

7. Bubble-Pricing of Homes. Excess supply is a common feature of a bubble. In the classic case

(known as the hog cycle), price responds precipitously to oversupply. If there are information lags,

those who recognize the bubble first sell at the bubble price. The winners are those with lower

search cost (professionals with expertise) while the losers – those with high search costs (little

experience) - include individual buyers. The recent crisis was severe enough to catch professionals

65
Health insurance policies are extremely difficult to understand. A former head of corporate

communications of Cigna, one of the largest health insurance firms in the U.S., testified before the Senate
Commerce Committee that “…the industry deliberately confuses its customers by making it hard to obtain
information about its practices and issuing incomprehensible documents.” “Insurance Company
Schemes,” Editorial in the New York Times, 29 June, 2009. Profit from the price discrimination deployed
under this strategy is explained in Stephen Salop, 1977; “The Noisy Monopolist: Imperfect Information,
Price Dispersion and Price Discrimination, Review of Economic Studies, 44 (3) pp. 393-406.
66

See the Submission of the Consumer Law Centre Victoria to the Standing Committee of Officials of
Consumer Affairs Working Party on Unfair Contract Terms Unfair Contract Terms, 2004 at
http://www.consumeraction.org.au/downloads/DL97.pdf In July of 2009 Canada’s TD Waterhouse
advised customers it is (unilaterally) changing its account agreement so the firm can offset any positive
balance anywhere among its affiliate companies against any debt “…and we are not required to first give
you any notice.” TD document 529305 (0509).
67

Andreas Oehler and Daniel Kohlert, 2009. “Financial Advice Giving and Taking – Where are the
Market’s Self-healing Powers and a Functioning Legal Framework When We Need Them?” Journal of
Consumer Policy 32; pp. 91-116.
68

Federal Deposit Insurance Report: Study of Bank Overdraft Programs, November, 2008; Washington.
Often, financial institutions do not promote their line of credit - a lower source of revenue than debit
overdraft charges. Some financial institutions process payments in an order that maximizes fees rather
than as transactions occur. Further, U.S. consumers complain that debit transactions and deposits are
not handled in the timely fashion consumers but in a pattern that seems related to maximizing NSF fees
in a revenue-harvesting program. See, for example, Chimicles & Tikellis, 2009. “US Bank, NA Overdraft
Fees Litigation,” http://chimicles.com/case/us-bank-na-overdraft-fees
69 One example cited notes that “Amex didn't inform card users about the commission, let alone tell them
the rate. The company simply converted the charge on credit cards to Canadian dollars using an
exchange rate that it unilaterally chose.” Sue Montgomery, Canwest News Service, 2009. “Quebec court
orders banks to pay back credit card fees: Charges accrued on purchases made in foreign currency.”
Friday, June 12. http://www2.canada.com/topics/news/story.html?id=1688464 The Quebec Superior
Court ordered restitution of approximately US$ 180 million.
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off guard. When routine speculation leads builders to create too many new homes, one (negative)

innovation designed to hand off the excess supply is called “Builder Bailout,” a scheme which

masquerades as an investor program to have participants buy shares in housing developments on

the promise of profits. A simple version uses official appraisals of prices that will be unrealistic in the

post-bubble market. A more complex version uses “straw buyers” (a proxy buyer who has a sound

credit record). Alternatively, investors are misrepresented as buyers to mortgage firms. Large losses

can be suffered by the secondary lenders who are certain to see a high rate of foreclosure. Further

harm is done to neighbouring properties because innocent home owners are affected by the price

decrease once foreclosures begin. One example before the courts affected 200 to 350 houses in

several expanding communities in Minnesota where it operated under the names Maine Estates,

Expert Mortgage, and Vista Mortgage.
70

8. Aggressive Selling Incentives. Many systems were devised to reward the quantity of loans made -

without regard to quality. The industry leader was Countrywide Financial which grew to be a giant

this way. Some employees saw the problem but felt the low level of their corporate status meant they

could not correct the system. Some employees left the firm. However, firms were always able to find

other workers to sell inappropriate low-quality mortgages. Considerable attention has recently been

given to the inappropriate incentive system rewarding executives for short term accounting profits

rather than longer term success of the firm. The impact of misaligned selling incentives on product

quality deserves scrutiny too.
71

Poor quality mortgages have had devastating consequences to home

owners.

9. Principal-Agent Obscurity. The purchase of financial services usually comes with a huge challenge:

advice is urgently needed but the quality of advisors is often unknown. Credentials are absent or

difficult to assess, so a lemons outcome is likely. In addition, there is a principal-agent problem

confused by incentive conflicts. "Consumers are not generally aware of conflicts-of-interest

questions."72 Often the consumer believes the advisor is his or her own agent, and the seller has no

incentive to make things clear. This misperception might be corrected by requiring the counsellor to

state, at the start, the source and amount of all payments that will be received, including trailer fees,

target performance level bonuses and other inducements.

10. Unfit Sellers Convicted financial felons, in most countries, are not permitted to sell financial

services. Often, the licensing rule requires that agents selling financial products or advice be “fit,

willing and able.” “Fit” normally means that the seller has not demonstrated that he or she is

untrustworthy (does not have a criminal record). In many mortgage markets the licensing process

was visibly defective. “Convicted bank robber Charlton Hildreth left prison, applied for a mortgage

license from Tennessee and was accepted … while Toran Hampton, with a criminal record that is

pages long, received his license while on probation for bank fraud.”
73

11. Piggyback Loans A “piggyback loan is a financing arrangement where a home is purchased using

more than one mortgage from two or more lenders, usually with the first mortgage for 80% and a

70
Rachel Dollar in Mortgage Blog at

http://www.mortgagefraudblog.com/index.php/weblog/permalink/minnesota_man_fined_22m_for_builder_
bailout_scheme/
71 Not all product failures are equal. The consequence of poor quality in the financial sector quality is
much more important than the failure of towels or paper clips.
72

Weiss Ratings, Inc. 1995 (March). Performance Review of Insurance Rating Agencies, Palm Beach
Gardens, Florida; p. 46. "Unfortunately, in their zeal to close a sale, some agents and financial planners
will often downplay the risk level, sometimes withholding critical information." p. 46.
73

Channel 5 News, Nashville, May 8, 2009;
http://www.newschannel5.com/Global/story.asp?S=10331560&nav=menu374_1 The same report states:
“A recent Miami Herald Investigation found more than 10,000 convicted criminals in the mortgage industry
in Florida.”
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second mortgage taking the coverage to 100%. With zero as a down payment, the second mortgage

required a very high rate. This is sensible risk-sharing on the lending side but borrowers clearly

miscalculated. Some were not sufficiently aware of contracts carrying a clause for a “balloon

payment” (usually higher than the regular monthly amount) at the end of a term.
74

12. Product Tying. Product tying occurs when a financial institution offers two or more products as a

bundle. Once a consumer arranges a mortgage, the seller will offer life insurance on the loan. The

obstacles to customer mobility are the high costs of switching from one seller to another. Some of

this is inevitable because the current institution has good information on one’s payment practices

while a new institution needs to collect it, and this takes a lot of effort by the firm and by the borrower.

If a consumer does spend the time to secure a better offer, the frequent practice by the first seller is

to match the market price. The insurance may have restrictions or, more likely, have a high price. In

practice, it is difficult to leave the office to get the better offer. An outcome long-recognized in

consumer economics, points out that a dominant firm (including one with an inferior product) can

generate “noise” to prevent a consumer from finding a superior offering.
75

The noise may be from

(excessive) spending on advertising, for example, and it raises the cost of consumer search.

Consumers with special skills have low search costs and find the quality they want at the best price.

The seller makes extra profit from consumers who have high search costs, are unable to overcome

the noise, and end up paying a higher price. One way this takes place in financial services is through

excessive product proliferation. Credit cards provide an example: each type of card has different

components. With so many options, the noise from slightly differentiated products makes it extremely

difficult for anyone to make appropriate comparisons.

13. Credit Repair Deception. After the passage of the Credit Repair Organization Act of 1997 (CROA) a

flood of firms entered credit counseling industry. At its worst, counselors allowed debtors to believe

fees were being used to reimburse creditors when the money was really going to related parties or

retained as profits.
76

This is a classic case of a lemons market because the indebted consumer

cannot tell a high quality counseling firm from a harmful operation collecting fees for no useful help.

Firms ran afoul of tax laws by claiming charitable status and at one point the Internal Revenue

Service revoked the tax-exempt status of 41 large firms accounting for 40 percent of the $1 billion

counseling industry.
77

Thousands are still affected by deception. In the U.K., the Office of Fair

Trading now warns of dangers from firms offering to help consumers “…'sell' their debts [because]

74 “Inside the Countrywide Lending Spree” New York Times, 26 August 2007.
http://www.nytimes.com/2007/08/26/business/yourmoney/26country.html?_r=1&pagewanted=2
75

This is done so long as the marginal return from the strategy exceeds its marginal cost. See,
Salop, S., 1977. “The Noisy Monopolist: Imperfect Information, Price Dispersion and Price
Discrimination, Review of Economic Studies, 44 (3) October, pp. 393-406.
75

Some cooperation began in the 1990s but the ICN was founded in 2001 by 14 national agencies. The
evidence is that the ICN met an urgently felt need because it has grown to include 102 agencies today.
The 2008 Conference had attendance of more than 500 people from more than 70 jurisdictions. The
public interest NGO specialising in competition policy is the International Network of Civil Society
Organisations on Competition (INCSOC) 2008. http://www.incsoc.net/
76 A good review of problems in the U.S. and Canada is in Amanda Tait and Esteban Uribe, 2007. Credit
Counselling: A Way Forward; Prepared by the Public Interest Advocacy Centre (PIAC) for the Financial
Consumer Agency of Canada, Ottawa. In 2008 “The FTC awarded a total of $12.7 million to about
287,000 former AmeriDebt customers who qualified for redress as part of the settlement.”
http://thinkdebtrelief.com/debt-relief-blog/money-news/final-guilty-plea-ends-ftc-lawsuit-against-fraudulent-
consumer-credit-counseling-companies/
77

The Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 attempted to lessen
deceptive promises. http://www.msnbc.msn.com/id/12805515/
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they will still be liable for their original repayment obligations as well as losing the money they paid for

this false service.”
78

14. Home Mortgage Rescue Scams. The foreclosure crisis provided incentives for hundreds – more

likely thousands – of new firms promising to assist homeowners in distress. Legitimate firms are

important. However, the lemons problem has been severe: anxious consumers cannot tell which

operators offer quality assistance and which are deceptive; so a huge number of shady operators

thrive. In previous decades the market supplied financial advisors of quality levels ranging from

excellent through to poor, and there was always a fringe of dishonest operators. The housing bubble

provided a burst of activity in the lemon market and the crisis has seen explosive growth in Fake

Counsellor Scams and a wider variety of deceptions. One version, the Phantom Paperwork Scam,

targets an upfront fee, often from $1000 to $8000, for pretending to take care of refinancing. Often

this comes with a valueless “money back guarantee.” Frequently, home owners are told to stop

making mortgage payments to pay the fee, an action that worsens their already severe credit

challenge. A current version of the fake-counsellor scam operates under the Accelerated Loan

Modification Program, thriving in the publicity of legitimate refinancing operations. Bailout Sell and

Stay Scams use deception to transfer all or some of the asset to a third party while making impossible

promises that the consumer can buy back the home later, under better terms. This second version of

an Accelerated Loan Modification is not limited to a fee, it targets the asset itself. In July of 2009 the

US Federal Trade Commission announced “Operation Loan Lies, a coordinated national law

enforcement effort to crack down on mortgage modification scams.”
79
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