Berkeley Center for Law, Business and the Economy
UC Berkeley School of Law

Witness: Todd Zywicki, George Mason University Foundation Professor of Law, Mercatus
Center Senior Scholar

Hearing: Banking Industry Perspectives on Obama Administration’s Regulatory Reform
Proposal

Date: July 15, 2009

Link: http://www.house.gov/apps/list/hearing/financialsvcs_dem/zywicki.pdf

Summary

Zywicki focuses on the proposal for a Consumer Financial Protection Agency (CFPA), which he
vehemently opposes. He believes that this proposal is wrongly based on a belief that consumers
do not understand their mortgages. He believes that the proposal will have unintended
consequences and could lead to bureaucratic inconsistency.

“Misguided Paternalism”
The proposal for the CFPA assumes that a cause of the financial crisis is consumers’ inability to
understand their mortgages.
e Inreality, adjustable rate mortgages are a long-standing component of consumer lending.
e Consumers who defaulted were rationally responding to market incentives created by the
Fed’s interest rates.
e Foreclosures can also be caused by the interaction of some mortgages with the legal
environment.
e The vast regional differences in foreclosure rates indicate that there is something more
than the consumer’s lack of understanding of mortgages affecting the markets.
e Zywicki is concerned that the “plain vanilla” product requirements could diminish
competition and innovation.

Unintended Consequences
e The proposal would ban prepayment penalties, which have been proven to be
economically efficient.
e Banning prepayment penalties could lead to more refinancing and equity depletion,
increasing foreclosures.
e The proposal would ban the “yield-spread premium”~ for mortgage brokers, but
restrictions on mortgage brokers can reduce competition and lead to more foreclosures.
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Bureaucratic Inconsistency
e The CFPA would separate consumer protection from safety and soundness regulations,
which could create a conflict between the two.
e The CFPA’s standards are unrealistic.

! According to Zywicki, the yield-spread premium is the difference between the wholesale cost and retail cost of
funds.

% The claim that restrictions on mortgage brokers can increase foreclosures is supported by empirical evidence in:
Morris M. Kleiner & Richard. M. Todd, Mortgage Broker Regulations That Matter: Analyzing Earnings,
Employment, and Outcomes for Consumers (working paper Nov. 2008).
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e Zywicki suggests that Congress expand the FTC’s authority to include consumer
protection issues, rather than creating a new bureaucracy.
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