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One of the common elements of the regulatory reform proposals being crafted by the House and Senate 
is that both propose to create a Consumer Financial Protection Agency (CFPA). Although there has been 
concerted opposition to the creation of a new bureaucracy, there is certainly some logic to the idea of 
consolidating existing consumer protection functions in one agency. Currently, responsibility for consumer 
protection is scattered across several existing regulatory bodies, and as a consequence the task has 
fallen between the cracks. Authority for enforcement is in the hands of at least 11 agencies. Each one has 
responsibility for only a subgroup of financial firms, and their mandates partly conflict. Among the 
agencies, the Federal Trade Commission (FTC) is unique in having consumer protection on the list of its 
primary mandates. 

There can be no doubt that many consumers have been battered by bad decisions that they made about 
mortgages, credit card debt, auto loans and so on. And there is no doubt that some of these bad 
decisions were driven by unscrupulous business practices and that alarms should have been raised 
about certain lending practices that drove the increase in household leverage.  

Our recent experience raises a legitimate and interesting question--what exactly is the role of the 
government in protecting people from their own bad decisions? It is important to bear in mind that for 30 
years we have been in the midst of a major social transformation in which responsibility for risk 
management has shifted to individuals. In the past, the government and employers often made financial 
decisions for households, for example by providing health insurance, defined benefit retirement plans and 
social security; now households are on their own more than ever. We can't just shrug off the problem 
because if many individuals make bad financial decisions, it creates a negative externality. 

Many of the most important decisions consumers make in their lifetimes involve financial products: a 
mortgage to purchase a home, a loan to purchase an automobile, credit to make a large durable 
purchase, investments for retirement and insurance to keep one's family secure. All of these financial 
products have become increasingly complex over time and there is a much wider range of product 
options offered by different providers, making decision-making more complicated. Consumers need to be 
financially literate in order to make well-informed choices about such complex products. A growing body 
of evidence suggests that many consumers lack the knowledge they need to evaluate and make 
decisions about financial instruments. 

So, what should we do and how should the CFPA address this? We don't want a CFPA that limits 
innovation in financial products--it shouldn't be modeled after the FDA, which requires that products be 
safe and effective before being allowed into the marketplace. We certainly want the CFPA to monitor 
abusive practices and raise warnings when they occur. Although as I noted in an earlier column, lobbyists 
have been hard at work limiting the impact of the CFPA. One result is that House bill H.R. 3126 exempts 
all of the following entities from regulation by the CFPA: automobile dealers who provide financing; any 
person regulated by the Securities and Exchange Commission; any person regulated by a state 
insurance regulator; smaller banks and credit unions (those with $10 billion or less in assets); brokers and 
agents for mortgage, title and credit insurance; real estate brokers and agents; attorneys; and most 
retailers. The Senate proposal has fewer carve-outs but does exclude from CFPA regulation small banks 
and credit unions, merchants, retailers and other nonfinancial institutions that extend credit to consumers.  
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That suggests that the most important role for a CFPA may be to increase the public's financial literacy. 
The level of financial knowledge among U.S. households is shockingly low, and that fact is at odds with 
the trend of shifting risk management to households. 

How bad is it? Two economists, Annamaria Lusardi and Olivia Mitchell, have been studying financial 
literacy and the effectiveness of efforts to promote it for many years. The results are not at all 
encouraging. To take just a few of their examples, they asked the following questions of a representative 
sample of Americans over the age of fifty: 

1. Suppose you had $100 in a savings account and the interest rate was 2% per year. After five years 
how much do you think you would have in the account if you left the money to grow: more than $102, 
exactly $102, less than $102?  

2. Imagine that the interest rate on your savings account was 1% per year and inflation was 2% per year. 
After one year would you be able to buy more than, exactly the same as or less than today with the 
money in this account?  

3. Do you think that the following statement is true or false? "Buying a single company stock usually 
provides a safer return than a stock mutual fund." 

Only 50% of respondents were able to answer the first two questions correctly and less than a third were 
able to answer all three. In a related study less than 18% of people surveyed were able to answer a 
simple two-period compound interest problem. This is pretty discouraging. Not surprisingly the extent of 
financial illiteracy differs with education, gender, race and age. Most efforts to improve financial literacy 
are not effective. 

So what is to be done? One view is that we can improve welfare through the judicious choice of "default" 
options. For example, in the choice of mortgages or consumer credit plans, the default option could 
require financial service providers to include a "plain vanilla" product in their menu. This offering should 
be easy to understand even for the inexperienced customer. It would also serve as a point of reference in 
comparison to other products. Default options have to be prudently chosen, since consumers, especially 
those who are inexperienced, are likely to refrain from active choices.  

There are a lot of unanswered questions about default options. Sweden, Mexico and Chile have 
accumulated experience with the use of default investment portfolios in retirement plans. So far the 
evidence suggests that the choice of default option can have a tremendous effect on retirement savings, 
but not always to good effect.  

Clearly the best way to protect consumers is to educate them. As a society we don't seem to have figured 
out how to do that. It's time we did. 

Thomas F. Cooley, the Paganelli-Bull professor of economics and the former dean of the NYU Stern 
School of Business, writes a weekly column for Forbes. 
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