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Introduction

Why take out a mortgage you can’t afford??2 Why
borrow money for college from a private lender when
lower-cost federal loans are readily available?> Why buy
an iPad or iPhone with a loan from a payday lender
who charges interest in the triple digits?* For that mat-
ter, why incur debt at all for such items as the latest
iteration of the iPad or iPhone when the version you
already have still works?

The traditional view of corporate law asserts that
the corporation serves society through its satisfaction of
consumers’ revealed preferences, which in turn dictate
the most efficient allocation of resources contributed
by corporate investors, workers, and managers. Social
psychology has long taught, however, and legal analysts
sometimes now concede, that revealed preference is
an unreliable guide to social welfare. Human beings
have cognitive limits that routinely may be exploited
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in a variety of ways, including the methods in which
decisions are framed. The recognition that there are
easily manipulable bounds on rationality, self-interest,
and free will severely weaken corporate law’s familiar
claims: if corporations are creating the very preferences
they satisty, the foxes are not only guarding the hen
houses, they are running the farm.

Unsurprisingly, US corporations have been paying
psychologists and other social scientists for decades
and have relied on their insights in devising products
and marketing strategies. The result is a marketplace
in which a variety of unnecessary and sometimes even
harmful products jostle for position before the eyes of
a population struggling to make ends (sometimes those
of their belts) meet. In some instances, these products
are tangible consumption items. In others, they are the
financial vehicles that facilitate consumption.

Still, the problem of bounded consumer rationality
continues to be viewed as a matter for external regula-
tion rather than as a reason for rethinking some of the
givens of corporate governance. This article attempts
to explain why the creation of the Consumer Financial
Protection Bureau (CFPB) by the Dodd-Frank Wall
Street Reform and Consumer Protection Act of 2010>
provides an opportunity to revisit the characteriza-
tion of bounded consumer rationality as a problem
purely extrinsic to corporate law. The punch line is
that the CFPB has both broad regulatory and general
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educational mandates that could justify a variety of
reforms. Among other powers, it possesses the author-
ity to prevent unfair, deceptive, or abusive acts or
practices directed at financial consumers. As discussed
in this article, the terms “unfair” and “deceptive”
previously were used in legislative directives to other
regulatory authorities and have a fairly well-developed
jurisprudence largely focused on timely and accurate
disclosure. The term “abusive” is less well-understood,
however, and has been declared “puzzling” by the
CFPB’s new head.® Although it easily might be the
case that the CFPB’s power to prevent abusive prac-
tices extends to the regulation of financial products on
their merits—at least vis a vis some types of consum-
ers—this article makes a more limited claim. That claim
is that the CFPB should consider adopting a process
pursuant to which the providers of at least some finan-
cial products and services could be certified as subscrib-
ing to corporate decisionmaking practices designed to
be less injurious to consumer interests than the usual
shareholder primacy model historically has dictated.
One of these practices would involve calling on the
directors of companies providing financial products to
declare their individual opinions about the advisability
of those products for consumers in certain identified
circumstances. At the least, this measure would provide
consumers with useful information. At best, it might
influence the actual design of some of the products

offered.

Although direct federal tinkering in corporate gov-
ernance has long been troubling in some quarters, the
proposal advanced is disclosure-based and thus fits fairly
neatly into the limited, but expanding, role claimed by
the federal government in recent years. The first task of
this article is to provide a brief overview of the custom-
ary separation of corporate governance and external
regulation as well as of the traditional limitations on the
federal role as it relates to the former.

Corporate Law v. “Other”

The concept of corporate law generally includes
the laws significant to the formation or maintenance
of the relationships among traditionally recognized
corporate stakeholders as well as the laws prevent-
ing at least some of those stakeholders from incurring
liability to those outside the corporation. It does not,
however, cover subjects such as collective bargaining
or consumer protection simply because, as a matter

of tradition, employees and consumers are not char-
acterized as stakeholders.” Laws relating to pollution
control, wildlife preservation, and cruelty to animals
are excluded for the same reason. This begs the ques-
tion of whether employees, consumers, trees, polar
bears, or test animals should be recognized as corporate
stakeholders as a normative matter, but as a descriptive
matter it is clear that they are not.

One consequence of the balkanization of legal sub-
ject matters is that arguable contradictions arise. For
example, the late 20th and early 21st centuries have
seen both legislative and popular explosions of inter-
est in limits on liability for the owners of businesses as
well as for their managers. Thus, the development and
utilization of new forms of limited liability entities has
been matched with limits on the fiduciary duties of
partners in partnerships and members of limited liabil-
ity companies, and the directors of corporations have
been protected by statutes and provisions in articles of
incorporation exculpating them from monetary liability
for a variety of defalcations.® What have not matched
are developments in a number of laws having signifi-
cance for the liability of the enterprises themselves. At
the state level, these include a wide range of consumer
protection devices, such as plain language laws, man-
datory cooling-off periods, and prohibition of various
substantive contractual terms. At the federal level, they
most recently include the provisions of Dodd-Frank.

The power to regulate interstate commerce is noto-
riously broad, and few would find nationwide protec-
tion of consumer interests particularly controversial,
much less beyond the power of the federal government
to adopt. Federal intervention in corporate governance
traditionally has struck a different chord. Although
the prevailing view appears to be that even compre-
hensive federalization of corporate law would be legal,?
there has been extended expostulation at every federal
incursion into the territory.!? Opposition to federal
involvement in internal corporate affairs partly is justi-
fied by enthusiasm for state authority as a general mat-
ter as well as by the argument that state competition for
corporate charters will both provide would-be incor-
porators with choices and lead to the development of
more efficient corporate rules.!! As discussed in this
article, the relatively new school of cultural cognition
teaches that reasoned debate is unlikely to resolve what
basically are political questions; instead, progress must
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be based on solutions that appeal to multiple and com-
peting worldviews. In light of this wisdom, this article
stops short of calling for any full-fledged federal attempt
to turn consumers into corporate stakeholders. Rather,
it works within the framework of more standard con-
sumer protection devices.

The Consumer Financial Protection
Bureau

Title X of the Dodd-Frank Act vested the CFPB
with the responsibility for regulating consumer
financial products—or, as President Obama also put
it, “looking out for people...as they interact with the
financial system.”!2 According to Section 1021 of
the new legislation, the CFPB is to “implement and,
where applicable, enforce federal consumer finan-
cial law consistently for the purpose of ensuring that
all consumers have access to markets for consumer
financial products and services and that markets for
consumer financial products and services are fair,
transparent, and competitive.”13 In furtherance of this
mandate, many preexisting federal laws relating to the
protection of financial consumers were brought under
CFPB jurisdiction;!* in addition, the CFPB was given
broad authority to prevent unfair, deceptive, or abu-
sive acts or practices in connection with any transac-
tion with a consumer for a consumer financial product
or service.!> The CFPB is to engage in supervision
of many providers of financial products or services to
determine both compliance with relevant law and the
amount of risk posed by such providers to consumers;
subject to certain limits on size, depository and nonde-
pository providers alike are within CFPB supervisory
authority.!6 Supervision entails both requiring reports
and conducting examinations. The CFPB is expected
to conduct regular examinations of regulated enti-
ties and is empowered to conduct reviews of single
or multiple entities focusing on particular issues of
concern.!'” It is specifically authorized to collect and
make public information from covered persons.'8 A
“covered person” is a provider of consumer financial
goods or services, but the term also includes affili-
ates acting as service providers to such persons.!? An
“affiliate” is any person who controls, is controlled by,
or is under common control with another person.20

Legislative Grants of Authority
As noted, the CFPB received a grant of author-
ity with respect to unfair, deceptive, or abusive acts

and practices (sometimes referred to as UDAAP).
The precise language permits the CFPB “to prevent
a covered person or service provider from commit-
ting or engaging in an unfair, deceptive, or abusive
act or practice under federal law in connection with
any transaction with a consumer for a consumer finan-
cial product or service, or the offering of a consumer
financial product or service.”?! The terms “unfair” and
“deceptive” derived from preexisting and oft-exercised
powers possessed by other authorities, including the
FTC,22 the Federal Reserve Board, the Office of
Thrift Supervision, and the National Credit Union
Administration.23 The term “deceptive” evidently was
believed to be well-enough understood so as to require
no legislative gloss. Section 1031(c) does, however,
carefully place limits on the CFPB’s ability to define an
act or practice as unfair:

(1) IN GENERAL—The Bureau shall have no
authority under this section to declare an act or
practice in connection with a transaction with
a consumer for a consumer financial product or
service, or the offering of a consumer financial
product or service, to be unlawful on the grounds
that such act or practice is unfair, unless the
Bureau has a reasonable basis to conclude that—
(A) the act or practice causes or is likely to cause
substantial injury to consumers which is not
reasonably avoidable by consumers; and

(B) such substantial injury is not outweighed by
countervailing benefits to consumers or to
competition.

(2) CONSIDERATION OF PUBLIC POLICIES—
In determining whether an act or practice is
unfair, the Bureau may consider established pub-
lic policies as evidence to be considered with all
other evidence. Such public policy considerations
may not serve as a primary basis for such deter-
mination.?*

Section 1031(d) expresses the Congressional view
that the concept of “abusive” also should be subject to
constraint:

The Bureau shall have no authority under this sec-
tion to declare an act or practice abusive in con-
nection with the provision of a consumer financial
product or service, unless the act or practice—

Volume 32 * Number || ¢ November 2013

Copyright 2013 CCH Incorporated. All rights reserved.

Banking & Financial Services Policy Report * 3



(1) materially interferes with the ability of a con-
sumer to understand a term or condition of a
consumer financial product or service; or

(2) takes unreasonable advantage of—

(A) a lack of understanding on the part of the
consumer of the material risks, costs, or con-
ditions of the product or service;

(B) the inability of the consumer to protect the
interests of the consumer in selecting or using
a consumer financial product or service; or

(C) the reasonable reliance by the consumer on a
covered person to act in the interests of the
consumer.2>

Even given this constraint, it would appear that
Congress believed that it was accomplishing something
by granting the CFPB the authority to prevent abusive
acts and practices in addition to those that are unfair or
deceptive. Exactly what that something was is a little
less obvious. One would think, after all, that interfering
with understanding would be deceptive and that taking
unreasonable advantage of consumers would be unfair.
The intended contribution of the new term may be
informed, however, by an understanding of the tradi-
tional (and continuing) constructions of the older terms.

The CFPB’s Manual and the History
of Abusive Acts and Practices

In late 2011, the CFPB published an online Supervision
and Examination Manual (labeled Version 1.0 to reflect
expectation of ongoing change).26 Part Two of the man-
ual is titled “Examination Procedures” and is divided
into subparts dealing with examinations for compli-
ance with each of the various laws within the CFPB’s
jurisdiction, such as the Truth in Lending Act and the
Fair Credit Reporting Act. One of the subparts bears
the heading “Unfair, Deceptive or Abusive Acts or
Practices” and contains a quantity of useful information
straightforwardly borrowed from the FTC’s jurispru-
dence on what constitutes either an unfair or a deceptive
act or practice. There is, however, nothing with respect
to abusive acts or practices other than the statutory lan-
guage previously quoted and a caution that “[a]lthough
abusive acts also may be unfair or deceptive, examiners
should be aware that the legal standards for abusive,
unfair, and deceptive each are separate.”

The statutory definition of unfair acts or practices
requires that consumers not be reasonably able to avoid

substantial injury. According to the FTC’s inherited
interpretation set out in the manual, the inquiry into
whether injury from an act or practice is reasonably
avoidable turns on whether the act or practice hinders
a consumer’s decisionmaking or interferes with his
or her ability to take action. The manual states that
“InJormally the marketplace is self-correcting; it is gov-
erned by consumer choice and the ability of individual
consumers to make their own private decisions without
regulatory intervention.” Nonetheless, “[i]f material
information...is modified after, or withheld until after,
the consumer has committed to purchasing the prod-
uct” the not-reasonably-avoidable test will be satisfied.
The manual also takes the position that injury is not
reasonably avoidable in instances of transactions occur-
ring without the consumer’s knowledge or consent. It
cautions, however, that “[a] key question is not whether
a consumer could have made a better choice. Rather,
the question is whether an act or practice hinders a
consumer’s decision-making.” Although this articula-
tion might seem to limit the concept of unfairness to
instances of inadequate disclosure, the manual does
also state that transactions that are coerced are unfair.
In addition, and very importantly, “if almost all market
participants engage in a practice, a consumer’s incen-
tive to search elsewhere for better terms is reduced, and
the practice may not be reasonably avoidable.” The
examples provided of unfair practices all are drawn from
FTC jurisprudence and include refusing to release a
lien after a mortgage is fully paid, reducing credit limits
without notice, and assisting in processing unauthorized
checks. Although the manual tends to frame its analysis
of the examples by positing that if consumers had been
told that these things would occur they could have cho-
sen difterently, the earlier references to coercion and to
industrywide practice do suggest that lack of disclosure is
not the only thing that is unfair.

As noted previously, the Dodd-Frank Act did
not define deceptive acts or practices. The manual,
however, endorses and extensively discusses the FTC
approach to determining when an act or practice is
deceptive. The baseline test is as follows:

A representation, omission, act, or practice is
deceptive when

(1) The representation, omission, act, or practice mis-
leads or is likely to mislead the consumer,
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(2) The consumer’s interpretation of the representa-
tion, omission, act, or practice is reasonable under
the circumstances, and

(3) The misleading representation, omission, act, or
practice is material.

Much of the additional interpretation provided is a
matter of common sense, but several points are worth
noting. One of these is that intent to deceive is not
necessary for deception to exist. Another is that claims
made with knowledge that they are false are presumed
to be material, as are all express claims with respect to
a financial product or service. Moreover, evaluations
of whether statements or omissions are deceptive are
to be contextual and require adopting the perspec-
tive of the target audience (such as older US citizens,
young people, or financially distressed consumers). In
addition, it is not necessary that a majority of consum-
ers in the target class would be misled; a significant
minority will suffice. The examples of deceptive acts
or practices drawn from FTC enforcement actions
include such matters as the use of unreadable fine
print in television ads and in general suggest that there
is latitude for interpretations in this area to be quite
consumer-friendly.

Although nothing helpful in defining “abusive”
acts and practices is to be found in the manual, there
is a history on the subject. Thus, in 1994, Congress
enacted the Home Ownership and Equity Protection
Act (HOEPA) as an amendment to the Truth in
Lending Act.2” HOEPA regularly is described, both in
popular accounts and by various government authori-
ties, as responding to abusive lending practices.?8 It
specifically prohibited (presumably because they are
abusive) a number of practices in connection with
specified high-cost loans, such as prepayment penalties
and negative amortization. It also empowered the FTC
to prohibit acts or practices in connection with “refi-
nancing of mortgage loans that it finds to be associated
with abusive lending practices, or that are otherwise
not in the interest of the borrower.”2° Nonetheless,
the term “abusive” was not defined and has never been
well understood.3¢

As originally introduced in the House of
Representatives, the Dodd-Frank Act limited the
CFPB’s authority to regulate abusive acts and practices
as follows:

The Director and the Agency may determine that
an act or practice is abusive only if the Director
finds that—

(A) the act or practice is reasonably likely to result
in a consumer’s inability to understand the terms
and conditions of a financial product or service
or to protect their own interests in selecting or
using a financial product or service; and

(B) the widespread use of the act or practice is rea-
sonably likely to contribute to instability and
greater risk in the financial system.3!

The systemic risk test called for by Part (B) is nota-
bly absent from the provision substituted by the Senate
and ultimately enacted. Moreover, the final version
expands the prerogative of the CFPB from the power
to prohibit acts resulting in inability to understand
terms or to protect one’s own interests to the power
to prohibit interference with the ability to understand
terms and to prohibit taking unreasonable advantage of
a lack of understanding, an inability to self-protect, or
reasonable reliance upon a covered person. This change
seems to be substantive rather than mere wordsmithing.
Most clearly, the CFPB has been given the authority
to regulate abuse of trust. More subtly, its ability to
prevent acts that result in—that is, create—an inability
to understand or self-protect has expanded to include
prevention of acts that take advantage of conditions
that evidently may preexist. This apparently consti-
tutes a statutory acknowledgment that not all financial
consumers start out as perfectly rational and able to
self-protect.

In addition to making use of the term “abusive” in
its grant of authority to the CFPB, the Dodd-Frank
Act used the term in describing the purpose of a pro-
vision dealing with the ability to repay a mortgage.
Thus, in connection with a safe harbor established
for a particular type of qualified mortgage, Section
1639c¢(a)(2) states that it is intended “‘to assure that
consumers are offered and receive residential mortgage
loans on terms that reasonably reflect their ability-to-
repay the loans and that are understandable and not
unfair, deceptive, or abusive.”32 This appears to be
supplemental evidence that consumers’ preexisting
conditions—such as ability to repay—can be abused
notwithstanding their ability to understand what is
happening to them.
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The statutory use of “abusive” was complemented
by some amount of on-the-record muttering by
Congressional witnesses and statement-making mem-
bers. For example, “high fees, incentives for brokers
that are harmful to borrowers, and lenders steer-
ing consumers to products that are more costly than
necessary” were described as “abusive practices,”33 as
was “sell[ing] somebody a reverse mortgage and then
becom|ing] his or her investment adviser.”3* On the
other hand, at least one member expressed opposition
to the Act on the ground that certain terms, includ-
ing “abusive,”
seems to be shared by the CFPB’s new director who, as
noted previously, has declared the CFPB’s power with
respect to abusive acts and practices “puzzling.” He
went on to say that he did not see it as a weapon that
would see frequent use; instead, “[fJor something to be
an abusive practice it would have to be a pretty outra-
geous practice.”3¢ According to at least some observers,
this perspective means “it is unlikely that the CFPB will
be pushing the reach of ‘abusive’ practices in the near
future.”3’

were undefined.3> This lack of comfort

In any event, even without its authority to pre-
vent unfair, deceptive, or abusive acts and practices
(UDAAP), the CFPB’s ability to require reports, to
examine financial providers, to assess risk to consum-
ers, and to collect and make public information from
covered persons probably would suffice to legally justify
the type of proposal raised previously and fleshed out
in the following sections. Given its UDAAP powers,
however, such a proposal would seem beyond legal
challenge. The power to prevent providers from tak-
ing unreasonable advantage of preexisting conditions
well might sustain outright bans on supplying certain
products to particular types of consumers and certainly
would support either voluntary or mandated recom-
mendations with respect to product advisability. If, as
is proposed, providers of financial services merely are
encouraged to self-identify as subscribing to best prac-
tices, including as relates to product recommendations,
consumers’ choices presumably would be enhanced,
thus addressing the traditional concern that industry-
wide practices unfairly limit those choices. Moreover,
the additional information provided by the directors of
electing providers38 with respect to their views on the
advisability of certain products would enhance consum-
ers’ understanding, thus reducing the possibility that
they might be deceived.

Legality aside, the next task of this article is to make
the case that the proposal is justified as a matter of practi-
cal reality.

The Rational Consumer

The law and economics school of legal analysis posits
that the corporation is a “nexus of contracts” among
capital providers, managers, employees, and others—
including consumers—conducting themselves in a
manner that is rationally self-interested.3? Adherents of
this school,
regard this account as normative, as well as descriptive.
Thus, even though it really cannot be claimed that no
legal actor ever behaves irrationally, corporate law is
said to operate more efficiently if the possibility of irra-
tionality is not just theoretically minimized but indeed
is ignored.

sometimes known as ‘“‘contractarians,”’

In contrast to the contractarians are the “legal deci-
sion theorists”—scholars who advocate the behavioral
analysis of law.40 These theorists have sought to apply
the insights of social psychology and related fields toward
the goal of developing a realistic account of how deci-
sions are made in contexts relevant to law and lawmak-
ing. In evaluating the operation of financial markets
and profitmaking entities, they frequently have decried
assumptions about the rationality of the relevant actors.
They have criticized the ability of many such actors to
act in accordance with procedural norms of rationality
(e.g., consistency and assimilation of new information),
focusing on the predictable cognitive heuristics that per-
mit humans to make decisions and identify their own
preferences in light of limits on time, information, and
actual ability. Legal decision theorists thus have con-
cluded that “human decisionmaking processes are prone
to nonrational, yet systematic, tendencies,” resulting
in “bounds” on rationality and free will that routinely
should be anticipated.*!

Although decisionmaking may be systematically non-
rational, legal decision theorists do not claim that lack of
rationality occurs uniformly across all populations and in
all situations. For example, there is evidence supporting
the proposition that education is correlated with better
decisionmaking.*? Specifically, in the context of select-
ing mortgage brokers, it appears that better educated
consumers pay far less for their loans.*3 There also is
evidence of quality variance dependent on the decision-
maker’s accountability to others.
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The prospect of intersubject variation does not, how-
ever, undercut the insight that many individuals make
nonrational decisions in entirely foreseeable ways. One
of these has to do with the tendency to respond pre-
dictably to the manner in which a decision is framed.
It has, for example, been fairly well established that
decisionmaking is affected by whether an outcome
is described in terms of achieving a gain or of avoid-
ing a loss—with decisionmakers generally considering
the latter to be more important.> Similarly, there is a
clearly revealed bias in favor of remaining with the sta-
tus quo. This means, for example, that if a savings plan
is designed as one that affirmatively must be selected,
there will be significantly less participation than if it is
a plan in which participation is the default. Legal deci-
sion theorists also have made the claim that many indi-
viduals do not test hypotheses in logical fashion, instead
preferentially soliciting confirming evidence and simply
failing to perceive disconfirming evidence.*® Relatedly,
they have identified a confirmation bias “in accordance
with which exposure to a competing position will not
dislodge and may even strengthen the antecedently held
position.”*7

It is fairly easy to see how providers of consumer
goods or services can and do appeal to these and other
heuristics. Professors Hanson and Kysar have described
this type of activity in the context of a call for changes
in prevailing schemes for product liability.*® Although
Professors Hanson and Kysar do not primarily deal
with financial products, their findings can easily be
extrapolated: there is no particular reason to believe
that consumers faced with puzzling financial products*’
would be capable of, or inclined toward, more rational
behavior than would be the case in selecting among
tangible product offerings. In fact, studies conducted
by academics in the fields of finance and marketing
well document the irrationality of financial consumers,
noting, for example, the often-exploited tendency to
round down from, say, $399 to $300, rather than to
round up to $4005Y and the tendency to rely on eco-
nomically irrelevant historic performance measures in
making investment decisions.>! Concomitantly, there
is an extensive literature dealing with the most effec-
tive methods of marketing financial products.52 This
literature notes many examples of decisionmaking
tendencies that are available for exploitation, detail-
ing, for example, ways in which impulsivity can be
increased.

Legal decision theory sometimes is viewed as the
product of a group of scholars practicing “law and
behavioral economics.”>3 This group has both noted the
importance of the various phenomena identified previ-
ously and written broadly on various corporate law sub-
jects; its possible views on the proposal in this article are
discussed in more detail in a later section. There is, how-
ever, another recent school making interesting contribu-
tions to legal decision theory that are highly relevant to
matters of consumer choice. “Critical realists” identify
shortcomings in law and behavioral economics, advanc-
ing the argument that any conversation about rationality,
bounded or otherwise, underestimates the importance of
situational influence on behavior.>* Systematic failure to
attend to situation is said to promote “dispositionist dis-
course” in which purported “common sense” prompts
attribution of behavior to individual “disposition,” or
choice, rather than to such realities as biologic response
to manipulated products and environments.>> In illus-
trating their views, critical realists make quite a convinc-
ing case that it is situational manipulation, rather than
poor personal choices, that has led to Americans’ obesity
epidemic.>® Although not yet extending their insights to
the financial transactions that facilitate consumption—
whether of Big Macs, shelter, or other items—there is no
reason to believe that such an extension would be inapt.

The Significance of Role
and Accountability

In addition to a number of other nonrational tenden-
cies identified by legal decision theorists is one related to
the willingness to respond to role assignment by engag-
ing in conduct that is expected rather than responsive
to individual taste.57 In this regard, studies have assessed
and demonstrated participants’ willingness to administer
increasingly painful electric shocks as part of a “teach-
ing” experiment. Over time, the willingness to follow
the directions of the experimenter, notwithstanding
cries of pain from the putative subjects, appears con-
stant at 61 percent—66 percent.>8 Somewhat similarly,
in the famous “Stanford prison” experiment, randomly
assigned “prison guards” rapidly became abusive and the
randomly assigned “prisoners” just as quickly became
dysfunctionally depressed.>® It may be a bit of a stretch,
but not entirely far-fetched, to find an analogy here for
corporate law. If the majority of individuals are willing
to cause physical pain in accordance with the perceived
demands of a role they have voluntarily assumed, might
they not be just as willing, when acting as directors or
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other managers, to inflict financial pain on consumers
in accordance with the perceived demands of corporate
role?

As noted previously, accountability to others tends to
improve the quality of decisionmaking. One would gen-
erally anticipate this result, insofar as the decisionmaker
might be expected to take more care and avoid self-
interest more thoroughly than otherwise would be the
case. Accountability researchers have suggested, however,
that “self-critical and effortful thinking” are most likely
the areas in which a decisionmaker feels he or she will
be accountable to an audience with an interest in process
rather than in specific outcomes.®” When the views of the
audience on outcomes are either known or thought to be
known, decisionmaking processes often will be truncated
and existing biases will be amplified.

This is not particularly good news in the case of cor-
porate directors. It seems fairly obvious that, by reason
of the business judgment rule®! as well as statutes and
provisions in articles of incorporation holding directors
financially harmless, there is no serious legal accountabil-
ity for the outcome of their actions—or, within reason,
for the shoddiness of the procedures through which
those actions are taken.2 As a practical matter, however,
directors are accountable to markets, with their account-
ability outcome “scores” flashing on the scoreboards of
financial statements and stock price. It should be no sur-
prise when they rather consistently conduct themselves
so as to see those scores increase. Similarly, it should be
no surprise when the judgments they make do little, if
anything, to voluntarily protect consumers.

A Best Practices Proposal

This article takes seriously the possibility that finan-
cial consumers are subject to limits on rationality and
that many of them, because of predictable heuristics
or situational pressures, may not make the choices that
strict economic analysis might predict. It also takes the
position that it risks little, if any, harm to acknowledge
that corporations are capable of exploiting this probable
reality, that corporate decisionmakers are encouraged to
believe they are duty-bound to engage in such exploita-
tion, and that they act accordingly. It is the task of the
remainder of the article to persuade that it would do no
harm to counter this tendency, and to do so in a manner
that can be justified simply as providing consumers with
additional information.

Professor Gregory Mitchell has written of de-biasing
reforms to be employed in behavior research. His sug-
gestions include “asking or directing experimental sub-
jects to consider alternative or opposing arguments,” and
“asking experimental subjects to explain their choices.”03
This article proposes that these reforms be employed in
the case of corporate directors making decisions relevant
to the exploitation of financial consumers. It hardly
seems draconian or even particularly burdensome to
encourage directors to be specifically mindful of the sub-
ject of exploitation and to explain their thinking in this
regard. The expected benefits would include increased
and highly relevant information for consumers as well
as some possible impact on the actual products offered.

The basic idea is that the CFPB fairly easily could
adopt a process for certifying providers of financial prod-
ucts and services as subscribing to corporate decisionmak-
ing practices designed to be less injurious to consumer
interests than the usual shareholder primacy model his-
torically has dictated. Most important, corporate directors
of companies electing certification would be called upon
to familiarize themselves with their companies’ offerings,
to certify their own understanding of those offerings, and
to declare their individual opinions about the advisabil-
ity of those products for consumers in certain identified
circumstances. Misrepresentation of opinion would, pre-
sumably, be sanctionable as a deceptive practice.

Admittedly, calling on board members to familiarize
themselves with all of their companies’ offerings and
to certify their understanding of those offerings might
result in a reduction in the overall number of products
offered. To anyone who suspects that obfuscation may
be one of the reasons for product proliferation this is not
a bad thing. Moreover, those who were paying attention
during the recent financial crisis will recall that rampant
failure by both providers and purchasers to understand
the attributes of certain financial products was a recipe for
disaster.o* Very possibly, if a product is too complicated
to be understood by the average board member, it sim-
ply should not be sold. Of a piece, if the entire slate of
product offerings is too expansive for any one director to
grasp, perhaps no is really adequately minding the store.%3

As a practical matter, identifying financial consumers’
circumstances—or generating meaningful classifications
for them—would present challenges. On the other hand,
at least a few easy cases would exist. For example, should
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anyone ever take a payday loan for a nonessential item
if he or she cannot expect to pay it back on payday?
Should anyone ever take out a loan at a triple-digit inter-
est rate if a loan on better terms is available elsewhere?
Should any student who needs to borrow for his or her
education ever take out a private loan before exhaust-
ing lower-cost federal options? Should anyone ever take
out a mortgage in an amount highly correlated with
defaults by borrowers with similar earnings levels? One
can imagine, then, a regime in which directors would
be prompted to answer questions such as the following:

1. With respect to short-term loans intended to be
repaid out of the borrowers next paycheck: In
which circumstances should this loan be considered?
[ Presumably nondeceptive answer: Only if the borrower is
extremely confident that his or her next paycheck will be
adequate to repay the loan and its carrying costs as well as
provide for continuing living expenses so that no additional
borrowing or extension of the term will be necessary.]

2. With respect to loans bearing interest rates in excess of
those likely to be available from alternative lenders: In
which circumstances should this loan be considered?
[ Presumably nondeceptive answer: Never.|

3. With respect to private student loans: In which cir-
cumstances should this loan be considered? [ Presumably
nondeceptive answer: Only after all lower-cost federal options
have been exhausted.]

4. With respect to mortgage loans in the amount of $X:
In which circumstances should this loan be consid-
ered? [Presumably nondeceptive answer: A mortgage loan
in the amount of $X should not be considered by prospective
borrowers with annual income below $Y.]

Possible Perspectives

The contractarians described earlier in this article
characterize the best or most efficient corporate law as
providing the set of default contract rules most likely
to minimize transaction costs. These rules generally
reflect the assumption that corporate managers—
primarily the board of directors—act as fiduciaries for
the shareholders.%¢ Limiting the duties of the board
of directors to serving shareholder interests is thought
to be the single best method of limiting managerial
opportunism and shirking, owing to the relative effi-
ciency of monitoring by a single class of beneficiaries.
The board therefore is regarded as responsible for
maximizing the residual value of the firm remaining
after nonshareholder claimants are satistied. This easily

translates to the conjoined assertions that the goal of
the corporation is to make money for its shareholders
and that the interests of shareholders must be preferred
over those of all others with interests in the firm. The
resulting template for corporate law is, of course,
known as the “shareholder primacy” model. Under
this view, even a modest proposal to encourage the
board of directors to be purposely mindful of interests
other than those of shareholders is controversial: psy-
chological acculturation toward shareholder primacy
manifest through profit maximization is distinctly to
be favored. This means, as a policy matter, that direc-
tors really should be encouraged to exploit consumers
if that will contribute to the corporate bottom line.
Only if public recognition of the practice were to be
likely, and were apt to lead to enough public outcry to
result in boycotts, legal prohibition, or something of
the sort should exploitation voluntarily be avoided.®?

The contractarian approach has been quite dominant
for decades but does face competitors. One of its more
vigorous recent challengers is its close relative, behav-
ioral economics. Behavioral economics, as noted previ-
ously, accepts the insights of social science and utilizes
empirical studies of human behavior in order to reassess
some of the assumptions of the traditional law and eco-
nomics movement.® Its proponents have established to
their own satisfaction that not all economic actors act
in their own-self interest—in some instances because of
altruism, in some because of predictable cognitive heu-
ristics, and in some because of plain old stupidity.

In accepting that economic actors, including share-
holders, sometimes act altruistically,%? behavioral eco-
nomics could be used to formulate a modified iteration of
shareholder primacy. In this version, shareholder welfare
might be examined in terms of what shareholders might
affirmatively desire other than, or in addition to, profit
maximization. In other words, psychic profits could be
counted toward the desired bottom line. Thus, other-
regarding shareholders might prefer less consumer exploi-
tation, even if it led to less profitability. This possibility is
problematic, though, for at least three reasons. The first
is that a number of shareholders are not individuals but
institutions.” The second is the perceived problem of the
commons. If the shareholders of one corporation learn
that it will limit consumer exploitation but believe that
other entities will continue the practice, they are apt to
regard their own sacrifice as pointless. The third is that
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although some shareholders may be other-regarding, it is
by no means clear that all would be. Presumably, it is this
expected diversity of viewpoints that explains why main-
stream corporate America does not, by and large, attempt
to accommodate the possible nonmonetary preferences
of shareholders as to a number of matters.

As noted previously, another of the heuristic phenom-
ena explored by behavioral economics has to do with the
importance of how a decision is framed. This recogni-
tion has prompted some of the school’s adherents to
propose an approach known as “libertarian paternalism,”
pursuant to which policy makers may determine which
resolution of an issue generally would be preferable, and
frame decisionmaking contexts accordingly. Although
individuals thus are psychologically encouraged to make
decisions in a particular manner, deviation—or opting
out—is possible. A simple example involves placing fruit
before sugary desserts in school cafeteria lines.”! With
any luck, children then find themselves with scurvy-
fighting oranges on their trays and less room for other
desserts, but those who are “rational” enough to see
through the ploy (say the second time through the line)
are free to skip the fruit and go straight for the cup-
cakes. Given this example, the model does seem a bit
odd, because it contemplates that actors may self-prove
rationality by opting away from the choice urged by pre-
sumably well-informed social planners. In any event, lib-
ertarian paternalism would seem to easily accommodate
a CFPB-sponsored regime in which consumer choices
are framed, in part, by directorial recommendation.

Behavioral economic analysis has spurred the growth
of another approach reacting to the recognition that
humans do not always act in the ways that conventional
law and economics would predict. The “asymmetric
paternalism” school calls for paternalistic intervention
when the benefits to irrational individuals significantly
outweigh the cost to rational individuals of losing the
right of choice.”? This easily would go so far as to permit
the government to dictate outright the frames pursuant
to which products would be marketed, thus protecting
the irrational while still leaving the rational—capable
of avoiding the framing effect—freedom to choose.
Providing a sponsored platform for directorial recom-
mendations certainly also should be acceptable.

Yet another relative of contractarianism is the “team
production” model, which speaks the language of

neoclassical economics but makes somewhat differ-
ent starting assumptions.”? Team production scholars
describe the board of directors as an independent “hier-
arch” mediating among all those with inputs to the
corporation that are “team specific.” In this view, the
proper function of the board is to employ the inputs of
financiers, workers, communities, and others in order to
maximize the value of the firm. Not incidentally, this
requires the board to allocate corporate profits among
all inputting groups in a manner all participants will
tolerate. Although the proponents of the model do not
characterize consumers as having team-specific inputs,
they have acknowledged the board of directors’ ability
to engage in corporate philanthropy’4 and presumably
would find aversion to consumer exploitation an accept-
able motivation for directorial decisionmaking. In fact,
the team production model appears to have sufficient
latitude to permit the board to engage in at least limited
moral decisionmaking—extensive enough, at any rate,
to roughly emulate the non-self-interested conduct of
entrepreneurs.’>

Contractarians do sometimes respond to criticism.
A portion of these responses, being reiterations of basic
law and economics assumptions applied to the examina-
tion of the precise claims of the newer schools, have
generated statements along the lines of the following
(specifically in response to the team production model):
“By vesting shareholders with an exclusive right to a
corporation’s residual, then, the principal-agent model
facilitates adoption of the sort of mechanisms that can
reduce the risk of opportunism and thus minimize the
transaction costs associated with inducing team-specitic
investment.”7¢ This is no more or less than a simple
reassertion of the basic norm of shareholder primacy,
indicating that debate on the subject is at least as much
cultural as it is logical. As discussed immediately below,
sufficiently divergent world views are unlikely to prevail
on one another by means of public reason.

Cultural Cognition

Cultural cognition theory constitutes a relatively
recent recognition of the priority of culture in an indi-
vidual’s assessment of such matters as the validity of facts
and the perception of risk.”7 Pursuant to the theory,
culture or worldview may be usefully classified by
“group” and “grid.” “Group” is a question of whether
one is oriented toward individualism or communitarian-
ism. “Grid” refers to whether one is inclined toward
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hierarchical or egalitarian values. The theory rejects pub-
lic reasoning as a method of resolving intensely polar-
izing issues, instead suggesting a process of “‘expressive
overdeterminism’” to minimize social discord. Expressive
overdeterminism calls for the crafting of solutions that
permit validation of divergent world views. Its pro-
ponents suggest, for example, a resolution of the gun
control debate pursuant to which gun owners registering
their guns are paid bounties for doing so, thus validating
both the safety concerns of those who would prefer gun
control and the autonomy of those who fear loss of the
“right” to bear arms of their choosing.

Although corporate exploitation of financial consum-
ers may not be of sufficiently high profile to qualify as
an intensely polarizing issue, perhaps it would be if sin-
cere attempts were made to outlaw any large number of
financial goods or services simply on the grounds they are
substantively abusive. In any event, the issue obviously is
one as to which divergent world views would come into
play. Individualists and communitarians would be likely
to selectively and differentially perceive the validity of
scientific studies on heuristics and the like. Individualists
might insistently postulate the rationality of consumers
and oppose government intervention on their behalf.
This is particularly true if they also are hierarchists who
regard consumers who lack either financial stability or
perfect rationality as not worthy of protection if they are
not capable of protecting themselves. Communitarians,
on the other hand (particularly those of an egalitarian
bent), might go so far as to prefer outright governmen-
tal limitations on consumer choice if such limitations
would reduce, for example, personal bankruptcies and
economically forced relocations. A solution acceptable
to many necessarily will disappoint some.

That said, cultural cognition does seem to teach that
without cultural agreement, some problems simply
will not be resolved; in fact, there may not even be a
consensus that they exist. It may well be that exploita-
tion of financial consumers falls in this latter category.
Accordingly, those who do see a problem realistically
must circumscribe their attempts to solve it. As to this,
cultural cognition almost certainly has something to
teach. For example, it would be well be to characterize
remedial proposals as simple attempts to redress market
malfunction. Corporate manipulation of the preferences
of financial consumers thus should be described as a type
of market failure rooted in lack of disclosure. That lack

may be redressed by encouraging providers of financial
goods and services to compete on the basis of the dis-
closure that they are willing to provide. Although there
currently is no legal impediment to such competition,
CFPB sponsorship of an appropriate platform (with
concomitant enforcement against disclosures that are
misleading) would seem to be a useful first step in bring-
ing it about.

Conclusion

This article takes the position that financial consumers
cannot be expected to be rational in the strict economic
sense. In light of the complexity and proliferation of
various financial goods and services, as well as limits on
individual time and cognitive ability, consumers inevi-
tably take shortcuts in making decisions. Some of these
decisions then turn out to be wrong—in fact, so very
wrong that it is almost inevitable that the providers of the
goods and services in question foresaw this would be the
case. Still, because many of those providers are corporate
entities, the argument can be made that the individuals
managing the entities were obliged to assist consumers in
cutting their own financial throats. Although the obliga-
tion might not be a legal one, it nonetheless is one that
is psychologically encouraged by market accountability.

The proposal discussed previously is intended to pro-
vide financial consumers with better guidance, at least as
to decisions that are most likely to be truly disastrous,
and to do so in a method that might counter at least a
bit of the psychological pressure on corporate directors
to make decisions in the name of shareholder primacy.
The precise mechanism suggested is to ask directors to
(1) familiarize themselves with the consumer financial
offerings of the firms for which they act and (2) express
(truthful) opinions as to the advisability of those offer-
ings for consumers in particular straits. The platform on
which the mechanism would operate is a best-practice
certification sponsored by the CFPB. Such sponsorship
clearly is within the mandate of the CFPB—so clearly
in fact that some will regard it as quite disappointing.
Attempts to aggressively exercise the full extent of the
CFPB’s authority might, however, result in the type of
intense polarization said by cultural cognitivists to defeat
resolution of any type. The proposal therefore is prag-
matically oriented toward emphasizing that the existing
plight of at least some financial consumers is a failure of
disclosure—one that may be addressed by encouraging
corporations to experiment with competition on the
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basis of their consumer-friendly decisionmaking pro-
cesses and recommendations.
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