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The Consumer Financial Protection 

Agency is the new kid on the block, a 

stranger among many agencies 

regulating financial institutions. The 

new kid has an agreeable name, but 

may turn out to be a bothersome 

nanny or the school bully. 

The CFPA is the brainchild of 

Elizabeth Warren, Harvard law 

professor, author and head of a TARP 

oversight panel. She is obviously 

eager to run the agency and, as a Washington Post article noted, "has received fervent backing 

from consumer advocates, labor unions, academics and scores of Democratic lawmakers. ... If 

Obama doesn't choose her, he risks infuriating his already-agitated liberal supporters." 

Mother Jones added that "progressive groups" like MoveOn.org have "organized petitions and 

endorsement statements on her behalf." 

All this liberal fervor and well-funded agitation looks suspicious. Why do liberals talk, write and 

petition as if it would make such a huge difference if one person rather than another ran this 

supposedly kind and gentle new agency? What do they know that you don't? 

Warren's writing about the mission of the CFPA provides a preview of what she might try to do 

with that agency's capricious power. Her most serious effort to promote a CFPA appeared in a 

rambling 100-page article in the November 2008 Pennsylvania Law Review, "Making Credit 

Safer." Although it was co-authored with Oren Bar-Gill of New York University, it simplifies 

things to refer to it as Warren's paper. 

Her thesis is that "many consumers are uninformed and irrational," so they need to be protected 

from themselves. For example, "over half of all African-American and Hispanic borrowers" 

suffer from "misplaced trust in lenders and mortgage brokers." 

Warren cites a newspaper article that suggested mortgage brokers steered borrowers toward 

subprime loans to collect kickbacks. A few pages later, borrowers are said to be irrational 

because of a survey that "revealed a significant bias against mortgages generated by brokers." 
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How dumb are we? Well, says Warren, "Many consumers do not know their credit scores." 

Count me among those irrational consumers. I vet yearly credit reports for errors, but do not 

pay the fee to see my scores. 

Warren finds it irrational that "a majority of consumers who accepted a credit card offer 

featuring a low introductory rate did not switch out to a new card with a new introductory rate 

after the expiration of the introductory period," and then keep switching cards again and again. 

Such an endless flood of new credit application would, of course, threaten those credit scores. 

Warren has repeatedly argued that the "most striking" evidence "that errors are prevalent" in 

the mortgage market is that "a substantial number of middle-income families (and even some 

upper-income families) with low default risk sign up for subprime loans. Because these families 

qualify for prime-rate loans, these data indicate a very costly mistake on the part of these 

middle-income borrowers." 

This is the Warren Myth. Although Warren imagines "the evidence of prime consumers taking 

subprime loans is most striking," that was the first of "Ten Myths of the Subprime Crisis" 

debunked by economist Yuliya Demyanyk in a 2009 paper for the Federal Reserve Bank of 

Cleveland. 

Contrary to Warren, Demyanyk explains that prime consumers taking subprime loans is not, in 

fact, "evidence ... that such borrowers must have been steered unfairly and sometimes 

fraudulently into the subprime market." What the Warren Myth fails to grasp is that "subprime 

mortgages are defined in a number of ways — not just by the credit quality of borrowers." 

"A loan can be labeled subprime," Demyanyk notes, "because of the type of lender that 

originated it, features of the mortgage product itself or how it was securitized." Some types of 

mortgages were automatically labeled subprime, for example, such as "2/28 hybrids" that in 

2005 started with average rates of 7.5% for two years but switched to an adjustable rate. 

Many mortgages were also securitized into pools that defined risk differently, so a borrower with 

a high credit score but a low down payment could easily end up within a pool that became 

defined as consisting primarily of subprime loans — not of subprime borrowers (as gauged by 

credit scores). 

Warren depicts all borrowers as innocent victims. She even includes the "liar's loan" as an 

example of "innovations that have exploited consumers' imperfect understanding of complex 

credit products." 

Many borrowers who chose low-down-payment subprime loans in 2004-06 were spendthrifts 

who refinanced into larger mortgages in order to cash out equity and get more cash. The 

average down payment on subprime loans in 2006 was only 6%, according to the Dallas Fed, 

compared with 12% for near-prime loans. 

Nearly all of those subprime loans were used for refinancing. The smaller the down payment or 

lower the documentation the higher the risk, which makes such loans worthy of a subprime 

designation regardless of the borrower's credit history. Speculators hoping to flip houses for a 

quick tax-free capital gain likewise had a powerful incentive to minimize down payments. 

Warren offers a bizarre explanation of the foreclosure crisis. She thinks "the high rate of 

foreclosures in the subprime market suggests that not all consumers knowingly assumed such 

a high risk of foreclosure." 

What happened is that many who knowingly became overleveraged did not expect to lose their 

job, or to see house prices collapse, or both. 
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Warren finds more proof of consumer stupidity from a survey finding "30% of Americans did not 

know what the letters 'APR' stand for." But most Americans, including blacks and Hispanics, 

can tell the difference between one year and two weeks. 

Warren, by contrast, converts a $30 fee for a two-week $200 loan into "an annual interest rate 

of almost 400%." That would be true if anyone kept rolling it over all year, as some do with 

credit cards. In reality, borrowers understand they're paying 15% to get $100-500 a couple of 

weeks early. That can be cheaper than a bounced-check fee. 

Warren says "paying a 400% interest rate ... is very difficult to rationalize when the borrower 

can draw on substantial liquid assets." The study she cites, however, is not about liquid assets, 

but about "$1,000 of credit card liquidity." 

When it comes to credit cards, though, Warren finds "further evidence of seemingly irrational 

consumer behavior. The most striking data show that ... more than 90% of consumers with 

credit card debt have some very liquid assets in checking and savings accounts." 

It is rarely prudent to empty your checking and savings accounts to pay off one bill out of many. 

Warren nonetheless finds it striking that "one-third of credit card borrowers hold more than one 

month's income in these liquid assets." Investment advisers suggest keeping enough cash on 

hand to cover three to six months of expenses. 

What does Warren dream of doing with all the power that Congress has so capriciously 

bestowed on this new agency? She would most like to impose national usury laws. 

Prior to a 1978 Supreme Court ruling, Warren notes, "The linchpin of consumer credit 

regulation was usury law. ... (State) usury laws regulated credit by imposing a cap on the 

interest rate that any lender could charge." Today, however, "any lender with a federal bank 

charter can locate its operations in a state with high usury rates (e.g., South Dakota or 

Delaware) and then export that interest rate to customers located anywhere else in the 

country." 

Any economist will tell you that ceilings on interest rates would simply ration-out all but the most 

creditworthy borrowers, particularly hurting young people and business startups. But Warren is 

no economist. She's no investment adviser either. 

Warren's writing about consumer irrationality in the markets for mortgages, credit cards and 

payday loans displays massive misinformation and unwarranted hubris. Her nostalgia about 

usury laws is economically illiterate and potentially disastrous. 

The Financial Reform Act was commonly described as "rewriting the rules" of lending. But it 

was mostly about delegating vast new discretionary powers to regulators who can later make 

up rules by whim and enforce them with stiff penalties. 

Nobody doubts Warren's personal charm or missionary zeal, but her qualifications and 

competence merit a much closer look. 

• Reynolds is a senior fellow with the Cato Institute, and author of "Income and Wealth." 
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Posted By: investorLoonie1(745) on 8/27/2010 | 9:47 PM ET 

Imagine , someone out there trying to stop right wingers stealing from the poor. No wonder the Fascist 
Business Daily is upset. Most thieves hate any obstacles being put in their way. Just like FBD and the right 
hate this consumer protection agency. 

Posted By: longplay(230) on 8/27/2010 | 9:18 PM ET 

"How dumb are we? Well, says Warren, "Many consumers do not know their credit scores." The people for 
whom knowing a credit score is important are, I'll bet, those who shouldn't be paying on credit or borrowing 
a dime - and they know it. You don't need a credit score to know an unpaid bill or two when you see it. By 
the way, does Ms. Warren know her prospective employer's credit score? I have a feeling it's pretty 
dismal.
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