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Mortgage Contracts: Law, Economics and
Psychology

Prof. Oren Bar-Gill"

Abstract

Mortgage contracts, like other consumer contracts, are the product of an interaction between
market forces and consumer psychology. Imperfectly informed and imperfectly rational borrowers
fail to fully comprehend the costs and benefits of the mortgage contract. Moreover, sophisticated
lenders design their contracts in response to consumer misperception. The resulting behavioral
market failure hurts consumers and reduces efficiency. This Chapter uses the US mortgage market
and, specifically, the subprime mortgage market before the financial crisis to illustrate the causes
and effects of this behavioral market failure. Different legal policy responses are also considered.

I. Introduction

For most people, the mortgage contract is among the most important contracts they will ever
sign. Focusing on the US mortgage market before the financial crisis of 2008, this Chapter
examines the subprime mortgage contract and its central design features. As we will see, for many
borrowers these contractual design features were not welfare maximizing. In fact, to the extent
that the design of subprime mortgage contracts contributed to the subprime crisis, this welfare
loss to borrowers—substantial in itself—is compounded by much broader social costs. A better
understanding of the market failure that produced these inefficient contracts should inform the
ongoing debates on how to regulate the mortgage market in the US and beyond.

The underlying concern is that imperfectly informed and imperfectly rational consumers might fail
to fully comprehend the costs and benefits associated with the mortgage contract. Sophisticated
lenders then design their contracts in response to consumer misperception. Indeed, the design of
mortgage contracts can best be viewed as the outcome of an interaction between market forces
and the psychology of consumers.

*  William J. Friedman and Alicia Townsend Friedman Professor of Law and Economics, Harvard Law School.
Email: bargill@law.harvard.edu. Address: 1525 Massachusetts Ave., Cambridge, MA 02138, USA. This chapter
draws on my prior work, specifically: Bar-Gill, Oren (2012), Seduction By Contract: Law, Economics and
Psychology in Consumer Markets (Oxford University Press); Bar-Gill, Oren (2014), Consumer Transactions, in
Doron Teichman and Eyal Zamir (eds.), Oxford Handbook of Behavioral Economics and the Law, ch. 18 (Oxford
University Press).



The remainder of this chapter is organized as follows. Part II conducts a positive, or descriptive,
analysis of the subprime mortgage contract and of the subprime mortgage market more broadly. It
shows how the interaction between market forces and consumer psychology results in a behavioral
market failure. Part III explores the welfare implications of the behavioral market failure. Part
IV discusses possible legal policy responses. Part V offers a brief conclusion.!

II. Contractual Design in the US Subprime Mortgage Market

Mortgage contracts are an (important) example of the more general family of consumer contracts.
We therefore start with a general theory of consumer contracts. Market forces demand that sellers
be attentive to consumer psychology. Sellers who ignore consumer biases and misperceptions
will lose business and forfeit revenue and profits. Over time, the sellers who remain in the
market, profitably, will be the ones who have adapted their contracts and prices to respond, in
the most optimal way, to the psychology of their customers. This general argument is developed
in Section A below. In particular, the interaction between consumer psychology and market
forces results in two common contract design features: complexity and cost deferral. Section
B describes these features and how they manifested in the US subprime mortgage market. (For
an excellent exposition of the economic theory literature on the topics addressed in Part II, see
Spiegler 2011; Armstrong 2008.)

A. Consumer Contracts: A Behavioral Economics Approach

1. A behavioral market failure

When consumers are perfectly informed and perfectly rational, sellers design their contracts to
maximize the net benefit to consumers. Otherwise they will lose business.? Specifically, sellers
seek to maximize the actual (net) benefits to the consumer, which equals the actual benefit that the
consumer gains from the product minus the actual price that the consumer pays for the product.

When consumers are imperfectly informed and imperfectly rational and, as a result, misperceive
benefits and prices, sellers design their contracts to maximize the perceived (net) benefit to
consumers, which equals the benefit that the consumer thinks she will gain from the product
minus the price that the consumer thinks she will pay for the product.

It is not hard to see why contracts that are designed to maximize the perceived (net) benefit to
consumers will generally look very different from contracts that are designed to maximize the
actual (net) benefit. Consider, for example, a 5-year mortgage contract, with a prepayment option.
A rational consumer realizes that the probability of prepayment is very low and thus prefers
a mortgage with a fixed interest rate of, say, 5% for the entire 5-year period. An imperfectly
rational consumer, on the other hand, overestimates the probability of prepayment. Specifically,
this irrational consumer thinks that she will be able to prepay fully after 2 years (perhaps because
she optimistically thinks that she will get a generous inheritance or that her credit rating will
substantially improve such that she will be able to refinance with a more attractive loan). For this
consumer a mortgage contract with an interest rate of 3% for the first 2 years and an interest rate

1 The analysis in this Chapter draws on the burgeoning field of Behavioral Industrial Organization. For an excellent
recent textbook that summarizes and synthesizes this important literature, see Spiegler (2011). For an earlier
survey of the economics literature, see Ellison (2006).

2 A monopolist will design efficient products and contracts that maximize the (gross) benefit enjoyed by the
informed, rational consumer. The monopolist, however, will set higher prices to extract much of this benefit.
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of 10% for the subsequent 3 years would be more attractive. Indeed, teaser rate contracts, with
low interest rates for an initial, introductory period and higher long-term rates were common in
the subprime mortgage market. They are also common in many other consumer markets.

2. The role of competition

Sophisticated sellers design their consumer contracts in response to the cognitive biases and
misperceptions of their customers. As we will see, when contract design responds to consumer
psychology rather than sellers’ cost structure, the resulting distortions reduce welfare and hurt
consumers. Can enhanced competition ameliorate, or mitigate, this behavioral market failure?

The first-cut answer is no. Continuing with the previous example, assume that borrowers are
generally optimistic and mistakenly believe that they will be able to prepay fully after 2 years.
Consider two competing lenders — a high-road lender and a low-road lender. The high-road
lender does not exploit the cognitive biases of its customers. It thus offers a 5% fixed-rate loan.
The low-road lender, on the other hand, has no qualms about exploiting the cognitive biases
of its customers. It thus offers the loan with a 3% introductory rate and a 10% long-term rate,
which, in the eyes of the biased consumer, appears to be more attractive. If many consumers are
imperfectly rational, the high-road lender will lose out to the low-road lender. These consumers
will flock to the low-road lender and the high-road lender will go out of business.

Competition does not solve the behavioral market failure. The reason is straightforward:
Competition forces sellers to maximize the perceived (net) consumer benefit. When consumers
accurately perceive their benefits, competition will help consumers. But when consumers are
imperfectly rational, competition will maximize the perceived (net) benefit at the expense of the
actual (net) benefit. Focusing on price: When consumers are perfectly rational, sellers compete
by offering a lower price. When consumers are imperfectly rational, sellers compete by designing
pricing schemes that create an appearance of a lower price. The underlying problem is on the
demand side of the market: imperfectly rational consumers generate biased demand. Competition
forces sellers to cater to this biased demand.

3. Market correction

The preceding analysis takes consumers’ biases and misperceptions as exogenously given. With
exogenous biases and misperceptions, competition does not ameliorate the behavioral market
failure. Indeed, competition forces sellers to exploit the cognitive biases of their customers.
But perceptions and misperceptions can be endogenous. In particular, sellers can influence
consumer perceptions, e.g., through marketing. With endogenous perceptions, sellers, operating
in a competitive market, might try to exacerbate biases that increase the perceived benefit and
reduce the perceived price of their products (see, e.g., Glaeser, 2004). But seller may also offer
superior, yet underappreciated products and contracts and try to compete by educating consumers
and fighting misperception (see, e.g., Gillette 2004). It is not clear a-priori whether sellers will
compete by exacerbating consumer biases (or simply taking them as given) or by trying to fight
these biases. But, as | explain elsewhere, there are several forces working against the more
optimistic bias-correction alternative (see Bar-Gill, 2012; Bar-Gill, 2014). We cannot always
count on competition to ameliorate the behavioral market failure.

Before moving on, another market correction force — or set of market correction forces — should
be mentioned. Consumers, even imperfectly rational consumers, learn from their mistakes,
and from the mistakes of others. Such learning could, in principal, solve the behavioral market
failure or, at least, mitigate it. Expert advice and seller reputation can further facilitate mistake
correction. While clearly valuable, these market solutions are imperfect. Learning occurs more
quickly in some contexts, but less quickly in others. And when the harm is substantial, e.g.,



when a consumer’s home is foreclosed because she failed to fully understand the terms of her
mortgage, learning may come too late. Expert advice can be helpful, but such advice is not
always sought out and it is not always reliable. And reputation depends on the effective and
accurate flow of information among consumers, which sometimes occurs, but not always. In
many consumer markets, consumer misperception will persist and sellers will continue to design
their products, contracts and prices in response to these misperceptions. (See Bar-Gill 2012 and
references cited therein)

B. Common Contract Design Features

Sellers design consumer contracts in response to the imperfect rationality of their customers.
This behavioral market failure manifests in two common contract design features: complexity
and deferred costs, with both features playing an important role in the US subprime mortgage
market. (Complexity and deferred costs are also recurring themes in theoretical models of
industrial organization with imperfectly rational consumers—see Spiegler 2011, ch. 12; see
also Armstrong 2008.)

1. Complexity

Consumer contracts are complex! Just look at your mortgage contract. Or, for that matter, at
your credit card contract, cell phone contract, checking account contract, insurance contract, etc’.
There is a heap of fine print, full of technical legal language, contributing to this complexity.
Moreover, substantial complexity is observed on the non-fine print terms, most prominently
the contract price. The pricing, in many consumer contracts, is multidimensional and complex.
Indeed, complexity was a defining feature of the subprime mortgage contracts that contributed
to the economic crises of 2008.

While the traditional FRM sets a single, constant interest rate, the typical subprime mortgage
includes multiple interest rates, some of which are implicitly defined by nontrivial formulas
that adjust rates from one period to the next. The typical subprime loan also features a host of
fees, some applicable at different time periods during the loan term, some contingent on various
exogenous changes or on borrower behavior. The numerous fees associated with a subprime
loan fall under two categories:

(1) Origination fees, including a credit check fee, an appraisal fee, a flood certification fee,
a tax certification fee, an escrow analysis fee, an underwriting analysis fee, a document
preparation fee, and separate fees for sending emails, faxes, and courier mail; and

(2) Post-origination fees, including late fees, foreclosure fees, prepayment penalties, and
dispute-resolution or arbitration fees. These fees can add up to thousands of dollars or
up to 20 percent of the loan amount. The prepayment option, of special importance in
the subprime market, further complicates the valuation of these contracts, as does the
(implicit) default option.

Because a borrower must choose among many different, complex products, each with a different set
of multidimensional prices and features, the complexity of the borrower’s decision is exponentially
greater than the already high level of complexity of a single contract.?

There are efficiency justifications for multidimensional pricing. The complex contract facilitates
risk-based pricing and tailoring of optional services to heterogeneous consumer needs (see,

3 Truth in Lending, 73 Fed. Reg. 44,522, 44,524-25 (July 30, 2008) (codified at 12 C.F.R. pt. 226) (“[P]roducts
in the subprime market tend to be complex, both relative to the prime market and in absolute terms . . . .”).
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e.g., Bar-Gill 2012, Bar-Gill and Bubb 2012) These efficiency benefits explain some of the
complexity and multidimensionality observed in mortgage contracts. But they cannot explain
all of the staggering complexity that consumers face. There is another, behavioral explanation.
Complexity hides the true cost of the product from the imperfectly rational consumer. A rational
consumer navigates complexity with ease. She assesses the probability of triggering each rate,
fee, and penalty and calculates the expected cost associated with each price dimension. The
rational consumer may have imperfect information, but she will form unbiased estimates given
the information that she chose to collect. Accordingly, each price dimension will be afforded
the appropriate weight in the overall evaluation of the product.

The imperfectly rational consumer, on the other hand, is incapable of such an accurate assessment.
He is unable to calculate prices that are not directly specified. Even if he could perform this
calculation, he would be unable to simultaneously consider multiple price dimensions. And even
if he could recall all the price dimensions, he would be unable to calculate the impact of these
prices on the total cost of the product. The imperfectly rational borrower deals with complexity by
ignoring it. He simplifies his decision problem by overlooking nonsalient price dimensions (see
Thaler 1999). And he approximates, rather than calculates, the impact of the salient dimensions
that cannot be ignored. In particular, limited attention and limited memory result in the exclusion
of certain price dimensions from consideration. Limited processing ability prevents borrowers
from accurately aggregating the different price components into a single, total expected price
that would serve as the basis for choosing the optimal product. While the rational consumer is
unfazed by complexity, the imperfectly rational consumer might be misled by complexity. (See
Bar-Gill 2012; Korobkin 2003)

As explained above, when consumers are imperfectly rational sellers design contracts in response
to systematic biases and misperceptions. In particular, they reduce the total price as perceived by
consumers by increasing non-salient prices and decreasing salient prices. This strategy depends
on the existence of non-salient prices. In a simple contract, the one or two price dimensions
will generally be salient. Only a complex contract will have both salient and non-salient price
dimensions. Complexity thus serves as a tool for reducing the perceived total price.

A clarification is in order. In theory, an incomplete understanding of complex contracts is
consistent with rational-choice theory. Facing a complex contract, a rational consumer would have
to spend time reading the contract and deciphering its meaning. If the cost of attaining perfect
information and perfect understanding of the contract is high, the rational borrower would stop
short of this theoretical ideal. Imperfect rationality can be viewed as yet another cost of attaining
more information and better understanding. When this cost component is added, the total cost of
becoming informed goes up, and thus the consumer will end up with less information and a less
complete understanding of the contract. Imperfect rationality, however, is not simply another cost
component. A rational consumer who decides not to invest in reading and deciphering certain
contractual provisions will not assume that these provisions are favorable to her. In fact, she
will recognize that unread provisions will generally be pro-seller. In contrast, an imperfectly
rational consumer will completely ignore the unread or forgotten terms or naively assume that
they are favorable to him. Accordingly, a complex, unread term or a hidden fee would lead an
imperfectly rational consumer—but not a rational consumer—to underestimate the total cost
of the product. As a result, the incentive to increase complexity and hide fees will be stronger
in a market with imperfectly rational consumers. The behavioral economics theory of contract
design is an imperfect-rationality theory, not an imperfect-information theory.



2. Deferred Costs

Non-salient price dimensions and prices that impose underestimated costs create opportunities
for sellers to reduce the perceived total price of their product. What makes a price non-salient?
What leads consumers to underestimate the cost associated with a certain price dimension? While
there is no simple answer to these questions, there is one factor that exerts substantial influence
on salience and perception — time.

The basic claim is that, in many cases, non-contingent, short-run costs are accurately perceived,
while contingent, long-run costs are underestimated. Take our mortgage example, with the low
short-term, introductory interest rate and the high long-term rate. The short-term rate is to be
paid for certain and soon. This cost will figure prominently, when the consumer chooses among
competing loans. The long-term rate is to be paid in the future and only if the consumer does
not prepay the mortgage. This cost will often be underestimated by the consumer. It is less
likely to affect the consumer’s choice between competing loan products choice. If costs in the
present are accurately perceived and future costs are underestimated, market forces will produce
deferred-cost contracts.

The importance of the temporal dimension of price and cost can often be traced back to two
underlying forces: myopia and over-optimism. Myopic consumers care more about the present
and not enough about the future. People are impatient — they prefer immediate benefits, even at
the expense of future costs (see, e.g., Loewenstein and O'Donoghue 2004; O'Donoghue and Rabin
1999). Myopia is attributed to the triumph of the affective system, which is driven primarily by
short-term payoffs, over the deliberative system, which cares about both short-term and longer-
term payoffs. This understanding of myopia, and of intertemporal choice more generally, is
consistent with findings from neuroscience (see Loewenstein and O'Donoghue 2004; McClure,
Laibson, Loewenstein and Cohen 2004).

In addition, future costs are often underestimated, because consumers are over-optimistic. The
prevalence of the optimism bias has been confirmed in multiple studies (see, e.g., Weinstein
1980; Svenson 1981). Borrowers might be optimistic about their future income. They might
also optimistically underestimate the probability of an adverse contingency, such as job loss,
accident, or illness, causing them financial hardship. As a result, borrowers might overestimate
their ability to service a mortgage loan with high, deferred costs. In addition, borrowers might
overestimate their ability to refinance the loan at an attractive rate and to avoid the high, long-
term costs associated with a deferred-cost loan by doing so. Such overestimation may result from
optimism about future home prices, future interest rates, and the borrower’s future credit score.

A sophisticated seller facing imperfectly rational consumers will seek to reduce the perceived total
price of her product without reducing the actual total price that consumers pay. When consumers
are myopic or optimistic, this wedge between perceived and actual prices can be achieved by
backloading costs onto long-term price dimensions. The result is deferred-cost contracts.

III. Welfare Implications

Mortgage markets often suffer from a behavioral market failure. What are the welfare implications
of this market failure? Specifically, what are the consequences of complexity and deferred costs
— when responding to imperfect rationality — for consumers and for efficiency? *

4 The behavioral market failure and, specifically, the contractual design features highlighted above also have
potentially important distributional implications (see Bar-Gill 2012).
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A. Hindered Competition

The excessive complexity of many mortgage contracts hurts competition to the detriment of
consumers and the economy at large. For competition to work well, consumers must be able to
compare the benefits and costs of different products and choose the one that provides the best
value, given the consumer's tastes and needs. Gathering information on competing products
is costly, and complexity — of the product or contract — increases this cost. When the cost of
collecting information goes up, the consumer will collect less information. This is true for the
rational consumer. It is even more true for the imperfectly rational consumer, who might be
effectively paralyzed by the complexity.

Less information, and less comparison shopping, imply weaker competition. Lenders gain market
power, increasing profits at the expense of consumers. Limited competition also imposes a welfare
cost in the form of inefficient allocation, as consumers are not matched with the most efficient
lender or with the mortgage product that best fits the consumer’s needs. (A series of recent papers
in industrial organization argue that firms introduce spurious complexity into tariff structures
and by doing so inhibit competition and reduce welfare. See, e.g., Ellison 2005; Gabaix and
Laibson 2006; Spiegler 2006; Ellison and Ellison 2009. For a discussion of additional welfare
implications of complex contract, see Gilo and Porat 2006.)

B. Distorted Competition

Complexity weakens the forces of competition. But even if sellers vigorously competed for
consumers, biases and misperceptions on the demand side of the market would distort these
competitive efforts, leading to suboptimal outcomes for consumers and reducing social welfare.
Focusing on price, sellers facing rational consumers will try to minimize the total price of their
product. Competition would operate on the total-price level. Imperfectly rational consumers, on
the other hand, choose products based on a few salient price dimensions. Competition will thus
focus on those salient prices, driving them down, while non-salient prices, free from competitive
pressure, increase. And when salience is a function of time — when short-term prices are salient
and long-term prices are not — competition will drive short-term prices below cost, recouping
losses through high long-term prices.

Such pricing entails several efficiency costs. First, product-use decisions will be distorted. Prices
affect product-use decisions. For example, a high prepayment penalty will inefficiently deter
borrowers from refinancing their mortgage loans. Second, deferred-cost features of the common
subprime mortgage are correlated with increased levels of delinquency and foreclosure, which
impose significant costs not only on borrowers but also on surrounding communities, lenders,
loan purchasers, and the economy at large.

Finally, salience-based pricing inefficiently increases the demand for mortgage products: Lenders
reduce salient prices and increase non-salient prices in order to minimize the total price as perceived
by the imperfectly rational consumer. Since the perceived total price will be lower than the actual
total price, biased consumers may take-out a loan that costs more than it is worth to them. This
inefficiency exists even with optimal pricing: the non-salient price dimensions will be ignored
or underestimated, reducing the perceived total price. Distorted contract design exacerbates the
problem by back-loading more of the total price onto the non-salient, underestimated dimensions.
Bias and misperception result in artificially inflated demand. Distorted contract design adds air to
the demand balloon. Loading a loan’s cost onto less salient or underappreciated price dimensions
artificially inflates the demand for mortgage financing and, indirectly, for residential real estate.
The proposed theory thus establishes a causal link between contractual design and the subprime



expansion and real estate boom. Accordingly, the subprime meltdown that followed this expansion
can also be attributed, at least in part, to the identified contractual design features.

IV. Policy Implications

The identification of a market failure — the behavioral market failure — that results in possibly
substantial welfare costs opens the door for considering the potential role of legal policy. What
can the law do to help consumers and enhance efficiency in the mortgage market? Several
main legal tools or regulatory techniques are discussed below — starting with hard paternalistic
policies, in Section A, and then focusing on soft paternalistic policies in the remaining sections
— disclosure regulation in Section B, default rules and safe harbors in Section C, and the right to
withdraw from the transaction in Section D. (On the range of policy choices, and their normative
evaluation, see Bar-Gill and Ben-Shahar 2013.)

A. Mandatory Rules

When a feature of a consumer contract — a feature designed in response to bias or misperception
— is found to hurt consumers and reduce social welfare, a natural response would be to ban the
feature, i.e., to prohibit lenders from using the specific contract term or practice. There are many
examples of such prohibitions. In the US, the Dodd-Frank Wall Street Reform and Consumer
Protection Act of 2010 substantially curtailed the use of prepayment penalties in mortgage
contracts, essentially imposing a cap on this price dimension.

There is, however, a major concern about such price caps. When price is multidimensional,
a cap on one price can trigger an increase in another, unregulated price. This market response
can prevent the legal intervention from achieving its goal. (See Bar-Gill 2015) An even more
basic concern is that a well-meaning but imperfectly informed lawmaker would set the price
cap too low, below the efficient level. Price caps, and other one-size-fits-all mandatory rules,
are especially problematic given consumer heterogeneity. In particular, a mandatory rule that
helps less sophisticated consumers might harm more sophisticated consumers.

These concerns about mandatory rules have led to the increasing focus on alternative modes
of legal intervention, which collectively fall under the heading of “soft paternalism.” These
regulatory techniques aim to minimize any interference with consumer autonomy and market
forces. They strive to help the less sophisticated consumer, while imposing minimal costs on the
more sophisticated consumer. (See Thaler and Sunstein 2008; Sunstein and Thaler 2003; Thaler
and Sunstein 2003; Camerer et al. 2003.)

B. Disclosure Regulation

One of the central tools in the soft paternalism arsenal is disclosure regulation. Disclosure
mandates can be an effective response to imperfect information when consumers are perfectly
rational. Disclosure regulation can be similarly important, and perhaps even more important,
when consumers are imperfectly rational. Moreover, the optimal design of disclosure mandates
must take into account the imperfect rationality of consumers, as detailed below.’

5 Disclosure mandates that are not optimally designed can be ineffective and even harmful. See Ben-Shahar and
Schneider (2014).
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In the mortgage market, one of the most important disclosure mandates is the one requiring
sellers to disclose the APR. The importance of the APR, and of total-cost-of-credit measures
more generally, has been reaffirmed by recent laws and regulations. The Mortgage Reform and
Anti-Predatory Lending Act, enacted as Title XIV of the Dodd-Frank Wall Street Reform and
Consumer Protection Act of 2010, requires disclosure of total-cost information. And the new
disclosure forms developed by the Consumer Financial Protection Bureau (CFPB), the result
of a direct Congressional mandate in the Dodd-Frank Act, secure an important place for the
APR.° The APR disclosure has the potential to undo the adverse effects of imperfect rationality,
including the identified contractual design features and the welfare costs they impose.

The APR disclosure was the most important innovation of the Truth in Lending Act (TILA) of
1968.” A normalized total-cost-of-credit measure, the APR was designed to assist borrowers in
comparing different loan products. In theory, the APR should solve—or at least mitigate—both
the complexity and cost-deferral problems. Complexity and multidimensionality pose a problem
if they hide the true cost of the loan. The APR responds to this concern by folding the multiple
price dimensions into a single measure. The APR should similarly help short-sighted borrowers
grasp the full cost of deferred-cost loans, as the APR calculation assigns proper weight to the
long-term price dimensions. Moreover, since the APR—in theory—strips away any competitive
advantage of excessive complexity and cost deferral, lenders will have no reason to offer loan
contracts with these design features.®

C. Default Rules and Safe Harbors

A second set of policy tools in the soft-paternalism toolkit includes default rules and safe harbors.
While mandatory rules say what terms and practices can and cannot be part of a consumer
transaction, default rules are more like suggestions — they apply unless the parties opt-out. Default
rules are becoming increasingly popular. Indeed, Cass Sunstein, in his prior role as Administrator
of the Office of Information and Regulatory Affairs, encouraged the heads of all Executive Branch
Agencies to consider the use of default rules as a regulatory tool (Sunstein 2010).

In many contexts default rules can be a powerful instrument. There are several important examples
of default rules that affected major changes in behavior and outcomes. When default rules are
sticky and few individuals opt-out, a default rule can be almost as effective as a mandatory rule,
while avoiding the strong paternalism objection. The classic examples include rules that default
driver’s-license applicants into being organ donors (Johnson and Goldstein 2003) and rules that
automatically enroll employees in their employers 401(k) retirement savings plan (Madrian and
Shea 2001). (See also Thaler and Sunstein 2008; Korobkin 1998)

There is a concern that default rules would be less effective in the context of consumer transactions.
If policymakers set pro-consumer defaults, so the argument goes, sellers could easily opt-out in
the fine-print of their standard form contracts, without allowing the consumer any meaningful
opportunity to object (or demand compensation for the opt-out). (See Barr, Mullainathan and
Shafir 2009) While there is valid reason for concern, there is also evidence of effective default

6  See Dodd-Frank Act, Sec. 1419 (requiring disclosure of total cost information) and Sec. 1032(f) (directing
the CFPB to develop a new disclosure form). See also CFPB, Know Before You Owe Initiative (http://www.
consumerfinance.gov/knowbeforeyouowe/).

7  Truthin Lending Act, Pub. L. No. 90-321, § 107, 82 Stat. 146, 149 (1968) (codified as amended at 15 U.S.C. § 1606
(2006)) (defining the APR); Truth in Lending Act, Pub. L. No. 90-321, §§ 121-31, 82 Stat. 146, 152-57 (1968)
(codified as amended at 15 U.S.C. §§ 163149 (2006)) (requiring disclosure of the APR).

8 In practice, the APR disclosure, while important, has not lived up to its potential as a decisive response to the
behavioral market failure. See Bar-Gill (2012).



rules — defaults that were not subject to wholesale opt-out — in the consumer transaction area.’
Moreover, if wholesale, fine-print opt-out is a real concern, policymakers can take steps to increase
the stickiness of the pro-consumer default. For example, policymakers can require explicit, separate
consent, by the consumer, to such opt-out. The opt-out process, and its regulation, provides a
range of possibilities for policymakers.'’ (See Ayres 2012; Zamir 1997)

Safe harbors can be viewed as a type of sticky default. It is not uncommon for the legislator to
set a vague standard. The regulator can then step-in and define a safe harbor — a course of action
that would presumptively satisfy the legislative standard. Firms are not required to use the safe
harbor; they are free to adopt other practices. But this de facto opt-out from the de facto default
rule, the safe harbor, comes at a price — the price of enhanced regulatory scrutiny (as the practice
would need to be evaluated against the vague standard). This enhanced regulatory scrutiny can
be viewed as the price of opt-out; it is what makes the default rule sticky.

The qualified mortgage, included in the Dodd-Frank Act and defined by the CFPB, offers an
example of the safe harbor strategy. Under the Dodd-Frank Act, lenders must consider the
ability-to-repay of a potential borrower before extending a mortgage loan. The ability-to-repay
rules impose a significant regulatory burden on lenders. Enter the qualified mortgage. If a lender
offers a qualified mortgage — a mortgage that satisfies a predefined set of criteria and is free
of some of the riskier product features discussed above, this lender will not be subject to the
ability-to-repay rules.'

V. Conclusion

The design of consumer contracts generally, and mortgage contracts specifically, can be understood
as the product of an interaction between market forces and consumer psychology. When consumers
make persistent mistakes in evaluating the costs and benefits of a product or service, this interaction
results in a market failure — a behavioral market failure — that can substantially hurt consumers
and reduce social welfare. When this happens, legal intervention should be considered. While
mandatory rules, including bans on certain terms or practices, may sometimes be justified, there
is good reason to first try soft paternalistic policies — disclosure regulation, default rules and
safe harbors.

9  See CFPB, CARD Act Factsheet, http://www.consumerfinance.gov/credit-cards/credit-card-act/feb2011-factsheet/.
See also Johnson et al (1993) (documenting limited opt-out of default rules specifying insurance coverage).

10 A sticky default has been proposed, in the mortgage context, by Barr, Mullainathan and Shafir (2009).

11 CFPB, Ability to Repay and Qualified Mortgage Standards under the Truth in Lending Act (Regulation Z) (http://
www.consumerfinance.gov/regulations/ability-to-repay-and-qualified-mortgage-standards-under-the-truth-in-
lending-act-regulation-z/).
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