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Parties to a contract can choose to invoke their rights stringently or leniently. 

In the context of consumer contracts such as mortgages, the decision to be lenient 
can have a huge effect on the borrower’s welfare. During the 2008 financial crisis, 
there was an epidemic of inefficient foreclosures that resulted as evidenced by 
lawsuits over foreclosure fraud and the use of foreclosure freezes and other 
mechanisms designed to limit the stringent exercise of contract rights. Despite this, 
most scholarship after the recession has focused on regulating the formal terms of 
contracts, rather than scrutinizing the exercise of contract rights. Very little is 
known about contract exercise and its implication for targeting consumer protection 
law. 

 
This Article examines the mechanisms that drive and discipline the exercise of 

contract rights. First, it lays out a theory of how parties choose to exercise contract 
rights and shows how private information can generate inefficiencies. Second, it 
analyzes loan-level mortgage data to show that firms’ private financial condition 
predicts their exercise of foreclosure rights. The analysis demonstrates that 
consumers’ likelihood of foreclosure depends as strongly on firm private information 
as it does on the interest rate on the loan. Market forces, such as competition across 
lenders or consumer bargaining, are not strong enough to discipline this inefficient 
behavior.  

 
Third, the Article proposes that consumer protection law is necessary to limit 

inefficient foreclosure, and the inefficient exercise of contract rights in general. To 
do this, the Article proposes changes to contract law doctrine that provides 
consumers with rights to recover when firms engage in rent-seeking behavior. 
Consumer protection law has an important role in truthful information sharing 
between consumers and firms. Successful consumer protection laws can do more 
than remove incentives for wrongdoing – it can build trust between firms and 
consumers that maximizes the contract’s value to both parties when changes occur 
during the contract term. 
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INTRODUCTION 
 
In any contracting relationship, one party may show lenience towards 

the other by choosing not to stringently enforce a contract right. The choice 
to be lenient or stringent, or the exercise of the contract right, is commonplace 
and has significant consequences. Yet, it is rarely discussed in the contract 
law literature. The role played by contract exercise is particularly important 
in the consumer contract context. Consumer contracts, such as loans, 
insurance, and investments, often contain one sided terms that give many 
more rights to companies than to consumers.1 Debate has raged among legal 
scholars and policymakers about the drivers of these terms and their 
potential effect on consumer welfare.2 The key question from the perspective 
of consumers, however, is whether firms are exercising these rights 
efficiently, or whether there are market failures that cause systematic losses 
to consumers. That question is unanswered. 

 
The 2008 financial crisis provided a case study in an important consumer 

context – residential mortgages. During the 2008 financial crisis, widespread 
foreclosures wiped out many Americans’ fortunes.3 Housing wealth is of 
primary importance not only as a savings vehicle and as an investment 
opportunity, but as a way to access high quality schooling and to pass wealth 

                                                 
1 Lucian A. Bebchuk & Richard A. Posner, One-Sided Contracts in Competitive Consumer 

Markets, 104 MICH. L. REV. 827, 829-836 (2006) (proposing a model of firm reputation which 
limits the incentives for sellers of consumer contracts to enforce contract terms against 
consumers to preserve competitive advantage); Shmuel I. Becher, Asymmetric Information in 
Consumer Contracts: The Challenge that is Yet to be Met, 45 AM. BUS. L.J. 723, 723-735 (2008). 

2 Jason Scott Johnston, The Return of Bargain: An Economic Theory of How Standard-Form 
Contracts Enable Cooperative Negotiation between Businesses and Consumers, 104 MICH. L. REV. 
857, 898 (2006) (describing a two part model of consumer contracts where one part is the 
formal written contract and the other part is the more lenient informal contract developed as 
a relationship between seller and consumer); Richard A. Epstein, The Neoclassical Economics of 
Consumer Contracts, 92 MINN. L. REV. 803, 814-820 (2008) (describing market protections that 
limit the harm from behavioral bias in consumer contracts); cf. Avery Katz, Your Terms or 
Mine? The Duty to Read the Fine Print in Contracts, 21 RAND J. OF ECON. 518, 520-530 (1990) 
(modeling the inefficiency of fine print in incentivizing consumers to read contract terms). 

3 Michael D. Hurd & Susann Rohwedder, Effects of the Financial Crisis and Great Recession 
on American Households, National Bureau of Economic Research Working Paper No. w16407 
(2010); Atif Mian, Kamalesh Rao, and Amir Sufi, Household Balance Sheets, Consumption, 
and the Economic Slump, 128 QUARTERLY JOURNAL OF ECONOMICS 1687 (2013); Tyler Atkinson, 
David Luttrell, and Harvey Rosenblum, How Bad Was It? The Costs and Consequences of the 
2007–09 Financial Crisis, Housing and Urban Development Staff Papers (2013). 
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onto heirs.4 Foreclosures create negative effects on both borrowers and their 
children. Moreover, they generated far reaching externalities, pulling down 
nearby housing values, causing losses to a variety of financial institutions, 
and ultimately slowing the entire economy.5 Lenders usually gain the right 
to foreclose a few months after consumers default, but they can always 
choose not to exercise that right immediately. A lender’s decision to be 
lenient in the exercise of a mortgage contract could mean the difference 
between a family’s physical and financial health and utter ruin for an 
American family.6 During the recession, many foreclosures occurred even 
when it would have been better for both lenders and borrowers to 
renegotiate the loan.  

 
This Article proposes that overly aggressive foreclosures are a symptom 

of a deeper market failure – the inefficient exercise of contract rights in the 
presence of private information. Firms adjust the exercise of contracts based 

                                                 
4 John Benjamin, Peter Chinloy & Donald Jud.,Why Do Households Concentrate Their Wealth 

in Housing? 26 JOURNAL OF REAL ESTATE RESEARCH 329 (2004); Thomas J. Kane, Stephanie K. 
Riegg, & Douglas O. Staiger. School Quality, Neighborhoods, And Housing Prices, 8 AMERICAN 

LAW AND ECONOMICS REVIEW 183 (2006); Annamaria Lusardi & Olivia S. Mitchell, Baby Boomer 
Retirement Security: The Roles Of Planning, Financial Literacy, And Housing Wealth, 54 JOURNAL 

OF MONETARY ECONOMICS 205 (2007). 
5 Tammy Leonard and James C. Murdoch, The Neighborhood Effects of Foreclosure, 11 

JOURNAL OF GEOGRAPHICAL SYSTEMS 317 (2009); Daniel Immergluck & Geoffrey Smith, The 
External Costs Of Foreclosure: The Impact Of Single-Family Mortgage Foreclosures On Property 
Values, 17 HOUSING POLICY DEBATE 57 (2006); Creola Johnson, Renters Evicted En Masse: 
Collateral Damage Arising From The Subprime Foreclosure Crisis, 62 Fla. L. Rev. 851 (2010); 
William Rogers & William Winter, The Impact of Foreclosures on Neighboring Housing Sales, 31 
JOURNAL OF REAL ESTATE RESEARCH 455 (2009); W. Scott Frame, Estimating the Effect of Mortgage 
Foreclosures on Nearby Property Values: A Critical Review of the Literature, Federal Reserve Bank 
of Atlanta WP No. 395 (2010). 

6 Households, and particularly children, were strongly impacted by foreclosure. See Vicki 
Been, Ingrid Gould Ellen, Amy Ellen Schwartz, Leanna Stiefel, & Meryle Weinstein, Does 
Losing Your Home Mean Losing Your School?: Effects Of Foreclosures On The School Mobility Of 
Children, 41 REGIONAL SCIENCE AND URBAN ECONOMICS 407 (2011); Daniel Immergluck & 
Geoffrey Smith, The Impact Of Single-Family Mortgage Foreclosures On Neighborhood Crime, 21 
HOUSING STUDIES 15 (2006); Scott Fay, Erik Hurst, & Michelle J. White, The Household 
Bankruptcy Decision, 92 AMERICAN ECONOMIC REVIEW 706 (2002). Both physical and mental 
health of households facing foreclosure dropped during the crisis. See Janet Currie & Erdal 
Tekin, Is There A Link Between Foreclosure and Health? 7 AMERICAN ECONOMIC JOURNAL: 
ECONOMIC POLICY 63 (2015); Katie A.McLaughlin, Arijit Nandi, Katherine M. Keyes, Monica 
Uddin, Allison E. Aiello, Sandro Galea, and Karestan C. Koenen, Home Foreclosure and Risk of 
Psychiatric Morbidity During the Recent Financial Crisis, 42 PSYCHOLOGICAL MEDICINE 1441 
(2012). 
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on their observation of new information that becomes available through the 
performance of the contract.7 In the mortgage context, this means that 
lenders choose to exercise their foreclosure right more stringently when the 
lender is in financial trouble. The overall value of the asset, or the consumer’s 
welfare, is not the primary driver of the lender’s choice. The Article names 
this effect the “dynamic theory” of contract exercise. Specifically, the 
dynamic theory predicts that firms will adjust contract exercise when they 
observe new information about the cost of contract performance.8 If the 
information is public or primarily concerns the counterparty, the exercise of 
contract rights is efficient as proposed by the option theory. If the 
information is private to the firm, the exercise is inefficient. 

 
Empirical evidence is needed to determine whether forces in favor of 

efficient foreclosure dominate over inefficient foreclosure. To study this, the 
Article introduces empirical evidence from a large dataset of mortgage loans 
between 2002 and 2012. Data on mortgage loan performance provides a rare 
insight into the exercise of contract rights. To do so, it overcomes a key 
methodological challenge – the exercise of contracts cannot directly be 
observed in formal contract terms, but must instead be inferred from data 
about contract performance over time.9 The Article uses the time it takes 
lenders to foreclose on delinquent borrowers as a proxy for pro-consumer 
behavior. Firms that choose to foreclose quickly on properties may lower 
their servicing costs in the short term but will likely lower the value of the 
home in the long term.10 The Article uses regression analysis to estimate the 

                                                 
7 Michael R. Roberts and Amir Sufi, Renegotiation of Financial Contracts: Evidence From 

Private Credit Agreements, 93 JOURNAL OF FINANCIAL ECONOMICS 159 (2009); Drew Fudenberg, 
Bengt Holmstrom, and Paul Milgrom, Short-Term Contracts And Long-Term Agency 
Relationships, 51 JOURNAL OF ECONOMIC THEORY 1 (1990). 

8 Murillo Campello, Internal Capital Markets in Financial Conglomerates: Evidence from Small 
Bank Responses to Monetary Policy, 57 THE JOURNAL OF FINANCE 2773 (2002). 

9 See Richard E. Speidel, The Characteristics and Challenges of Relational Contracts, 94 
NORTHWESTERN L. REV. 823 at 826 (1999). 

10 Larry Cordell, Karen Dynan, Andreas Lehnert, Nellie Liang, & Eileen Mauskopf., The 
Incentives of Mortgage Servicers: Myths and Realities, Federal Reserve Board Finance and 
Economics Discussion Series, no. 46 (2008); Brent W. Ambrose, Richard J. Buttimer Jr., & 
Charles A. Capone, Pricing Mortgage Default and Foreclosure Delay, 12 JOURNAL OF MONEY, 
CREDIT, AND BANKING 314 (1997); Larry Cordell, Liang Geng, Laurie S. Goodman, & Lidan 
Yang, The Cost of Foreclosure Delay, 43 REAL ESTATE ECONOMICS 916 (2015); Brent W. Ambrose 
& Charles A. Capone, Cost-Benefit Analysis of Single-Family Foreclosure Alternatives, 13 THE 

JOURNAL OF REAL ESTATE FINANCE AND ECONOMICS 105 (1996). 
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effect of new firm financial information on the firm’s foreclosure policy.11 
Specifically, the regressions include a full set of controls for observable 
contract characteristics, and fixed effects for time, geography, and other 
determinants of foreclosure. The interpretation of the regression is the 
correlation between firm private information and foreclosure, within a 
particular month, state, contract type, and consumer type. 

 
The analysis isolates the relationship between foreclosure and potential 

drivers of contract exercise. The data shows that foreclosure policy is heavily 
influenced by changes in the firm’s financial condition. The effect of firm 
financial changes on the probability of foreclosure is very large, comparable 
to the effect of a significant increase in interest rate or the effect of moving 
from a non-judicial to a judicial foreclosure regime. This provides another 
reason for inefficient foreclosures, beyond the complex ownership structure 
of mortgages and principal-agent problems between owners and servicers 
of loans.12 Market failures due to private information explains why 
modification rates rose only slightly when subsidized by the federal 
government through the Home Affordable Mortgage Program (HAMP).13  

 
On the other hand, there is no evidence that forces like competition and 

negotiation influence the exercise of foreclosure rights. This is not the typical 
story of consumer contracts.14 Some scholars have argued that in most cases, 
companies exercise contract terms in a more lenient, and more efficient, 
manner than the boilerplate requires.15 This “option theory” of consumer 
contracts holds that firms concerned with their competitive reputations and 
faced with consumers willing to bargain for benefits should not always 

                                                 
11 Id. at 2778. 
12 https://www.nclc.org/images/pdf/foreclosure_mortgage/mortgage_servicing/servicer-

report1009.pdf; Adam Levitin & Tara Twomey, “Mortgage Servicing,” 28 Yale J. on Reg. 1 
(2011). 

13 Empirical evidence on the Home Affordable Mortgage Program shows that 
modification is too difficult for lenders, even with subsidies. Sumit Agarwal, Gene Amromin, 
Itzhak Ben-David, Souphala Chomsisengphet, Tomasz Piskorski, and Amit Seru, Policy 
Intervention in Debt Renegotiation: Evidence from the Home Affordable Modification Program, 125 
Journal of Political Economy 654 (2017); Braucher, Jean. "Humpty Dumpty and the 
Foreclosure Crisis: Lessons from the Lackluster First Year of the Home Affordable 
Modification Program (HAMP)." Ariz. L. Rev. 52 (2010): 727. 

14 See Clayton P. Gillette, Rolling Contracts as an Agency Problem, 2004 Wis. L. Rev. 679 
(2004). 

15 Bebchuk & Posner, supra note 1 at 829; Johnston, supra note 2 at 861-865. 

https://www.nclc.org/images/pdf/foreclosure_mortgage/mortgage_servicing/servicer-report1009.pdf
https://www.nclc.org/images/pdf/foreclosure_mortgage/mortgage_servicing/servicer-report1009.pdf
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exercise the options available to them in the fine print of their contracts.16  
Empirical analysis shows no support for this theory. Taken together, this 
implies a great deal of foreclosure is inefficiently premised on asymmetric 
information. 

 
Since market forces don’t restrain inefficient foreclosure, the Article 

proposes that consumer protection law has an important role to play in 
giving firms incentives for pro-consumer behavior. The Article proposes 
that consumer protection law will be most effective in disciplining the 
exercise of contract rights if it gives consumers the right to challenge 
transactions ex post. Currently, contract law doctrines such as mistake of law 
and the parol evidence rule make it difficult for consumers to undo 
transactions. The Article suggests that these doctrines should be superseded 
by statutes that provide for more generous ex post remedies to harmed 
consumers.17 Finally, it turns to the Ohio Homebuyers’ Protection Act as a 
case study. The Ohio law takes the form of a standard imposed on lenders 
that increases the potential liability they face when engaging in anti-
consumer behavior. The Article finds that lenders in Ohio are less likely to 
rely on private information in exercising their contract rights after the law 
was passed. The case study and the model, taken together, show that ex post 
remedies have an under-appreciated effect – fostering truthful 
communication between consumers and firms, in order to move markets to 
a more efficient equilibrium. 

 
This Article makes two main contributions to the existing scholarship. 

First, it explores an understudied area – the inefficient exercise of contract 
rights. The evidence challenges the existing “option theory” of consumer 
contracts.  Second, the Article proposes a new approach to consumer 
protection law. The Consumer Financial Protection Bureau (CFPB) was 
formed in response to the crisis and has been pursuing a regulatory agenda 
focused on improving consumer contract quality at formation.18 The analysis 
in this article implies that the CFPB should instead target the exercise of 

                                                 
16 Bebchuk & Posner, supra note 1 at 828. 
17 12 C.F.R. § 1026. 
18 See Oren Bar-Gill & Elizabeth Warren, Making Credit Safer, 157 U. Pa. L. Rev. 1 (2008); 

John Y. Campbell, Howell E. Jackson, Brigitte C. Madrian, & Peter Tufano, Consumer Financial 
Protection, 25 Journal of Economic Perspectives 91 (2011); Richard Hynes & Eric A. Posner, 
The Law and Economics of Consumer Finance, 4 American Law and Economics Review 168 
(2002). 
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contracts, to better enhance consumer welfare.19  
 
Part I discusses the theory of contract exercise and introduces the 

mortgage market application. Part II introduces the dynamic theory and the 
option theory of contract exercise and tests their applicability in the 
mortgage context. Part III discusses the implications of contract exercise 
theories on consumer protection law and tests the effect of state consumer 
protection law on the exercise of discretion. 

 
I. THE EXERCISE OF MORTGAGE CONTRACTS 

 
Formal contracts define the legally enforceable rights and duties of all 
parties. By their nature, however, these contract terms are incomplete.20 
They describe only some possible actions available to the parties, rather than 
constituting an exhaustive list of binding requirements.21 In consumer 
contracts, companies are the drafters and give themselves a great deal of 
space within the formal terms, while consumers are more restricted. In 
essence, these are one-sided contracts.22 If stringently enforced, the formal 
contract would expose consumers to a great deal more liability than 
companies. Legal scholarship has long wrestled with this imbalance. On one 
hand, the asymmetric nature of consumer contracts, along with their 
formation occurring without meaningful ex ante bargaining or even basic 
comprehension on the consumer side, has troubled scholars.23 Principles of 
classical contract law are based on the understanding that parties to the 
contract negotiate terms and come to a meeting of the minds on contract 

                                                 
19 See 12 C.F.R. § 1024 (mortgage servicing rules targeting contract exercise). 
20 See, e.g., Oliver Hart & John Moore, Foundations of Incomplete Contracts, 66 The Review 

of Economic Studies 115 (1999). 
21 See generally id.; Patrick Bolton & Mathias Dewatripont, Contract Theory.36-45 (2005). 
22 Bebchuk & Posner, supra note 1 at 829; Johnston, supra note 2 at 861-865. 
23 See, e.g., Alan M. White & Cathy Lesser Mansfield, Literacy and Contract, 13 Stan. L. & 

Pol'y Rev. 233, 235-242 (2002) (surveying research in literacy that shows most contract terms 
cannot be read and understood given consumer literacy levels); Ian Ayres & Alan 
Schwartz, The No-Reading Problem in Consumer Contract Law, 66 Stan. L. Rev. 545, 610 (2014) 
(describing survey evidence that consumers read a small subset of contract terms); Todd D. 
Rakoff, Contracts of Adhesion: An Essay in Reconstruction, 96 Harv. L. Rev. 1173, 1173-1178 
(1983) (analyzing the role of form contracts and concluding that contracts of adhesion should 
be unenforceable in part); cf. Omri Ben-Shahar & Carl E. Schneider, More Than You Wanted 
to Know: The Failure of Mandated Disclosure (2014); Yannis Bakos, Florencia Marotta-
Wurgler & David R. Trossen, Does Anyone Read the Fine Print? Consumer Attention to Standard-
Form Contracts, 43 J. Leg. Stud. 1 (2014). 
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terms. On the other hand, several scholars argue that the existence of these 
draconian terms may increase the efficiency of the contract by disciplining 
consumer behavior.24 The model below shows both the potential efficiencies 
and inefficiencies associated with the exercise of boilerplate terms. 
 

A.  A Model of Contract Exercise  
 
A party may choose to strictly exercise a contract right or to be more lenient 
towards the other party. The choice to be strict or lenient is strategic, and 
may have dynamic consequences. Consider the following simple model of 
contract right exercise. Suppose at contract formation, the parties sign a 
contract with value 𝑉𝑉, cost 𝐶𝐶 and trade price 𝑃𝑃 between seller (“firm”) and 
buyer (“consumer”). In the following period, both firm and consumer 
observe the state of the world. With probability 𝑧𝑧, a negative state of the 
world occurs and the contract right vests, meaning the firm will take a loss 
of 𝑞𝑞. The seller observes the cost of exercising the right 𝑒𝑒 ∈ {𝑒𝑒𝐿𝐿 , 𝑒𝑒𝐻𝐻}, with the 
high cost realization occurring with probability 𝜌𝜌. In the final period, the 
seller chooses whether to exercise the right at price 𝑒𝑒. Exercising the right 
takes 𝐿𝐿 from the consumer and gives 𝑏𝑏 to the firm. The transfer creates loss, 
with 𝐿𝐿 > 𝑏𝑏, and the benefit to the firm is between the two exercise cost 
realizations, meaning 𝑒𝑒𝐻𝐻 > 𝑏𝑏 > 𝑒𝑒𝐿𝐿. 
 
In the base case where there is no cost or uncertainty to exercising contract 
rights. The consumer in that case gets 𝑉𝑉 − 𝑃𝑃 − 𝑧𝑧𝐿𝐿, while the firm gets 𝑃𝑃 −
𝐶𝐶 − 𝑧𝑧(𝑞𝑞 − 𝑏𝑏). If there is a certain, fixed cost to exercising the contract right, 
the firm will exercise the right if  𝑏𝑏 > 𝑒𝑒, meaning the consumer gets 𝑉𝑉 − 𝑃𝑃 −
𝑧𝑧𝐿𝐿 and the firm gets 𝑃𝑃 − 𝐶𝐶 − 𝑧𝑧(𝑞𝑞 + 𝑒𝑒 − 𝑏𝑏). If  𝑏𝑏 < 𝑒𝑒, however, the firm will 
not exercise the contract, and the consumer gets higher welfare 𝑉𝑉 − 𝑃𝑃, while 
the firm gets 𝑃𝑃 − 𝐶𝐶 − 𝑧𝑧𝑞𝑞. The exercise of contract right is socially wasteful if 
𝑏𝑏 < 𝑒𝑒 + 𝐿𝐿. In this case, it is optimal for the firm to ask the consumer to pay 
𝑏𝑏 − 𝑒𝑒 to avoid exercise of the contract. Since the cost of exercising the right 
is observable, the consumer is willing to pay extra to avoid foreclosure, as 
long as 𝐿𝐿 > 𝑏𝑏 − 𝑒𝑒. In equilibrium, therefore, foreclosure will never occur. 
 
This result generalizes to the case where the cost of exercise is uncertain but 
observable and verifiable. Suppose the cost of exercise is high (𝑒𝑒𝐻𝐻) with 
probability 𝜌𝜌 and low (𝑒𝑒𝐿𝐿) with probability 1 − 𝜌𝜌. The firm chooses not to 
foreclose when the cost of exercise is high, and asks the consumer for a 

                                                 
24 Bebchuk & Posner, supra note 1 at 829; Johnston, supra note 2 at 861-865. 
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payment to avoid foreclosing when the cost of exercise is low. In the 
consumer loan context, this would be the equivalent of firms initiating a loan 
modification in cases where the firm would otherwise foreclose inefficiently. 
The result maximizes social welfare, and no inefficiency occurs. 
 
1. Private Information 
 
Now consider the primary complication that would arise in real life. Imagine 
if a mortgage lender asked a borrower to modify the mortgage so that the 
borrower’s payments were higher, claiming that the lender was in financial 
difficulty. Borrowers would never believe the lender’s story, and would 
reject the modification. The model predicts this behavior if the cost of 
contract exercise was uncertain and unobservable. An equilibrium where 
the firm always chooses to foreclose or always chooses not to foreclose 
cannot exist. In either of these cases, the firm will exercise the right if 𝑒𝑒 = 𝑒𝑒𝐿𝐿 
but not if 𝑒𝑒 = 𝑒𝑒𝐻𝐻 because they cannot solicit a payment from the borrower 
that would prevent foreclosure. The borrower would not be willing to pay 
more than the expected loss from foreclosure, 𝑏𝑏 − 𝜌𝜌𝑒𝑒𝐻𝐻 − (1 − 𝜌𝜌)𝑒𝑒𝐿𝐿, to avoid 
foreclosure. The firm will do better by foreclosing, so by backwards 
induction, the borrower would never pay the firm. 
 
Instead, when the firm forecloses only when the cost of exercise is low, social 
welfare is lost relative to the perfect information case. Foreclosure occurs in 
equilibrium, leading to a deadweight loss of 𝑧𝑧(1 − 𝜌𝜌)(𝐿𝐿 + 𝑒𝑒𝐿𝐿 − 𝑏𝑏). These 
inefficient foreclosures mirror those that occurred in the financial crisis. 
Lenders couldn’t restructure mortgage loans because they couldn’t credibly 
renegotiate with consumers and get higher payments. Therefore, they had 
to foreclose when foreclosure costs were low enough. Foreclosure fraud, 
inefficient servicing agreements, and other frictions were highlighted during 
the crisis because they increased the probability in the probability of low 
exercise costs. In other words, securitization decreased 𝜌𝜌. Although this 
increases deadweight loss, the underlying market failure driving inefficient 
foreclosures is the problem of firm private information. 
 
2. Consumer Heterogeneity 
 

Now consider the possibility that consumers can behave in different 
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ways. Specifically, they can choose the cost to firms of not exercising the 
contract right 𝑞𝑞 ∈ {𝑞𝑞𝐿𝐿,𝑞𝑞𝐻𝐻}. To choose 𝑞𝑞𝐿𝐿, the consumer has to pay a small 
cost. Since the consumer never internalizes this cost, the consumer will 
always choose 𝑞𝑞𝐻𝐻. To give consumers the incentive to choose a lower cost to 
the firm, the firm can simply condition the exercise of the contract right on 
consumers cooperating with the firm by choosing 𝑞𝑞𝐿𝐿. This occurs in the 
mortgage context, where the choice of 𝑞𝑞 is analogous to the consumer’s 
choice to strategically default or to poorly maintain a property. The threat of 
foreclosure pushes consumers to behave cooperatively with the firm. 

 
Adding this complication mirrors the model presented in previous 

literature by Bebchuk and Posner and Johnston. The “option theory” 
suggests that the exercise of discretion can have positive effects by 
disciplining consumer behavior. As long as consumer behavior is observable 
to the firm prior to contract exercise, no market failure occurs in the option 
theory setup. Credit scores, home inspections, and other sources of 
information are available to lenders to make sure consumer behavior is 
public. On the other hand, firm information is privileged by law, as they are 
classified as trade secrets and confidential business information. Therefore, 
even when consumers can engage in strategic behavior, market failures are 
most likely to arise from firms’ private information. 
 
3. Breadth of Theory and Potential Intervention 
 
The theory presented above is quite generalizable to contracts where there 
is an imbalance in information disclosure throughout the contract term. As 
noted above, however, consumer contracts are most likely to include such 
asymmetries. Credit reports and other consumer side data aggregation 
mechanisms allow firms to be very well informed, while consumers are 
mostly in the dark. Moreover, consumers have a high cost of discovering 
and processing any information that might exist about firms. Knowing that 
a lender is having financial trouble, for example, doesn’t make the consumer 
any more likely to offer higher payments to the firm to avoid foreclosure. 
Therefore, consumer contracts are the most obvious area in which 
asymmetric information will cause serious welfare loss. Moreover, the 
private information theory presented here is an alternative reason why 
renegotiations and contract modifications are so rare in the consumer 
context. 
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Legal reforms are helpful in addressing these types of inefficiencies. 
Consider three potential interventions. First, parties could be allowed to 
commit ex ante not to exercise the right. When there is no heterogeneity in 
consumer behavior, this allows for the same total social welfare as the first 
best case (full information). Value 𝑧𝑧(1 − 𝜌𝜌)(𝑏𝑏 − 𝑒𝑒𝐿𝐿) is transferred from firms 
to consumers. This could change the total number of loans made, but that 
depends on the outside option for consumers and firms respectively. 
However, if there is consumer heterogeneity, this can result in significant 
welfare loss. Firms cannot threaten consumers to minimize costs. Therefore, 
firms always foreclose even though it is inefficient for both parties. Second, 
parties could be allowed to commit ex ante to exercise the right stringently. 
This results in the same outcome as an ex ante commitment to not exercise 
the right when there is consumer heterogeneity.  
 
The third, and best, option is to impose liability ex post, but only when firms 
ask for a payment from consumers and still exercise the right. Intuitively, if 
consumers know they could recover a payment that was made even though 
the firm’s cost of exercise was high, they can trust a firm’s demand for 
payment. By setting the firm’s expected liability 𝜖𝜖𝜖𝜖 = 𝜌𝜌(𝑏𝑏 − 𝑒𝑒𝐿𝐿), firms will 
only demand payment when cost of exercise is low. The equilibrium that 
results is the same as first best. This policy maximizes both the number of 
loans made, and overall social welfare of each transaction. It also preserves 
the incentives provided by foreclosure. In reality, something like this could 
be achieved in a variety of ways. Placing fiduciary duties on mortgage 
servicers would allow consumers to recover when firms demand a payment 
but that payment is not in the consumers’ financial interest. A more subtle, 
behavioral intervention would be to encourage firms to institute a “red light, 
green light” system. When firms are not going to be lenient with a customer 
due to the firms’ financial difficulties, they could put a red light on the 
consumers’ bill. That would help consumers allocate their income towards 
creditors that most urgently need their payments. Consumers could then sue 
to challenge the accuracy of a firm’s signal. Overall, the key is giving 
consumers successful grounds for undoing transactions that seem like they 
are abusive, so that in equilibrium consumers can trust what firms to 
communicate honestly. 
 

B.  Mortgage Contracts as an Empirical Test 
 

Mortgage markets provide an important testing ground for theories on 
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the exercise of consumer contracts. There is no consumer contract that is 
more important to households or to the American economy than mortgages. 
Households use mortgages as savings vehicles, short and long term 
investment products, vessels for transferring wealth across generations, and 
to access local amenities like schooling for their children. The financial crisis 
of 2008 showed how a slowdown in the mortgage market can snowball and 
bring down the entire economy, since financial institutions are 
disproportionately exposed to housing value risks.25 Mortgages are also 
highly subsidized through the mortgage interest tax deduction and through 
state and federal housing finance agencies.26 Finally, the CFPB and other 
federal agencies have been revamping the regulation of mortgage markets 
since the financial crisis. New evidence about the role of law in improving 
market function is sorely needed. 
 

Mortgage markets also provide better data to shed light on these isues. 
In most contexts, the exercise of contract rights cannot be observed either 
through reading formal contract terms or by making inferences based on 
aggregate outcomes. Loan-level mortgage data are a rare exception. 
Companies’ foreclosure policy is a measurable proxy for pro-consumer 
contract exercise. They provide information on foreclosure timing at a 
granular level. In general, foreclosure depletes the value of the home and 
therefore is best avoided by both the consumer and the firm. Foreclosure 
alternatives, however, impose significant costs on the lender in case 
borrowers end up in default regardless.27 Therefore, firms have two 
competing incentives when faced with a borrower in danger of serious 
default. They can offer the borrower counseling, a repayment plan, or other 
measures by which the borrower can become current on the loan again, 
maximizing asset value and benefiting the borrower. On the other hand, the 
firm can foreclose quickly to minimize their own potential costs.28 

 
In general, firms who do not offer generous foreclosure alternatives are 

bringing down the value of assets and, in turn, consumer welfare. Of course, 
by increasing costs on lenders, foreclosure delays may be passed on to 

                                                 
25 Supra note 8. 
26 Supra note 7. 
27 See Ambrose, Buttimer & Capone supra note 12 at 315; Manuel Adelino, Kristopher 

Gerardi and Paul Willen, Why Don’t Lenders Renegotiate More Home Mortgages? Redefaults, Self-
Cures and Securitization, 60 J. MON. ECON. 835 (2013). 

28 See Cordell et al., supra note 13. 
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consumers in terms of higher interest rates and other costs at origination. 
Within each consumer/firm pair, however, foreclosure delay or avoidance is 
a transfer from lenders to borrowers. Firms have full discretion to exercise 
their right to foreclosure once the borrower is behind on payments, due to 
the one-sided nature of mortgage contracts. They were not obligated, prior 
to the passage of Dodd-Frank, to offer specific loss mitigation options or to 
provide discretionary forbearance or repayment plans to distressed 
borrowers.29  Therefore, companies’ contract exercise had a significant 
impact on households and potentially on the crisis as a whole. Data can be 
used to proxy for the exercise of discretion because the probability that an 
individual property falls into foreclosure within a certain time period, 
conditional on the property’s characteristics, depends at least in part on the 
firm.30  

 
The analysis uses a large sample of mortgage loan performance data 

from Fannie Mae and Freddie Mac, documenting loan and borrower 
characteristics and monthly performance of a random sample of 30 year 
fixed rate mortgages between 2002 and 2012 in six US states (Michigan, 
Ohio, Indiana, Pennsylvania, Kentucky and West Virginia). These 
encompass approximately 2 million loans, of which about 500,000 become 
delinquent and about 22,000 are foreclosed on within two years of 
origination. The sample is of relatively “good” borrowers, in that their credit 
scores are high, the majority of loans involve a 20% down payment, and loan 
amounts are quite high. The benefit of this data is the detailed information 
on the dates of default and foreclosure, respectively. 

 
Within the dataset, the key variable is a measure of foreclosure delay. 

For consistency, this is defined as the probability that foreclosure is 
completed within one year of delinquency.31 On average, foreclosure 
proceedings take between 9 and 15 months, including giving notice to the 

                                                 
29 12 C.F.R. § 1026. 
30 Complications arise due to the identity of the lender and servicer being different for a 

variety of loans. To deal with this the analysis can also be completed on the subsample of 
loans for which the seller and servicer are the same, and the results are unchanged. See the 
Appendix for robustness checks showing this result. 

31 The year stopping point is chosen based on past work that demonstrates that 
foreclosure processes in both judicial and non-judicial foreclosure states take approximately 
a year to complete on average in the time period studied here. See Ambrose et al., supra note 
12 at 317; see also Kyle F. Herkenhoff and Lee E. Ohanian, The Impact of Foreclosure Delay on US 
Employment. NBER Working Paper No. w21532 at 3 (2015). 
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consumer, allowing for court proceedings in judicial foreclosure states, and 
passing the waiting period before the house can be legally passed to the 
lender. Foreclosure is likely to occur within a year of delinquency only if the 
lender is fully exercising the formal contract right. The average probability 
of foreclosure occurring within that timeline is about .05. That is, 95% of 
borrowers who are behind on their payments will either self-cure or manage 
to delay foreclosure proceedings past a one year timeline.32 This measure of 
foreclosure delay is not entirely within the company’s control, since it 
depends in part on consumer behavior. To validate the results, a second 
measure is constructed, as the unconditional foreclosure rates within two 
years of origination. These measures of firm foreclosure policy are the 
“dependent variable” in the analysis. The graphs below show how the 
exercise of contract rights vary significantly for different mortgages. 

 
Figure 1 shows the variation in foreclosure delay over time. Spikes in the 

rate of foreclosure within a year represent months in which companies were 
particularly harsh with consumers. Clearly there is a great deal of variation 
in contract exercise over time, with 10-15% of delinquent borrowers ending 
up in foreclosure within a year when loans were originated in 2003, 2005, 
and 2006. Loans originated later, such as in the post-crisis period, show 
much more lenient lender policy. Foreclosures within a year drop to nearly 
zero by 2011. During this time, the economy was reacting to the foreclosure 
crisis of 2010, and many lenders had frozen foreclosure. It is clear that 
companies and policymakers thought of foreclosure delay as an important 
strategic lever in helping consumers and in managing costs.33  

 
There is also significant variation in foreclosure delay based on borrower 

and loan characteristics. Figure 2 shows low credit score borrowers are more 
than twice as likely to end up in foreclosure within a year of delinquency 
relative to borrowers with high credit scores. Indeed, moving from a credit 
score of 650 to 750 lowers the probability of foreclosure within a year by a 
third. Similarly, Figure 3 shows that low income borrowers are more likely 
to end up in foreclosure within a year. A household with the mean income 

                                                 
32 Analysis holds for other measures of foreclosure delay, such as foreclosure within 18 

months or 2 years of default. 
33 One concern arising from this plot may be that the post-crisis period is not 

representative of the foreclosure policies followed by firms in good economic times. 
Therefore, as a robustness check, all subsequent analysis is completed on the subsample of 
loans originated prior to the crisis, and results are largely the same. See Appendix for details. 



16 EXERCISE OF CONTRACT RIGHTS [17-Aug-18 

of $30,000 per year has a 3% probability of foreclosure within a year, while 
a household with an income of $100,000 has a 1% probability of foreclosure. 
Finally, Figure 4 demonstrates that small loans are more likely to be quickly 
foreclosed on relative to big loans. A $50,000 loan has twice the probability 
of foreclosure relative to a $200,000 loan.  

 
These plots provide some evidence that the exercise of contract rights do 

vary across mortgage loans. Note that this is not claiming that lender 
exercise is entirely driving the difference is foreclosure delay across 
mortgage contracts. Some of the variation is likely driven by differences in 
house prices, consumer behavior, and state laws. Moreover, these effects 
may be partly correlated with each other. These correlations are not 
sufficient to suggest that the relationship between loan size and foreclosure 
delay, for example, would hold even when holding other loan characteristics 
constant. That is, large loans may also be taken out by customers with higher 
credit scores, and comparing within comparable credit scores would remove 
or reverse the correlation. Therefore, following section will use regression 
analysis to analyze specific drivers of firm foreclosure policy. The key is that 
the regressions will compare loans originated within the same month, state, 
and with the same characteristics. Therefore, the results may be interpreted 
as isolating the relationship between the variable of interest and foreclosure 
delay. 

 
 

Figure 1: Probability of foreclosure within a year of delinquency, by month of 
loan origination 
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Figure 2: Probability of foreclosure within a year of delinquency, by credit 

score 
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Figure 3: Probability of foreclosure within a year of delinquency, by income 

 
Figure 4: Probability of foreclosure within a year of delinquency, by loan size 
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II. EFFICIENCY OF EXERCISING FORECLOSURE RIGHTS 
 
The model suggests two potential effects that may be observed in the data. 
On one hand, in the absence of legal intervention, firms may foreclose 
efficiently on consumers by tying foreclosure policy to observable market 
forces, such as competition or consumer negotiation. This would validate 
the existing “option theory” of contract right exercise. In other words, firms 
would primarily use foreclosure to give consumers incentives for 
cooperative behavior, but there would be no firm private information that 
introduces inefficiencies. On the other hand, firms may foreclose 
inefficiently on consumers by tying foreclosure policy to private 
information. This is part of the “dynamic theory” of contract right exercise. 
The dynamic theory predicts that changes in information that occur after the 
formation of the contract will determine the exercise of contract rights.  
 
This section shows regression analyses that are suited to testing both these 
hypotheses. Using rich loan level data, the regressions control for consumer 
and loan characteristics, and isolate the effect of competition, negotiation, 
and private information on outcomes. The ability of regressions to “hold 
other characteristics constant,” or the ceteris paribus assumption, means that 
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the analysis can be interpreted as the narrow correlation between the 
independent variable of interest, and foreclosure delay. 
 

A.  Determinants of Efficient Foreclosure 
 
The “option” theory of consumer contracts proposes that boilerplate 
provides an option for companies to exercise against consumers that behave 
in a noncooperative manner.34 The existence of the option gives consumers 
incentives to perform in a timely manner, but in most cases companies 
would not choose to exercise the option. Scholars that endorse this view 
argue that exercising the option hurts the company’s reputation with 
consumers.35 In addition, some consumers may bargain directly with the 
company and negotiate benefits that go beyond the formal contract terms.36 
Therefore, they argue that one sided contract terms are not, in and of 
themselves, decreasing consumer welfare. 
 
Previous scholarship provides two key case studies. First, consider the 
medical bills individuals accrue after an emergency room visit. Johnston 
shows evidence that these bills are intended to be modified through 
negotiation with patients.37 Patients who can pay in full do so, while others 
will end up paying significantly discounted amounts after contacting the 
hospital billing department. Bargaining is done in the shadow of arbitration, 
and results in personalized prices and ex post price setting. Johnston argues 
in favor of strictly enforcing consumer contracts since it can keep costs low 
overall but he acknowledges the possibility that this can have negative 
distributional consequences.38 That is, firms can charge customers more 
when they are uninformed or poor. 
 
A second case, discussed by Bebchuk and Posner, is that of hotel check out 
policies.39 Hotels reserve the right to charge a guest who stays past the 
checkout time, but do not usually exercise that right as that would damage 
the hotel’s reputation. Instead, the hotel waits to enforce the rule against 
guests who violate the policy egregiously, so as to avoid a reputation for 

                                                 
34 Id. 
35 Bebchuk & Posner, supra note 1 at 828. 
36 Johnston, supra note 2 at 862. 
37 Id. at 866. 
38 Id. at 867. 
39 Bebchuk & Posner, supra note 1 at 830. 
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kicking guests out of their rooms. In this way, the option value of a strict 
checkout policy lowers costs for the company and for all well-intentioned 
guests. Of course, this type of policy is subject to the Johnston critique, which 
is that hotels may use their discretion to exercise the checkout policy against 
poor or uninformed customers, while conferring benefits on rich or more 
litigious guests. 
 
This “option” theory of one sided boilerplate implies that, barring 
distributional concerns, strictly enforcing consumer contracts as written 
minimizes costs and maximizes welfare. This theory is the first presented in 
the legal literature that studies the role of discretionary enforcement in 
contracts. The exercise of discretion in consumer contracts is understudied 
compared to other contexts, such as criminal prosecution and administrative 
law, in which the exercise of discretion is a key aspect of the law.40 And 
exercise matters to consumer contracts, for at least two reasons. First, if 
contract exercise significantly impacts consumer welfare, the formal terms 
of the contract simply might not matter. Second, and more important, by 
failing to study exercise of discretion, scholars may endorse the wrong legal 
rules. In the first case, if certain formal contract terms are systematically 
supplanted by more generous informal policies, legal scholars concerned for 
consumer welfare may safely ignore those formal terms. Efforts to inform 
consumers about or ban the usage of onerous formal contract terms would 
be misdirected. On the other hand, if patterns of informal behavior appear 
to be reducing consumer welfare or resulting in consumers being misled or 
exploited, legal reforms can give firms incentives to avoid such behavior. 
Indeed, policymakers designing consumer protection law must understand 
whether the standard option theory holds, or, conversely, if other drivers 
underlie companies’ exercise of contract rights.  
 

                                                 
40 See, e.g., KENNETH CULP DAVIS, POLICE DISCRETION (1975); Daniel C. Richman Federal 

Criminal Law, Congressional Delegation, and Enforcement Discretion, 46 UCLA L. REV. 757 (1998); 
Robert Heller, Selective Prosecution and The Federalization Of Criminal Law: The Need For 
Meaningful Judicial Review of Prosecutorial Discretion, 145 UNIVERSITY OF PENNSYLVANIA LAW 

REVIEW 1309 (1997) in criminal justice. See also Felix Frankfurter, The Task of Administrative 
Law, 75 UNIVERSITY OF PENNSYLVANIA LAW REVIEW AND AMERICAN LAW REGISTER 614 (1927); 
David Epstein and Sharyn O'Halloran, Administrative Procedures, Information, and Agency 
Discretion, 37 AMERICAN JOURNAL OF POLITICAL SCIENCE 697 (1994); Antonin Scalia, Judicial 
Deference to Administrative Interpretations of Law, 20 DUKE L.J. 511 (1989); Richard B. Stewart, 
The Reformation of American Administrative Law, 40 HARVARD LAW REVIEW 1667 (1975) in 
administrative law. 
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The potential of the option theory to improve consumer welfare in the 
mortgage setting is enormous. Companies who choose to take care of their 
customers beyond the requirements of the formal contract can help avoid 
delinquency, default, and ultimately foreclosure. Not only do these negative 
consumer outcomes hurt families, they may have externalities on others 
through lower house prices, neighborhood blight, and ultimately a 
slowdown of the entire financial sector.41 Companies can minimize these 
costs by providing benefits such as programs for modifying mortgages for 
those in financial hardship, repayment plans for newly delinquent 
borrowers, and mediation processes for families facing foreclosure. These 
may be more expensive for the company in the short run, but the home’s 
value and the consumer is likely to benefit in the medium or long run. 
Companies that choose not to confer significant benefits on consumers 
beyond the terms of the contract, on the other hand, can precipitate serious 
consumer welfare loss. 
 
Johnston, Bebchuk and Posner’s theories imply two testable hypotheses.42 
First, discretionary benefits in the form of delayed foreclosure will be 
provided more often to rich and informed customers. Second, these benefits 
will be provided more often in competitive markets than in less competitive 
markets. The following section describes an empirical test for these 
hypotheses.    

 
B.  An Empirical Test of Efficient Foreclosure  

 
To test the option theory, the first requirement is a measure of pro-consumer 
contract exercise. This was established in the previous section as the delay 
between default and foreclosure. The second requirement is a measure of 
rich and informed consumers, as well as a measure of market 
competitiveness. Given these, the empirical test would regress foreclosure 
delay on proxies for consumer wealth and market competitiveness. To 
isolate the company’s role in the process, the regression can further control 
for a variety of borrower and loan characteristics. Comparing across 
borrowers with the same credit score, loan size, month of origination and 
other shared characteristics, the difference in foreclosure timeline is more 
likely to be driven by firms exercising their discretion differently.  
 

                                                 
41 Supra note 8. 
42 Bebchuk & Posner, supra note 1 at 829; Johnston, supra note 2 at 861-865. 
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The first prediction is that high income borrowers will also get more lenient 
treatment, reflected in longer delays of foreclosure. Regressing foreclosure 
within a year of delinquency on income shows that there is nearly no 
relationship between income and foreclosure delay. Indeed, high incomes 
have a slightly higher chance of being foreclosed on within a year of default. 
The result is summarized in Figure 5. The relationship is nearly zero even 
when controlling for a variety of different loan and borrower characteristics. 
 
Figure 5: Foreclosure within one year of default vs. borrower income 

 
 
The second prediction is that markets with more intense competition will 
have a more lenient approach to consumers based on reputational concerns. 
Figure 6 shows the results of a linear multivariate regression. The regression 
measures the correlations of foreclosure with all pertinent loan and 
borrower characteristics, as well as a measure of market concentration. The 
measure used here is the Herfindal-Hirschman Index (HHI), which is the 
standard method used in antitrust settings. The index is calculated as the 
sum of squared market shares of all market participants. A lower number 
means the market is close to perfect competition, because each firm serves 
only a small fraction of the entire market. A higher number (closer to the 
maximum possible HHI of 10,000) means the market is more concentrated 
and is tending towards monopoly. 
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Figure 6: Foreclosure within a year of default vs. HHI 

 
 
 
In this dataset, HHI is constructed at the metropolitan statistical area (MSA) 
level. That means, metropolitan areas with many lenders can be compared 
to those with very few. HHIs range from 2 to 1500 across MSAs, and the 
average HHI is around 62. Overall, the results show no significant effect of 
HHI on foreclosure delay. Otherwise the regressions show mixed support 
for the second predictions of the option theory, somewhat negating the 
effects shown in the graphs above. 
 
Taken together, regression analysis suggests that the exercise of discretion 
matters a great deal, and many companies do confer benefits on consumers 
beyond the legal requirements of the contract. However, it is not clear that 
consumers systematically benefit based on their bargaining power, and 
neither is there evidence that competition among lenders drives lenience 
towards consumers. 
 

C.  Determinants of Inefficient Foreclosure 
 
Inefficient foreclosure is likely to occur when new information is observed 
privately by one party after the contract is formed. The incorporation of new 
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information is an important part of many contracts. In business-to-business 
settings, contracts include flexible or state-dependent terms that explicitly 
acknowledge the important of information learned during the course of the 
contract. For instance, long term supply contracts allow for price and 
quantity adjustments based on market price fluctuations and changes in the 
buyer and seller’s condition.43 This two-sided flexibility may formally award 
discretion to one party or another, or specify a mechanism by which 
adjustments occur. Such contingencies are usually not part of consumer 
contracts. Indeed, they are unnecessary when one party has, by default, full 
discretion over the exercise of the contract. The company can strategically 
exercise contract rights to make the equivalent of price adjustments, tailored 
to individual customers’ circumstances. The role of contract exercise, 
therefore, is similar to the role played by formal renegotiation in other 
contexts.44  
 
There are three key types of information that will be observed through the 
course of the contract and may impact the contract. First is information about 
the consumer’s circumstances, such as job loss, windfall gains, death in the 
family, marriage, or divorce. Second is information about the company’s 
circumstances, such as the firms’ financial performance, credit rating, 
governance structure, tensions between managers and shareholders, 
mergers or acquisitions, long term pricing and product strategy, and all 
relevant information about competitors. Finally, there is information about 
macroeconomic conditions and third party actions, covering house price 
fluctuations, local economic shocks, changes in local property taxes or 
amenities, and regulatory changes.45 
 
In its current form, the option theory of boilerplate only discusses how new 
information about the consumer may be reflected in companies’ choices. In 
many cases, however, information about the consumer is difficult to 
observe, or less impactful on the firm’s profit, than information gained about 
firm or macroeconomic circumstances. Consider the medical billing and 

                                                 
43 See Victor P. Goldberg, Price Adjustment in Long-Term Contracts, 36 WIS. L. REV. 527 

(1985); Victor P. Goldberg & John R. Erickson, Quantity and Price Adjustment In Long-Term 
Contracts: A Case Study Of Petroleum Coke, 30 THE JOURNAL OF LAW AND ECONOMICS 369 (1987); 
Paul L. Joskow, Price Adjustment in Long-Term Contracts: The Case of Coal, 31 THE JOURNAL OF 

LAW AND ECONOMICS 47 (1988). 
44 Michael R. Roberts & Amir Sufi, Renegotiation of Financial Contracts: Evidence from 

Private Credit Agreements, 93 JOURNAL OF FINANCIAL ECONOMICS 159, 167-169 (2009). 
45 Id. at 159-163. 
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hotel checkout examples again. Hospitals negotiating bills with consumers 
can be thought of as a way of incorporating information about their ability 
to pay and their willingness to bargain. Now suppose the hospital that was 
negotiating with an emergency room patient learned of a new state 
healthcare law that would slash funding for uninsured patient emergency 
room visits.46 The hospital would then be less likely to negotiate bills with 
any patient, given the anticipated increase in future costs. Similarly, hotel 
checkout policies are enforced only against “bad types” of consumers. This 
type is not observable until the consumer has already arrived at the hotel. 
Therefore, the exercise of the checkout policy is again determined by the new 
information gained during the term of the hotel stay. Now suppose that late 
checkouts have caused cleaning staff to stay late, and their union has 
demanded the cleaning staff should be paid a great deal of expensive 
overtime. The hotel may start to enforce the policy more strictly if paying 
overtime is more expensive than the reputational benefit of allowing late 
checkouts. 
 
The dynamic theory of one sided contract terms explains why policymakers 
target one sided contracts even in the presence of competitive pressures and 
consumer bargaining. Despite market forces, companies have no obligation 
to take into account, nor the incentive to discover, all available information 
while choosing to exercise contract rights. Companies may rely heavily on 
their own private information about costs and potential revenues, while 
ignoring information that could be used to benefit social welfare but not the 
firm’s profit. For example, companies may choose not to learn about or 
condition foreclosure policy on consumers’ job loss or other financial 
hardship. Even though incorporating that information would benefit the 
value of the home by allowing the company to better time a foreclosure 
action, the cost to engaging with each individual customer may be higher 
than the fraction of the benefit the company will be able to realize. Since 
firms do not internalize the full social value of their actions, they do not have 
the right incentives to benefit either consumer or social welfare. Private 
information gives rise to two more concerns. First, companies may be acting 
on their own private information, meaning that consumers’ expectations are 
not being met. It is unlikely that consumers will have a clear understanding 
of even publicly available macroeconomic information, let alone private firm 
specific information. Therefore, it is difficult for consumers to have rational 

                                                 
46 https://www.medicaid.gov/medicaid/quality-of-care/improvement-initiatives/er-

diversion/index.html 
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expectations about firm behavior and therefore about contract value. 
Second, consumers do not have the ability to modify the contract based on 
their own private information, since the flexibility is entirely on the firm’s 
side. Pertinent consumer information may never be incorporated in the 
contract. 
 
There are benefits and costs to incorporating new information into the 
contract during the contract term. They mirror the costs and benefits of 
renegotiation. The main downside is that it decreases the commitment value 
of the contract, and may result in higher costs that drive down ex ante value 
of the contract. There are also opportunities for holdup and other market 
failures that arise when the strength of contract commitments decrease. On 
the other hand, there is upside value in contract flexibility. Specifically, it is 
valuable for contracts to give breathing room in performance when there are 
short term problems that arise, but the long term value of the contract is 
unchanged. In the business to business context, this could arise if an investor 
sees that an entrepreneur is experiencing a delay in production that will 
resolve in a few months. By giving the entrepreneur more time to repay the 
investor, the investor preserves the value of the project. Similarly, in a 
consumer context, a lender should give consumers experiencing a short term 
dip in house price extra time before foreclosing on them. It is beyond the 
scope of this Article to address the optimal level of flexibility in consumer 
contract exercise. The existence of potential dynamic shocks is difficult to 
incorporate in a contract, and even simple cases are very mathematically 
demanding to model.47 
 
Instead, taking the level of flexibility granted to companies as given, this Part 
provides empirical support for the dynamic theory of one sided contract 
terms. Specifically, it tests whether new information about lenders’ financial 
shocks will affect their foreclosure policy. The data supports the dynamic 
theory, with the magnitude of the effect of financial information dwarfing 
the effect of borrower and loan characteristics, as well as market 
competition, on foreclosure delay. Finally, the Part presents a guide for 
identifying conditions where changes in contract exercise in the presence of 
new information will lower social welfare. 
 

                                                 
47 See Raphael Boleslavsky and Maher Said, Progressive Screening: Long-Term Contracting 

With A Privately Known Stochastic Process, 80 REVIEW OF ECONOMIC STUDIES 1 (2012). 
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D.  An Empirical Test of the Inefficient Foreclosure 
 
There is one key testable implication of the dynamic theory of one sided 
contract terms. New information that lenders observe through the 
performance of the contract should impact their exercise of contract terms. 
Again, statistical analysis is the best methodology for detecting regular 
changes in foreclosure policy that reflect new information. Formal contracts, 
case law, and anecdotal evidence are insufficient for testing whether 
regularities occur on the large scale of consumer contracts. This Part presents 
a new method for identifying responsiveness to new information using the 
same loan level data as above – measuring the effect of unexpected changes 
in lender financial health. 
 
The first step is to identify dynamics that can be observed in the data that 
should have an impact on firm foreclosure policy. The measure presented 
here is the change in delinquency rate held by a lender in a particular state. 
When there are unexpectedly high levels of delinquency, that lender is more 
likely to be in short term financial distress. The change in delinquency rate 
in one state should affect foreclosure rates in another state only by changing 
the lender’s foreclosure policy. To isolate firm exercise of contract rights, the 
relationship is measured while controlling for lender and state fixed 
effects.48  
 
The results are shown in Figure 7, in which the lender’s average delinquency 
rate other states is plotted against the average propensity for foreclosure to 
occur within a year of delinquency.49 There is a clear upward trend in the 
graph, meaning that unexpected spikes in delinquency rate are correlated 
with quicker foreclosures. There are two ways to conduct this analysis, 
which are specified in the Appendix. Either way, the correlation holds, 
conditional on other loan characteristics, and on market conditions.  
 
Figure 8 shows the same graph but traces out the relationship between 
delinquency and foreclosure for two large lenders prior to the crisis. 

                                                 
48 This follows a literature in industrial organization economics that models market 

demand to estimate the impact of mergers. The general approach is to take advantage of 
variables that shifts the costs associated with a product but not the demand for that product.. 
Jerry A. Hausman & William E. Taylor, Panel Data and Unobservable Individual Effects, 49 
ECONOMETRICA 1377 (1981). 

49 This is the “reduced form” in the language of instrumental variables regression. 
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Countrywide, shown by the solid red line, was fined after the crisis for 
abusive conduct towards borrowers.50 Bank of America, on the other hand, 
was not itself implicated in widespread abuse of borrowers. Indeed, Bank of 
America was held accountable only for Countrywide’s abusive lending after 
Bank of America acquired Countrywide in 2008.51 Countrywide shows a 
strong tendency to incorporate new information about its own delinquencies 
into its foreclosure policy. Bank of America does not show that tendency. 
This is anecdotal evidence that lenders that incorporate information about 
firm financial distress are less consumer friendly than lenders that do not 
adjust foreclosure policy in this way. 
 
 

                                                 
50 Alain Sherter, Countrywide's Foreclosure Scam: It's Not the Only Lender Ripping Off 

Homeowners, CBS NEWS (Sept 2, 2011), available at 
https://www.cbsnews.com/news/countrywides-foreclosure-scam-its-not-the-only-lender-
ripping-off-homeowners/ (last accessed on Feb. 23, 2018); Countrywide Will Pay $108 Million 
for Overcharging Struggling Homeowners; Loan Servicer Inflated Fees, Mishandled Loans of 
Borrowers in Bankruptcy, FEDERAL TRADE COMMISSION (June 7, 2010), available at 
https://www.ftc.gov/news-events/press-releases/2010/06/countrywide-will-pay-108-million-
overcharging-struggling (last accessed on Feb. 23, 2018). 

51 Jesse Eisinger, Another Blow to Holding Banks Accountable for the Financial Crisis, THE 

NEW YORKER (May 26, 2016), available at 
https://www.newyorker.com/business/currency/another-blow-to-holding-banks-
accountable-for-the-financial-crisis (last accessed on Feb. 23, 2018). 

https://www.cbsnews.com/news/countrywides-foreclosure-scam-its-not-the-only-lender-ripping-off-homeowners/
https://www.cbsnews.com/news/countrywides-foreclosure-scam-its-not-the-only-lender-ripping-off-homeowners/
https://www.ftc.gov/news-events/press-releases/2010/06/countrywide-will-pay-108-million-overcharging-struggling
https://www.ftc.gov/news-events/press-releases/2010/06/countrywide-will-pay-108-million-overcharging-struggling
https://www.newyorker.com/business/currency/another-blow-to-holding-banks-accountable-for-the-financial-crisis
https://www.newyorker.com/business/currency/another-blow-to-holding-banks-accountable-for-the-financial-crisis
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Figure 8: Pre-crisis foreclosure rate by delinquency in other markets, 
within lender-year, weighted by number of loans 

Figure 7: Foreclosure rate by delinquencies in other markets, within 
lender-year, weighted by number of loans 
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The magnitude of these effects is comparable to the large effects of interest 
rate changes and the move from judicial to non-judicial foreclosure 
documented in the previous section.52 New information about firm financial 
distress has a much larger effect on foreclosure delay than credit scores, 
income, and loan size. The data validates the dynamic theory of contract 
exercise. Moreover, it establishes that new information has a first order effect 
on foreclosure delay that is as large or even larger than the formal contract 
terms themselves. Understanding the impact of regulation on contract 
exercise is therefore urgently important for policymakers. 

 
E.  Implications of Empirical Results  

 
The results above show that despite evidence in favor of some aspects of 

the option theory of contracts, the data suggests that competition itself 
doesn’t have an impact on contract exercise in the mortgage setting and 
negotiation power doesn’t correlate systematically with the propensity to 
confer benefits. There are three complications the option theory doesn’t 
address in its current iteration.  First, contract pricing may adjust, negating 
some of the benefits firms are conferring on consumers. Second, consumers 
who have asymmetric information about the contract may not benefit from 
the effect of competition. Third, negotiation costs may be high, limiting the 
efficacy of consumer bargaining. 

 
The option theory holds that consumer contracts are more or less 

successful in protecting consumer interest because firms of consumer 
contracts have a competitive incentive to maintain a reputation for being 
respectful of consumers.53 Bebchuk and Posner model both firms and 
consumers as subject to moral hazard, meaning that they may exploit the 
fine print of a contract to get excessive benefits beyond the contract’s intent. 
They argue that firms are restrained from opportunistic behavior by a desire 
to protect their reputation, but consumers in an anonymous, arms-length 
marketplace don’t face the same reputation pressure. Therefore, firms 
include written contract terms that are draconian and pro-firm to give 
themselves discretion to punish opportunistic consumers, even as they 
choose to be generous to well-behaved consumers. In many ways, the option 
theory is highly realistic even in the mortgage context, because it accounts 

                                                 
52 See infra Appendix B. 
53 Bebchuk & Posner, supra note 5 at 827-831. 
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for the importance of informal communication and procedures in governing 
relationships between firms and consumers.54  
 

Implicit in this argument, however, is that one sided contract terms are 
needed to protect firms from the detrimental effects of consumer moral 
hazard. This assumption overlooks the fact that firms set not only contract 
terms but also prices and the menu of products offered to each consumer. 
Suppose relatively pro-consumer, permissive contract terms were mandated 
for all consumer contracts. Firms could simply raise the price paid by 
consumers to compensate firms for the costs of consumer moral hazard. 
Similarly, if firms are opportunistically engaging in moral hazard, 
consumers may refuse to purchase the contract unless the price is low 
enough to compensate the consumer for the potential harms of firm moral 
hazard. In this way, prices are sufficient for absorbing the costs of certain 
types of moral hazard and opportunistic behavior, without needing recourse 
to harsh contract terms or to the courts’ enforcement powers. An increase in 
price that is still below the consumer’s willingness to pay may decrease 
consumer surplus but will not result in social welfare loss.55 If the price 

                                                 
54 Id. at 827-729; Johnston, supra note 4 at 877-885. 
55 Bebchuk and Posner’s model appears to be making an argument about consumer moral 

hazard that relies on there being two potential states of the world – one in which a pro-
consumer contract term is socially beneficial, and another in which the contract term would 
be prohibitively costly to the firm. In expectation, it is worth it for the firm to offer the contract 
term. In general, therefore, it would be socially optimal for the firm to offer the contract term. 
Indeed, under some models of a competitive market, the firm would have to offer the contract 
term, lest she have her business stolen from her by a competitor offering better terms. Yet, 
Bebchuk and Posner argue that when consumers and firms can observe actions, but those 
actions are not verifiable to the court, the contract term will no longer be included: 

 
For example, the term might be that the buyer can return the good and get his 

money back, and 0 might be the state in which the buyer returns it promptly without 
having used or damaged it. Firms will charge a price that is higher by pC because 
they expect to incur a cost C with probability p, in cases in 0. But buyers will have 
an expected benefit of pB2 and thus a net expected gain of p(B2-C). When some firms 
offer such contracts while following the policy just described, no firm who fails to 
provide such a combination will be able to attract any consumers without losing 
money. 

 
It might seem that since buyers value the policy, firms would make it a term of 

the contract even if they were constrained to follow the policy by their investment 
in reputation. But this is incorrect because, as a contract term, the policy would 
require adherence by the firm even when it was inefficient to provide the benefit, 
that is, even when the parties were in the non-0 state. Thus, if the contract provided 
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increase needed to let the firm break even exceeds the average consumer’s 
willingness to pay, the firm can simply offer two contracts to each consumer 
– one which is higher priced with generous contract terms, and the other 
which is lower priced but with draconian contract terms. Consumers can 
then sort themselves into contracts that better suit their preferences and the 
specific type of uncertainty they face. These solutions will not work, 
however, if consumers are not willing to pay extra for a generous contract 
or don’t notice pro-consumer contract terms.  

 
Ultimately, the efficacy of competition in disciplining discretion depends 

crucially on what consumers know about firm behavior and about contract 
terms. If consumers are unaware of the importance of generous contract 
terms, or place little value on them relative to other aspects of the package 
of attributes they are purchasing, firms are less likely to offer generous 
contracts. If consumers do value generous contract terms, they will be 
willing to pay a higher price to get the extra contractual protection. 
Draconian contract terms will be necessary despite consumer preferences if 
the cost of generous contract terms to the firm is higher than the willingness 
to pay of the consumer, which is also socially efficient. The reputation effect 
Bebchuk and Posner point out comes into play when price changes are 
limited or ruled out by some feature of the market, and when contract terms 
are noticed and valued by consumers. 

 

                                                 
that the buyer could return the good if dissatisfied with it, the firm would be 
obligated to accept the return even if the buyer, rather than actually being 
dissatisfied with it, had used it as much as he wanted to or had damaged it so that 
it was no longer valuable to him. 

 
Bebchuk & Posner, supra note 5 at 833. Taken together, this analysis seems to suggest that 

the problem they are concerned about is that the consumer who doesn’t need the extra pro-
consumer contract term will still avail himself of its benefits, resulting in a cost to the firm. 
That would imply that the cost to the firm is different depending on if the state of the world 
is 𝜃𝜃. Yet, that is not mentioned in the model – the cost to the firm is said to be a constant 𝐶𝐶. 
Moreover, if the consumer would take advantage of the pro-consumer contract term 
regardless of the state of the world, the correct measure of consumer benefit should account 
for the benefit that comes from getting the court to enforce the contract term in both states of 
the world. If cost and benefit were measured in this way, being contingent on state of the 
world and incorporating any change in consumer behavior, the firm could raise the price of 
the contract until the firm broke even on average, even in a competitive market. That price 
may be above the willingness to pay for any individual, or may result in other inefficiencies, 
but they would look different from the problem arising in the current version of Bebchuk and 
Posner’s model. 
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Finally, bargaining may fail to benefit even the most sophisticated 
consumers due to two sources of negotiation frictions. First, contract exercise 
decisions are often made, as in the mortgage case, when the consumer has 
the weakest bargaining position. Indeed, lenders have every incentive to 
time their decisions to exercise certain contract rights strategically, to 
minimize the impact of consumer bargaining.56 Second, economies of scale 
may make it prohibitively costly for companies to engage in any meaningful 
bargaining. The economies of scale that make consumer contracts valuable 
are the same that make personalized negotiation too costly. 

 
As currently understood, the option theory of one sided contract terms 

is missing key features that would expand its reach to important settings like 
mortgages. The following Part proposes and provides empirical evidence 
for a broader theory regarding the exercise of consumer contracts. 

 
IV. THE ROLE OF CONSUMER PROTECTION LAW 

 
The exercise of contract rights has a large impact on consumers and on social 
welfare. Data analysis in the mortgage context shows that contract exercise 
is significantly influenced by private information gained during the contract 
term.57 This effect can be very large, comparable with and often surpassing 
the effect of formal contract terms on foreclosure. Yet, regulations 
concerning consumer contracts tend to focus on formal contract terms. 
Policymakers must account for the effect of consumer protection law on 
exercise of contracts, as well as on formal contract terms.  
 

A.  Limits of Regulating Contract Formation 
 
Many consumer protection laws regulate the formation of contracts. 
Examples include qualified mortgage regulations promulgated by the CFPB 
as well as payday loan bans and usury laws. These contracts tend to be very 
effective in setting formal contract terms.58 However, they have no effect on 
contract exercise, at best. At worst, they may exacerbate the market failures 

                                                 
56 This occurred regularly in the mortgage context. See infra Section IVB(2). 
57 See supra Section IID. 
58 Phil Hall, Cordray Credits CFPB with Post-2008 Housing Success, NATIONAL MORTGAGE 

PROFESSIONAL MAGAZINE (October 25, 2016), available at 
http://nationalmortgageprofessional.com/news/60772/cordray-credits-cfpb-post-2008-
housing-success (last accessed on Feb. 23, 2018). 

http://nationalmortgageprofessional.com/news/60772/cordray-credits-cfpb-post-2008-housing-success
http://nationalmortgageprofessional.com/news/60772/cordray-credits-cfpb-post-2008-housing-success
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that cause inefficient contract exercise. Even a high quality contract can 
ultimately result in consumer and social welfare loss throughout 
performance if new information gained during the contract term will 
generate inefficiencies. 
 
For instance, consider the qualified mortgage safe harbor promulgated by 
the CFPB.59 The safe harbor waives onerous rules requiring every mortgage 
lender to gather and process a great deal of documentation, as long as the 
mortgage being originated does not include certain complexities. For 
instance, balloon payments that come due after many years, interest-only 
loans in which consumers do not acquire equity, and negative amortization 
loans that have an increasing pattern of money owed are excluded. Qualified 
mortgage (QM) regulation also limits the amount of debt a consumer can 
take, relative to income, and limits upfront fees. The CFPB has designed the 
safe harbor to encourage lenders and consumers to focus on “standard” 
mortgage contracts, such as fixed and adjustable rate mortgages with no 
unique features. In general, these mortgages are higher quality, which 
appears to be an improvement to the market. Balloon payments, interest-
only loans, and negative amortization were blamed for many consumer 
foreclosures during the crisis. The QM regulation are intended to decrease 
this number. However, there are many disadvantages to consumers from 
this type of regulation. 
 
First, high quality loans are also more expensive. Therefore, consumers with 
poor credit or other financial challenges may be excluded from the market.60 
Previously, they were able to take on the higher risk of foreclosure, which 
was worth the possibility they could afford a home otherwise unavailable to 
them. Second, qualified mortgages that remain available are less reliant on 
refinancing than non-qualified mortgages. A less robust refinancing market 
is likely to result. This increases consumer lock in by limiting the outside 
options consumers have during the mortgage term. Finally, QM regulation 
limits the profits lenders can gain up front, which encourages them to elicit 
more profit during contract performance. Lenders have an incentive to 

                                                 
5912 C.F.R. § 1026. 
60 Todd Zywicki, Assessing the Effects of Consumer Finance Regulations, Testimony in front 

of the U.S. Senate Committee on Banking, Housing, and Urban Affairs (April 5, 2016), 
available at https://www.banking.senate.gov/public/_cache/files/58bb96f4-8268-4ecd-95dd-
5e35f8d26e4a/060C9C587736B1F08DD0A117FC3EE8B6.zywicki-testimony-4-5-16.pdf  (last 
accessed on Feb. 23, 2018). 

https://www.banking.senate.gov/public/_cache/files/58bb96f4-8268-4ecd-95dd-5e35f8d26e4a/060C9C587736B1F08DD0A117FC3EE8B6.zywicki-testimony-4-5-16.pdf
https://www.banking.senate.gov/public/_cache/files/58bb96f4-8268-4ecd-95dd-5e35f8d26e4a/060C9C587736B1F08DD0A117FC3EE8B6.zywicki-testimony-4-5-16.pdf
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charge fewer up front fees but to increase late fees and exercise their contract 
rights more vigorously against consumers later on. 
 
Overall, regulations that target contract formation can be valuable, but 
significantly limiting the space of contracts can generate perverse incentives 
for firms that have an ongoing relationship with consumers after formation. 
The law takes away profit opportunities up front, meaning that firms have 
greater incentives to manipulate contract performance to make profit. The 
regulations may also worsen lock in, by discouraging robust secondary 
markets. For instance, mortgage refinancing activity has dropped since 
Dodd Frank and the CFPB rules were implemented.61 Ultimately, these 
types of regulations are likely to be ineffective in disciplining the exercise of 
contracts. 
 

B.  Contract Doctrines Exacerbating Inefficiency 
 
Exacerbating these inefficiencies is the tendency for traditional contract law 
to disallow parties from undoing complete transactions. Two doctrines in 
particular, those of mistake of law and oral promise, have been applied to the 
detriment of consumers. When courts are unwilling to help consumers hold 
firms accountable for their behavior ex post, consumers come to distrust 
communication from firms, worsening market failures. 
 
1. Mistake of Law 
 
Most courts’ approach to mistake of law is that a contracting party that 
makes a unilateral mistake in his or her understanding of pertinent contract 
law may not recover any losses from that mistake from the other contracting 
party.62 The original reasoning behind this rule is that each contracting party 

                                                 
61Looking Ahead to 2018, Freddie Mac, available at 

http://www.freddiemac.com/research/outlook/20170921_looking_ahead_to_2018.html (last 
accessed on April 14, 2018). 

62 RESTATEMENT (SECOND) OF CONTRACTS, § 153 (1981).  
“Where a mistake of one party at the time a contract was made as to a basic 

assumption on which he made the contract has a material effect on the agreed 
exchange of performances that is adverse to him, the contract is voidable by him if 
he does not bear the risk of the mistake under the rule stated in § 154, and 
(a) the effect of the mistake is such that enforcement of the contract would be 

unconscionable, or 
(b) the other party had reason to know of the mistake or his fault caused the 

mistake.”  

http://www.freddiemac.com/research/outlook/20170921_looking_ahead_to_2018.html
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must be held liable for their own mistakes, giving each an incentive to learn 
the rules of law and bargain accordingly.63 This type of reasoning, however, 
applies quite differently in the case of consumer contracts. Consumers may 
either not read the contact or be unable to understand the written terms of a 
contract because their plain language interpretation is not the same as the 
court’s interpretation of terms of art.64 Instead, they rely on the implicit or 
explicit representations made to them by the firms of the contract regarding 
their legal rights and responsibilities.65 Rational firms have an incentive to 
disclose all relevant formal contract terms within the written, signed 
contract, and contradict the written language in more informal interactions. 
Because consumers could read the contract and consult a lawyer as to its 
interpretation, they cannot successfully argue that firms caused their 
mistake, which would fall under the exception in the Restatement, § 153(b). 
How, then, can a consumer learn of his rights and obligations under the 
contract he signs without negotiation? Either he himself must become 
educated about the common law and statutory law of the applicable 
jurisdiction and carefully interpret the written contract, or he must hire a 
lawyer to do the same. Suppose he does not do this and makes a mistaken 
payment or rely on an incorrect interpretation of contract terms. The 
doctrine of mistake of law leaves them with no recourse. 
 
For example, take the case of Randazzo v. Harris Bank Palatine.66 Randazzo 
had a line of credit with Harris Bank, secured by stocks in various dotcom 
companies. He had a relationship with the bank for 25 years. In the final 
year, 1999, the value of the collateral dropped significantly. The bank asked 
Randazzo to decrease the loan amount from $2.8 million or to provide 
additional collateral to keep his line of credit. After Randazzo provided 
further financial statements offering his home as additional collateral, the 
bank rejected his offer and represented to him that the bank was authorized 
to sell the collateral to settle the account. Randazzo alleges that he 
understood that he must sell the collateral himself or the bank’s 
representative would make the sale and Randazzo would have to accept the 

                                                 
63 Id., at Comment (a); Katz, supra note 5, at 518-525. 
64 BEN-SHAHAR & SCHNEIDER, supra note 6; Yannis Bakos, Florencia Marotta-Wurgler & 

David R. Trossen, Does Anyone Read the Fine Print? Consumer Attention to Standard-Form 
Contracts, 43 J. LEG. STUD. 1 (2014). 

65 Daniel A. Farber & John H. Matheson, Beyond Promissory Estoppel: Contract Law and the 
Invisible Handshake, 52 U. CHI. L. REV. 903, 947 (1985). 

66 Randazzo v. Harris Bank Palatine, N.A., 104 F.Supp.2d 949 (N.D.Ill. 2000), aff’g 262 F.3d 
663 (7th Cir. 2001). 
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sale price (less commission).67 Seeking to avoid the commission, and upset 
with the severance of a decades long relationship with Harris Bank, 
Randazzo sold the collateral himself within days of receiving this 
representation and sent the balance to Harris to settle his account. He then 
filed suit alleging breach of contract and stating that he had lost over 
$400,000 due to the forced short sale of his collateral.68 
 
The trial court, affirmed by the Seventh Circuit, held that the written terms 
of his contract did not require him to sell his stocks under a tight time frame, 
and he had made the sale under the influence of a mistake of law.69 
Therefore, his claim was barred under the voluntary payment doctrine. The 
voluntary payment doctrine holds that any payment made by a contracting 
party that mistakenly believed the payment was required for performance 
cannot be recovered. The Restatement clarifies that “[a] more appropriate 
statement of the voluntary payment rule, therefore, is that money 
voluntarily paid in the face of a recognized uncertainty as to the existence or extent 
of the payor's obligation to the recipient may not be recovered, on the ground of 
‘mistake,’ merely because the payment is subsequently revealed to have 
exceeded the true amount of the underlying obligation.”70 However, as 
applied in the Seventh Circuit and several other jurisdictions, the voluntary 
payment doctrine is used to bar consumers from recovering payments they 
made in reliance on an incomplete understanding of the law.71 In Randazzo, 
the payment was allegedly made in reliance on an explicit representation of 
the bank’s representative. In evaluating the motion to dismiss, the court 
construed the facts liberally in favor of the plaintiff, and still found that 
Randazzo’s claim was lacking as a matter of law. 
 
A similar interpretation of the voluntary payment doctrine has been adopted 
in a variety of jurisdictions and used to defeat claims of breach of contract 
by consumers who paid twice to repair damage to their rental car, overpaid 
their gas bills, and paid excessive late fees on their television bills72 In each 

                                                 
67 Randazzo, 262 F.3d at 665-666. 
68 Id. at 666. 
69 Randazzo, 104 F.Supp.2d at 952. 
70 RESTATEMENT (THIRD) OF RESTITUTION, § 6, Comment (e) (2011). 
71 Abrevaya v. VW Credit Leasing, No. 09–521.2009, WL 8466868 at *2 (E.D.Pa. 2009); 

Robbins v. Skana Energy, No. 1:08-CV-640-BBM, 2008 WL 7724171 at *4-*7 (N.D.Ga. 2008); 
McWethy v. Telecommunications, Inc., 998 P.2d 356 at 357-358 (Ok.App. 1999). 

72 See Abrevaya, WL 8466868 at *2; Robbins, 2008 WL 7724171 at *4-*7; McWethy, 998 P.2d 
at 357-358. 



17-Aug-18] EXERCISE OF CONTRACT RIGHTS 39 

case, informal representations of the firm had not clarified the consumer’s 
legal rights. Instead, the court strictly interpreted the voluntary payment 
doctrine, stating that it “is a corollary to the maxim that ignorance of the law 
is no excuse; despite such a mistake of law, the choice remains voluntary and 
informed because all that was misapprehended was the legal consequences 
of known facts as they related to the contract-a contract the law presumes 
both parties to know and understand.”73 The court is unwilling to make any 
adjustment to the doctrine to account for the unique relationship between 
firms of form contracts and their unsophisticated purchasers. 
 
This approach is entirely inappropriate in the case of contracts of adhesion, 
in which consumers have not had an opportunity to learn the detailed rights 
and obligations spelled out in the written instrument, and interpreted in 
light of each jurisdiction’s common law. From an efficiency perspective, 
there is no value to giving consumers this form of incentive to learn their 
legal rights. It would be prohibitively costly for consumers to train 
themselves or to hire a lawyer for each form contract they signed and 
performed. Instead, the doctrine of mistake of law pushes firms to exercise 
their rights inefficiently. When firms are in financial difficulty or have other 
private information to share, consumers should not believe them because 
firm miscommunications cannot be redressed. Judicial enforcement of these 
doctrines pushes the consumer contract market to an inefficient equilibrium. 
 
2. Oral Promises 
 
Another way firms can exploit private information about the law is the use 
of unenforceable oral promises to prevent consumers from exercising their 
legal rights. Under the Statute of Frauds, many oral promises are 
unenforceable as contractual obligations.74 In addition, oral promises made 
to consumers already engaged in a contractual relationship are both 
generally unenforceable and cannot be admitted as evidence supporting a 

                                                 
73 Abrevaya, WL 8466868 at *2. 
74 The Statute of Frauds holds that parties must put an agreement in writing if the contract 

is: 
1) for the sale of an interest in land, 
2) for the sale of goods for $500 or more (under the U.C.C.),  
3) in consideration of marriage,  
4) that cannot be performed within one year of the contract being made and, 
5) of suretyship. 
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breach of contract claim, under the parol evidence rule.75 Consumers who 
mistakenly rely on oral representations find it difficult to obtain any form of 
relief, including enforcement of the oral promise, reliance damages, or 
injunctive relief. As long as the oral promise did not constitute fraudulent 
misrepresentation, the more sophisticated firm can count on the terms of the 
written contract being enforced.76 The courts’ reasoning takes a similar form 
as it does in the mistake of law cases – accommodations are not generally 
made for consumers’ limited knowledge of the law surround oral promises. 
Moreover, firms often adhere carefully to the written terms of the contract, 
which are unambiguously drafted. The statute of frauds, parol evidence 
rule, and doctrine surrounding oral representations ignores the reality of 
consumer contracts. A majority of the communication between consumer 
and firm takes place informally. Consumers rely on firms to behave 
cooperatively within the ordinary relationship, which includes oral 
communication.77 Courts are unwilling to acknowledge the peculiar 
importance of informal representations to unsophisticated consumers.78 
 
The Great Recession saw a rise in these cases, associated with the increase in 
foreclosures.79 When borrowers have a financial setback, lenders suggested 

                                                 
75  11 Williston on Contracts § 33:42 (4th ed.), stating the parol evidence rule as 

“[g]enerally, the language is to be viewed as a reasonable person, under the circumstances, 
would view it; under this standard, evidence of the surrounding circumstances, beyond that 
necessary to acquaint the court with local peculiarities, if any, would be admissible only if the 
contract is ambiguous on its face.” 

76 See, generally, Hugh Evander Willis, The Statute of Frauds--A Legal Anachronism, 3 IND. 
L.J. 427, 443 (1928); Joseph M. Perillo, The Statute of Frauds in the Light of the Functions and 
Dysfunctions of Form, 43 FORDHAM L. REV. 39, 82 (1974); Beth A. Eisler, Oral Modification of Sales 
Contracts under the Uniform Commerical Code: The Statute of Frauds Problem, 58 WASH. U. L. R. 
277, 316 (1980); Jeffrey Kagan, The Indelibility of Invisible Ink: A Critical Survey of the Enforcement 
of Oral Contracts without the Statute of Frauds under the U.C.C., 19 WHITTIER L. REV. 423, 458 
(1997). 

77 Robert E. Scott, Conflict and Cooperation in Long-Term Contracts, 75 Cal. L. Rev. 2005, 
2005-2010 (1987). 

78 California courts are a rare exception to this rule, in their relatively lax requirements 
for stating a claim of promissory estoppel or fraud in cases where consumers relied on firms’ 
representations to their detriment. See Aceves v. U.S. Bank, N.A., 192 Cal.App.4th 218 (2011); 
Garcia v. World Sav., FSB, 183 Cal.App.4th 1031 (2010). 

79 See Quicken Loans, Inc. v. Brown, 230 W.Va. 306, 307-308 (W.V.App. 2012) (holding 
that a loan officer's promise to refinance a mortgage constituted a material misrepresentation, 
relied on by the mortgagor); cf. Greuling v. Wells Fargo Home Mortgage, Inc., 690 N.W.2d 
757, 757-758 (Minn. App. 2005) (affirming that an oral promise to refinance constitutes 
negligent misrepresentation, despite finding that no set of facts support the mortgagor's claim 
of justifiable reliance); Deutsche Bank Natl. Trust Co. v. Pevarski, 187 Ohio App.3d 455, 455-
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that they stop paying their mortgage, promising that it is their policy to 
negotiate a repayment plan or make a loan modification to help the 
borrower stay in their house. Under most economic conditions, it makes 
sense for the bank to keep their promise to maximize value to both lender 
and borrower. During the recession, however, lenders and servicers were 
pressed for funds. They continued to make the same oral representations, 
but when the borrower defaulted, they would begin foreclosure 
proceedings. The borrowers had no bargaining power left, and many lost 
their homes. Several different types of cases were brought by borrowers 
from this general fact pattern.  
 
In Stolts v. Wells Fargo, Mr. and Mrs. Stolts were having trouble paying their 
mortgage and contacted Wells Fargo about a loan modification.80 Wells 
Fargo asked them to send some documents, which were not received, and 
Mr. and Mrs. Stolts were sent a written notice that the loan modification 
application was incomplete and no modification had been agreed upon. Mr. 
and Mrs. Stolts allege that during this time, Wells Fargo made an oral 
promise to them not to foreclosure until the modification application was 
received and considered. Regardless, Wells Fargo proceeded with the 
foreclosure. Mr. and Mrs. Stolts sued, claiming that Wells Fargo had 
breached their contract and that Wells Fargo was promissorily estopped 
from foreclosing.81 To support these claims, Mr. and Mrs. Stolts attempted 
to introduce evidence that Wells Fargo had made oral promises not to 
foreclose. The court roundly rejected the breach of contract claim, stating 
that the letter Wells Fargo sent the Stoltses was unambiguous evidence that 
contradicted any oral representations that were made.82 Moreover, the 
promissory estoppel claim was barred because “the record does not contain 
any evidence that the Defendant made a promise it should have expected 

                                                 
456 (Oh.App. 2010) (holding that evidence of oral promises to refinance is barred by the parol 
evidence rule when mortgagor is alleging fraudulent inducement); Cadence Bank, N.A. v. 
The Alpha Trust, 473 S.W.3d 756, 757-758 (Tenn.App. 2015) (holding that oral promises to 
refinance are too indefinite to provide relief to mortgagors); North Bright Capital, LLC v. 705 
Flatbush Realty, LLC, 66 A.D.3d 977, 977-978 (N.Y.App. 2009) (holding that an oral agreement 
to forbearance between lender and borrower is unenforceable); U.S. Bank Natl. Assn. v. 
Mobile Assoc. Natl. Network Sys., Inc., 195 Ohio App.3d 699, 699-701 (Oh.App. 2011) (finding 
that a lender was not estopped from proceeding with foreclosure due to an oral forbearance 
agreement between the lender and the commercial borrower). 

80 Stolts v. Wells Fargo Bank, N.A., 31 F.Supp.3d 876, 878-879 (S.D.Tex. 2014). 
81 Id. at 879-880. 
82 Id. at 880. 
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would lead the Plaintiff to some definite and substantial injury.”83 The court 
specifically states in a footnote that failure to renegotiate a contract could 
never be considered a definite injury as a matter of law.84 The Stoltses’ 
alleged reliance on oral representations of the firm is not even considered by 
the court. 
 
Similar facts were considered in Khan v. CitiMortgage, which additionally 
alleged justifiable reliance on the lenders’ oral promises.85 The court held 
that “[t]he record reveals no written agreement to modify Ms. Khan’s loan 
or to forego foreclosure of the property. The complaint’s facts and inferences 
are that no more than oral statements were made to Ms. Khan. In the absence 
of a written agreement to modify her loan or to forego foreclosure, the 
statute of fraud bars the promissory estoppel claim.”86 Moreover, the 
justifiable reliance claim failed because “[n]othing in the record suggests that 
Ms. Khan’s reliance on a loan modification or postponement of foreclosure 
was merited.”87 The court’s reasoning in the justifiable reliance claim was 
based on continued written correspondence between Ms. Khan and 
CitiMortgage, providing evidence of a contractual relationship. New York 
courts followed similar reasoning, stating that “evidence of an alleged oral 
modification of the applicable interest rate which contradicts an express 
term of the note is barred by the parol evidence rule.”88 The court appears to 
think it absurd that a consumer would rely on firms’ oral representations 
when there is written evidence to the contrary. In reality, it is intuitive that 
a sophisticated firm would reassure a consumer, often in good faith, that 
their business practice is more lenient than the written terms of the contract. 
Bebchuk and Posner support this conception, but fail to account for the role 
private information might play in forcing the firm to abandon its good faith 
promise.89 Their argument is that firms of consumer contracts will not 
enforce every provision of a written contract in order to maintain a good 
reputation in the marketplace, but those motives may not be primary in 
times of financial difficulty for the firm.90 
 

                                                 
83 Id. at 881. 
84 Id. 
85 Khan v. CitiMortgage, Inc., 975 F.Supp.2d 1127, 1134-1135 (E.D.Cal. 2013) 
86 Id. at 1137. 
87 Id. at 1138. 
88 Eastern Savings Bank v. Sassouni, 892 N.Y.S.2d 421, 422 (N.Y. App. 2009).  
89 Bebchuk & Posner, supra note 5 at 827-831. 
90 Johnston, supra note 4 at 877-885. 
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Courts repeatedly refuse to make allowances for consumers who mistakenly 
rely on firm oral representations, apparently in an effort to enforce contract 
law doctrines that are designed for bilateral contract contexts. Other 
doctrines that could help are regularly ruled out. The danger in applying the 
same contractual principles to consumer contracts that were developed in 
the business-to-business context is that they don’t account for the 
informational imbalance between consumers and firms. Firm private 
information cannot be credibly communicated, and social welfare decreases. 
 

C.  Proposal: Ex Post Remedies 
 
As predicted by the model above, ex post remedies are necessary to 
supercede the incentives provided by existing consumer protection and 
contract law. The key is enabling the consumer to challenge firm behaviors 
in case the consumer outcome is worse than expected. The judge would then 
be left to decide whether the firm harmed the consumer’s financial condition 
during the course of the relationship. If no harm was done compared to the 
next best option, the judge would not interfere. If the firm did harm during 
the course of the relationship, the remedy would be rescission of the contract 
or other equitable remedies. The most straightforward application of this 
principal would be to apply fiduciary duty on loan servicers. Fiduciary duty 
is already widely used in many contexts to minimize principal agent 
problems.91 The imposition of fiduciary duty in arms length transactions has 
been controversial, since the relationship between a profit making seller and 
a buyer does not follow the traditional rules of a fiduciary relationship. 
 
Consumer contractual relationship, however, differ significantly from 
standard arms length transactions, and look more similar to a fiduciary 
relationship. In many ways the surplus generated by a contract improves the 
fortunes of both the company and the consumer. Contracts define a joint 
venture between the consumer and firm, rather than a trade that has a fixed 
value. Both parties should have an incentive to invest in overall surplus. The 
one sided terms of the formal contract introduce the flavor of a principal to 
the consumer and agent to the firm. The consumer, like a principal, cannot 
completely monitor the actions of the firm. The firm’s actions have a large 

                                                 
91 See TAMAR T. FRANKEL, FIDUCIARY LAW, Oxford University Press (2010); Tamar T. 

Frankel, Fiduciary Law, 71 CAL. L. REV. 795 (1983); Frank H. Easterbrook and Daniel R. Fischel, 
Contract and Fiduciary Duty, 36 J. LAW & ECON. 425 (1993); Tamar T. Frankel, Fiduciary Law in 
the Twenty-First Century, 91 B.U.L.REV. 1289 (2011). 
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impact on the outcome of the joint venture. The main difference is that 
consumer behavior also has a large impact on the outcome, but firms can 
exercise contract rights strategically to give consumers the correct 
incentives. Consumers do not have a method for affecting firm incentives, 
though. Fiduciary duty can provide that lever.  
 
Several states already impose some type of fiduciary duty on lenders in a 
mortgage context. California has imposed common law fiduciary duties on 
mortgage brokers, but not all lenders, since 1979.92 A statute passed in 2010 
codified this requirement. 93 Ohio’s Homebuyers’ Protection Act of 2007 
imposed fiduciary duty on mortgage brokers dealing with borrowers with 
incomes below the federal poverty line.94 Both of these duties are likely to 
cease, however, at origination. An ongoing duty that is attached to mortgage 
servicing would likely be more effective in disciplining the exercise of 
discretion long after origination. This solution is also sufficiently broad to 
apply in contexts far beyond mortgage. For instance, student loans have 
been implicated as a potential source of future financial instability. Those 
contracts have even longer terms than the average mortgage. Imposing 
fiduciary duties on student loan servicers would likely improve long run 
outcomes for both servicers and borrowers. The key is that by (partially) 
aligning incentives and facilitating communication between firm and 
consumer, fiduciary duty moves both parties to a more efficient equilibrium. 
 

D.  Ohio as a Case Study 
 

A natural experiment in Ohio provides an empirical test of how fiduciary-
like standards of care can discipline firm discretion. In 2006, Ohio enacted 
the Homebuyers' Protection Act. Its effect was primarily to apply more 
stringent standards of care to mortgage brokers and non-bank lenders in 
Ohio. The law expanded the enforcement power of the state Attorney 
General and local prosecutors to sue brokers and lenders who violate the 
state's Consumer Sales Practices Act and brokers who fail to fulfill their 
duties to their clients. 
 

In addition, the law defines certain contracts as “unconscionable,” and 
therefore unenforceable. An example of the standard includes contracts that 

                                                 
92 Wyatt v. Union Mortgage Co., 24 Cal. 3d 773, 783 (Cal. 1979) 
93 California Civil Code § 2923.1 
94 8 O.R.C. §1322 
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are “based predominantly on the supplier's realization of the foreclosure or 
liquidation value of the consumer's collateral without regard to the 
consumer's ability to repay the loan in accordance with its terms.” Remedies 
include injunctive relief against foreclosure or debt collection, and monetary 
penalties between $5,000 and $25,000. The statute also provides for a private 
right of action, through which consumers can recover three times their actual 
economic damages, as well as attorney's fees. In general, however, the 
statute is vague in order to accommodate a broad variety of unscrupulous 
behavior. These are classified as standards of care as they must be enforced 
by the regulator, the attorney general, or the borrower after a harm has been 
done, and no safe harbors yet exist that would allow a lender to definitively 
avoid liability. 
 
The ideal experiment would randomly assign lenders to different consumer 
protection laws. The treatment group would be subject to tighter ex post 
liability relative to the control group. Comparing loan characteristics and 
loan performance across groups would shed light on the relative effects of 
each type of regulation. Ohio's natural experiment can be used to estimate 
similar quantities of interest. To generate quasi-random variation in legal 
regime, the analysis relies on MSAs that cross state borders. Prior to the 
introduction of Ohio's consumer protection laws, all lenders within an MSA 
have similar lending behavior and loan performance. After Ohio introduced 
its consumer protection laws in 2007, Ohio lenders within an MSA act as a 
treatment group, and non-Ohio lenders within the MSA act as a control 
group. This strategy relies on two key identifying assumptions. First, loan 
performance and characteristics within Ohio border MSAs were not already 
on a different trend than loan performance and characteristics outside Ohio 
before 2007. Second, no other legal changes occurred in 2007 in Ohio that 
would directly influence loan performance and characteristics. 
 
The results in Figure 9 show that consumer protection laws curb the use of 
firm private information. The Ohio statute again decreases the dependence 
of foreclosure on firm cost shocks. These results are consistent with the 
concept that firm standards of care can be an effective means of disciplining 
discretionary behavior. If firms are threatened with liability due to misuse 
of discretion, they are less likely to exercise their discretion purely to 
minimize costs. The Ohio statute gives incentives to firms to avoid 
incorporating information about financial shocks into their foreclosure 
policy. It is likely that this information is private to the firm – loan 
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performance is a closely guarded trade secret to most firm. Idiosyncratic 
shocks to one state relative to another state are particularly difficult for a 
consumer to observe. Moreover, even if a consumer could observe loan 
performance, it would likely not be a salient feature of the mortgage 
contract. Ultimately, therefore, it appears that the structure of Ohio’s law 
curbs the inefficient use of private information in the exercise of contract 
rights. 
 

Figure 9: Foreclosure as a function of change in delinquency rate, within Ohio 
after treatment vs. control 

 
 

CONCLUSION 
 
The next crisis to hit the American economy may come from a variety of 
sources. At the heart of the economy, however, will remain the average 
household, whose wealth and income is largely tied into a series of 
boilerplate contracts with big companies. Mortgages, student loans, credit 
cards, car loans, rental contracts, and other agreements are hugely important 
for the well-being of the household. In times of hardship, whether private to 
one family or broadly applicable to the economy, the primary concern for 
Americans is how to pay the bills. This process is overseen by companies 
and by the underlying law of consumer contracts. Companies that have 
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systematic inefficient incentives can generate large losses for households 
and weaken both their circumstances and the economy as a whole. 
Consumer protection law must attempt to eliminate these incentives. 
 
This Article points to an aspect of consumer contracts that has thus far been 
overlooked – how companies exercise their contract rights. When companies 
have access to private information throughout the course of a contract, while 
consumer information is public, the contract has less value and both parties 
are worse off. Prior theories of consumer contracts proposed that it was safe 
to dismiss this potential source of inefficiency. Instead, this Article uses data 
to provide the first evidence that contract exercise is not disciplined by the 
market when it matters most. Instead, contract exercise has a very significant 
impact on consumer welfare, and can be as important, or more important, 
than some formal contract terms. Companies appear to exercise their rights 
strategically in order to maximize profit as new information is realized over 
the contract term. This “dynamic theory” of exercising contract rights 
implies that consumer protection law is needed to improve market 
outcomes. The Article proposes that existing consumer protection laws are 
not doing enough to target inefficient contract exercise. Indeed, existing 
contract doctrines exacerbate information asymmetries between firms and 
consumers. Instead, regulations directly targeting the relationship between 
consumers and firms, by offering remedies ex post when consumers are hurt 
by firms, can enhance overall welfare. They work in a way that was 
previously unexplored – they facilitate truthful communication between the 
parties, which can help both consumers and firms move to a more efficient 
equilibrium. These consumer protection reforms can minimize the negative 
impact on consumers if another crisis occurs and provide peace of mind that 
the bills will (eventually) be paid. 
 

* * * 
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APPENDIX 
 

A.  Testing the Option Theory of Consumer Contracts 
 
This Article takes advantage of data on mortgages as an ideal setting for 
empirically studying the effect of firm discretion. It uses two measures to 
proxy for firms’ exercise of discretion: the probability that an individual 
property was foreclosed on within two years of origination, and the 
probability that a borrower that became delinquent within two years of 
origination was ultimately foreclosed on. If foreclosure was avoided, it 
means that foreclosure alternatives were successful. Without any additional 
controls, this is also partly within the control of the borrower. To partially 
deal with this, the empirical work controls for a variety of borrower and loan 
characteristics. Comparing across borrowers with the same credit score, loan 
size, month of origination and other shared characteristics, the difference in 
foreclosure timeline is more likely to be driven by firms exercising their 
discretion differently. 
 
The analysis is completed on a large sample of mortgages that allows for rich 
analyses about the drivers of discretion. Data are public loan performance 
data from Fannie Mae and Freddie Mac, documenting loan and borrower 
characteristics and monthly performance of a random sample of 30 year 
fixed rate mortgages between 2002 and 2012 in six US states (Michigan, 
Ohio, Indiana, Pennsylvania, Kentucky and West Virginia). These 
encompass approximately 2 million loans, of which about 500,000 become 
delinquent and about 22,000 are foreclosed on within two years of 
origination. Summary statistics about this sample are shown in. The sample 
is of relatively “good” borrowers, in that their credit scores are high, the 
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majority of loans involve a 20% down payment, and loan amounts are quite 
high. 
 
 
The estimating equations for testing the hypotheses related to the option 
theory of one sided contract terms follow the following form: 

 
𝑌𝑌𝑖𝑖𝑖𝑖𝑖𝑖𝑖𝑖 = β𝐻𝐻𝐻𝐻𝐻𝐻𝐻𝐻𝐻𝐻𝐻𝐻𝑚𝑚𝑖𝑖𝑖𝑖 + γ𝑋𝑋𝑋𝑋𝑖𝑖𝑖𝑖𝑖𝑖𝑖𝑖 + ϵ𝑖𝑖𝑖𝑖𝑖𝑖𝑖𝑖 (1) 

 
The left hand side variable 𝑌𝑌𝑖𝑖𝑖𝑖𝑖𝑖𝑖𝑖 is either the unconditional foreclosure rate 
or the probability of foreclosure within a year of delinquency. 𝑠𝑠 denotes the 
state, 𝑓𝑓 denotes the firm, and 𝑡𝑡 the month. The estimate γ𝑋𝑋 describes the 
dependency of foreclosure policy on observable characteristics, and should 
provide some evidence on the negotiation theory. These characteristics 
include credit score, loan size, interest rate, and other variables. The estimate 

Table 1: Summary Statistics 
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of β𝐻𝐻𝐻𝐻𝐻𝐻 is the effect of the Herfindahl-Hirschman Index (HHI) of a particular 
Metropolitan Statistical Area (MSA) on foreclosure policy. HHI is a standard 
measure of market competition used in antitrust settings.95 A higher HHI, 
near 10,000, means a more concentrated market, while a low HHI close to 
zero means nearly perfect competition. If the competition theory applies in 
the present setting, a higher HHI would be correlated to higher foreclosure 
rates, or 𝐻𝐻0:β𝐻𝐻𝐻𝐻𝐻𝐻 > 0. 
 
There is no consistent support for the second prediction of the option theory. 
That is, it is not clear that the benefits of firm contract exercise accrue 
disproportionately to consumers with higher bargaining power, such as 
those with higher credit scores, income, or large loan amounts. Specifically, 
columns (1) and (4) of Table 2 regress unconditional foreclosure rate within 
two years and foreclosure within a year of delinquency, respectively, on 
characteristics as well as the month and state of origination. The consistent 
result is that higher interest rates and higher loan to value ratios predict 
quick foreclosure. An increase in interest rate of .5% is associated with a two 
fold increase in the probability of foreclosure, conditional on all other 
characteristics being fixed. An increase in the loan to value ratio from 80% 
to 90% causes an increase in foreclosure probability by about 25% relative to 
the base mean.  
 
The other characteristics do not show a consistent pattern of results, or 
appear to have a precise zero effect. Specifically, depending on the 
foreclosure measure, credit score may have either a positive or a negative 
effect. The impact of loan amount is so small that there would have to be an 
increase in loan size from zero to one million to have a significant impact on 
foreclosure probability. Debt to income ratio does not have a significant 
impact in all specifications, and the magnitude when significant is also tiny. 
Note that to provide a scale for these effects, the “State=MI” row reports the 
impact of moving from Indiana, a judicial foreclosure state, to Michigan, a 
non-judicial foreclosure state. Non-judicial foreclosure is known to cause 
significantly faster foreclosure times. The effect of interest rates and loan-to-
value ratios are on the same order of magnitude as the effect of judicial 
foreclosure, while no other characteristics has that type of impact. 
 

                                                 
95 The HHI in a market is the sum of squared market shares. See U.S. Department of 

Justice Antitrust Division, Herfindahl-Hirschman Index, available at 
https://www.justice.gov/atr/herfindahl-hirschman-index (last accessed on Feb. 23, 2018). 

https://www.justice.gov/atr/herfindahl-hirschman-index
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Columns (2), (3), (5), and (6) follow a similar pattern with respect to the effect 
of borrower and loan characteristics. Columns (2) and (5) show the same 
regression with seller fixed effects added and a control for HHI. Columns (3) 
and (6) are the preferred specification which allows not only for different 
foreclosures by state and by time, but also for different time patterns in 
different states. In addition, these columns include controls for each lender 
This is the most accurate because it reflects the local nature of housing 
market fluctuations and different underwriting and sales behavior pursued 
by different lenders. In all these cases, there is no support for the third 
prediction of the option theory. Moving from the least concentrated (HHI=2) 
to most concentrated (HHI=1000) market has either a negligible effect on 
foreclosure rate, or actually lowers the probability of quick foreclosure. 
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Table 2: Ordinary least squares regression of foreclosure on borrower, loan, and market 
characteristics 
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B.  Testing the Dynamic Theory of Consumer Contracts 
 

The test for the dynamic theory of consumer contracts is whether or not firm 
financial shocks affect foreclosure policy. To detect the effect of firm cost 
shocks on the exercise of consumer contracts, this Article calculates the 
fraction of a firm’s mortgages which are delinquent within a particular state. 
This measure of firm costs is subject to endogeneity because delinquency 
could be driven by unobserved aspects of the market. However, the firm’s 
costs in one state is correlated to the firm’s costs in another state, since the 
same large lender can transfer funds from Kentucky to Michigan. Another 
state’s delinquency rate should not directly affect a property’s chance of 
entering foreclosure, except through firms behaving differently. Based on 
this assumption, the firm’s costs in a different state are treated as a quasi-
random shifter of the firm’s costs in the present state. The effect of this shifter 
on foreclosure should isolate the extent of the firm’s strategic exercise of 
contract rights. 
 
Technically, this approach can be described with the following estimation 
equations: 
 

𝑌𝑌𝑖𝑖𝑖𝑖𝑖𝑖𝑖𝑖 = β𝑑𝑑𝐷𝐷𝑖𝑖𝑖𝑖𝑖𝑖 + γ𝑋𝑋𝑋𝑋𝑖𝑖𝑖𝑖𝑖𝑖𝑖𝑖 + ϵ𝑖𝑖𝑖𝑖𝑖𝑖𝑖𝑖 (2) 
 

𝐷𝐷𝑖𝑖𝑖𝑖𝑖𝑖 = � Γ𝑑𝑑
𝑖𝑖′≠𝑖𝑖

𝐷𝐷𝑖𝑖′𝑖𝑖𝑖𝑖 + γ𝑋𝑋𝑋𝑋𝑖𝑖𝑖𝑖𝑖𝑖𝑖𝑖 +ω𝑖𝑖𝑖𝑖𝑖𝑖𝑖𝑖 (3) 

 
𝐷𝐷𝑖𝑖𝑖𝑖𝑖𝑖 is the delinquency rate for a particular firm and market, and 𝑌𝑌  is the 
foreclosure probability within two years.  Naturally, foreclosure is usually 
driven by characteristics of a property, such as the size of the property, the 
borrower’s income and credit score. These characteristics are designated 
𝑋𝑋𝑖𝑖𝑖𝑖𝑖𝑖.  
 
As a second identification approach, the paper also uses a first difference 
panel estimation. That is, estimation is done at the market level, and 
foreclosure delay rate is regressed on the difference between current and 
lagged delinquency rate in other markets. The approach can be summarized 
as: 
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𝑌𝑌𝑖𝑖𝑖𝑖𝑖𝑖 = β𝑑𝑑Δ𝐷𝐷𝑖𝑖𝑖𝑖𝑖𝑖 + γ𝑋𝑋𝑋𝑋𝑖𝑖𝑖𝑖𝑖𝑖 + ϵ𝑖𝑖𝑖𝑖𝑖𝑖 (2) 

 
 
 
The key estimate of interest for studying the dynamic theory of one sided 
contracts is β𝑑𝑑. This quantifies the effect of firm financial shocks on 
foreclosure policy. The hypothesis being tested is that firms foreclose 
strategically to incorporate new information about firm financial health into 
contract performance, meaning 𝐻𝐻0:β𝑑𝑑 > 0. In the alternative, if firm 
foreclosure policy was expected to reflect aggregate house price fluctuations 
or to be entirely disciplined by other drivers of foreclosure policy, the 
alternative hypothesis would be 𝐻𝐻𝐴𝐴:β𝑑𝑑 ≤ 0. 
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These results can also be seen in the estimates from an instrumental variables 
regression. The coefficients, reported in Table 1, also show the same pattern. 
Higher delinquency rates in other states increase both the unconditional 
foreclosure rate within two years and foreclosure within a year of 
delinquency. Column (1) shows that an increase in delinquency rate from 0 
to .25 would increase foreclosure rate by 25% relative to the base group 
mean. That result is unchanged when the comparison is made within seller 
across months, rather than across sellers, as shown in Column (2). 
Foreclosure within a year of delinquency shows the same propensity within 
lender with an even larger magnitude (see Column (4)). Column (3) shows 
the result is very similar but not statistically significant when the comparison 

Table 3: Instrumental variables regression of foreclosure policy on lender delinquency 
t  
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is made across sellers.  
 

 
 
Table 3 shows the result of a joint test of both the option theory and the 
dynamic theory. The results show that the OLS results and baseline IV 
results from the body of the paper continue to hold when a joint regression 
is run. Reported are the coefficients of an IV regression with delinquency on 

the right hand side, as well as controls for HHI and borrower and loan 
characteristics.  

Table 4: Panel Data First Difference Regression Results 
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Table 5: Instrumental variables regression with borrower and loan effects - option and 

dynamic theory joint test 
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C.  Robustness Checks 
 
To test the robustness of the results, Table 4 and Table 5 show the results 

of several checks. The seller-servicer sample is the subset of the data for 
which the seller and the servicer are the same firm. This deals with the 
concern that the foreclosing entity may not always be the same as the 
originating party, leading to different foreclosure incentives. The “no 
border” sample is the subset of the data that does not lie on borders between 
states. The concern may be that certain cities, like Cincinnati, cross state 
borders and may generate correlated economic shocks. That could mean the 
instrument is no longer exogenous, since there could be a direct effect of the 
neighboring state on foreclosure in one state. The pre-crisis sample ends in 
2007, to show the effect existed prior to the unusual crisis period. Finally, the 
placebo test permutes the identities of the firms, and runs the same 
regression with the delinquency rate of other lenders in other states on the 
right hand side. The results change, supporting the idea that within-lender 
foreclosure policy is truly influencing the result instead of an underlying 
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economic phenomena that reaches beyond a particular firm.  

Table 7: Robustness to same seller and servicer subsample and no border subsample 

Table 6: Robustness to pre-crisis sample and results of placebo test 
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D.  Effect of Ohio Homebuyer’s Protection Act 

 
This strategy relies on three key identifying assumptions. First, loan 

performance and characteristics within Ohio border MSAs were not already 
on a different trend than loan performance and characteristics outside Ohio 
before 2007. Second, no other legal changes occurred in 2007 in Ohio that 
would directly influence loan performance and characteristics. Third, loans 
originated with LTV greater than 90% within Ohio are affected identically 
by firm standards of care, compared to loans an LTV ratio below 90%. If 
these assumptions hold, the mandated disclosure is the only discontinuous 
change at 90% LTV, and the effect of the mandated disclosure can be 
estimated as additive, with respect to the effect of the ex post liability rule 
affecting all Ohio loans. If so, the causal impact of firm standards of care and 
mandated disclosures can be inferred from the following specification:  

 
𝑌𝑌𝑖𝑖𝑖𝑖𝑖𝑖𝑖𝑖 = � 𝛽𝛽𝐷𝐷𝑍𝑍𝑖𝑖𝐷𝐷𝑖𝑖𝑖𝑖𝑖𝑖𝑍𝑍𝚤𝚤�

𝑍𝑍𝚤𝚤�∈�𝑍𝑍𝑠𝑠𝑠𝑠𝑠𝑠𝑠𝑠𝑠𝑠𝑠𝑠,𝑍𝑍𝑝𝑝𝑝𝑝𝑠𝑠𝑠𝑠2007,𝑍𝑍𝐿𝐿𝐿𝐿𝐿𝐿90�

+ � Γ𝐷𝐷𝑍𝑍𝑗𝑗𝑍𝑍𝑘𝑘𝐷𝐷𝑖𝑖𝑖𝑖𝑖𝑖𝑍𝑍𝚥𝚥�𝑍𝑍𝑘𝑘�
𝑍𝑍𝚥𝚥�,𝑍𝑍𝑘𝑘� ∈�𝑍𝑍𝑠𝑠𝑠𝑠𝑠𝑠𝑠𝑠𝑠𝑠𝑠𝑠,𝑍𝑍𝑝𝑝𝑝𝑝𝑠𝑠𝑠𝑠2007,𝑍𝑍𝐿𝐿𝐿𝐿𝐿𝐿90�

+ Δ𝐷𝐷𝑖𝑖𝑖𝑖𝑖𝑖𝑍𝑍𝑖𝑖𝑖𝑖𝑠𝑠𝑖𝑖𝑠𝑠𝐻𝐻𝑍𝑍𝑝𝑝𝑝𝑝𝑖𝑖𝑖𝑖2007𝑍𝑍𝐿𝐿𝐿𝐿𝐿𝐿90 + γ𝑋𝑋𝑋𝑋𝑖𝑖𝑖𝑖𝑖𝑖𝑖𝑖 + ϵ𝑖𝑖𝑖𝑖𝑖𝑖𝑖𝑖                   (4) 
 
 

𝐷𝐷𝑖𝑖𝑖𝑖𝑖𝑖 = � Γ𝑑𝑑
𝑖𝑖′≠𝑖𝑖

𝐷𝐷𝑖𝑖′𝑖𝑖𝑖𝑖 + γ𝑋𝑋𝑋𝑋𝑖𝑖𝑖𝑖𝑖𝑖𝑖𝑖 +ω𝑖𝑖𝑖𝑖𝑖𝑖𝑖𝑖 (5) 

 
 
The effect of firm standards of care is estimated as Γ𝐷𝐷𝑍𝑍𝑠𝑠𝑠𝑠𝑠𝑠𝑠𝑠𝑠𝑠𝑠𝑠𝑍𝑍𝑝𝑝𝑝𝑝𝑠𝑠𝑠𝑠2007  and 

the effect of the mandated disclosure on treated loans is Δ. This approach is 
an adaptation of a common identification strategy used in labor and urban 
economics.96 The hypothesis being tested about standards of care can then 
be written as 𝐻𝐻0:Γ𝐷𝐷𝑍𝑍𝑠𝑠𝑠𝑠𝑠𝑠𝑠𝑠𝑠𝑠𝑠𝑠𝑍𝑍𝑝𝑝𝑝𝑝𝑠𝑠𝑠𝑠2007 < 0, meaning that firms don’t engage in 
less strategic cost minimization in the presence of the law. Regarding the 
mandated disclosure, the hypothesis can be written as 𝐻𝐻0:Δ = 0, meaning 

                                                 
96 A long literature in labor and urban economics has evaluated the effects of state policy 

by comparing counties, cities, or census tracts, respectively, near state borders that are 
considered similar in the pre-treatment period. See Pence, supra note 25; David Card & Alan 
Krueger, Minimum Wages and Employment: A Case Study of the Fast-Food Industry in New Jersey 
and Pennsylvania, 84 AM. ECON. REV. 772 (1994). 
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that mandated disclosure has no effect on the firm’s exercise of discretion. 
 
The data used here is the same as that in the previous empirical test. The 

new empirical method, however, requires a change in the sample of interest. 
In this setting, the goal is to compare loans within MSAs that cross state 
borders. MSAs are defined by the US Census Bureau as “[a] metro area 
contains a core urban area of 50,000 or more population, and a micro area 
contains an urban core of at least 10,000 (but less than 50,000) population. 
Each metro or micro area consists of one or more counties and includes the 
counties containing the core urban area, as well as any adjacent counties that 
have a high degree of social and economic integration (as measured by 
commuting to work) with the urban core.” One benefit of using MSAs is that 
they naturally include the geographic area that might be affected by the 
same local economic shocks.97 The data contains 81 MSAs, including 6 that 
cross Ohio's borders. Loans originated outside Ohio act as control groups for 
loans originated within Ohio. All reported specifications include MSA fixed 
effects and cluster standard errors at the MSA level. 
 

The results show that consumer protection laws curb the use of firm 
private information. Table 5 shows the results of the regressions above. 
Columns (1) and (3) report the “difference-in-difference” result 
summarizing the impact of the Ohio law as a whole, and Columns (2) and 
(4) show the “triple difference” that separately identifies the effect of 
mandated disclosures and firm standards of care. The results of Column (1) 
show that the unconditional foreclosure rate varies positively with 
delinquency outside Ohio and before 2007. The treated group in Ohio after 
2007 have lower unconditional foreclosure rates. The effect seems to be 
driven equally by the seller standards of care and the mandated disclosure, 
according to Column (2). Column (3) and (4) show that focusing on 
foreclosure within a year of delinquency provides a more nuanced story. The 
Ohio statute again decreases the dependence of foreclosure on firm cost 
shocks. Now, however, the mandated disclosure has no significant separate 
effect, when foreclosure is measured within a year of delinquency. 

 

                                                 
97 The literature on local economic shocks uses MSAs or commuting zones as the main 

geographic variable, including for mortgage markets. See Timothy J. Bartik, Who Benefits From 
Local Job Growth: Migrants Or The Original Residents, 27 REGIONAL STUDIES 297 (1993); Min 
Hwang & John M. Quigley, Economic Fundamentals In Local Housing Markets: Evidence From US 
Metropolitan Regions. 46 JOURNAL OF REGIONAL SCIENCE 425 (2006). 
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These results are consistent with the concept that firm standards of care 
can be an effective means of disciplining discretionary behavior. If firms are 
threatened with liability due to misuse of discretion, they are less likely to 
exercise their discretion purely to minimize costs. The Ohio statute gives 
incentives to firms to avoid engaging in strategic cost minimization. 
Mandated disclosures, on the other hand, are relatively ineffective. They 
necessarily target consumer behavior, rather than firm behavior. This 
explains the difference between the results in Column (2) and Column (4). 
Ultimately, firm standards of care appear to effectively discipline all forms 
of cost minimization. Any use of private information is curbed in this setting. 
It is not clear from this analysis whether discretion has been restrained too 
significantly, since some exercises of firm discretion add value to consumers. 
Separating this empirically is a challenge that cannot be overcome in this 
setting.  
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Table 8: Effect of Ohio's Homebuyers' Protection Act on the exercise of foreclosure discretion 
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