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CUSTOMER PROTECTION AS A TOOL
FOR BUILDING SAFE AND CONSUMER-FRIENDLY
FINANCIAL SERVICES MARKET

Abstract: One of the most important lessons to be drawn from the recent financial and eco-
nomic crisis is the need to strengthen consumer protection and restore public confidence in
financial system. The events on financial markets show that abusing and deceptive practices
in connection with financial illiteracy and weak customer protection can lead in some cases to
severe financial turbulences. The main objective of the article is to discuss the idea of con-
sumer protection and indicate its role in building safer and more consumer-friendly financial
services market, by pointing out its potential positive, multidirectional influence on financial
markets.

Keywords: financial consumer protection, financial services market safety, sustainable devel-
opment.

1. Introduction

The experiences of recent financial crisis show, with strong severity, how financial
problems of retail consumers as well as dissatisfied level of their protection, can
affect financial system and the whole economy. Using securitization by banks to
transfer credit risk connected with subprime credits on market participants (including
individuals) resulted in spreading the weaknesses of household finances on the entire
global financial system.

One of the most important lessons to be drawn from the recent financial and
economic crisis is the need to strengthen consumer protection and restore public
confidence in financial system. The events on financial markets show that abusing
and deceptive practices in connection with financial illiteracy and weak customer
protection can lead in some cases to severe financial turbulences. Moreover, recent
crisis highlighted the necessity of strengthening consumer protection in order to
maintain long-term financial stability and enable sustainable development of financial
markets.
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The main objective of the article is to discuss the idea of consumer protection
and indicate its role in building more safe and consumer-friendly financial system,
by pointing out its potential positive, multidirectional influence on financial markets.

2. The idea of consumer protection on the financial services market

Financial consumer protection includes several initiatives undertaken by govern-
mental institutions and consumer organization, which were established in order to
protect consumer interests as well as initiatives undertaken at the international level.
According to the World Bank [Ardic etal. 2011, p. 8], consumer protection framework
generally includes the introduction of greater transparency and awareness about the
goods and services, promotion of competition in the marketplace, fraud prevention,
customer education, and elimination of unfair practices.

It involves rules of conduct for financial services providers in regard to their
retail clients. Financial consumer protection is expressed in creating consumer-
friendly financial system where interests of consumers are protected in contacts with
banks and other financial institutions.

In most financial systems, regulatory and supervisory framework has already
had the aim of consumer protection, along with maintaining financial stability, but in
the light of recent events on financial markets, expanding regulations seem to be
necessary in order to keep up with the pace of market changes and development.
Rapid development of market and financial innovations in combination with
inadequate regulations and supervision of financial institutions, as well as regulations
concerning consumer protection, in environment of insufficient market transparency,
create huge threats for consumer safety.

The necessity of ensuring consumer protection derives from the following disrup-
tions occurring on the market [Rokicka 1998]:

— constraints of competition and disruptions of free competition rules,

— constraints in the access of consumers to reliable information, enhanced by
aggressive marketing of financial products and services,

— lack of real influence of consumers on the terms of contracts made with financial
institutions,

— limitations in the access of consumers to judicature resulting from financial,
psychological and culture barriers.

Consumer protection becomes indispensable element of contemporary financial
markets because of existing imbalances in access to knowledge, power, information
and resources between consumers and their financial service providers, placing
consumers at a disadvantage [Rutledge 2010, p. 9]. This situation creates asymmetric
information problem causing consumers to make financial decisions in the conditions
of insufficient knowledge and information, while a bank knows its product and has
comprehensive information about real profits and costs of using it. This means that
in the relation: a bank and its customer, a bank can take an advantage of its under-
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informed client, what constitutes a serious problem, especially in the context of some
financial institutions’ practice of intentional providing their customers with insuffi-
cient information. It leads to making the customers vulnerable to unfair and abusive
practices by financial institutions.

In some cases, even full information about a product or service is insufficient, if
customers come across a complex product and do not have sufficient knowledge and
experience to assess the risk connected with it. That is why financial literacy should
be an essential element of activities connected with strengthening consumer pro-
tection. As it is noticed in OECD Report [OECD 2009, p. 8], the growing com-
plexity of financial products over the past decade, coupled with financial innovations
and increasing transfer of financial risks to households, has put enormous pressure
and responsibilities on financial consumers.

That means that consumer situation has been more risky recently, because of the
constant trend of growing complexity of modern products and services, which they
do not understand. However, as indicated in BIAC publication, financial consumer
protection should boost understanding by consumers of the risks and potential results
of products, rather than simply aim at reducing the complexity of products. It is
because some of the complexities of modern financial instruments are designed to
reduce risks for consumers, and it must accordingly be clear that complex financial
products do not necessarily imply that they are more risky [BIAC 2011, p. 3]. The
bigger problem is when complex products or services are of weak transparency,
which does not give any possibilities to make aware decision, rather than existing
complex products on the market.

Apart from the existence of complex products, World Bank Report indicates that
imbalances which create the asymmetric information problem are also present in the
following cases [Rutledge 2010, p. 9]:

— transactions are idiosyncratic or rare (for example, when providing a mortgage
on a personal residence),

— entry or exit costs are low (such as for financial intermediaries), thus allowing
disreputable firms to emerge, or

— the payoff to the consumer is postponed or very high (for example, long-term
investment products, where performance cannot be evaluated for many years
and expenses may consume a large part of profits).

In order to limit asymmetric information problem there should exit regulations
directed to reducing these imbalances and protecting consumers on financial markets,
providing them with information which they need in order to make a right decision.
AsA.HannigandS. Jansen [2011, p. 306] appropriately noticed, consumer protection
is generally considered to be a regulatory response to a market failure.

Without easy-available and credible information, it is difficult to make up rational
choices. Thus, the main idea of customer protection is providing information to make
the informed decision rather than securing from making bad financial decision.
Review of literature allows for distinguishing main objectives of financial consumer
protection, which are as follows [The World Bank 2011; Rutledge 2010]:
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— ensuring that consumers receive accurate information in simple, plain and
comparable language before they buy financial product (to allow them to make
informed decision) as well as during the life of the product,

— ensuring that consumers are not subject to unfair or deceptive practices,

— providing consumers with access to fast, inexpensive and efficient mechanism
for resolving disputes with financial institutions,

— enabling consumers to obtain financial knowledge when they want and in the
form they want,

— maintaining privacy of consumers’ personal information (personal data pro-
tection).

Analysing these goals, it can be noticed that providing information seems to be
essential to create opportunity to make good choices, but there emerges another
problem — the quality of information, which also constitutes the issue of significant
importance. In consumer protection literature there are some statements which say
that information overload is also unfavourable. For example Ebers [2004, pp. 8—10]
suggests that information overload reduces the usefulness of disclosure. He sustains
that if overloaded with information, the average customer is often incapable to
process information properly, what can lead to make a wrong decision. That
confirms the importance of appropriate information which should be concise, clear
and precise.

Taking into account the main goals of customer protection, it can be defined as
attempts to redress the imbalance, by giving individuals clear and complete
information provided in simple form to make well informed decisions, by prohibiting
financial institutions from engaging in unfair or deceptive practices, and by providing
adequate mechanisms to resolve disputes between individuals and financial
institutions [Rutledge 2010, p. 10].

However, the consumer protection is a shared responsibility of governments,
business and consumers, and it would be erroneous to imply that financial service
providers should shoulder all of the responsibility [BIAC 2011, p. 2]. They are res-
ponsible for compliance with the law and regulations concerning consumer
protection, but consumer protection does not mean protection from all investment
risks. If consumers, basing on provided information, make aware choice and buy
product of higher potential rate of return, they should be ready to take on higher
investment risk. Thus, regulations concerning consumer protection should not
forbid selling product of higher investment risk but rather provideconsumers with
full information, which allows them to evaluate benefits and costs connected with
this product. It is possible under the condition of simultaneous supporting financial
literacy.
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3. The role of consumer protection in increasing financial services
market safety

As indicated in the World Bank’s Good Practices [The World Bank 2011, p. 1], in
order to create conditions for the customers to make informed and aware decisions,
there should be support for activities connected with the idea of promoting financial
literacy which gives customer knowledge and skills to understand and evaluate
information they receive. It enables them to purchase those financial products and
services which best meet their needs, and to avoid unsuitable or unnecessary ones.
Well-informed, experienced and aware of their rights customers force financial
institutions to offer better products and compete, apart from prices, also in the
quality of their products and services. It results in creating the environment of social
responsibility, which, in the light of recent confidence crisis, has become indispensable
condition for deepening and development of the banking system and creating
conditions to sustainable growth of financial markets.

Better informed consumers making their aware decisions influence the market
and financial institutions, conducting some kind of market supervision. As the World
Bank Report underlines, consumers who are empowered with information and basic
rights—and who are aware of their responsibilities—provide an important source of
market discipline to the financial sector, encouraging financial institutions to
compete by products and services rather than by taking advantage of poorly informed
consumers [Rutledge 2010, p. 10]. It gives a chance to create conditions of better
transparency, efficiency and equal opportunities for both parts of transactions.

Besides, consumer protection also improves governance of financial
institutions. By strengthening transparency in the delivery of financial services and
accountability of financial firms, consumer protection helps to build demand for
good governance of the sector and the strengthening of business standards in the
financial sector [Rutledge 2010, p. 10].

It is beyond any doubt that efficient framework of consumer protection supports
financial stability. It enhances sound competition among financial institutions
offering aware customers better products and services, thus promoting innovations,
growth and efficiency of financial markets. Moreover, well-functioning consumer
protection along with financial literacy is an indispensable condition for supporting
confidence to financial markets, which is essential for its sustainable development
and stability. In long-term, all participants of financial system take benefits form
effective consumer protection framework.

The strong influence and direct inter-connections between customer protection
and financial stability confirm the statement of the Chair of the U.S. Federal Deposit
Insurance Corporation, Sheila Bair, that “there can no longer be any doubt about the
link between protecting consumers from abusive products and practices and the
safety and soundness of the financial system” [Consumers International..., p. 1].
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Consumer protection is an essential instrument of reducing financial exclusion.
It constitutes an indispensable condition for maintaining confidence to financial
system. That is why it is important not only because of protecting existing consumers
in banking systems but also for creating confidence to banking system, thus enhancing
future consumers to use banking products and services. It is particularly important
for low-income clients with limited knowledge and experience in banking services,
for whom effective consumer protection constitutes a condition for joining financial
system. In this meaning, financial consumer protection becomes a crucial instrument
for building an inclusive financial system. As M. Iwanicz-Drozdowska indicates,
a wide availability of products and services (which is important not only for existing
consumers but also for underbanked and unbanked clients) is one of the main
determinant of financial services market safety taking into account client’s per-
spectives [Iwanicz-Drozdowska 2008, p. 148].

According to Alliance for Financial Inclusion, without an adequate consumer
protection, the benefits of financial inclusion can be lost [Alliance for Financial
Inclusion 2010, p. 2]. It means that in the conditions of ineffective consumer pro-
tection scheme and financial illiteracy, consumers can be harmed as a result of
financial access and found themselves overindebted, underinsured or without an
expected return of their investment. Such a situation creates the environment of mutual
distrust and brings down the confidence to financial system.

The direct influence of customer protection on financial inclusion can be observed
in following interconnections [The World Bank 2012, p. 14]:

— customer protection and financial literacy help to build public confidence, and
raise demand for financial services,

— disclosure and transparency promote financial inclusion, lower risks, and can
stimulate competition,

— financial literacy enables consumers to benefit from financial decisions.

The importance of consumer protection in building an inclusive financial system
was confirmed in the World Bank Financial Inclusion Strategy [The World Bank
2012, pp. 13, 14], where consumer protection is understood as an indispensable
element of the responsible financial inclusion strategy. According to this report,
measures to strengthen consumer protection framework and to raise financial
consumer awareness and capability need to be introduced alongside or as a part of
financial inclusion strategy.

4. Conclusions

Recent financial crisis shows the necessity of strengthening consumer protection and
supporting initiatives leading to restoring confidence to financial market. In the light
of massive abusive practices highlighted by the crisis, consumers are in a strong
need to equal their opportunities in contact with financial institutions. Financial
consumer protection becomes more important because of growing pace of financial
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innovation and launching on the market more complicated financial products and
services, which are not understood by an average consumer. Improved consumer
protection and financial literacy cannot be a “magic bullet” to solve all problems in
consumer finance but they can identify preventive measures to help to avoid some of
the worst financial consumer abuses [Rutledge 2010, p. 8].

Effective consumer protection has multidirectional influence on financial
markets. First of all, it equals opportunities for consumers in relations with financial
services providers in terms of access to information, decreasing asymmetric
information problem. Well-informed and aware customers constitute an important
source of market discipline, because they force banks to offer better, safer products
and services better fitted to their needs and opportunities. Financial consumer
protection plays a significant role in creating and maintaining public confidence,
which is in turn a condition for financial markets safety and stability. Last, but not
least, it constitutes an essential instrument of reducing financial exclusion.

In order to ensure the best effects of consumer protection, in the process of
enhancing its framework, several entities should be engaged, not only government
and financial institutions, but also consumers of financial products and services.

Consumers should be aware that in spite of existing effective framework of
consumer protection, they should bear responsibility for undertaken financial
decisions. A key for understanding this need is a constant increase of their financial
education and engaging into initiatives of strengthening financial literacy. That is
why, in order to strengthen the positive impact of customer protection on safety,
stability and sustainable development of financial markets, consumer protection
should be integrated with financial education and financial inclusion policy.
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OCHRONA KONSUMENTA JAKO NARZEDZIE BUDOWANIA
BEZPIECZNEGO I PRZYJAZNEGO KONSUMENTOWI
RYNKU USLUG FINANSOWYCH

Streszczenie: Jedna z najwazniejszych lekcji, jaka mozna wyciagnaé z ostatniego kryzysu
finansowego i ekonomicznego, jest potrzeba wzmacniania ochrony konsumenta oraz przy-
wrocenia zaufania do systemu finansowego. Wydarzenia, ktore nastapity na rynku finanso-
wym, ukazuja, jak nieuczciwe praktyki bankow w potaczeniu z niskg $wiadomoscia finanso-
wa 1 niskim poziomem ochrony konsumenta mogg prowadzi¢ do glebokich zaburzen na
rynkach finansowych. Gtownym celem artykutu jest przedstawienie idei ochrony konsumenta
oraz wskazanie jej roli w budowaniu bardziej bezpiecznego i przyjaznego konsumentowi sys-
temu finansowego poprzez wskazanie jej pozytywnego, wielokierunkowego wptywu na rynki
finansowe.

Stowa kluczowe: ochrona konsumenta, bezpieczenstwo systemu finansowego, zréwnowazo-
ny rozwoj.





