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Introduction

» The importance of financial literacy and financial
education

»Financial literacy: A vision for the future
» Most financial decisions have to do about the future

» People make many financial decisions and these decisions
have to do not just with assets but also with debt

» Increasingly important for the young

» Consequences about debt mismanagement:
financial vulnerability



Background

* Access to credit is easier and more widespread

* Decision of how much to borrow more in the hands of
individuals

» Subprime mortgages
» Credit cards

* Increase in the complexity of financial decisions and
products

* Importance of debt in families” personal finances



Reasons to focus on debt

* It has become very easy to borrow (checks are sent in the
mail)

* Debt normally charges higher interest rates than assets
» Particularly in the case of non-collateralized debt

* Debt needs to be serviced and lack of payments is
consequential (leverage, balance sheets matter)

» Default or bankruptcy
» Evicted from the house/returning car, etc.

» Worse credit score/increase in interest rates, etc.



Reasons to focus on debt (continued)

 Many people carry debt over the life cycle
» Not just mortgages
» but also student loans.

* Young people start their economic life in debt



National Financial Capability Study (NFCS):
2012 and 2015

State-by-State Survey: Online survey

of more than 25,000 respondents
(~500 per state + DC)

Unique information on Americans’ l B
financial capability e o

Provides overview of personal
finances

Includes self-assessed debt

: Financial Capability in

burden & financial distress the United States

Informative on financial literacy
levels




Student loan debt by age in the US

2015 National Financial Capability Study
(% respondents with student loans)
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e Student loans are much more prevalent among the young
* But many individuals carry student loan debt late in life



Student loans: Focus on Millennials (age 23-35)

* The majority of those with students loans are worried about not being able to repay them

Have a student loan Concerned about paying off student loan
Don't know; Don't know;
1% 5%

‘ Yes; 46%

No; 44%

Note: The statistics relative to ability to repay student loans are conditional on having a student loan.



Student loans: Focus on Millennials (age 23-35)

e Half of those with students loans did not tried to calculate future
payments

Before you got your most recent student loan, did you try to figure
out how much your monthly payments would be?

Don't know, 7%

Yes, 40%

No, 53%

Note: The statistics are conditional on having a student loan.



Student loans: Focus on Millennials (age 23-35)

* The majority of those with students loans would make a change in their decision

If you could go through the process of taking out loans to pay for your
education all over again, would you take the same actions or make a change?

Don't know, 13%

Take the same
tion, 30%

Make a change, 57%

Note: The statistics are conditional on having a student loan.



Looking at the other end of the life-cycle

* Examine individuals on the verge of retirement

» Wealth accumulation should be highest

* Compare debt among similar age groups over time
(and before and after financial crisis)

* Determinants of debt behavior
» Does financial literacy play a role?



Empirical work and data

Empirical strategy: Focus on those age 56-61

e Health and Retirement Study (HRS)
» 3 cohorts per 3 time periods: 1992, 2004 and 2010

— HRS baseline group (born 1931-1941)
— War Babies (born 1942-1947)
— Early Boomers (born 1948-1953)

e National Financial Capability Study (NFCS)
» 2 waves: 2012 and 2015



HRS: Rising Debt Across Cohorts (age 56-61)

% debt ownersin Median Mean

sample ObPQI 0bPQI
Total debt o~
HRS 64.0
War Babies 69.8
Early Boomers 71.4

Value of all mortgages/land
contracts (primary residence)

HRS 40.8
War Babies 49.0
Early Boomers 48.7

—>The value of debt sharply rose over time



HRS: Rising Debt Across Cohorts (continued)

% debt ownersin Median Mean

sample ObPQI 0P QI
Value of other home loans (primary
residence) N\
HRS 11.8 0 5,049
War Babies 15.2 0 6,425
Early Boomers 17.2 0 9,909
Value of other debt P
HRS 36.7 0 3,786
War Babies 39.1 0 6,705
Early Boomers 41.9 0 8,731

- The percentage of debt holders increased across cohorts



HRS: Additional insight C Debt to income ratio
e Question: Can people afford to pay debt?

Median Mean
OPQN 0P QI
Total debt/Total income

PN
HRS 0.14 0.68
War Babies 0.45 7.17
Early Boomers 0.50 3.65

- Debt to income ratio increased notwithstanding the deleveraging
after the Great Recession



HRS: Rising Financial Vulnerability (age 56-61)

Total debt/Total assets > 0.5
HRS

War Babies

Early Boomers

—>War Babies 2X more financially vulnerable, & Early Boomers 3X as HRS baseline.

All 1ry residence loans/1ry residence value > 0.5
HRS

War Babies
Early Boomers

=>Much of it due to home loans!



HRS: Rising Financial Vulnerability (continued)

Other debt/Liquid assets > 0.5
HRS
War Babies

Early Boomers

Respondents with < $25,000 in total net
worth

HRS

War Babies

Early Boomers




Multivariate Regression Analysis of Financial Vulnerability

Total 1ry res. Other debt/ liquid Total net
debt/assets>0.5 | debt/asset>0.5 assets>0.5 wealth<$25K

War Babies + + + +
Early Boomers + + + +
Age = = - =
Married - -
Male - -
Number of children + +

White - - -
High school - -
Some college + - -

College or more

Household’s income

Poor health
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HRS Findings

* Cohort differences confirmed with controls: Early
Boomers much more fragile than prior cohorts

* Factors associated with LESS financial vulnerability:
being married, White, better educated, and having
higher income

* Factors associated with MORE fin vulnerability:
having had more children and being in poor health



HRS: Additional insights

e Retirement time may have shifted for recent cohorts
* How does debt change when people get old?

——> We look at an older age group: 62-66 years old

* Indebtedness of people age 62-66 increased across
cohorts as well

* BUT older people are less likely to have debt

——> Do people think more about retirement when
approaching to it?



NFCS 2012 & 2015: Household Debt (%) (age 56-61)

2012 2015
Mortgage debt
Home value underwater 16.7 8.9
Late with mortgage payments, at least once 16.2
Foreclosure process on their home 2.6 n/a
Other types of debt
Credit card debt 52.4
Credit card fees, at least one type 36.7
Unpaid medical bills 23.4
High-cost borrowing 19.8
Student loan 9.6

Borrowing from retirement account
Loan from retirement account 7.0 5.8
Hardship withdrawal from retirement account 5.7 4.9

—=>NFCS respondents doing better post Financial Crisis. But not out of hot water!




We analyze two indicators of financial vulnerability

1. Financial fragility

* How confident are you that you could come up with $2,000 if an
unexpected need arose within the next month?

| am certain | could come up with the full $2,000.
| could probably come up with $2,000.

| could probably not come up with $2,000.

| am certain | could not come up with $2,000.
Don’t know.

Prefer not to say.

From Lusardi and Tufano, BPEA, 2011



We analyze two indicators of financial vulnerability

1. Financial fragility

* How confident are you that you could come up with $2,000 if an
unexpected need arose within the next month?

* | am certain | could come up with the full $2,000.

| could probably come up with $2,000. _

| could probably not come up with $2,000. rP:soF;Iisv;/;tgrt(:ahese
| am certain | could not come up with $2,000. ‘ da_fsiﬁed .
Don’t know. financially fragile
Prefer not to say.

From Lusardi and Tufano, BPEA, 2011

- 33% of people age 56-61 were financially fragile in 2015 vs. 35% in 2012



What this measure does

* Financial fragility:

-

Is a symptom
of lack of
assets

~

4 Indicates lack of A
borrowing capacity
of highly leveraged

—

\_ households /



Another indicator of financial vulnerability

2. Having too much debt

How strongly do you agree or disagree with the following
statement: ‘I have too much debt right now’?

. “Strongly Disagree”

1=
2
3
e 4 = “Neither Agree or Disagree”
5
6

7 = “Strongly Agree”
Don’t know
Prefer not to say



Another indicator of financial vulnerability

2. Having too much debt

How strongly do you agree or disagree with the following
statement: ‘I have too much debt right now’?

* 1 =“Strongly Disagree”

2

3

* 4 = “Neither Agree or Disagree”

5

¢ 6 ‘ People with these responses are
7 = “Strongly Agree” classified as over-indebted.

Don’t know

Prefer not to say

- 36% of people age 56-61 reported being overindebted in 2015 vs. 40% in 2012



Who are the most over-indebted?

Over-indebtedness by age
60%

50% °0% 49%

0

40% 38%
30%

20%

10%

0%
23-35 36-50 51-61

* Over-indebtedness decreases over the life-cycle
* But still 38% of people close to retirement feel over-indebted



Financial Literacy

The NFCS includes five questions assessing the
knowledge of:

* Numeracy —
* Knowledge of inflation ~ Big 3
* Risk diversification
* Interest on mortgages
* Basic asset pricing

Financial Literacy Index 2012 2015

Average # of FinLit answers (age 56-61) 3.2 3.1



Multivariate Regression Analysis of Financial Vulnerability

Self-assessed debt
(values 1 to 7)

Financial fragility
(dummy variable)

Age

Male

Number dependent children

African-American

<+
<+

Hispanics

+ + H

Asians

High school

Some college

College or more

Income (many income brackets)

Income shock

<

Financial literacy index

Year 2015




NFCS Findings

e Results consistent with HRS analysis

* Evidence of financial distress at a time when people
should be at the peak of their wealth accumulation

* Those reporting excessive debt and financially
fragile:

» have lower income

» have more dependent kids

» experienced income shocks

» are the least financially literate



NFCS: Additional insights

 How older people (age 62-66) do compared to
those age 56-617

» They are less financially fragile

» Report being less overindebted

» BUT they are still financially distressed!

» Just 55% of them planned for retirement in 2015

» Almost half of them worry about running out of
money in retirement



Summary and implications

 Recent cohorts: more debt, face more financial insecurity
e Why?
» Bought more expensive homes with smaller down payments.

» Used alternative financial services; carried credit card debt;
borrowed on retirement accounts

* Less debt exposure: higher income, and greater financial
literacy

 More financial vulnerability: more children, poor health, and
unexpected large income declines

* Shocks do play a role in debt accumulation near to retirement,
but people also need the capacity to manage those resources

——> Researchers/policymakers should incorporate debt and
debt management into factors driving retirement security



Concluding remarks

>

Financial literacy is an essential skill for the 21st
century

It is very important to be financially literate as early as
possible
» Financial literacy in school

Individuals make many financial decisions
» Important to look at both sides of the balance sheet

What is the future we want to build?



Our research

» More findings can be found in our paper ‘Debt and
Financial Vulnerability on the Verge of Retirement’

» We have written a paper on this topic focusing on
women ‘Older Women'’s Labor Market Attachment,
Retirement Planning, and Household Debt’

» We have written a policy brief on student loans with a
focus on Millennials ‘Student Loan Debt in the US: An
Analysis of the 2015 NFCS Data’

These papers are posted on our webpage www.gflec.org
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Quote

"Knowledge is Iin every country the
surest basis of public happiness.”

George Washington, First President of the United
States (17891 97)



Quote

“(Financial) knowledge Is In every
country the surest basis of public
happiness.”

George Washington, First President of the United
States (17891 97)



Contact and further information

Annamaria Lusardi

Global Financial Literacy Excellence Center (GFLEC)
E-mail: alusardi@gwu.edu
Webpage: www.gflec.org




