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Chairman Akaka, Ranking Member Johnson, and disishgd members of
the Subcommittee, | thank you for the invitatiorafgpear at today’s
important hearing. | am Mark Calabria, DirectofHofiancial Regulation
Studies at the Cato Institute, a nonprofit, nortigan public policy research
institute located here in Washington, DC. Befobegdin my testimony, |
would like to make clear that my comments are gatgf own and do not
represent any official policy positions of the Chtstitute. In addition,
outside of my interest as a citizen and a taxpdy®aye no direct financial
interest in the subject matter before the Subcotemibday, nor do |
represent any entities that do.

The Theory of Financial Literacy

| commend the Chairman for his long efforts towantseasing financial
literacy. | believe we all share a desire to seesamers make better and
more informed choices. We must, however, whenuatglg public policy
remember that intentions and outcomes are notatme shing.

Too often in Washington policy discussions confeisds and means.
Financial education is, at heart, a means to impgpfmancial literacy, the
purpose of which is not simply to increase knowketgt to improve



household decision-making and behavior. We caah gan spend
considerable amounts on a variety of financial atlon efforts, as does the
financial services industry. State and local gowents also commit a
considerable amount of resources to financial eguggparticularly in the
form of classroom hours and the compensation amel of educators.
Dollars, or hours, should not be our measure ofesss2 They are a measure
of cost (and only one measure as teaching hourg spdinancial education
are not spent on other teaching). The true meadmeccess is whether
households are making good financial decisionsteméving in a
responsible manner. The notion that a more infdromsumer makes a
better one is appealing, but it also a notion lagkn concrete guidance.
Whether financial education and literacy progractsialy make a “better”
consumer is ultimately an empirical question.

Empirical Evaluation of Financial Literacy Programs

The good news is that a variety of financial edioceprograms have
received evaluation, even if most have not. Tlaeeealso a small number of
literature surveys providing an overviewA recent literature review by
economists at the Federal Reserve Bank of Clevglemddes what |

believe is a fair and representative conclusidhe fiterature does not
succeed in establishing the extent of the bengditiged by financial
education programs, nor does it provide conclusuygport that any benefit
at all exists.?

Another review, focusing on financial educationhest high school level,
concludes, “The findings indicated that those wdaktthe course were no
more financially literate than those who had notadldition, those who took
the course did not evaluate themselves to be namiags-oriented and did
not appgar to have better financial behavior thas¢ who had not taken the
course.

! See generally, Angela Lyons et al., “Are We Makihg Grade? A National Overview of Financial
Education and Program EvaluatjorJournal of Consumer Affaird0(2006):208. and Tzu-Chin Martina
Peng et al., “The Impact of Personal Finance Educ&elivered in High School and College Courses,”
Journal of Family and Economic Issu28(2007) and Lauren Willis, “Evidence and IdeolagyAssessing
the Effectiveness of Financial Literacy Educatiddgh Diego Law Revied6(2009).

2 |an Hathaway and Semeer KhatiwaBa, Financial Education Programs Work®/orking Paper 08-03.
Federal Reserve Bank of Cleveland. April 2008.

% Lewis Mandell and Linda Klein, “The Impact of Firdal Literacy Education on Subsequent Financial
Behavior,”Journal of Financial Counseling and Planniiv@lume 20, Issue 1 (2009).
http://www.afcpe.org/assets/pdf/lewis_mandell_linsighmid_klein.pdf



While | am, admittedly, a skeptic of the effectieen of government
programs in general, even | have been surpriséteaxtent to which
evaluations of financial education programs haveegaly failed to find
significant effects.

Given the opportunity costs of financial educatiooth in time and money,
the failure to find consistent positive effects \bhie bad enough, however
a small number of studies have actually found negatfects. One
researcher, for instance, found that among highadeniors who paid for
their own car insurance, those who took a finaritedary course actually
did worse when tested about car insurance tharestsigvho did not take
such a course.

Studies have also found on adults that finandiatdcy courses can, for
some, increase the consumer’s confidence withdualyg increasing their
knowledge. This is perhaps my area of greatesterorregarding financial
education. Ultimately we do not want consumersd@ither too
overconfident or too under-confident. Overconfidesn reduce a
consumer’s willingness to further investigate tharacteristics and
performance of various financial products. Ovefi@ance can also bias
consumers toward under-estimations of risk. Fstaimce researchers have
found that overconfidence correlates with excessigek trading, leading to
lower investment returris.Overconfidence likely also plays a role in the
generally superior investment performance of wonedgitive to men.

On the other hand, under-confidence can dissuatkuaters from entering
into financial transactions that would improve theelfare. What we
ultimately want is for consumers to have an unluas®l accurate
representation of the individual risks (and rewatbat they face when
engaging in various financial transactions.

Given that consumers already appear to grosslygexate their own credit
quality and financial literadyas a public policy matter, we need to be
concerned about the impact of financial educatiomaking consumers
believe they are more knowledgeable then they Hgtaice.

* Lewis Mundell, “Does Just-in-Time Instruction Inowe Financial Literacy? Credit Union Magazinge
January 2006.

® Brad Barber and Terrance Odean, “Trading Is Hamasdo Your Wealth: The Common Stock
Investment Performance of Individual Investordgurnal of Finance&5(2000).

® Venessa Gail Perry, “Is Ignorance Bliss? Consulweuracy in Judgments About Credit Ratings,”
Journal of Consumer Affair$2(2008).



To summarize, despite some 56 programs runninga@o agencies, some
of which have received funding for decades, thetdtie concrete evidence
that said programs have improved consumer welfare.

Case Study: Housing Counseling

As the title of today’s hearing makes clear, onghefobjectives of financial
literacy could be to avoid financial crises. Désphe conventional wisdom,
the last decade witnessed booms in a variety eft atssses, including
various segments of the real estate market. Thmbweas not simply in
housing. The commercial, retail and multifamilglrestate markets also
went boom and burst. These busts generally oateéore the decline in
the housing market, removing any question as teatay. All that said,
housing did play a special role in the financiasisrand the subsequent
bailouts. Accordingly if there is one area whenanmcial literacy could have
helped mitigate the crisis, it is in the area afi$ing counseling.

Exhibit 2-3. HUD Appropriation for Housing Counseling 1969-2008

60

50

.
[=]

[
[=]

Annual Appropriation (Millions)
[
(=1

Fiscal Year

Source: HUD administrative data on history of housing counseling appropriations.



Housing counseling has also been one of the mgktyhiunded and
researched areas of financial literacy. Congressduthorized funds for
housing counseling in 1969. Funding grew signrftbain the mid-1970s,
then decline and stayed relatively flat until abb®®1. HUD appropriations
increased rather dramatically in 1990s, jumpingosid00% between 1991
and 2001. Funding continued to increase. Indante of the largest
increases were in the years just preceding the gietlle housing market. In
just the fiscal year of 2003, HUD funding for hawgicounseling doubled
from about $20 million to $40 million, later inciag to $50 million in FY
2008.

The 1990s and 2000s also witnessed a significantase in HUD-approved
counseling agencies. One should bear in mindnibiadll organizations
providing counseling are HUD-approved. For inseakitJD does not
approve for-profit or for-profit sponsored orgarniaas. So the figures
below would include housing counseling providedibgncial institutions.

Exhibit 2-4. Trends in the Number of HUD-Approved Counseling Agencies
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Sources. 1969-1982 from HUD, 1983; 1992-2005 from HUD administrative data cited in RFP for Housing
Counseling Program Evaluation; 2007 from Abt Associates Inc. tabulations of HUD administrative data.

What should be clear from the preceding is that/dees prior to the
bursting of the housing bubble and the subsequratdial crisis, were



years in which an ever increasing amount of ressweere devoted to
housing counseling. As Social Science lacksukarly of conducting
natural experiments, we cannot say with any cdstdivat the housing crisis
would have been worse, or how much worse, if wert@dpent $100s of
millions in housing counseling. What we can saghwertainty, is that
spending a few $100 million on housing counselirtrbt stop a financial
crisis from occurring.

We also know that the several $100 million spenhousing counseling by
HUD was only a small part of the funding for agesaieceiving said
funding. For HUD approved agencies, HUD counseiimgls averaged
13.5% of their budgets in FY07. This would thaEiv07, at least $400
million was spent in total on housing counselingnirall sources. In the
iImmediate years preceding the crisis, it is likdlgt total funding sources
for housing counseling exceeded a $1 billion tataleer those years.

Exhibit 5-1. Share of Total Funding for Counseling by Source

HUD Counseling Funds
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State Government
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Local Government
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HOME Program 3.3%
Client Fees 3.1%
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Source: Abt Associates survey of HUD-approved counseling agencies.



According to HUD the average cost of housing colimgevas over $400
per person counseled in FYO7. Ten percent of agemlctually had average
per client costs in excess of $1,000. This figanearticularly astounding
when one considers that only about half of the eigsrused their own
materials, relying instead on material and coudss®loped by others.

The intent of housing counseling should be helpotgntial homebuyers
receive unbiased and accurate information. Housingseling should also
help potential homebuyers develop a plan to beaaady for home-buying.
In this sense, it is not clear that housing counges$ reaching the right
consumers at the right time. Only about a fouftblients were deemed to
be “near ready” in terms of making a home purch&eer forty percent of
clients were deemed not ready for purchase faaat Isix months, raising
the issue of how much material clients would resxmonths hence.

A common rationale for the use of non-profit hogsoounseling is that such
avoids the potential conflict-of-interest that @arse when financial
education is being provided by a for-profit busmestity. Unfortunately
HUD surveys indicate that HUD-approved non-profitioselors were
heavily dependent upon members of the real estatenartgage industry.

Almost 80 percent of non-profit housing counselessd mortgage lenders
in their workshops, while over 70 percent used estdte agents. While
there is some obvious advantage to using knowlddgé&adustry
representatives to educate, it does raise thearguestion of whether
housing counselors were doing little more than pirggpand steering
consumers toward select lenders and real estamsage

In terms of effectiveness, evaluations of housiognseling have also been
mixed, but have generally shown more success ttieer torms of financial
education. While some researchers have foundfeoteff counseling on
default rates, these researchers did some imprawamehoice of mortgage
characteristics, although their measure was sontesutigective’. Other
researchers have found that the form of counseliagtly matters, where
intensive one-on-one counseling reduces defaulsditttouch counseling

" Jonathan Spader and Roberto Quercia, “Does Honaship Counseling Affect the Prepayment and
Default Behavior of Affordable Mortgage Borrow@tslournal of Policy Analysis and Management
27(2008).



was largely ineffectiv8. Of course part of the effect of intensive couimggl
could be driven by screening, that is marginal ®ears are dissuaded from
the loan due to the time and cost of counseling.

Exhibit 6-8. Use of Outside Presenters in Homebuyer Workshops

Share of Agencies Reporting Use

Mortgage Lenders |??%

Real Estate Agents ‘ 72%

Home Inspectors | 5T%

Insurance Agents |4ﬁ%

Other Non-Profit | 38%

Government Agencies ‘ 34%

Attorneys I 30%

Title or Escrow Agents ‘ 28%

Tax Advisors/Financial Planners 13%
12%

0% 10% 20% 30% 40% 50% 60% 0% B0% 90%

Environmental/Energy Experts

None 12%

Source: Abt Associates survey of HUD-approved counseling agencies.

To summarize, we spent a considerable amount osirgpaounseling for
years prior to the crisis with no evidence thatsontnimized the severity of
the crisis. There is actually some evidence tgespit might have made the
crisis slightly worse. There is also some evidelncguggest that housing
counseling served more as a vehicle for connettmmgpwers with the
mortgage and real estate industry than as a mébdha@ming borrowers

with relevant knowledge. There is no evidence tloainseling instilled
potential borrowers with skepticism about homeowhigr.

Knowledge versus I ncentives

My primary concern with linking financial literatp the recent financial
crisis is that it distracts from much needed changeur financial

8 Abdighani Hirad and Peter Zorrepurchase Homeownership Counseling: A Littleudiedge Is A
Good Thingin LOw-INCOME HOMEOWNERSHIR EXAMINING THE UNEXAMINED GOAL. 2002.



regulatory system, not to mention our monetaryesystAt the risk of over-
generalizing, | do not believe we had a financrais due to a lack of
financial literacy. | believe we had a financiakcs due to very perverse
incentives in our financial system that encouragpezkss risk-taking on the
part of lenders and borrowers, while also reduanegntives for appropriate
due diligence on the part of investors and creslitor

Going back to the mortgage market, when borrowenewequired to put
little, if any equity, into a home purchase, anel lilans were generally non-
recourse, is it any surprise that such borrowefasulted when prices
declined. In fact there is evidence that borrowérs had received
counseling werenorelikely to engage in strategic default, ultimately
increasing the level of foreclosures, rather theatucing it?

In a well-functioning market, lenders have stromggintives to provide
borrowers with the appropriate information that Woeduce default.
Unfortunately we do not have well-functioning firceed markets. We have
markets characterized by extensive government gtessa and moral
hazard. If lenders do not face the true and fsll of their actions, then their
incentives to appropriately manage risk and effetyieducate consumers is
reduced, if not eliminated. Whether it is the prese of deposit insurance or
the ability to transfer mortgage credit risk to tagpayer via the government
sponsored enterprises and the Federal Housing Astnaition, lenders do
not face appropriate incentives for risk-takinghe$e issues are only
compounded when lenders face extensive penaltiesfextending credit
to risky borrowers if such borrowers are membera pfotected class.

Is it irrational or uninformed for lenders and lmwers to become highly
leveraged when our tax code subsidized debt relaviwequity? Or when the
Federal Reserve maintains negative real ratesefaral years, as was the
case in 2002 to 2005? An extremely steep yieldesuas engineered by the
Federal Reserve, also encourages maturity mismadth,on the part of
borrowers and lenders, which increase financiailitg.

We should also be clear that the Dodd-Frank Acsdu fix our financial
system. Too-big-to-fail and moral hazard are biggeblems today then
before the financial crisis. So while | again coema the Chairman’s

® Valentina Hartarska and Claudio Gonzales-Vegaet&rCounseling and Mortgage Termination by Low-
Income HouseholdsJournal of Real Estate Economics and FinaB6é2005).
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efforts, we must not lose sight of the urgent nleedeforming our financial
regulatory system.

Substance over Form

Financial education is only going to be as goothasnformation that is
imparted. A very basic question should be: whaitthat consumers do not
know? If financial education focuses on minorroelevant issues, such as
the impact of “pulling” a credit report on one’sdit score, to the exclusive
on central issues, like the impact of timely dedogmppent on one’s credit
score, then consumers could easily be worse afi rounseling.

Counseling also runs the risk of having its substadriven by the bias of
both providers and government. Take the largebritpe image of
homeownership presented by many housing counsaidhne negative
Image presented of mortgage prepayment penalBeth images are far
more driven by bias than fact. From my own expereat HUD, | watched
lawyers drive mortgage disclosure in such a waytiham consumers
because the government lawyers were convincedrtbdtjage brokers were
inherent “bad”. Efforts at financial education baw devote more attention
to the substance of such, rather than the form.

Conclusions

The federal government, along with state/local goweents and the private
sector, fund a variety of financial education eforThe research and
evaluation literature has failed to find strongpsistent effects for these
efforts. In some circumstances even negative Bftegve been found.
Housing counseling has been a particularly weltkahand researched area.
Even here the rests, while better than most coumgselre mixed. It should
also be clear that significant funding for houstoginseling did not help us
avoid a financial crisis in which housing finandaygd a unique role. Itis
my contention that financial literacy, at leasttba part of consumers, was
at most a minor factor in the recent financialisreand that failings in our
monetary and regulatory systems played much greales. These failings
have not been addressed and continue to poseisagnifisk to our financial
markets, broader economy and ultimately the taxpaye

| thank the Subcommittee for your attention anddpportunity to offer my
perspective.
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