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ABSTRACT

This paper examines how a combination of financial illiteracy and loose
lending standards during the real estate boom of 2001-2006, made
consumers vulnerable to mortgages that were not in their best interest.
It also discusses the use of subprime mortgages as a financing method
during this period. The resulting economic consequences have not been
pleasant and a renewed national attention has been drawn to America’s
financial illiteracy. Governmental and private organizations have
responded by making available a plethora of educational materials,
programs and national conferences for financial literacy education.
Several of these resources are reviewed in this paper. Financial service
professionals and business educators should avail themselves of these
excellent materials to improve the financial literacy of consumers.
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In a short span of 8 years the U.S. has experienced two major stock
market declines and recessions. The stock market decline and recession of
2000-2002 was related to excessive investment and subsequent speculation in
Internet related companies. The economic and financial correction of 2000-
2002 saw a drop of 45% in the S&P 500 Index and an economy that was in a
recession from March to November of 2001 (Browning, 2009). In the 2000-
2002 collapse investors became enamored by visions of instant wealth from
investing in speculative dot.com Internet companies that had little or no
growth prospects for the future. Some examples of failed companies include:
Pets.com, The Globe.com, Quepasa.com, eGreetings.com, eToys.com. The
stock prices of those companies that survived were bid up to unrealistic levels
and subsequently crashed. Microsoft, Dell, Yahoo, Intel, and Oracle are
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Further emphasizing the need for consumers to understand complex
financial arrangements, former Federal Reserve Board Governor Edward M.
Gramlich in remarks at the 2002 Financial Teacher Training Workshop at the
University of lllinois indicated:

Protection for consumers against fraud and abuse is
another concern that underscores the need for [financial|
education. With the proliferation of subprime housing
markets...consumers have increased opportunities for
taking out home equity loans. However, some lenders have
used unscrupulous practices and products to prey upon
vulnerable populations. Consumer education alone may
not be the sole answer to predatory lending, but it is
certainly an essential part of the solution.

In a meeting of the Financial Literacy and Education Commission,
Gramlich (2004) again spoke to the need for improved consumer financial
literacy when he advised, “an increasingly complex global financial system
requires consumers to have a strong working knowledge of financial con-
cepts. To highlight the importance of financial education...the Federal
Reserve System launched a national public campaign that began in May
2003.”

As activity in the subprime market reached record levels in 2005-
2006, further warnings of financial instability were echoed by Federal Reserve
Board Vice-Chairman Roger W. Ferguson Jr. at a 2005 Central Bank Research
Conference on Risk Management and Systemic Risk. He cautioned:

...with new products and institutions comes the potential
for new risks to financial stability...we have seen a
proliferation of new lending products in the United States,
including home-equity lines of credit, interest-only and
even negative-amortization mortgages and subprime
mortgages and consumer loans.
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These warnings proved to be prophetic when in 2006 Ameriquest,
then the largest subprime lender, “coughed up $325 million to settle charges
that it misled borrowers and falsified loan documents” (Reckard, 2009).
Countrywide Financial Corporation, one of the top 5 subprime mortgage
lenders in 2005, was also considered a leader in lending innovation. As the
housing market started to collapse in 2006-2007 the company *... became a
symbol of loose lending practices, aggressive salesmanship and risky
mortgages...” (Miller, 2009).
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stands economic fundamentals and has the confidence to
challenge products and practices that seem ‘too good to be
true’ is a regulator’s best weapon in consumer protection
(U.S. Senate Committee on Homeland Security and
Governmental Affairs, 2007).

Another contribution made at the April 30, 2007 hearing came from
Deputy Assistant Secretary for Financial Education Dan lannicola who stated,
“The Department of Treasury supports the expansion of financial education
through its own work and through its leadership of a multi-agency commis-
sion” (U.S. Senate Committee on Homeland Security and Governmental
Affairs, 2007). Further support was expressed by Robert Duval, president and
chief executive officer of the National Council on Economic Education as
follows, “Teaching sound economics and personal finance, and making it
stick, is not only vital to an individual’s success and well being, but will
ultimately contribute to ensuring a strong national economy and a more
prosperous future for our country™ (U.S. Senate Committee on Homeland
Security and Governmental Affairs, 2007).

The 2003 creation of the Financial Literacy and Education Commis-
sion also resulted in the development of annual financial literacy and educa-
tion summits which bring leading experts together to discuss best practices in
financial education. One of the strongest cases for financial education was
made by Federal Reserve Board Governor Frederic S. Mishkin at the 2008
National Summit on Economics and Financial Literacy when he affirmed:

There can hardly be a better time to make the case for
economic and financial literacy than right now. We face a
downturn in our housing industry fueled, at least in part,
by unwise mortgage borrowing and, at times, abusive
lending practices. Improving consumers’ knowledge of the
home mortgage process will better equip them to avoid
unsuitable mortgages in the future. ...one of the most
effective ways to help consumers is to empower them with
information.

In another major attempt to remedy the epidemic of America’s
consumer financial illiteracy, Executive Order 13455 by President George W.
Bush on January 22, 2008 created a 16-member President’s Advisory Council
on Financial Literacy. This blue-ribbon panel of academics, business and
government officials was lead by Charles R. Schwab, Founder, Chairman and
CEO of The Charles Schwab Corporation. The task for the Council was *...to
improve financial literacy among all Americans [and] ...established, for the
first time, that it is the policy of the Federal government to encourage financial
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