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Defining the Issues, Covering the History, and Finding Solutions
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ABSTRACT

A lack of financial literacy, an individual’s ability to make proper decisions regarding their personal finances, is the main reason millions of Americans are struggling financially.  As recently as the 1980’s, financial decisions were relatively easy due in part to the few choices available.  Most people only bought what they had the cash to purchase and had guaranteed pensions at secure jobs where they could work their whole life.  Now, however, financial decisions involve numerous options, variables, complicated documents and terms.  This essay will examine these changes and show why financial literacy is essential to consumers so they know how credit cards work, can understand 401(k) plans and know how to make the best decisions.  The solution to this issue has many parts but at a high level includes taking the complication out of the system making it easier for the consumer, encouraging people to save in their 401(k) programs and helping people to gain the understanding needed for financial matters.

***

 “Janet Hudson, 40, ran into pay day loans when she and her fiancé broke up, leaving her with a young son and a $1,000 monthly mortgage payment. Short on cash, she took out three small pay day loans online totaling $900 but fell behind with her payments. Soon her monthly interest and fees totaled $800. "It almost equaled my mortgage and I wasn't even touching the principal of the loans," said Hudson, who works as an administrative assistant” (“Carey”). 

A lack of financial literacy, an individual’s ability to make proper decisions regarding their personal finances, is the main reason for millions of Americans experiencing issues similar to what Janet experienced.  Even as recently as the early 1980’s people could get by without being financially literate because they had guaranteed pensions at secure jobs where they could work their whole life; they only bought what they had the cash to purchase; and usury, bankruptcy and other laws protected consumers.  However, by 2004 the average U.S. family had eight credit cards and was carrying over $8,000 in credit card debt; and these figures do not even take into account other family debt (“Secret History”).  Considering the changes the financial system has undergone in the past 20 years and the increased burden this has placed on individuals, major changes are needed to increase financial literacy in the U.S.  Three groups need to make these major changes which include companies, the government through programs and regulations, and the individuals who lack the basic financial literacy needed in today’s society. 
To understand what financial literacy is needed today for retirement planning one must look at the history of the industry.  Pensions were always meant to be a guaranteed form of retirement money which employers set aside for their employees.  However, in 1978 new rules were adopted which gave companies the option to file for Chapter 11 bankruptcy.  Chapter 11 bankruptcy was a way that the same company could keep its management and assets, all while reducing the money it owed to debtors and removing promises made to employees.  The PBS program Frontline in a show called “Can You Afford to Retire?”, cited an example of the loss employee’s experience as reductions in their pension plans.  These law changes were not meant to affect employees greatly because of the Pension Benefit Guarantee Corporation (PBGC) which had been setup in 1974 as part of the Employee Retirement Income Security Act.  Through this act companies were to pay in premiums which would help the PBGC protect employees pension plans for companies who entered bankruptcy.  Another important change in legislation came in 1978 as part of the tax code changes, which was section 401(k).  This section was added after a successful lobby for a tax shelter for executives from 2 companies, Kodak and Xerox.  However, in 1981 demand from wealthy businesspeople throughout the U.S. allowed the 401(k) changes to be used by all companies (“Can You Afford”).  


Much like in the retirement plans, changes in laws have been the driving force for the historical changes in the banking and credit card industry.  The PBS program Frontline in a show called “Secret History of the Credit Card,” talked about how Sioux Falls, South Dakota is where the credit card industry really took off.  In the 1970’s the interest rates which banks could charge were highly regulated in every state in the U.S.  Also each had a different rate, for example, a car would have a different rate than a house.  These regulated rates were often lower than the rate which a bank could attain money to lend.  This made money tight because banks were not going to make loans where they would lose money.  In 1981 these caps on rates, also known as usury laws, were eliminated in South Dakota.  Citibank had been located only in New York, but within a couple weeks moved their credit card processing center to South Dakota.  This is because the usury laws within New York were forcing credit card companies to lose money on their credit cards because of the state caps.  But it was not only the law change in South Dakota that made this happen.  In a Supreme Court ruling called, “The Marquette Decision” banks were allowed to export the interest rates they would charge in one state to all other states.  Within a few months all the major banks followed Citibank to South Dakota so they could all take advantage of the ability to charge whatever interest they wanted.  Wilmington, Delaware soon copied the South Dakota model making it the credit card center of the east.  This was the first time in history that there were no legal restrictions on the amount that banks could charge on credit cards for rates nationwide.  Another key court decision was made by the Supreme Court in 1996 “Smiley vs. Citibank,” which lifted the state restrictions on the fees credit cards could charge (“Secret History”).  Also, after a record number of bankruptcies in 1999-2004, the American Bankers Association (ABA) successfully lobbied to get the “Bankruptcy Abuse Prevention and Consumer Protection Act of 2005” legislation passed.  This act makes declaring bankruptcy more difficult for the individual to file for a “fresh start” Chapter 7 bankruptcy.  Instead now most people are forced to file for Chapter 13 bankruptcy which requires payment plans giving more power to their debtors.  Also assets a person has such as a house are now under risk and the costs of filing have went up often as much as 100% due to the extra work lawyers must do to file for the bankruptcy (“Sahadi”).  Another important historical point is when banks, credit card companies and other companies started using the internet to pool their financial data creating a profile about each consumer and all their financial information (“Secret History”).  All the changes in regulation and the way that credit card companies have been able to collect consumer data have fundamentally changed the credit card industry in the past 25 years.


In much the same way changes in regulation have affected the credit card industry, changes in the retirement section of the industry have favored companies over individuals.  The Chapter 11 Bankruptcy laws have allowed companies to walk away from pension and other commitments to employees.  “First Day Orders,” which are created by management, bankruptcy lawyers and banks who invest in the company, accomplish goals for all parties involved except the employees.  These orders give lenders “super priority claims,” meaning they have the first right to the money invested, interest and any fees charged.  Also, management can stay in power and often fully retain their own pension plans and even get new stock options when the company goes public again.  The lawyers also get paid fully, often in the range of hundreds of millions of dollars.  The people who lose are the employees who have no rights in the process.  They see their pensions get slashed if not eliminated and all prior work contracts are ended.  In the past 10 years Chapter 11 bankruptcy reorganization has become an acceptable strategic tool, which has hurt pension funds for both current and already retired employees.  The PBGC was meant to protect these pensions; however, there are many issues.  First, the legislation requiring companies to pay premiums into the agency was too flexible and many companies are both not fully funding their pension plans and not fully funding the PBGC.  More than 18,000 companies have underfunded pensions with the PBGC, which has created a $23 billion deficit.  Plus the PBGC only insures pensions up to a certain level so some people lose large amounts of their “guaranteed” pensions when companies go into Chapter 11 Bankruptcy.  Overall, the PBGC estimates that the pension system in the U.S. is $450 billion underfunded.  This effectively means pensions are no longer guaranteed and benefits can change at any time (“Can You Afford”). 

With pension funds not receiving the proper funding it makes employees 401(k) plans even more important.  However, there are concerns about how 401(k) plans are being used and administered.  One big problem is that the plans are being used as the primary retirement plan when they were originally meant to be supplementary only.  Employers have embraced the move to 401(k) plans from traditional pension plans because they need to contribute 50% less.  The change was originally sold as a way to empower the employees and in fact now more than 40 billion Americans now manage their own retirement via 401(k) plans.  According to the PBS program Frontline in a show called “Can You Afford to Retire?”, a large problem is involvement because 25-30% of the people who could participate in a 401(k) plan at their company do not.  One of the reasons this rate is so high is that employers typically require employees to opt-in to the 401(k) program so they can receive matching funds from the company.  Companies do not automatically enroll employees because they save money for every employee who does not take part in the plan.  This lack of involvement is one of the main reasons that 50% of the workers in the U.S. do not have a retirement savings plan of any type.  Even for people who do enter the plan they are typically not saving enough as shown by the average family balance being only $29,000.  Of the people who do contribute, less than 10% are putting in the maximum allowed.  The Employee Benefit Research Institute (EBRI) estimates that people who are currently 60-65 only have three times their average salary in their 401(k) and this will only last them 7-8 years, when used along with their Social Security.  The EBRI estimates they should actually have at least 8-10 years saved assuming they live to an average life expectancy.  A problem is that most employees never gained the financial literacy needed for making financial decisions.  Performance of 401(k) plans is a large problem even for people who do contribute and who do not have leakage.  A person’s income bracket affects how well their portfolios perform, with the lowest income users showing the worst returns.  By comparison the highest income bracket will return 4-5 times as much, in percentage terms, on their money.  One reason for this lower return is that the lowest income people typically start funding accounts later in life and with less money, which diminishes the power of compounding.  Also lower income people tend to be less financially literate than people who are making more money, so they do worse in the selection of what areas or funds to invest the money in their 401(k).  People also do not understand how to move their retirement plans between jobs which causes 50% of people cash in their 401(k) plan when they change jobs.  This not only depletes their retirement, it causes them to lose thousands in taxes and fees.  With the uncertainty of pension funds and the rise of 401(k) plans it is easy to see why financial literacy is essential for people hoping to retire comfortably (“Can You Afford”).


Regulation in the credit card industry has also been on the side of companies because of their lobbying organization, the ABA.  The biggest example of this regulation, which directly affects financial literacy, is seen in the account documentation customers receive.  This contract is small print, lengthy and reads at a grade level that is higher than what the average American possesses.  In fact, the contracts are so difficult contract lawyers can not even understand them.  In an interview conducted for a PBS Frontline episode Elizabeth Warren, a business professor at Harvard, stated, “I teach contract law at Harvard Law School, and [also] commercial law and bankruptcy ... but if you put me under oath right now, I tell you, I don't know what the effective interest rate will be on my credit card next month, because I can't read it in my contract” (“Elizabeth Warren Interview”).  An example of these unreadable, but important sections is called the “Universal Default.”  This provision allows the credit card company to change the rates they charge for any reason, even if the issue was with another company or it was in an individual’s financial past.  This is possible now because they have access to a consumer’s complete financial history, even that which is with other companies.  This allows credit card companies to change interest on items purchased for money that was already lent.  In fact, they are the only business in the U.S. who can change terms after lending money.  A lack of regulation about minimum payments also prompted the credit card companies to change the traditional 5% minimum payment to a 2% minimum payment.  This change has resulted in much more profitable balance from the 35 million people in the U.S, who only pay their minimum balance.  It also allows people to get higher credit card lines and keeps people feeling good because they are doing what is “needed.”  Through higher interest rates, higher fees and nearly unreadable contracts the credit card area has become the most profitable section of the banking industry (“Secret History”).  After adding the changes to the bankruptcy laws limiting people’s chance for a fresh start, it is easy to see why consumers need to gain financial literacy so they understand the basics of how credit cards work, how cards should be used and their rights.  


All the law changes and efforts by credit card companies to produce interest charges and fees have been working and are having a profound affects on the consumer.  According to Motley Fool contributor Tim Beyers, who writes weekly about personal-finance and investing basics, “In 2005, savings rates dipped to negative 0.5%, something that has not happened since the Great Depression in 1932 and 1933. A negative savings rate means that Americans spent all of their disposable income and dipped into past savings or increased their borrowing.”  Not only are people not saving, they are spending to live way beyond their means, a fact to which 40% of the population admits (“Beyers”).  There are two different types of customers in the credit card company’s eyes: “deadbeats” and “revolvers.”  The first group, deadbeats, who numbered 55 million in 2004, are the people who completely pay off their debt every month.  The second group revolvers, which numbered 90 million in 2004, are the people who carry a balance from month to month and 35 million of these revolvers only pay the minimum payment (“Secret History”).  The changes in the 1980’s have caused the amounts in both revolving and non-revolving debt to skyrocket as can be see from the data provided by the Federal Reserve (See Graphic 1).  According to Eric Tyson, who wrote Personal Finance for Dummies, “Nearly 80 percent of consumers do not know how the grace period on a credit card works. An even greater
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Graphic 1 (“Federal Reserve 1” and “Federal Reserve 2”)

percentage does not understand that interest starts accumulating immediately for new purchases on credit cards with outstanding debts” (Tyson).  It is no wonder that a record 7 million people needed to file for bankruptcy from 1999 to 2004.  But even with these bankruptcies figured in, credit card companies made $30 billion in profits and do $1.5 trillion of total business in 2003 (“Secret History”).  


Like credit card debt, the cash store pay day loan business is also growing at unprecedented rates.  As Reuters reporter Nick Carey found out, “A pay day loan is typically for a few hundred dollars, with a term of two weeks, and an interest rate as high as 800 percent. The average borrower ends up paying back $793 for a $325 loan, according to the Center for Responsible Lending” (“Carey”).  If this option was being used once every several years in an emergency it is one thing, but the studies show that 52% of the cash store customers are using the service at least seven times a year (“Flannery”).  This frequent use is part of the reason it takes an average consumer two years to get out of a pay day loan (“Carey”).  By 2006, cash stores were a $40 billion business and there were more than 22,000 stores in the U.S.; by comparison, one must realize there are only 14,000 McDonalds in the U.S. (“Kirchhoff”).    

When discussing the need for clearer documents most people would agree that clearer documents are needed, however Edward Yingling, the incoming president of the American Bankers Association, would disagree.  Mr. Yingling conducted an interview as part of the PBS Frontline program where he discussed this topic.  For instance, he discusses how the credit card companies can not make changes to documents such as the disclosure because they are bound by laws and regulations from the Federal government about what must be in the contracts and how it must be listed.  He also disagrees with the point that companies should include a new disclosure on each month’s statement showing how long it would take to pay off the debt if they only made minimum payments, and how much interest they would end up paying (“Edward Yingling Interview”).  By talking about the fact that this measure would change each month, often even before the bill would arrive, he shows it to be impractical and confusing.
Mr. Yingling’s position has several flaws, which help to show that changes could be made by credit card companies and that these changes would help the consumer.  First, as a president of a PR firm for the credit card companies he is biased towards what is best for his customers.  When he discusses the laws and regulations about what is disclosed in the initial credit card contract he does not mention that the credit card companies lobbying has been one of the largest influences shaping these laws (“Secret History”).  His binary logic that they must follow the law does not allow for the fact that small changes to help consumers could be made.  He makes it sound like they have no control or choice when this is simply not the case.  When discussing the minimum payment disclosure he makes it sound impractical and unhelpful.  The truth is even as the amount changed each month consumers would be able to see the overall direction and they could also see paying only the minimum balance would cost them.  They could even see the actual interest increase over time.  In both cases Mr. Yingling shows his bias and makes the argument through binary logic, which tries to show the options as out of the company’s control, too difficult or unhelpful, when clearly they are not. 
***
“North of Seattle Pat O’Neill is headed out for another lonely haul on the highway.  His life isn’t all that different from most truckers, except for one thing, Pat O’Neill retired 3 years ago.  O’Neill is typical of his generation; he spent his entire career working as an aircraft mechanic working for one company, United Airlines.  Back in 2003, when United was trying to cut costs, O’Neill says the company encouraged him to retire.  O’Neill took the advice and retired counting on a guaranteed $3000 monthly pension check for the rest of his life.  But after a while Pat O’Neill got a jolt, his pension was slashed by a third.  Pat O’Neill like more than a million other workers and retirees is a casualty of corporate restructuring and Chapter 11 Bankruptcy” (“Can You Afford”).
A lack of financial literacy, an individual’s ability to make proper decisions regarding their personal finances, is the main reason for millions of Americans experiencing issues similar to what Pat experienced.  There are also large concerns for people’s personal credit problems.  This is an obvious problem with delinquencies at a 20 year high (“Jeb Hensarling Interview”) and by the fact that people who do not pay off their bill every month have an average of $17,000 on their balance bringing the total credit card debt in the U.S. to over $850 billion (“Credit Card Bill”).  The changes in the credit card industry and retirement industries are the driving forces in the rising need for financial literacy and make it a complex matter.  To solve the problems that have been created three groups need to make major changes which include companies, the government through programs and regulations, and the individuals who lack the basic financial literacy needed in today’s society.

The financial problems citizens of the United States are experiencing including credit card debt, cash store loans and the yet to come retirement crisis, can be directly linked to the lack of financial literacy of the people in the United States.  To demonstrate financial literacy needs to improve in the U.S. consider the information from Eric Tyson’s Personal Finance for Dummies book, “Less than 10 percent of American adults understand a 401(k) well enough to explain it to someone else. Fewer than one in four can explain what a municipal bond is.”  However, there is not one easy quick solution to this problem.  The solution is going to require effort from all of the citizens in the U.S., and the government and even the companies who are profiting off the current lack of financial literacy.  In the credit card industry legislation needs to change in order to protect the consumer.  The first and most important change is that the contract that comes with a credit card must be easy to read for a consumer.  Once this happens it makes the entire credit card part of this topic much more manageable.  If consumers could easily understand a contract they could then compare contracts easily between competitors seeing the fees charges and interest charged.  This is a change that would allow fair competition to return as the market went back to free market principles.  
Credit card companies also need to disclose information to increase the financial literacy each consumer has about their debt.  One great example of this is how long it would take to pay off the balance on user’s credit cards if they only pay the minimum payment.  As with credit card companies, cash stores need to make sure the people taking out the debt understand how much it is really costing them by giving consumers easy to read documents.  This would help improve consumers understanding how much the interest is costing them.  
The challenges in the retirement area also call for several changes.  For instance 401(k) plans should automatically have employees enrolled.  This increases participation from the norm today where people are required to sign up for plans.  The average non-participation rate is 25-30% when the employees must sign up for their company’s plan.  However, at several companies that automatically enroll people, and require the people to withdraw, the non-participation rate is below 10% (“Can You Afford”).  
Also, the laws need changes requiring that companies fully fund their retirement pension plans.  At the same time changes need to be made to make sure the companies with pensions are fully funding the PGBC.  Chapter 11 Bankruptcy laws also need to be changed to protect employees from losing money that was promised in pensions, especially for employees who have already retired.  If pension plans are going to be underfunded and Chapter 11 Bankruptcy laws are to remain the same the consumer must be told this so they have the information needed to decide how to plan their retirement  All these basic changes would help protect people and simplify the entire financial process.  As the financial system becomes a simpler process it would be easier for people to learn the basic financial literacy.  This is because people are more willing to attempt learning a task that is not overwhelming.  Plus it would take less time for people to learn and they could focus on learning the core information needed to make decisions.  
The group who has the biggest amount of money to lose in costs are the credit card companies and cash stores.  If people start to understand the information better and make better decisions they will lose money fees and interest.  However, the companies that do a better job and offer a better value would thrive in this new system.  Individual consumers would actually save money and in the long run this would help the economy as people would be better able to buy products instead of being mired in credit card and pay day debt.  Also knowing how to save money for retirement will help keep people from depending on the Federal government which makes the country stronger as well.  If companies start to automatically enroll people into 401(k) plans those company’s expenses will increase.  It is difficult to determine the exact costs because it will depend on the percent of people who drop out of the plans.  The U.S. government must make financial literacy a priority and require that it be taught at public schools, universities, and in public outreach programs for every citizen who would not have a chance to learn it elsewhere.  They must make it especially accessible to the lowest income and middle income families since they are the people needing it the most.  

The American people need to be informed about financial literacy to counter the information being given by American Bankers Association in a document called “Myth vs Facts Credit Cards.”  Through this literature the ABA discusses credit card charges and policies, and shows that the industry believes the current system is working fine and that changes are not needed.  For instance, they show although the myth is that fees and interest rates are higher than ever, today most credit cards do not even have an annual fee and that interest rates are lower from the standard 20% from 30 years ago.  Also the ABA says that despite the myth that “Americans are forced to accept unilateral interest rate charges by credit cards”, when in reality there are thousands of other credit card issuers who would happily accept their business (“Myth vs. Fact”).

These arguments show the ABA’s strong bias towards their credit card company customers and they use only partial truths.  When they say that fees are lower because the annual fee is not used and that people can get credit cards below 20% they are presenting a half-truth.  It is true that annual fees are not as common and it is true that certain people can get an APR lower than 20%.  However, they do not talk about the dozens of fees they have added since the industry was deregulated, which are put into contracts in ways that most customers can not read.  When discussing lower rates it should first be mentioned the difference in rate from 30 years ago to now.  The rates in the past the credit card companies were often in the high teens, while now they can get money themselves for the low single digits.  Even though money is much cheaper for them most consumers still pay high rates over 20%.  For the few that are about to get the lower rates it is not mentioned that the credit card companies can change their rate at any time even without reason and that the direction is always higher.  When it is discussed that customers have the right to change companies this is true, but they do not mention that the fees and lack of disclosures are similar across the industry (“Secret History”).  So, if in essence the other options are the same, where is the benefit in switching?  After seeing through the bias and half-truths it is easy to see why the arguments made in this ABA document are not compelling.
If the issue of financial literacy is not solved it will continue to drag down the economy and will continue to hold back the American consumer.  The poor will continue to get poorer while the rich will get richer.  The economic divide will increase which will cause tension among different classes of people.  When the poor no longer have an ability to spend there could be either a sharp recession or depression.  Also as people retire without money they will look to the government for help.  However, the government will not have the money there to help everyone because the retirees will be competing with the working poor for a smaller source of funds.  Credit card companies will continue to make billions of dollars on interest and large corporations will continue to make money while not matching employees 401(k) plans all while individuals will continue to suffer.  

The picture is much different when the necessary changes have been made and financial literacy is no longer an issue.  In the short term there will be damage to a company’s bottom line because they will be contributing more in matching 401(k) plans because of higher enrollment rates.  Also, credit card companies will lose money that they were getting from high interest rate revolving customers.  However, in the long term the American consumer will be healthier both before and after retirement.  They will also be able to afford buying more goods which contribute to the GDP all while being a lower credit risk.  People will need less from the government because they will have money they need while working and will have the money set aside they need for retirement.  If the government is not forced to help everyone they can spend the money on education and healthcare which will make the U.S. a stronger nation with better more competitive employees.  In the end having better trained employees and lower health costs will help companies add to their bottom line.  Financial literacy is the key to happier individuals, stronger companies and a stronger country.
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