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m What can policymakers do to improve financial decision-making?

B Education
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Thaler and Sunstein on the Housing Crisis

A main cause of the mortgage crisis is that borrowers did not
understand the terms of their loans. Even those who tried to
read the fine print felt their eyes glazing over, especially after
their mortgage broker assured them they had an amazing
deal.

Richard Thaler and Cass Sunstein
“Human Frailty Caused the Crisis”
Financial Times

November 11, 2008
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Thaler and Sunstein on Policy Prescriptions

Far more important [than concentrating on today’s crisis], it is
crucial to design policies that will prevent similar problems in
the future. Behavioral economics provides specific
suggestions not just for mortgages, but also for credit cards,
cellphone plans, prescription drugs, and student loans. The
basic idea is that for complex financial instruments, the
government should strive for what might be called “simplified
transparency.”

Richard Thaler and Cass Sunstein
“Economic Policy for Humans”
Boston Globe

April 17, 2008

(insertion added)
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What Caused the Housing Crisis?
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What Caused the Housing Crisis?

m Itis very hard to tell a consistent story that “unaffordable” or
“complex” mortgages caused the housing crisis.
“Teaser” rates on subprime mortgages did not exist
Interest-rate resets played a very minor role in the crisis
Little evidence that prime borrowers were “steered” into subprime
loans
A Prime mortgages have been defaulting as well

m A type of “financial illiteracy” played a role in the crisis, but this
illiteracy ...
m ... is very widely shared,
m ... concerns the ability to understand house prices,
m ... and is closely related to the concept of “animal spirits”
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Behavioral Economics and the Housing Crisis

7506 Norfolk Circle
Wichita, KS
(near Towne East Square)

22 East 71st Street m Which house was more

New York, NY H ; ; ;
(between 5th & Madison Avenues) expensive to live in during the
past 30 years?

m The Wichita house
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Behavioral Economics and the Housing Crisis

Real Housing Prices in New York, NY and Wichita, KS
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Wichita Amenities

Foote (Boston Fed) Housing Market Dallas Fed Conference 11/31



Wichita Amenities

Foote (Boston Fed) Housing Market Dallas Fed Conference 11/31



Behavioral Economics and the Housing Crisis

New York Amenities
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Behavioral Economics and the Housing Crisis

House Price Indexes in Five MSAs
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havioral Economics and the Housing Crisis

Location of Mortgage Distress

Mortgages 90+ days delinquent or in foreclosure, by county
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Expectations, Multiple Equilibria and Bubbles

m Economists lack a tractable and empirically validated model to
explain asset prices

m The price of an asset today should depend on “fundamentals” (e.g.,
future income generated)

m But how can we predict these fundamentals?

m The lack of this model underpins a lot of what Akerlof-Shiller call
“animal spirits”

m We do have models of how asset prices should behave, given
“rational” expectations

m But “irrationally” optimistic expectations can give rise to either
multiple equilibria (good) or asset bubbles (bad)
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Behavioral Economics and the Housing Crisis

Famous Bubbles in History
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Behavioral Economics and the Housing Crisis

Famous Bubbles in Recent History

Beanie Babies Internet Stocks U.S. Housing Market
(mid-1990s) (late 1990s) (early 2000s)
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Financial llliteracy

We were on the March 22 [2007] call with Fitch regarding the
subprime securitization market’s difficulties. In their talk, they
were highly confident regarding their models and their ratings.
My associate asked several questions. “What are the key
drivers of your models?” They responded, FICO scores and
home-price appreciation (HPA) of low single-digit or
mid-single-digit [rates], as HPA has been for the past 50
years.
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Behavioral Economics and the Housing Crisis

Financial llliteracy (con’t)

My associate then asked, “What if HPA was flat for an
extended period of time?” They responded that their model
would start to break down. He then asked, “What if HPA were
to decline 1% to 2% for an extended period of time?” They
responded that their models would break down completely.

Robert L. Rodriguez, CFA
“Absense of Fear”

CFA Society of Chicago Speech
June 28, 2007
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When “Financial llliteracy” Meets “Animal Spirits”

m At the end of 2006, the city of Chicago passed a law requiring
counseling for at-risk borrowers — targeting subprime loans

Foote (Boston Fed) Housing Market Dallas Fed Conference 21/31



When “Financial llliteracy” Meets “Animal Spirits”

m At the end of 2006, the city of Chicago passed a law requiring
counseling for at-risk borrowers — targeting subprime loans

m Amromin et al. (Chicago Fed, 2009) show that the program was
quite effective:

Foote (Boston Fed) Housing Market Dallas Fed Conference 21/31



When “Financial llliteracy” Meets “Animal Spirits”

m At the end of 2006, the city of Chicago passed a law requiring
counseling for at-risk borrowers — targeting subprime loans

m Amromin et al. (Chicago Fed, 2009) show that the program was
quite effective:

m Targeted lending types declined by 73%

Foote (Boston Fed) Housing Market Dallas Fed Conference 21/31



When “Financial llliteracy” Meets “Animal Spirits”

m At the end of 2006, the city of Chicago passed a law requiring
counseling for at-risk borrowers — targeting subprime loans

m Amromin et al. (Chicago Fed, 2009) show that the program was
quite effective:

m Targeted lending types declined by 73%
m Loans that were made performed much better

Foote (Boston Fed) Housing Market Dallas Fed Conference 21/31



When “Financial llliteracy” Meets “Animal Spirits”

m At the end of 2006, the city of Chicago passed a law requiring
counseling for at-risk borrowers — targeting subprime loans

m Amromin et al. (Chicago Fed, 2009) show that the program was
quite effective:

m Targeted lending types declined by 73%
m Loans that were made performed much better
m Many foreclosures were prevented

Foote (Boston Fed) Housing Market Dallas Fed Conference 21/31



When “Financial llliteracy” Meets “Animal Spirits”

m At the end of 2006, the city of Chicago passed a law requiring
counseling for at-risk borrowers — targeting subprime loans
m Amromin et al. (Chicago Fed, 2009) show that the program was
quite effective:
m Targeted lending types declined by 73%
m Loans that were made performed much better
m Many foreclosures were prevented
m Borrowers and would-be borrowers must have been very
grateful...

Foote (Boston Fed) Housing Market Dallas Fed Conference 21/31



When “Financial llliteracy” Meets “Animal Spirits”

m At the end of 2006, the city of Chicago passed a law requiring
counseling for at-risk borrowers — targeting subprime loans

m Amromin et al. (Chicago Fed, 2009) show that the program was
quite effective:

m Targeted lending types declined by 73%
m Loans that were made performed much better
m Many foreclosures were prevented

m Borrowers and would-be borrowers must have been very
grateful...

m Residents in the target areas passionately hated the program

Foote (Boston Fed) Housing Market Dallas Fed Conference 21/31



When “Financial llliteracy” Meets “Animal Spirits”

m At the end of 2006, the city of Chicago passed a law requiring
counseling for at-risk borrowers — targeting subprime loans
m Amromin et al. (Chicago Fed, 2009) show that the program was
quite effective:
m Targeted lending types declined by 73%
m Loans that were made performed much better
m Many foreclosures were prevented
m Borrowers and would-be borrowers must have been very
grateful...
m Residents in the target areas passionately hated the program
m It was suspended after only 4 months
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Three Hard Problems in Behavioral Economics

m Macro: Expectations and Asset Prices
= When does “sunny optimism” become “crippling asset bubble”?
m What role does human psychology play in this transformation?
m How should imperfectly informed regulators behave?
m Micro: Self Control
m To what extent are “time preferences” genetically determined?
m What methods are most effective in promoting patience?
m Likely to be a tough problem to solve, given numerous examples of
poor self-control in many non-economic aspects of life
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m Micro: Financial Literacy
m Some issues can be fixed with optimally chosen defaults,
education, or the simple passage of time

B Automatic enrollment in retirement plans with appropriate size/type
for asset allocations

m Discouraging payment of high investment fees for index funds

B Inadequate diversification in company 401(k) plans

m Other problems may not be

m How can we prevent poor investment choices when returns to various
assets are so unpredictable?
m ... and even professionals do very dumb things?

m Should we teach rank-and-file folks that markets are irrational?
® Homo Economicus would not have given a dime to Bernie Madoff
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m Individual maximization: As price rises ...

m Producers have incentive to deliver more goods to the market
m Consumers have incentive to consume less (can enjoy more “other
goods” if they reduce consumption by one unit)

m Equilibrium: Unique price results
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Economics as a Social Science

m Individual maximization and equilibrium impose discipline on
economics

m This discipline separates economics from other social sciences

m Economists are applying their tools to a wide variety of social
issues

m Poverty and income inequality
m Crime

m Marriage and child-rearing

m Issues of race and gender
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THE HIDDEN SIDE OF EVERYTHING
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— Malcolm Gladwell, author af The Tigping Point and Blink

STEVEN B. LEVITT s
STEPHEN J. DUBNER

Foote (Boston Fed)

=] [
Housing Market

Dallas Fed Conference

28/31



Supplementary Slides: “Economics” and “Behavioral Economics”

FREAKONOMIGS

A ROGUE ECONOMIST EXPLORES
THE HIDDEN SIDE OF EVERYTHING More Sex Is Safer Sex

“Prepare to be dazzled.”
— Malcolm Bladwell, author of The Tipping Point and Blink

.. The Unconventional Wisdom

& of Economics

' :ﬁ':.i.»
STEVEN B. LEVITT amo Steven E. Landshurg
STEPHEN J. DUBNER T

Foote (Boston Fed) Housing Market Dallas Fed Conference

28/31



Supplementary Slides: “Economics” and “Behavioral Economics”

FREAKONOMIGS

A ROGUE ECONOMIST EXPLORES
THE HIDDEN SIDE OF EVERYTHING More Sex Is Safer Sex

“Prepare to be dazzled.”
— Malcolm Bladwell, author of The Tipping Point and Blink

.. The Unconventional Wisdom

& of Economics

' :ﬁ':.i.»
STEVEN B. LEVITT amo Steven E. Landshurg
STEPHEN J. DUBNER T

Foote (Boston Fed) Housing Market Dallas Fed Conference

28/31



Supplementary Slides: “Economics” and “Behavioral Economics”

Newsweek Periscope

Subscribe Now | Make Mewswack Your Homepage |~ Mewsletters  RSS

Economics: Sexiest Trade Alive

Newsweek

Dec. 26, 2005 - Jan 2, 2006 issue - Economics,
perhaps the geekiest of geek subjects, got a
serious makeover this year. Consider the
numbers: "Freakonomics," a book by economist
Steven Levitt and journalist Stephen Dubner, has
spent 34 weeks (and counting) on The New York
Times best-seller list; John Perkins's
"Confessions of an Economic Hit Man" was on for
seven weeks. Meanwhile, economics is the
hottest undergrad degree at Harvard and New
York University; the number of econ majors is up
some 40 percent over the past five years. Still
not convinced? Two words: Angelina Jolie. Last
fall she teamed with leading economist Jeffrey
Sachs in an MTV documentary about Kenya's
economy. That's hot.
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The Development of Homo Economicus

m Concepts of individual maximization and equilibrium usually allow
ideas to be expressed mathematically

i n- Pricea _ MUp
m Example of consumer choice: Prices = MU,

m Before long: Homo Economicus!
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He is “financially literate” — good at translating problems into
mathematical terms, then solving them
He has a stable “utility function” that determines his preferences
He has no “self control” problems
m He will not deviate from previous plans unless he receives new
information or constraints
m If it is optimal for him to go on a no-cookie diet, then this diet
remains optimal even after someone places a plate of cookies in
front of him

m Are these assumptions realistic?
m Behavioral economics says no
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