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Introduction

The National Financial Capability Study (NFCS) is an ongoing survey first
conducted in 2009. It is commissioned and supported by the FINRA Investor
Education Foundation, in consultation with the U.S. Department of the Treasury,
the President’s Advisory Council on Financial Literacy, and other federal agencies.
It aims to benchmark key indicators of financial capability and evaluate how these
indicators vary with underlying demographic, behavioral, attitudinal and financial
literacy characteristics. In each wave, the study deepened the exploration of
topics that are highly relevant today. The NFCS has proved extremely valuable to
gauge the financial situation of U.S. households in the years following the Great
Recession (FINRA, 2009, 2012, 2015).

While providing a wide range of financial capability indicators, the NFCS lacks
information about important determinants of financial outcomes, such as
individuals’ health and cognition, and does not offer a precise, quantitative
assessment of critical variables, such as household income, the value of financial
and real estate assets and the level of debt exposure. In 2012, the FINRA
Investor Education Foundation funded the administration of the NFCS survey
to a representative sample of 2,000 individuals selected from within the RAND
American Life Panel (ALP), an online panel providing detailed information on
American’s personal finances not available in the NFCS. This allowed us to obtain
a richer set of socioeconomic variables for each respondent and, therefore, to
more comprehensively document financial capability across U.S. households and
its heterogeneity. This Brief describes the insights afforded by this unique data
set. The NFCS assesses financial capability by looking at four key components:
making ends meet, planning ahead, managing financial products and financial
knowledge. We examine each of these components exploiting the wealth of
household- and individual-level information available in the ALP.

Making Ends Meet

Making ends meet can be measured by households’ difficulty in keeping up with
monthly expenses and by the frequency with and the extent to which outlays
exceed disposable income. The ALP data indicate clear evidence of financial
strain among American adults. The fraction of households that struggle with
paying their bills is 54%, and 12% find it very difficult to do so. About 38% of the
sample spend all their disposable income and 25% regularly spend beyond that.

1 FINRA Investor Education Foundation. “Financial Capability in the United States.” Full
Report and National Findings 2009, 2012 and 2015. Available at: http://www.usfinancial-
capability.org/downloads.php.
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Not surprisingly, difficulties to make ends meet are
more pronounced among low socioeconomic status
(SES) households. Yet, the data also reveal striking
differences by cognitive ability within education and
income groups (Figure 1).

Figure 1. Difficulty Covering Expenses (%)
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Spending More than Income (%)
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We measure cognitive ability using a composite index
including scores on a series of standardized tests. We
classify individuals as having “low” cognitive ability
if their cognition index is below the first tertile of the
sample distribution and as having “normal/high”
cognitive ability otherwise. Among respondents with
high school or less and college education or more,
those with low cognitive ability are about 20 percentage
points more likely to report difficulty covering expenses
than those with normal/high cognitive ability. Similarly,
among those reporting household income less than
$35,000 or more than $75,000, respondents with low
cognition are 16 percentage points more likely to face

difficulty covering expenses than those with normal/
high cognition. Low cognitive ability is also associated
with a higher tendency to spend more than disposable
income, especially among high SES households. This
suggests that, above and beyond education and
availability of resources, cognitive ability also influences
financial behavior.

Planning Ahead

Financial planningiscriticaltosecureeconomicwellbeing
over the life cycle. As noted above, a large proportion of
Americans tend to live from paycheck to paycheck with
very little or nothing left for savings. Absence of savings
are consequential in everyday life, and often cause of
great distress when unexpected expenses arise. The
NFCS questionnaire asks respondents whether they
have set aside a “rainy day” fund that could cover
expenses for 3 months in case of job sickness, job loss
or other adverse circumstances. Only 41% answer this
question affirmatively. Also, only 44% report being
absolutely certain they could come up with $2,000 if an
unexpected need arose within the next month.

The data at our disposal allow us to link information
on emergency savings to measures of vulnerability
to economic shocks. An important source of financial
strain for households is represented by out-of-pocket
medical expenses, either related to preventive care or
to treatment following a health shock. The likelihood
of incurring large out-of-pocket medical expenses
depends on individuals' health as well as on their health
insurance status. We use self-assessed overall health
status and classify individuals as being in “good” health
if they report their health to be “good,” “very good"” or
“excellent” and as being in “poor” health if they report
their health to be “fair” or “poor.” We also consider
individuals to be at high risk of facing health shocks if
they smoke, have a BMI greater than 30, or have been
diagnosed with high blood pressure. Finally, we assign
respondents to two groups based of whether they have
health insurance. As shown in Figure 2, the likelihood
of having money for an emergency is from 15 to 30
percentage points lower among respondents in worse
health, facing a higher risk of health shocks, and without
health insurance, all factors that should increase the
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chances of incurring large medical costs. Given that
low-educated and low-income households tend to be in
worse health and are more likely to be uninsured, this
indicates that low SES households are more vulnerable
to, yet less prepared to deal with economic shocks.

An important aspect of planning ahead is to set
medium- and long-term financial goals in order to
prepare for future, predictable events. One that
concerns most people is retirement and, in the current
pension landscape, achieving financial security in
retirement requires commitment and careful planning.
The NFCS asks respondents whether they have tried to
figure out their saving needs. The data reveal a lack of
planning attitude, as only 40% have ever thought about
their retirement savings. This proportion remains low
even at an older age; it is 47%, among middle-age (40-
59) and older workers (60+). It is only 31% among those
age 18-39. ALP respondents are asked their subjective
probability of working past age 65. We take working
individuals who are at least 60 years old and separate
them into two groups, according to whether their
subjective probability of working past age 65 is below or
above 50%. We assume that the former group consists
of workers who consider it relatively likely to exit the
labor force by 65. As a result, we would expect them
to have put more thought into their retirement savings.
Indeed, the proportions of planners are 66% and
56% among 60-year-olds who report a probability of
working past age 65 below and above 50%, respectively.

Figure 2. Have a Rainy Day Fund (%)
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Yet, it is striking that more than half of older workers
on the verge of (expected) retirement have not done
any retirement planning. We also observe striking
differences between non-planners and planners in
the amount of available financial resources outside
employer-sponsored pension plans. Among workers
over the age of 60, median (mean) financial wealth is
only $1,500 ($65,000) for individuals who have not
planned and $160,000 ($310,000) for planners.

Developinganadequateretirementplanisacomplicated
and challenging task. It requires taking into account a
variety of future, uncertain variables, including earnings,
contributions rates, amount of expected Social Security
and pension benefits (if applicable), investment returns
and tax rules, and using this information to gauge
the resources needed to sustain a certain lifestyle
in retirement. The cognitive effort inherent in these
computations is substantial and might discourage
individuals who are not equipped with the necessary
skills to successfully perform them. Figure 3 shows a
strong, positive association between cognitive ability
and propensity to plan for retirement within mid- and
high-SES groups. The gap between individuals with
low and normal/high cognitive ability is rather modest
at the bottom of the income distribution. This pattern
suggests that, while poor cognitive skills represent a big
barrier for retirement planning, resource scarcity may
also be a hurdle to overcome towards setting mid- and
long-term saving goals.

Figure 3. Have Tried to Figure Out Retirement Saving Needs (%)
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Borrowing and Debt

In order to comprehensively assess Americans' financial
capability, it is essential to understand how they borrow
and manage their debt. A large fraction of Americans
(40%) feel they have too much debt; that is, they agree or
strongly agree with the statement “l have too much debt
right now.” This proportion decreases significantly with
age, but is virtually constant across different education
and income groups. It reaches its peak at 67% among
student loan holders. Excluding mortgages and home
equity lines of credit, median and mean household debt
for those who strongly disagree with the statement “I
have too much debt right now” are $0 and $3,350; for
those who neither agree or disagree they are $0 and
$6,250; and for those who strongly agree they are
$7,100 and $17,750, respectively.

The most common form of unsecured debt is credit card
debt. Three-quarters of American households have a
credit card and one-third report having 4 or more credit
cards. Less than half of credit card holders have always
paid their balancein full in the past 12 months and about
60% have engaged in at least one behavior that results
in interest charges or fees. The most prevalent of these
activities is carrying unpaid balances from one pay cycle
to the next. Approximately 53% of respondents report
such behavior, which appears to be equally widespread
among individuals with different education and income

Figure 4
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levels. About 35% have sometimes paid only the
minimum. A minority of households also incur fees for
exceeding their credit line or ask for cash advance. Fees
for late payments are more frequent and do not appear
to be distinctive of specific segments of the population.
However, further checks reveal that the proportion
of those who are occasionally late with their payment
is substantially larger at the bottom of the cognitive
ability distribution. Similarly, the fraction of those who
have used their credit card for cash advance ranges
from 12%, among individuals with low cognition, to 2%,
among those with normal/high cognition.

Financial Literacy

NFCS respondents are administered a brief quiz
covering fundamental concepts of economic and
finance. The quiz includes three multiple choice
questions concerning simple calculations of interest in
a savings account and inflation, and the relationship
between interest rate and bond prices. An additional
two true/false questions test individuals' knowledge of
the relationship between the length of a mortgage and
the overall interest paid over the life of the loan, and the
concept of risk diversification.?2 Only 18% of the sample
answer all 5 questions correctly and 31% answer 4
questions correctly. A non-negligible proportion (6%)
provide incorrect answers to all questions and 10%
answer only 1 question correctly. Figure 4 reveals
substantial differences in financial literacy across
population groups as the number of correct answers
increases sharply with education attainment, income
level and cognitive ability.

A very important question is whether financial
knowledge is associated with behaviors that are
indicative of financial capability. Figure 5 shows that
higher scores in the financial literacy quiz are strongly
correlated with having a rainy day fund and planning
for retirement. More knowledgeable individuals are
also more likely to spend within their means and to pay

2 The exact wording of these questions can be found in the
ALP-NFCS codebook/questionnaire available at https://alpda-
ta.rand.org/index.php?page=data&p=showsurvey&syid=284
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their credit card balance in full, although the correlation
of these two outcomes with the performance in the
financial literacy quiz is weaker.

Figure 5. Financial Behavior by Financial Literacy
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Concluding Remarks

The overall assessment of Americans’ financial capability
emerging from our empirical investigation is somewhat
discouraging and calls for a deeper understanding of
behavior and the barriers individuals face towards
making sound financial choices. Within different SES
groups, cognitive ability and financial literacy are
associated with better financial outcomes, but they fall
short of adequately explaining observed behaviors,
especially as far as spending and responsible use of
credit cards are concerned. The challenge for future
research is to combine qualitative financial capability
indicators, such as those elicited by the NFCS, with
accurate measures of household income, wealth,
expenditure, health, cognition and preferences in
order to gain further insight on these issues and devise
interventions that can effectively improve individual
financial decision making.

This research was funded by the FINRA Investor
Education Foundation.
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