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This study explored the relationship between financial literacy and the use of interest-only mortgages using data
from the 2009 National Financial Capability Study (NFCS). A series of analyses were conducted to investigate

characteristics associated with the use of an interest-only mortgage as a primary mortgage, as compared to
fixed-rate mortgage and adjustable-rate mortgage (ARM) options. Consistent results indicate the individuals
who incorrectly answered questions related to compound interest, mortgages, and diversification were more

likely to be using an interest-only mortgage. Respondents with higher reported math skills were less likely to use

an interest-only mortgage, whereas individuals with higher levels of financial confidence were more likely to

be using one. These results reinforce concerns about a household’s ability to understand and evaluate complex

mortgage products.
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he 2008 financial crisis brought increased aware-

ness and concern for the need to improve consum-

ers’ understanding of personal finance concepts
(President’s Advisory Council on Financial Literacy, 2008).
One specific area of interest was the growth of alternative
mortgage option, with concerns noted about a consumer’s
ability to fully understand and budget for the financial im-
pact of those mortgages over time (Bianco, 2008). One of
the mortgage types that became mainstream during this
time period was interest-only mortgages. As compared to
fixed-rate mortgage and adjustable-rate mortgage (ARM),
interest-only borrowers make no principal payments. Typi-
cally, this leads to lower monthly payments, which can be
attractive to income-constrained households. At the end of
the loan term, typically 5 or 7 years later, borrowers are
required to pay off the entire loan balance. The demand for
interest-only mortgages exploded leading up to the finan-
cial crisis, with the percentage of all new mortgages classi-
fied as interest-only growing from 6% to 31% nationwide
between 2002 and 2005 (Fishbein & Woodall, 2006). This
growth was notable, the use of an interest-only mortgage
as a primary mortgage is structurally different than more
traditional loan options. Although consumers receive the
benefit of lower monthly payments, the lack of principal

payments results in the need for full payoff at loan termi-
nation. If unplanned for, consumers have few choices at
the end of the loan term: amortize the remaining principal
amount into a new mortgage or pay off the loan balance.
Although many borrowers sought to refinance their mort-
gages, they encountered significant problems if the value
of the home had decreased. This occurred with regularity
during the financial crisis, with the drop in housing prices
leaving many households owing balloon payments signifi-
cantly larger than their homes’ values. Consequently, many
interest-only mortgage holders defaulted on their mortgages
or simply walked away from their debt altogether (Bianco,
2008). Although other mortgage type borrowers saw the
same decrease in home values, they were more able to meet
existing loan terms without concerns of foreclosure.

The use of an interest-only mortgage may make sense for
some households, as it requires lower monthly payments
and can increase purchasing power. During the time period
under investigation, a popular strategy included using an
interest-only mortgage to purchase a house when a buyer
planned to occupy the property for a short term (Fishbein
& Woodall, 2006). In an appreciating real estate market, the
use of an interest-only mortgage can minimize borrowing
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costs while allowing investors to maximize returns from
real estate appreciation. Barlevy and Fisher (2010) found
that interest-only mortgage usage was more prevalent in cit-
ies that experienced high housing price appreciation, sug-
gesting that this strategy may have been widely employed.
However, Barlevy and Fisher also note that many of these
cities were the ones that saw the largest drop in home values
during the housing bust.

Although these strategies existed and were employed, sev-
eral studies found that many consumers failed to consider
all of the implications of interest-only mortgages. Although
loan terms are made available to borrowers at loan origi-
nation, consumers generally struggle to understand them
and fail to conceptualize their impact (Lusardi, 2011). For
example, Bucks and Pence (2008) found borrowers with
ARM underestimated or simply did not know the extent
to which their interest rates could fluctuate. Fishbein and
Woodall (2006) indicated that consumers were drawn to
interest-only mortgages for the affordability of the initial
payments, while not taking into account the balloon pay-
ment. Similarly, Fratantoni, Duncan, Brinkmann, Velz, and
Woodwell (2005) noted the focus on immediate payments
by borrowers with little consideration given to the poten-
tial payment shock down the road. An individual’s ability
to understand mortgages is hindered by the infrequency of
mortgage transactions, as borrowers are unlikely to retain
knowledge from previous experiences (Collins, 2009). Giv-
en this background, the purpose of this study is to investi-
gate the relationship between financial literacy and the use
of interest-only mortgages as a primary mortgage during
the time period directly leading up to the financial crisis.
Understanding this relationship will provide insight into the
type of individual drawn to interest-only mortgages as well
as their capacity to understand the financial implications of
this nonstandard mortgage product. This is of critical im-
portance given the high default rate of interest-only mort-
gage borrowers during this time period.

Literature Review

Financial Literacy and Borrowing Decisions

A wide body of literature has investigated the link between
financial literacy and financial behavior. For example, fi-
nancial knowledge has been found to be positively asso-
ciated with financial best practices (Robb & Woodyard,
2011), retirement planning behavior (Lusardi & Mitchell,
20006, 2009), seeking financial advice (Collins, 2012; Robb,

Babiarz, & Woodyard, 2012), and stock ownership (Calvet,
Campbell, & Sodini, 2009). Within this body of work, a
number of studies have focused specifically on financial
literacy as it relates to borrowing decisions. Financially illit-
erate individuals are more likely to exhibit poor credit card
behaviors (Allgood & Walstad, 2013; Xiao, Tang, Serido,
& Shim, 2011) and use high-cost debt instruments (Lusardi
& Scheresberg, 2013). Huston (2012) found that financially
literate consumers were more likely to pay below average
interest rates on debt and to make cost-effective borrowing
decisions. Stango and Zinman (2009) found that consum-
ers with lower levels of financial literacy make systematic
mistakes in evaluating debt such as underestimating interest
rates. Furthermore, individuals with low levels of financial
literacy are more likely to use high-cost debt instruments,
even when their objective situation does not warrant their
use (Robb, Babiarz, Woodyard, & Seay, 2015).

Financial Literacy and Mortgage Behavior

Although only a limited number of studies have investigated
interest-only mortgage borrowing behavior specifically, the
literature does provide significant insight into the link be-
tween financial literacy and mortgage borrowing behavior.
Similar to the work described earlier by Huston (2012),
Moore (2003) indicated that financially illiterate individuals
are more likely to hold costly mortgages. As related to finan-
cial confidence, Moulton, Loibl, Samak, and Collins (2013)
indicated that overconfident individuals are more likely to
engage in suboptimal mortgage borrowing decisions.

Smith, Finke, and Huston (2011, 2012) paint a more com-
plex picture of the link between financial literacy and mort-
gage borrowing behavior. Both of these studies used the
Survey of Consumer Finances to generate a measure of fi-
nancial sophistication, a factor loaded scale created from
four questions related to observed financial behavior and
reported understanding of financial concepts. Smith et al.
(2012) found that, overall, financially sophisticated house-
holds were less likely to hold higher levels of mortgage
debt. However, once marginal tax rates and the ability to
itemize deductions were considered, financially sophisti-
cated households were more likely to have higher loan-to-
value ratios. Similarly, Smith et al. (2011) found financially
illiterate households were more likely to choose an ARM,
as compared to a fixed-rate mortgage, in the presence of
income constraints. However, further analyses indicated
that more sophisticated households, controlling for risk
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tolerance, were more likely to choose an ARM when an
increased interest rate spread existed between ARM and
fixed-rate mortgages (Smith et al., 2011). These findings
suggest that financially literate households are better able to
compare mortgages and take important factors into account
when making mortgage decisions.

Other Factors Influencing Mortgage Choice

Research has identified a number of other factors that
are influential in mortgage choice decisions. Smith et al.
(2011) found net worth, the probability of moving, and in-
come expectations to be positively associated with the like-
lihood of having an ARM. Similar evidence was provided
by Bergstresser and Beshears (2010) and Campbell (2006),
which indicated that households experiencing credit con-
straints or who had a greater possibility of moving were
more likely to have nonstandard mortgages. Sa-Aadu and
Sirmans (1995) found that younger households were more
likely to use nonstandard mortgages, indicating that this
was a proxy of an increased likelihood of moving. In terms
of education, Coulibaly and Li (2009) found that less edu-
cated individuals were more likely to choose an ARM as
compared to a fixed-rate. Furthermore, Coulibaly and Li
found that borrowers who are more risk averse and have
more unstable or risky income tend to prefer fixed-rate
mortgages. Last, Dhillon, Shilling, and Sirmans (1987)
found that married individuals are more likely to use non-
standardized loan products, potentially because of house-
hold stability.

Theoretical Framework and Hypotheses

The theory of bounded rationality indicates that an individ-
ual’s decisions are often made based on restricted informa-
tion or limited scope and not as a direct result of the pursuit
of consistent goals (Simon, 2000). Furthermore, the abil-
ity of an individual to gather and evaluate information to
make conclusions is limited because of three major issues:
(a) environments are complex, (b) mental capacities are
limited when compared with demands, and (c) resources,
such as time or money, are finite (Ibrahim, 2009). This re-
sults in humans making decisions that are intended to be
rational in nature but, in reality, are often far from rational.

Significant evidence exists showing that individuals ex-
hibit bounded rationality when making financial deci-
sions (Robb et al., 2015). Within the context of financial
decisions, financial literacy is a measure of an individual’s

ability to evaluate situations and to make optimal choices.
In providing a conceptual framework for financial literacy,
Huston (2010) indicated that an individual must be both fi-
nancially knowledgeable and have the ability to apply that
knowledge to a given situation to be financially literate. Fi-
nancial knowledge is defined as the factual understanding
of financial concepts, whereas financial ability is related
to an individual’s capability and confidence in translating
knowledge to action.

A high level of complexity exists in making mortgage deci-
sions, suggesting that a high level of financial literacy is
often required to take full advantage of potential positive
outcomes (Bianco, 2008; Smith et al., 2011, 2012). The
borrowing decision lies in forecasting future utility based
on incomplete amounts of present data and information. A
consumer must weigh future costs against potential future
increases in pay, interest rates, and even congressional ac-
tions (i.e., Home Affordable Refinance Program). Although
pricing plays the dominant role in the mortgage decision,
there are other factors a consumer must consider, such as
upfront cost of the mortgage and/or down payment, monthly
cost of the mortgage, credit score, current and/or future in-
come, current and/or future interest rates, the lender, avail-
able funds, risk tolerance, and price range (Dhillon et al.,
1987). Consequently, the following research hypotheses
were formed:

HI1: Financial knowledge is negatively associated with
the use of interest-only mortgages.

H2: Financial ability is negatively associated with the
use of interest-only mortgages.

Methodology

Data and Sample

This study used data from the 2009 National Financial
Capability Study (NFCS) State-by-State Survey to inves-
tigate mortgage borrowing behavior. The NFCS2009 was
supported by the Financial Industry Regulatory Authority
Investor Education Foundation to investigate consumer
financial capability and its link with financial behavior.
Using nonprobability quota sampling methods, respon-
dent interviews were conducted online between May
and October 2009. Roughly 500 respondents from each
state and the District of Columbia were collected, yield-
ing an overall sample size of 28,146 observations in total.
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Sample weights, based on the American Community Sur-
vey, are provided to normalize the data to be nationally
representative.

Information was collected regarding the respondent’s de-
mographic characteristics, financial capability, financial
behaviors, financial beliefs, and financial status. Most im-
portant for this study, data were collected related to an in-
dividual’s primary mortgage type. Given this availability,
three criteria were applied to select respondents for analy-
sis. First, mortgage holding households were identified.
Next, the sample was restricted to households of working
age (age 25-64 years). Last, the sample was restricted to
individuals who purchased their homes within the previous
10 years. Given the collection period in 2009, this 10-year
window coincides with the arrival of unprecedented appre-
ciation in the late 1990s (Shiller, 2008) and the rise of inter-
est-only mortgage use (Fishbein & Woodall, 2006), which
led to a sample of 4,138 observations.

Dependent Variables

The NFCS2009 presented a series of questions regarding
homeownership and mortgages. If a respondent was identi-
fied as a homeowner, they were asked if they had a mort-
gage and, if so, two questions were used to identify the
mortgage type. Respondents were instructed to only pro-
vide information regarding their primary mortgage. Based
on these questions, respondents were identified as hav-
ing a fixed-rate mortgage, an ARM, or an interest-only
mortgage. For this study, the dependent variable of each
analysis is the use of an interest-only mortgage. Notably,
the NFCS2012 did not collect information related to
interest-only mortgages.

Financial Literacy

Huston (2010) conceptualized financial literacy as having
two dimensions: financial knowledge and financial ability.
To be financially literate, an individual must pair financial
knowledge with the ability to apply that knowledge in spe-
cific financial scenarios. Huston (2010) further indicated
that financial ability is based on an individual’s confidence
in their understanding of financial concepts and their capa-
bility in evaluating financial scenarios.

Financial Knowledge. Financial knowledge—the first
aspect of financial literacy—has been described as un-
derstanding key financial terms and concepts needed to

function in today’s society (Bowen, 2002). To obtain the
level of the respondent’s financial understanding, objec-
tive financial knowledge was measured using three gen-
erally accepted financial knowledge questions regard-
ing compound interest, mortgages, and diversification
(Lusardi & Mitchell, 2006, 2009). The selected knowl-
edge questions related to understanding the costs, ben-
efits, and risks associated with interest-only mortgages
are as follows:

1. Compound interest: “Suppose you had $100 in
a savings account and the interest rate was 2% a
year. After 5 years, how much do you think you
would have in the account if you left the money
to grow?”

2. Mortgages: “A 15-year mortgage typically
requires higher monthly payments than a 30-year
mortgage, but the total interest paid over the life
of the loan will be less.”

3. Diversification: “Buying a single company’s
stock usually provides a safer return than a stock
mutual fund.”

Whereas the compound interest question offered a mul-
tiple choice response, the mortgage and diversification
questions were true or false questions. To limit guessing,
“don’t know” and “prefer not to say” response options were
included for each question. Binary variables were created
to identify whether a household correctly answered each
knowledge question.

Financial Ability. Financial ability—the second dimen-
sion of financial literacy—is defined as an individual’s ca-
pability to apply financial knowledge to specific financial
scenarios. Although specific measures are not included,
three questions were identified as capturing components of
financial ability. The first two statements were presented to
the respondents with instructions asking them to indicate
how strongly they agreed or disagreed with the statements
on a 1-7 Likert-type scale ranging from 1 as strongly dis-
agree to 7 as strongly agree. The two statements were as
follows:

1. Day-to-day: “I am good at dealing with day-to-
day financial matters, such as checking accounts,
credit and debit cards, and tracking expenses.”

2. Math: “I am pretty good at math.”
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The last question, which measures an individual’s confi-
dence in their financial knowledge, was assessed using the
following question:

3. Subjective knowledge: “On a scale from 1 to 7,
where 1 means very low and 7 means very high,
how would you assess your overall financial
knowledge?”

Within Huston’s (2010) definition of financial ability, the
day-to-day and subjective knowledge questions are mea-
sures of a respondent’s confidence in making financial deci-
sions, whereas the Math scale is a measure of how capable
a respondent is at applying their knowledge to different
financial scenarios.

Financial Characteristics

The NFCS2009 contains an array of information related
to a respondent’s financial characteristics. In addition to
employment status, a categorical measure of income is
available with the following ranges: (a) less than $35,000;
(b) $35,000-%$49,999; (c) $50,000-$74,999; (d) $75,000—
$99,999; (e) $100,000-$149,999; and (f) more than
$150,000. Although net worth information is not available,
the NFCS2009 does include several questions that indicate
the presence of financial assets. Binary variables were in-
cluded to identify the presence of the following: (a) stocks,
bonds, or mutual funds outside of retirement plans;
(b) employer-sponsored retirement plan; (c) self-funded re-
tirement plan; (d) an emergency fund that covers 3 months
expenses; and (e) real estate other than primary residence.

A respondent’s risk tolerance was measured by the follow-
ing question: “When thinking of your financial investments,
how willing are you to take risks?”” Respondents answered
on a scale from 1 to 10, with higher scores being associ-
ated with increased willingness to take risks. Because of the
timing of the survey, these characteristics were measured
after the mortgage decision but still provide insight into a
household’s financial characteristics.

Length of Home Ownership

As indicated earlier, the sample was restricted to house-
holds that purchased their homes in the 10 years preceding
the survey. To further isolate economic and temporal effects
on mortgage decisions, a categorical variable was included
indicating when the households had purchased their home.

Auvailable response categories include (a) Within the past
2 years, (b) 3—5 years ago, and (c) 610 years ago.

Sociodemographic Characteristics

The NCFS2009 also collected a variety of information re-
lated to a respondent’s sociodemographic characteristics.
The following variables were included as control variables:
age, gender, marital status, education level, presence of de-
pendent children in the household, race/ethnicity, and cen-
sus region.

Data Analysis

The association between financial literacy and mortgage
choice was investigated in two ways. First, a logistic regres-
sion analysis was generated to estimate the probability of
having an interest-only mortgage as compared to all other
mortgage types. The sample for this analysis included all
4,138 respondents who had a fixed-rate mortgage, ARM,
or interest-only mortgage. Next, a multinomial logistic re-
gression analysis was conducted. This was conducted in a
manner so as to estimate the probability of having an in-
terest-only mortgage as compared to each of the other loan
types in isolation. These subsample analyses will provide
further information on how financial literacy is associ-
ated with mortgage choice. All analyses used normalized
weighting information in the NCFS2009 to generate popu-
lation representative estimates.

Results

Descriptive Statistics

Weighted sample descriptives can be found in Table 1. The
full sample contains 4,138 nonretired mortgage holders be-
tween the ages of 25 and 65 years who purchased their home
in the 10 years leading up to 2009. The vast majority of re-
spondents (75%) held a fixed-rate mortgage, with 18% hold-
ing an interest-only mortgage, and 7% holding an ARM. In
terms of timing of purchase, 64% of the sample purchased
their homes within 5 years of 2009, the critical time leading
up to the financial crisis of 2008. A large majority (76%) of
the sample was married, 64% were employed full time, and
78% of the sample reported incomes of more than $50,000.
The sample was highly educated, with 83% having an edu-
cation level of “some college or more.” In terms of financial
assets, 51% owned stocks, bonds, or mutual funds; 80% had
an employer-sponsored retirement plan; 42% had an indi-
vidual retirement plan; 45% had an emergency fund; and
21% owned real estate other than their primary home.
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TABLE 1. Descriptive Statistics of the Weighted Sample Descriptive (N = 4,138)

Variable Percent Variable Percent
Mortgage type Dependent children
Interest-only 0.18 None 0.39
Fixed-rate 0.75 One 0.21
Adjustable-rate 0.07 Two 0.25
Financial knowledge Three or more 0.15
Compound interest 0.90 Education
Mortgages 0.93 Less than college 0.17
Diversification 0.74 Some college 0.38
Financial ability College education 0.27
Math 5.95 Graduate education 0.18
Day-to-day 5.89 Marital status
Subjective knowledge 5.28 Married 0.77
Financial characteristics Unmarried 0.23
Stocks, bonds, mutual funds 0.51 Income
Employer-sponsored retirement account 0.80 Less than $35,000 0.10
Individual retirement account 0.42 $35,000-$50,000 0.12
Emergency fund 0.45 $50,000-$75,000 0.24
Owns additional real estate 0.21 $75,000-$100,000 0.21
Risk tolerance 5.26 $100,000-$150,000 0.20
Time since home purchase More than $150,000 0.13
Within 2 years 0.22 Employment status
3-5 years 0.43 Full-time 0.64
6-10 years 0.36 Part-time 0.06
Gender Self-employed 0.11
Male 0.56 Not employed 0.19
Female 0.44 Region
Age South 0.34
25-34 years 0.28 Midwest 0.22
35-44 years 0.35 Northeast 0.16
45-54 years 0.24 West 0.27
55-64 years 0.13
Race
White 0.73
Non-White 0.27

In terms of financial knowledge, 90% were able to answer
the compound interest question correctly, 93% were able to
answer the mortgage question correctly, and 74% were able
to answer the diversification question correctly. On average,
respondents were confident in their math ability, ability to
deal with day-to-day financial matters, and in their financial

knowledge. On scales from 1 to 7, mean scores for each
question were 5.95, 5.89, and 5.28, respectively.

Logistic Regression Results
Results of the logistic regression model predicting use of
an interest-only mortgage in the full sample can be found in
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TABLE 2. Logistic Regression Results

Variable B SEB OR Variable B SEB OR
Intercept ~0.39 038 — Dependent children
Financial knowledge None — — —
Compound interest —0.49***x 0.14 0.61 One 0.11 0.13 1.09
Mortgages —0.86*** 0.16 0.42 Two 0.07 0.13  1.07
Diversification —0.30*%*  0.11 0.74 Three or more 0.08 0.15 1.05
Financial ability Education
Math —0.08% 0.04 0.92 Less than college — — —
Day-to-day 0.05 0.04 1.05 Some college —0.16 0.13 0.86

Subjective knowledge 0.12%*  0.05 1.13
Financial characteristics

Stocks, bonds, mutual funds 0.33** 0.12 1.40

Employer retirement account 0.11 0.13 1.12
Individual retirement account —(.24* 0.11 0.78
Emergency fund 0.03 0.10 1.08
Owns additional real estate 0.12 0.12 1.12

Risk tolerance 0.06** 0.02 1.06
Time since home purchase
Within 2 years — — —
3-5 years 0.12 0.12 1.14
6—-10 years 0.13 0.13 1.15
Gender
Male 0.27* 0.11 131
Female — —_ -
Age
25-34 years — — —
35-44 years —0.227 0.12 0.81

45-54 years 0.15 0.13 1.18

55-64 years —0.05 0.17 0.96
Race

White —0.69*** 0.11 0.50

Non-White — — —

College education 0.24 0.15 0.79
Graduate education —0.33f 0.17 0.72
Marital status
Married —0.05 0.12 0.95
Unmarried — — —
Income
Less than $35,000 — — —
$35,000-$50,000 —0.08 0.18 0.93
$50,000—$75,000 —0.37* 0.17 0.69
$75,000-$100,000 —0.64**  0.19 0.53
$100,000- $150,000 —0.50* 0.20 0.61
More than $150,000 —0.55* 0.22 0.58

Employment status

Full-time — _ _
Part-time 0.46%* 0.19 1.58
Self-employed 0.297 0.15 1.33
Not employed 0.32%* 0.13 1.37
Region
South — — —
Midwest —0.12 0.13 0.89
Northeast —=0.17 0.14 0.84
West —0.03 0.12  0.98
Pseudo R? 0.06
Concordance ratio 0.65

Note. OR = odds ratio.
p <.10. *p < .05. ¥*p < .01. ***p < .001.

Table 2. Consistent results suggest that financial knowledge
is negatively associated with interest-only mortgage use.
Specifically, the odds of having an interest-only mortgage
were 58% (p < .001) lower for individuals who correctly
answered the mortgage question, 39% (p < .001) lower for

individuals who correctly answered the compound interest
question, and 26% (p < .01) lower for individuals who
correctly answered the diversification question. Somewhat
conflicting results were found in the relationship between
financial ability and interest-only mortgage use. A one-unit
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increase in the math scale decreased the odds an individual
had an interest-only mortgage by 9% (p < .05). However,
a one-unit increase in subjective financial knowledge in-
creased the odds of using an interest-only mortgage by
13% (p < .01). This result for subjective financial knowl-
edge is similar to previous research into borrowing behav-
ior (Allgood & Walstad, 2013; Moulton et al., 2013; Robb
et al., 2015), which may suggest the presence of an over-
confidence effect.

Interesting results were found related to education, employ-
ment status, and income. As compared to those with a high
school diploma, those with some college and those with a
graduate education were significantly less likely to have an
interest-only mortgage. No difference was found for those
with a college degree. As related to income, all income
groups with income more than $50,000 were significantly
(p < .05) less likely to have an interest-only mortgage. This
may suggest borrowers were drawn to interest-only mort-
gages because of their lower recurring monthly payments.
Similarly, those that were part-time employed or not em-
ployed were significantly (p < .05) more likely to select
an interest-only mortgage as compared to those that were
full-time employed.

Other results suggest that males; non-Whites; those who
owned stocks, bonds, or mutual funds outside of retirement
accounts; and those with higher risk tolerances were more
likely to be using an interest-only mortgage. No relationship
was found between timing of purchase and mortgage type.

Multinomial Logistic Results

The purpose of the second stage of analyses was to bet-
ter isolate the link between financial literacy and mortgage
choice. Results of the multinomial logistic regression anal-
ysis can be found in Table 3.

Interest-Only Versus Fixed-Rate. The first model specifi-
cally investigated the differences between individuals that
selected a fixed-rate mortgage and those that selected an
interest-only mortgage. Results for this analysis were al-
most identical to those found in the full sample analysis as
related to financial knowledge and confidence. Specifically,
the odds of having an interest-only mortgage were 61%
(p < .001) lower for individuals who correctly answered
the mortgage question, 36% (p < .001) lower for individu-
als who correctly answered the compound interest question,

and 27% (p < .01) lower for individuals who correctly an-
swered the diversification question. Similarly conflicting
results were found in the relationship between financial
ability and interest-only mortgage use. Although marginally
significant results (p < .10) indicate a one-unit increase
in the math scale decreased the odds an individual had an
interest-only mortgage by 7%, a one-unit increase in sub-
jective financial knowledge increased the odds of using an
interest-only mortgage increase by 15% (p < .01). Results
for all other variables in the model were similarly consistent.

Interest-Only Versus Adjustable-Rate. The second model
within the multinomial logistic estimated the likelihood
that an individual would have an interest-only mortgage
as compared to an ARM. The subsample for this analysis
was much smaller (n = 938) given the relatively few re-
spondents that indicated using an ARM. A consistent, albeit
weaker, story is told regarding the relationship between fi-
nancial literacy and interest-only mortgage use. As related
to financial knowledge, correctly answering the compound
interest question lowered the odds an individual used an
interest-only mortgage by 60% (p < .01). However, no re-
lationship was found for the mortgage and diversification
questions and mortgage choice. Only marginally significant
(p < .10) results were found related to financial ability.
Similar to previous models, a one unit increase in the math
scale decreased the odds an individual had an interest-only
mortgage by 10%. No relationship was detected between
subjective financial knowledge and mortgage choice, but
taking its place was a significant relationship between the
day-to-day scale and mortgage choice. Specifically, a unit
increase in the day-to-day scale increased the odds of using
an interest-only mortgage by 12%.

Other relationships detected were related to timing of home
purchase, presence of dependent children, and income. Indi-
viduals who had purchased their homes 3 years prior to the
survey were significantly less likely to use an interest-only
mortgage as compared to an ARM. Once again, income was
found to be negatively associated with use of interest-only
mortgages. Last, individuals with two children in the home
were more likely to use an interest-only mortgage as com-
pared to those with no children.

Discussion
This study explored the relationship between financial liter-
acy and the use of interest-only mortgages. It was conducted
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TABLE 3. Multinomial Logistic Results Predicting Interest-Only Mortgage Use

Interest-Only Versus
Fixed-Rate (V = 3,855)

Interest-Only Versus
Adjustable-Rate (V= 936)

Variable B SE B OR B SE B OR
Intercept —0.24 0.39 2.53%* 0.69
Financial knowledge
Compound interest —0.44%%* 0.14 0.64 —0.92%%* 0.30 0.40
Mortgages —(.95%%** 0.17 0.39 —0.28 0.28 0.76
Diversification —0.32%* 0.11 0.73 —0.18 0.19 0.83
Financial ability
Math —0.08" 0.04 0.93 —0.11 0.07 0.90
Day-to-day 0.04 0.04 1.05 0.117 0.07 1.12
Subjective knowledge 0.14%* 0.05 1.15 0.01 0.08 1.01
Financial characteristics
Stocks, bonds, mutual funds 0.34%* 0.11 1.41 0.25 0.19 1.28
Employer retirement account 0.04 0.13 1.04 0.65%** 0.21 1.91
Individual retirement account —0.26* 0.11 0.77 -0.13 0.19 0.88
Emergency fund —0.00 0.11 1.00 0.347 0.18 1.41
Owns additional real estate 0.12 0.12 1.13 0.10 0.20 1.10
Risk tolerance 0.06%* 0.02 1.07 0.04 0.04 1.04
Time since home purchase
Within 2 years — — — — — —
3-5 years 0.237 0.13 1.26 —1.26%** 0.27 0.28
6-10 years 0.217 0.13 1.24 —1.09%%** 0.29 0.34
Gender
Male 0.29%* 0.11 1.34 0.06 0.18 1.07
Female — — — — — —
Age
25-34 years — — — — — —
35-44 years —0.27* 0.12 0.76 0.22 0.20 1.24
45-54 years 0.12 0.13 1.13 0.34 0.21 1.4
55-64 years —0.12 0.17 0.89 0.48" 0.29 1.62
Race
White —0.74%** 0.10 0.48 —0.307 0.17 0.74
Non-White — — — — — —
Dependent children
None — — — — — —
One 0.06 0.13 1.07 0.52%* 0.22 1.68
Two 0.03 0.13 1.03 0.50%* 0.22 1.66
Three or more 0.04 0.15 1.04 0.427 0.26 1.53
(Continued)
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TABLE 3. Multinomial Logistic Results Predicting Interest-Only Mortgage Use (Continued)

Interest-Only Versus
Fixed-Rate (V = 3,855)

Interest-Only Versus
Adjustable-Rate (/V = 936)

Variable B SE B OR B SE B OR
Education
Less than college — — — — — —
Some college -0.18 0.13 0.83 0.08 0.22 1.08
College education —0.27f 0.15 0.76 0.01 0.25 1.01
Graduate education —0.35% 0.18 0.70 -0.17 0.28 0.84
Marital status
Married —0.06 0.12 0.94 —0.06 0.2 0.95
Unmarried — — — — — —
Income
Less than $35,000 — — — — — —
$35,000-$50,000 —0.01 0.19 0.99 —0.60f 0.33 0.55
$50,000-$75,000 —0.33f 0.18 0.72 —0.66* 0.32 0.52
$75,000-$100,000 —0.61** 0.20 0.54 —0.85% 0.35 0.43
$100,000-$150,000 —0.44* 0.20 0.65 —0.98%* 0.36 0.37
More than $150,000 —0.48* 0.22 0.62 —1.08** 0.39 0.33
Employment status
Full-time — — — — — —
Part-time 0.51%* 0.20 1.67 0.07 0.32 1.07
Self-employed 0.31%* 0.16 1.37 0.09 0.25 1.09
Not employed 0.32% 0.13 1.38 0.32 0.23 1.38
Region
South — — — — — —
Midwest —0.10 0.13 0.91 —0.30 0.20 0.74
Northeast -0.16 0.15 0.85 -0.27 0.23 0.89
West —0.05 0.12 0.96 0.15 0.21 1.16

Note. OR = odds ratio.
p < .10. *p < .05. **p < .01. ***p < .001.

through the lens of the theory of bounded rationality, which
indicates an individual’s ability to make optimal financial
decisions may be limited by their ability to gather, compre-
hend, and evaluate information (Ibrahim, 2009). Analysis of
data from the NFCS2009 found support for research Hy-
pothesis 1, suggesting that financial knowledge is negatively
associated with the use of interest-only mortgages. Specifi-
cally, results from Models 1 (interest-only vs. all other types)
and 2 (interest-only vs. fixed-rate) found that respondents
who correctly answered questions related to compound

Journal of Financial Counseling and Planning, Volume 28, Number 2, 2017

interest, mortgages, and diversification were significantly
less likely to be using an interest-only mortgage. The effect
sizes were largest for the mortgage question; the odds that
an individual who correctly answered the mortgage question
used an interest-only mortgage were between 58% and 61%
lower than those of an individual who answered incorrectly.
Results were less conclusive in Model 3 (interest-only vs.
adjustable-rate), although correctly answering the question
related to compound interest lowered the odds an individual
was using an interest-only mortgage by 63%.
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Mixed results were found related to Hypothesis 2, which
suggested that financial ability would be negatively
related to the use of interest-only mortgages. As hypothe-
sized, results indicated a negative relationship between a re-
spondent’s self-reported math ability and the use of interest-
only mortgages. This suggests that those with higher math
ability, a measure of the capability dimension of financial
ability, were less likely to use an interest-only mortgage.
However, subjective financial knowledge (Models 1 and 2)
and reported confidence in one’s ability to complete day-to-
day financial tasks were positively associated with interest-
only mortgage use. These results are contrary to what would
be hypothesized based on Huston’s (2010) financial literacy
framework but are consistent with previous research into
mortgage (Moulton et al., 2013), credit card (Allgood &
Walstad, 2013), and high-cost debt borrowing behavior
(Robb et al., 2015). Although Huston (2010) focused on
the need for an appropriate level of confidence to empower
people to make financial decisions, it is possible that too
much confidence can lead to a blinding overconfidence ef-
fect. The effect of overconfidence may be exacerbated in
the mortgage decision, as overconfident individuals are less
likely to seek mortgage advice (Porto & Xiao, 2016).

It should be stated that interest-only mortgages may be the
optimal choice for households who expect to live in a house
for a short time, have short-term income pressures that are
expected to ease, have significant financial assets to pro-
tect from any shortcomings related to a balloon payment, or
have high risk tolerances. The interest-only mortgage mar-
ket is similar to the one outlined by Robb et al. (2015) in
the high-cost debt instrument market, as there are situations
where high-cost debt instruments are the optimal financial
decision. Given this, further research is needed to better iso-
late optimal use of interest-only mortgages and suboptimal
use that may harm a consumer’s long-term well-being.

Several limitations must be considered. Most notably, mea-
sures of financial knowledge and financial ability were col-
lected after mortgage decisions were made. It is possible
that knowledge and ability levels changed over time and
are not reflective of understanding at the time of purchase.
Although concurrent measures would be ideal, it is uncer-
tain that declines in financial knowledge would be isolated
to interest-only mortgage holders. Second, while control-
ling for a consumer’s financial situation, this research was
unable to fully isolate suboptimal borrowing decisions.

Future studies on interest-only mortgages that are better
able to differentiate the two, with a focus on understanding
the factors associated with suboptimal decision making, are
needed.

Practical Implications

This study is of specific importance to policymakers, finan-
cial educators, financial counselors, and financial planners.
From a policy perspective, this research provides a clear in-
dication that interest-only borrowers have a systematically
lower understanding of basic financial concepts. These
borrowers appear to be suffering from bounded rational-
ity, attracted to the short-term benefits of lower mortgage
payments without fully understanding the long-term risks.
Given the high number of mortgage defaults that took place
in the interest-only market, this is a clear area for consumer
advocacy and protection. For practitioners who work regu-
larly with clients making mortgage borrowing decisions, this
study offers valuable insight related to an individual’s abil-
ity to fully understand the complexities of mortgage prod-
ucts. Extra care should be taken to clearly describe both the
short- and long-term financial implications associated with
the use of an interest-only mortgage. Furthermore, whether
at the practitioner level or at the policy level, an adopted
practice which provides consumers a side-by-side compari-
son of mortgages that highlights both short- and long-term
costs, benefits, and risks is recommended. Without an un-
derstanding of compound interest, the differences in mort-
gage products, and concepts related to diversification and
risk management, it is unlikely that a borrower will be able
to adequately assess interest-only products and properly
weigh the benefits of lower short-term payments against
the long-term risks because of lack of principal repayment.
Given previous literature linking this lack of financial lit-
eracy with other negative financial behaviors (Allgood &
Walstad, 2013; Robb et al., 2015), these borrowers are also
more likely to participate in financial behaviors that will
negatively affect their ability to successfully transition out
of the interest-only mortgage when it becomes due.

Overall, this research reinforces concerns noted in previous
literature about consumer ability to understand the com-
plex and long-term implications of interest-only mortgages
(Fishbein & Woodall, 2006). This is of specific concern as
interest-only mortgages carry an increased level of financial
risk as compared to traditional mortgage options because of
their short-term nature and balloon payment. This provides
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clear evidence of the need to increase financial education
related to interest-only mortgages. Determining whether a
consumer has a firm understanding of the mortgage terms
and what those terms may mean under varying future inter-
est rate conditions could potentially protect consumers as
well as the economic health of the housing market.
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