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Introduction

The aim of the financial literacy project is to contribute to a broader understanding of the

role of financial literacy and consumer behaviour in Australia.

Consumers of financial products in Australia need to make sound financial decisions for
their economic security, including to plan for their retirement and to provide for their
families. The prospects for good decision-making improve with higher levels of financial
literacy. This project is an in-depth study of the relationship between financial literacy
and consumer behaviour. A survey of the financial literacy of Australian consumers and
how they choose financial products will be undertaken. The project will also evaluate the
key areas of complexity and vulnerability for Australian consumers in relation to the

financial products available to them.

This research report explores the causes of financial behaviour and considers whether

suboptimal financial behaviour has causes other than lack of financial literacy.

Part A of the research report explains the importance of financial literacy. This part
identifies the benefits of financial literacy to consumers, the community, the economy

and the financial markets.

Part B of the research report explains the meaning of financial literacy. This part
reviews 23 financial literacy surveys conducted worldwide and refers to academic
literature to explain the key competencies and proficiencies of a financially literate

consumer.

Part C of the research report outlines the flaws in the decision making processes of

consumers when choosing financial products.

Part D of the research report identifies social, psychological and cognitive causes of

suboptimal and irrational consumer behaviour. It considers social influences on financial
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behaviour such as wealth, income, social capital as well as psychological biases and
heuristics studied in behavioural economics and neuroeconomics. The flaws in the
decision making process of consumers identified in Part C are linked to internal
(psychological and cognitive) and external (social and economic) causes. It is shown in

Part D that suboptimal consumer decisions have many causes, not just financial illiteracy.

Part E of the research report reviews 23 financial literacy surveys to explain how

financial literacy is measured. It also identifies common findings among the surveys.
The Appendix to the research report provides a summary of 23 financial literacy surveys

from the World Bank and a number of countries including Australia, the UK, US, Italy,

the Netherlands, Singapore, Japan, Austria, Ireland and Russia.
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Part A — The Importance of Financial Literacy

I INTRODUCTION

The need for better informed and financially literate consumers has been prompted by the
proliferation of complex financial products' in the market, the growing number of people
reaching retirement, the shift towards personal responsibility to fund retirement, and the
advent of electronic and internet banking. Financial products are now increasingly
difficult to assess for people unfamiliar with basic financial and economic concepts, and
thus the performance of financial products is almost impossible to predict in an informed
way.” Education is therefore needed for financially literate, knowledgeable and informed

consumers. 3

This part explains the importance of financial literacy. This is accomplished by
considering the benefits of financial literacy to consumers, the community, and the

economy.

II THE BENEFITS OF FINANCIAL LITERACY

Financial literacy is important because it benefits consumers, the financial system and the
economy. Financial literacy causes consumers to behave in a particular way, and develop
particular attitudes concerning money. The microeconomic benefits to the household

extend out to produce macroeconomic benefits for the economy and the financial system.

A The benefits to consumers
Financial literacy gives consumers and households the knowledge and skills necessary to
assess the suitability of financial products and investments. This translates into a number

of benefits.

! Tullio Jappelli, ‘Economic Literacy: An International Comparison’ (2010) 120 The Economic Journal
429, 430.

? European Commission (communication), Financial Education (COM(2007) 808 final, 2007) < http://eur-
lex.europa.eu/smartapi/cgi/sga_doc?smartapi!celexplus!prod!DocNumber&lg=en&type doc=COMfinal&a
n_doc=2007&nu_doc=808>.

* Ibid.
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1 Increased saving and retirement planning
Financially literate people have a greater capacity to save for retirement’ and do so.” This
is achieved by financial efficiency which results in saving money, making an effort to set
aside money and an enhanced ability to set realistic retirement goals and select suitable
investments to realize those retirement goals.® A better-informed consumer will save for
the future, for retirement and for unforeseen circumstances and emergencies.” For
example, one study found that members of the armed forces who had financial education

. . . . 8
were more inclined to save regularly, possess a savings account and pay off credit cards.

Saving behaviour is particularly important for Australia, given that a third of Australians
surveyed by ANZ expressed their view that superannuation alone would be insufficient to
fund retirement.’ Low levels of financial literacy are linked with lower long term savings,

such as for retirement or superannuation.' Further, the 2010 Retirement Confidence

* Thomas Garman, ‘Personal Finance Education for Employees: Evidence On The Bottom-line Benefits’
(1997) 8 Financial Counseling and Planning 1, 6.

> D Bernheim and D Garrett, ‘The Determinants and Consequences of Financial Education in the
Workplace: Evidence from a Survey of Households’ (Working Paper #96-007, 1-52, Stanford University,
1996); Matthew Martin, ‘A Literature Review on the Effectiveness of Financial Education’ (Working
Paper No WP07-3, Federal Reserve Bank of Richmond, 2007) <http://www.finalist-
project.eu/Portals/0/A%20Literature%20Review%200n%20the%20Effectiveness%200f%20Financial %20
Education.pdf>; Mercer, Mercer 2006 Financial Literacy and Retirement Readiness Study (2006); Pirmin
Fessler, Martin Schiirz, Karin Wagner and Beat Weber, ‘Financial Capability of Austrian Households’
(2007) Monetary Policy and the Economy 50 <http://oenb.at/en/img/mop_ 2007 3_fessler tcm16-
69087.pdf>; Financial Regulator of Ireland, Financial Capability in Ireland Questionnaire (2008)
<http://www.financialcapability.ie/files/Financial%20Capability%20Questionnaire.pdf>; Financial
Services Authority, Levels of Financial Capability in the UK (2006)
<http://www.fsa.gov.uk/pubs/consumer-research/crpr47.pdf>; Annamaria Lusardi, ‘Financial Literacy: An
Essential Tool for Informed Consumer Choice’ (Working Paper No 14084, National Bureau of Economic
Research, 2008) <http://www.nber.org/papers/w14084>; Andreas Ochler and Christina Werner, ‘Saving
for Retirement — A Case for Financial Education in Germany and UK? An Economic Perspective’ (2008)
31 Journal of Consumer Policy 253.

% Studies have linked financial illiteracy with low levels of savings and poor risk diversification. See: Tullio
Jappelli, ‘Economic Literacy: An International Comparison’ (2010) 120 The Economic Journal 429, 431.
7 European Commission, Financial Education
<http://europa.cu/legislation_summaries/consumers/protection_of consumers/122031_en.htm>.

¥ Catherine Bell, Dan Goran and Jeanne Hogarth, ‘Does Financial Education Affect Soldiers’ Financial
Behavior?’ (Working Paper 2009-WP-08, Networks Financial Institute, 2009).

? SunCorp, SunCorp Life Confidence Survey (2010).

' Annamaria Lusardi and Olivia Mitchell, ‘Planning and Financial Literacy: How Do Women Fare?’
(Working Paper No W13750, National Bureau of Economic Research, 2008).
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Survey,'' conducted by the Employee Benefit Research Institute in the United States,
identified issues that make financial literacy extremely important, namely that fewer
people are planning and saving for retirement, more working people admit to having no
savings at all, and only 46% of respondents had tried to calculate the amount they would

need for retirement.

Financial literacy is useful in life stages where important decisions are made, and as such
financial education at these stages can successfully alter behaviour relating to retirement
planning and saving.'? The Secretary-General of the OECD, Donald Johnston, on 12
December 2005, addressed the Financial Education Summit in Kuala Lumpur with the

following introduction:

Education about money, and how it works, must be incorporated into our basic education systems.
Why? I offer two simple explanations. Individuals and households must have the tools to cope
with the increasingly complex world of financial instruments. Understanding the financial world is
crucial as people assume more responsibility for their own retirement security because public and

private pensions face pressures that threaten their solvency."

The Mercer 2006 Financial Literacy and Retirement Readiness Study found that as
financial literacy levels increase, so too does preparedness for retirement. The 2010
Vanguard Retirement Savings Survey'* showed that retirement plan investors were
resilient in volatile markets, reflecting the overall benefits of financial literacy.

Explaining the results of her research with Mitchell, Lusardi writes:

... we found a strong link between retirement planning behaviour and financial

" Employee Benefit Research Institute, 2010 Retirement Confidence Survey
<http://www.ebri.org/index.cfm?fa=contact>.

'2 Andreas Oehler and Christina Werner, ‘Saving for Retirement — A Case for Financial Education in
Germany and UK? An Economic Perspective’ (2008) 31 Journal of Consumer Policy 253.

" Donald Johnston, ‘Importance of Financial Literacy in the Global Economy’ (Speech presented to the
Financial Education Summit, Kuala Lumpur, 12 December 2005)
<http://www.oecd.org/dataoecd/15/57/35883324.pdf>.

' Vanguard, Resilience in Volatile Markets: 401(k) Participant Behavior September 2007—December 2009
(2010)
<https://institutional.vanguard.com/VGApp/iip/site/institutional/researchcommentary/article?File=RetResR
esilience>.
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literacy: it is disproportionately those who can make interest rate calculations and who posses
some sophisticated knowledge who reported having calculated how much they need to save for
retirement. However ... one cannot rule out the possibility that it is the desire to plan for
retirement that results in individuals making an effort to increase their financial knowledge, rather

than financial knowledge causing individuals to plan for retirement."’

Research shows that financial literacy has a positive causal impact on wealth holdings
and savings behaviour.'® Lusardi establishes this causal link by examining the saving

behaviour of people in states which mandate financial education:

We found that individuals who were born in states that mandated financial education in high
school were more likely to display higher financial knowledge later in life. Moreover, respondents
who received their education in states that not only mandated financial education but also had
higher per pupil education spending had higher levels of financial knowledge. Most importantly,
after instrumenting financial literacy with mandates across states, interacted with the amount of
education expenses per pupil, we found a strong positive relationship between financial literacy
and retirement planning [emphasis added], even stronger than ... simple estimates [based on

secondary survey data]."”

As a result, financial literacy increases awareness of the importance of saving, and
planning for retirement.'® This awareness is shown to increase planning and saving for

retirement.

For example, according to the ANZ Survey, better levels of financial literacy are
associated with the ownership of superannuation funds. Therefore, financial literacy is
correlated with greater voluntary superannuation savings. Figure 1 shows the differences
in financial product ownership between the lowest and highest quintile of respondents
from the ANZ Survey. A significant majority of the people scoring in the top 20% of the

ANZ Survey had a superannuation fund, credit cards, private health insurance, a high

"> AnnaMaria Lusardi, ‘The Importance of Financial Literacy’ (2009) NBER Reporter
<http://www.nber.org/reporter/2009number2/lusardi.html>.

' D Bernheim, D Garrett and D Maki, ‘Education and Saving: The Long-term Effects of High School
Financial Curriculum Mandates’ (2001) 85 Journal of Public Economics 435.

"7 AnnaMaria Lusardi, ‘The Importance of Financial Literacy’ (2009) NBER Reporter
<http://www.nber.org/reporter/2009number2/lusardi.html>.

'8 Annamaria Lusardi, ‘Financial Literacy: An Essential Tool for Informed Consumer Choice’ (Working
Paper No 14084, National Bureau of Economic Research, 2008) <http://www.nber.org/papers/w14084>.
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interest savings account and general insurance. In contrast, a minority of people scoring
in the bottom 20% of the ANZ Survey owned these products. This is important, because
it shows an extremely strong correlation between high financial literacy, and owning

these types of financial products.

Figure 1 ranks particular financial products according to their ownership by the top 20%
of respondents in the ANZ survey, with each bar representing the difference between the
ownership of financial products by the top 20% and bottom 20% of respondents. The
vertical axis represents the percentage difference between the top 20% and bottom 20%.
For example, the first bar indicates the figure of 53. In the ANZ survey, 98% of the top
20% of respondents were reported to own a superannuation fund, compared with 45% of
the bottom 20% of respondents. This reveals a difference of 53. This is significant, and it
shows a link between high levels of financial literacy and the ownership of
superannuation. The next bar represents credit card ownership and private health
insurance. It indicates the figure of 33, while the next bar representing high interest
savings accounts and shares indicates a figure of 31. The comparison then continues. The
last bar representing store card, equity release products and term deposits indicates a
figure of 1. Figure 1 therefore provides a useful graphic illustration of the financial
products that tend to be owned by people with higher levels of financial literacy when
compared with lower levels of financial literacy. Note that the financial products with the
highest differences in ownership tend to relate to long term saving, insurance coverage
and investments, while those with the lowest differences in ownership tend to be those
that are necessary to function in modern day life. Those with the greatest difference

require investment and disposable income.

Page | 18




Figure 1: Financial Literacy and Financial Product Ownership - Difference between the lowest 20% of financial literacy scores

and the top 20% of financial literacy scores
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(a) Case study: ANZ SaverPlus Program

The ANZ SaverPlus program'® provides evidence that exposure to optimal financial

practices due to incentives can lead to a pattern of behaviour that continues to follow that

optimal behaviour even when the incentives are gone. This is a form of financial literacy,

whereby the benefits of optimal behaviour (such as saving) are learnt by doing the act

rather than learning about it.

In the ANZ Survey of Adult Financial Literacy in Australia (“ANZ Survey™),? it is stated

that ‘future surveys could focus on behaviour and the extent to which money

management skills and knowledge translate into behaviour’. ANZ’s SaverPlus program

1 ANZ, SaverPlus: Making Saving a Lifetime Habit <http://www.anz.com/about-us/corporate-

responsibility/community/financial-literacy-inclusion/programs/saver-plus>.
20 ANZ Survey of Adult Financial Literacy in Australia, E2.3.
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does this by studying the impact of a savings program on financial behaviour and the use
of financial products. The results of the study showed that 70% of the participants in the
program continue to save at levels equivalent to or exceeding those levels while on the
program. Participants attribute this behaviour to the program.?' The program aims to
influence saving behaviour by encouraging participants to save for a minimum period of
10 months and to reach a savings goal after this period. Once the participants reach their
savings goal, ANZ matches the amount saved dollar for dollar up to a value of $500.%
This experience in saving created an awareness of the importance of consistent saving in

small increments, which is the foundation of long term growth in wealth.

The ANZ SaverPlus study cites the work of Kempson and Finney,” who identify three
types of savers: (1) rainy day savers who save regularly, (3) instrumental savers who save
for a purpose and (3) non-savers, of which there are very few people. The study proposes
that with the correct education, non-savers can become instrumental savers, and
instrumental savers can become rainy day savers. At the start of the SaverPlus program,
56.8% of participants said they tried to save when they could. This grew to 80.1% after
the program although it should be stressed that intentions do not prove changed
behaviour. Kempson and Finney explain that while some low-income families want to
save, and exhibit good saving behaviour, financial circumstances preclude them from

acting in a manner consistent with their desires.

2l ANZ, Saver Plus 2008 Follow Up Survey Results (2008)
http://www.anz.com/resources/5/f/5{24d4804d2fa537a3a9b7766a918285/SP_Followup Report May2008.
pdf.

22 ANZ, Saver Plus < http://www.anz.com/about-us/corporate-responsibility/community/financial-literacy-
inclusion/programs/saver-plus> as at 27/01/2011.

3 E Kempson and A Finney ‘Saving in Lower Income Households: A Review of the Evidence’ (Personal
Finance Research Centre, Bristol, 2009).
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2 More realistic assessments of financial knowledge by consumers
Given that surveys find most people overestimate their financial capability,* financial
education ensures that people have a realistic view of their own financial knowledge and
accordingly approach investments and financial decisions with the caution that their

particular level of understanding warrants.”

3 Life skills and bargaining power
The realisation of good financial behaviour is achieved through the development of
knowledge and skills, which provides the basis for making informed decisions.”® A
skilful and knowledgeable person with good attitudes®’ is in the best position to make the

most of life’s opportunities™ and to budget and plan spending:*’

Financial education can help children to understand the value of money and teach them about
budgeting and saving. It can give students and young people important skills for independent
living, for example in managing and repaying student loans. It can assist adults in planning for

major events like buying a home or becoming parents.

* ANZ, The ANZ Survey of Adult Financial Literacy in Australia (2008)
<http://www.anz.com/Documents/AU/Aboutanz/AN_5654 Adult Fin Lit Report 08 Web_Report_full.p
df>; Jump$tart Coalition, 2008 Survey of the Financial Literacy of Young American Adults (2008);
Investor Education Foundation, Financial Capability in the United States National Survey (2009); Olga
Kuzina, ‘The level of financial literacy of Russians: before and during the crisis of 2008-2009” (Paper
presented at the 30th CIRET Conference, New York, October 2010).

* However, Gallery and Gallery argue that ‘as people become more financially literate and more actively
engaged with their superannuation, there is the danger that they do not recognise the limitations of their
financial knowledge and abilities’. This argument is somewhat counter intuitive, because an increased
understanding of finance provides the understanding necessary to understand ones own limitations. See:
Gerry Gallery and Natalie Gallery ‘Rethinking Financial Literacy in the Aftermath of the Global Financial
Crisis’ (2010) 19 Griffith Law Review 30.

%% Haiyang Chen and Ronald Volpe, An Analysis of Personal Financial Literacy Among College Students’
(1998) 7 Financial Services Review 107 <http://www2.stetson.edu/fsr/abstracts/vol 7 num2_107.pdf>.

%7 Carol Brennan and Katrina Ritters, ‘Consumer Education in the UK: New Developments in Policy,
Strategy and Implementation’ (2004) 28 International Journal of Consumer Studies 97.

*European Commission (communication), Financial Education (COM(2007) 808 final, 2007) < http://eur-
lex.europa.eu/smartapi/cgi/sga_doc?smartapi!celexplus!prod!DocNumber&lg=en&type doc=COMfinal&a
n_doc=2007&nu_doc=808>, [3.1].

% Catherine Bell, Dan Goran and Jeanne Hogarth, ‘Does Financial Education Affect Soldiers’ Financial
Behavior?’ (Working Paper 2009-WP-08, Networks Financial Institute, 2009).
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The European Commission has recognised that financial literacy gives consumers greater
bargaining power through understanding finance and terms in consumer contracts. As a
result, consumers can gain better deals and demand more from service providers.*® In
light of the fact that contact with financial institutions is necessary for a normally
productive and enjoyable life, the ability to understand financial institutions and the

products they offer is an important benefit of financial literacy.

4 Financial efficiency
Financial literacy results in financial efficiency. This refers to the use of financial
products and investing without waste and unnecessary cost. Financial literacy therefore
gives consumers the ability to live more efficiently, without unnecessary cost and

Waste.31

Rajat Nag, the Managing Director General of the Asian Development Bank explains:

Financial literacy allows people to increase and better manage their earnings — and therefore better

manage life events like education, illness, job loss, or retirement.*

Financial efficiency can include selecting the best value product on the market, and
paying the lowest possible price on the market for a particular product or service.

Financial efficiency is achieved by comparison shopping, an attribute of financially

3% European Commission (communication), Financial Education (COM(2007) 808 final, 2007) < http:/eur-
lex.europa.eu/smartapi/cgi/sga_doc?smartapi!celexplus!prod!DocNumber&lg=en&type doc=COMfinal&a
n_doc=2007&nu_doc=808>.

3! For example, low levels of financial and economic literacy result in people transacting in high cost ways,
incurring fees and using high costs of borrowing. See: Tullio Jappelli, ‘Economic Literacy: An
International Comparison’ (2010) 120 The Economic Journal 429, 433.

32 Rajat Nag, ‘Financial Education for Inclusive Development’ (Speech delivered at the CITI-FT Financial
Education Summit, New Delhi, India, 6 December 2007)
<http://www.adb.org/Documents/Speeches/2007/ms2007089.asp>.
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literate consumers.> Comparison shopping leads to savings by purchasing the best value

4 ..
products.** The European Commission notes:

People who understand financial issues make better choices of financial services for their
particular needs... They are less likely to purchase products they do not need, be tied into products

that they do not understand, or take risks that could drive them into financial difficulty.”

This means that financial literacy should result in much more than realising financial
goals.*® Realising financial goals and lifetime utility (the optimal enjoyment of life) at the
lowest possible price is the result of financial literacy. That is, behaviour that does not
result in unnecessary expenses, such as paying off credit card bills late, choosing the
wrong financial product or paying higher interest rates etc.’’ The Assistant Governor of
the Reserve Bank of Australia has associated financial illiteracy with the spiraling debt
problem impacting consumers who have a ‘buy now, pay later’ credit mentality.*® This
relates to the efficient use of money, and being able to function with the least possible
unnecessary expense. This results in more disposable income and greater money to

‘spend, save and invest’,” which translates to a better quality of life.

(a) Lifetime utility and financial wellbeing
Keith Hall, the Assistant Governor of the Reserve Bank of Australia, describes the costs

of financially illiteracy quite broadly: ‘a far lower standard of living than was otherwise

3 European Commission (communication), Financial Education (COM(2007) 808 final, 2007) < http:/eur-
lex.europa.eu/smartapi/cgi/sga_doc?smartapi!celexplus!prod!DocNumber&lg=en&type doc=COMfinal&a
n_doc=2007&nu_doc=808>.

3 Malcolm Cook, Fionnuala Earley, Jody Ketteringham and Sarah Smith ‘Losing Interest: How much can
consumers save by shopping around for financial products’ (Occasional paper series 19, Financial Services
Authority, 2001) <http://www.fsa.gov.uk/pubs/occpapers/op19.pdf>, 29.

3% European Commission, Financial Education
<http://europa.eu/legislation_summaries/consumers/protection_of consumers/122031_en.htm> as at 15
December 2010.

3% Keith Hall, “The Importance of Financial Literacy’ (Speech delivered to the Conference on Deepening
Financial Capacity in the Pacific Region, Sydney, 25 August 2008).

37 Catherine Bell, Dan Goran and Jeanne Hogarth, ‘Does Financial Education Affect Soldiers’ Financial
Behavior?’ (Working Paper 2009-WP-08, Networks Financial Institute, 2009), 17.

3¥ Keith Hall, “The Importance of Financial Literacy’ (Speech delivered to the Conference on Deepening
Financial Capacity in the Pacific Region, Sydney, 25 August 2008).

3% Thomas Garman, ‘Personal Finance Education for Employees: Evidence On The Bottom-line Benefits’
(1997) 8 Financial Counselling and Planning 1, 6.
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achievable’.* The end result of financial literacy, on the other hand, is a ‘lifetime of

financial well-being’*' or realising financial goals and healthy household balance
sheets.*” This is achieved through financial efficiency, realised by financially literate
consumers. Measures of financial wellbeing include increases in wealth, income,
savings, improved credit ratings, manageable debt relative to assets, home ownership,
accumulating retirement savings and an investment portfolio that reflects the needs of the
consumer.* Burkhauser, Gustman, Laitner, Mitchell and Sonnega explain that measuring
financial well being in older people accurately does not simply depend on income and
wealth, but on time allocation and consumption possibilities** thereby supporting the
view that financial literacy provides greater lifetime utility. This means that the benefits
of financial literacy should not be restricted to considering its impact on the “bottom

line”.

Cole and Fernando write:

A compelling body of evidence demonstrates a strong association between financial literacy and
household well-being. Survey after survey shows that households that demonstrate low levels of
financial literacy are those that tend not to plan for retirement, borrow at high interest rates, and

acquire fewer assets.*

Huston explains that:

0 Keith Hall, ‘The Importance of Financial Literacy’ (Speech delivered to the Conference on Deepening
Financial Capacity in the Pacific Region, Sydney, 25 August 2008).

I Jump$tart Coalition, 2008 Survey of the Financial Literacy of Young American Adults (2008).

2 Keith Hall, ‘The Importance of Financial Literacy’ (Speech delivered to the Conference on Deepening
Financial Capacity in the Pacific Region, Sydney, 25 August 2008). Also see: Mark Taylor, Stephen
Jenkins and Amanda Sacker, ‘Financial Capability and Wellbeing’ (Occasional Paper Series No 34,
Financial Services Authority, 2009) <http://www.fsa.gov.uk/pubs/occpapers/op34.pdf>.

* John Tatom, ‘Financial Wellbeing and Some Problems in Assessing its Link to Financial Education’
(Working Paper No 2010-WP-03, Networks Financial Institute, 2010).

* Richard Burkhauser, Alan Gustman, John Laitner, Olivia Mitchell and Amanda Sonnega ‘Social Security
Research at the Michigan Retirement Research Center’ (2009) 69 Social Security Research Bulletin 51, 60
<http://www.ssa.gov/policy/docs/ssb/v69n4/v69IndpS1.pdf>.

* Shawn Cole and Nilesh Fernando, ‘Assessing the Importance of Financial Literacy’ (2008) 9 Finance for
the Poor 1 <http://www.adb.org/Documents/Periodicals/Microfinance/finance-200803.pdf>.
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Financial literacy is a component of human capital that can be used in financial activities to
increase expected lifetime utility from consumption (i.e., behaviors that enhance financial well-
being).*®

This shows that “financial literacy” is to be judged by outcomes. Financial efficiency
results in the ability to enhance lifetime utility, by providing greater levels of disposable
income and liquidity. Assessing whether an outcome is positive is a subjective
consideration, unless objective reasons support a conclusion that an outcome is positive.
Thus, a rigid view that a particular outcome is financially beneficial should be supported
by objective reasons supporting that view. Although lifetime utility, or what a person
values in life, can be subjective, financial efficiency is, objectively, a positive result of
financial literacy because its benefits can be measured by increased savings, reduced

waste and cost etc. Saving and planning for retirement is objectively positive.

(b) Active debt management
Financial efficiency is linked with “debt literacy”, which includes financial knowledge of
debt and how best to avoid and manage debt. According to Lusardi, debt illiteracy can be
linked to a number of high cost financial experiences, such as borrowing on credit, using
pay day lending or pawn shops. Debt literacy results in selecting products which are
needed, while avoiding unnecessary products which increase costs. Understanding where
to get help is the first step in remedying debt, and therefore knowledge of this process is

important in preventing, mitigating and repaying debt.

The Reserve Bank of Australia has sought to vindicate financial education programs by
referring to “prudent” borrowing by Australians which has resulted from such
programs.*’ Careful borrowing takes account of cost, therefore resulting in significant

savings to consumers, and as a result, brings Australians closer to realising financial

** Sandra Huston, ‘Measuring Financial Literacy’ (2010) 44 The Journal of Consumer Affairs 296, 308.
#7 Keith Hall, ‘The Importance of Financial Literacy’ (Speech delivered to the Conference on Deepening
Financial Capacity in the Pacific Region, Sydney, 25 August 2008). Also see: Annamaria Lusardi,
‘Financial Literacy: An Essential Tool for Informed Consumer Choice’ (Working Paper No 14084,
National Bureau of Economic Research, 2008) <http://www.nber.org/papers/w14084>.
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efficiency. Education and financial literacy specific to homeownership has been shown to

increase the success of repaying mortgages, and the eventual result of homeownership.*

5 Activity in financial markets
Financially literate consumers have been shown to possess more financial products and
be productive investors.*’ Limited financial market participation, or inertia,”® may be a
consequence of low levels of financial literacy.”' Van Rooij, Lusardi and Alessie found
that people with low levels of financial literacy are significantly less likely to hold shares
and stocks.’” This limited financial market participation can result from a lack of
knowledge about finance that makes a person unlikely to be financially active, such as to
open a bank account. Financial literacy not only enhances participation, but also
encourages sound investment strategies such as diversification.”® The assumption is that
financial illiteracy causes anxiety when dealing with financial products. Accordingly,
financially illiterate people avoid financial products which are perceived to be difficult to
understand. As a result, the optimal approach for a person who is financially illiterate is
to abstain from market participation, and avoid purchasing costly products or borrowing.
However, in the long term financial exclusion may be extremely costly and cause a

person to miss the benefits and opportunities of the financial system.

6 Investing and choosing the right financial products with confidence
A financially literate consumer will be more confident when making decisions about
finance, thereby increasing participation in the market. Financial literacy can influence

the types of products selected, and the types of investments made. The fast moving nature

*® Abdighani Hirad and Peter Zorn, ‘A Little Knowledge is a Good Thing’ (Low-income Home Ownership
Working Paper Series, Harvard University, 2001)
<http://www.jchs.harvard.edu/publications/homeownership/liho01-4.pdf >.

* ANZ, ANZ Survey of Adult Financial Literacy in Australia (2008).

%% Natalie Gallery, Cameron Newton and Chrisann Palm, ‘A Framework for Assessing Financial Literacy
and Superannuation Investment Choice Decisions’ (Paper presented at the 18th Annual Colloquium of
Superannuation Researchers, UNSW, Sydney, Australia, 12-13 July 2010), 3.

3! Shawn Cole and Nilesh Fernando, ‘Assessing the Importance of Financial Literacy’ (2008) 9 Finance for
the Poor 1 <http://www.adb.org/Documents/Periodicals/Microfinance/finance-200803.pdf>.

%2 Maarten van Rooij, Annamaria Lusardi and Rob Alessie, ‘Financial Literacy and Stock Market
Participation’ (Working Paper No 13565, National Bureau of Economic Research, 2007)
<http://www.nber.org/papers/w13565>.

33 Tullio Japelli, ‘Economic Literacy: An International Comparison’ (2010) 120 The Economic Journal
429,
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of financial markets means that individuals who understand product features and market

environments are best placed to make an informed decision about their financial needs.

Financial education can contribute to financial stability by helping consumers to choose
appropriate products and services, leading to lower default rates, for instance on loans and

mortgages, and more diversified and therefore safer saving and investment.>*

This also leads to consumers avoiding unnecessary costs. An improved understanding of
financial products and services develops greater financial confidence in consumers,> who
select the most appropriate products and organise those products (such as by

diversification strategies, for example) in the best possible way.

7 Consumer rights and regulatory intervention
Education in consumer laws and fraudulent schemes is a component of financial literacy.
This knowledge gives people the tools and understanding to identify and avoid fraudulent
schemes and reduce the severity of falling victim to such schemes.® This translates into
lower levels of regulatory intervention because consumers are better able to take care of
themselves. Kempson writes that a financially capable person ‘knows where to go for
help’.”” This view is also held by the UK Treasury, and researchers from Edinburgh

Napier University.”®

> European Commission (communication), Financial Education (COM(2007) 808 final, 2007) < http:/eur-
lex.europa.eu/smartapi/cgi/sga doc?smartapi!celexplus!prod!DocNumber&lg=en&type doc=COMfinal&a
n_doc=2007&nu_doc=808>.

>3 bid, 393.

*% European Commission, Financial Education
<http://europa.cu/legislation_summaries/consumers/protection_of consumers/122031_en.htm>; Thomas
Garman, ‘Personal Finance Education for Employees: Evidence On The Bottom-line Benefits’ (1997) 8
Financial Counselling and Planning 1, 6.

>" Robert Holzmann, ‘Bringing Financial Litreacy and Education to Low and Middle Income Countries:
The Need to Review, Adjust and Extend Current Wisdom (Social Protection Discussion Paper No 56501,
World Bank, 2010), 4.

3% Ronald McQuaid and Valerie Egdell, ‘Financial Capability — Evidence Review’ (Final Report,
Employment Research Institute — Edinburgh Napier University, 2010); Her Majesty’s Treasury,

Financial Capability: The Government’s Long Term Approach (2007), 19.
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B The benefits to the financial system and the economy
Financially literate consumers can also create a more competitive, innovative, safe,

stable, accessible, disciplined and liquid financial system and markets.

1 Greater competition, innovation and quality products
Financially literate consumers are more financially efficient. Seeking and purchasing
‘better, cheaper and more appropriate products and services can drive efficiencies in the
financial industry’.”® This leads to increased competition, better quality products and
greater innovation and diversity in the market. Knowledge of consumer rights and

contracts also allows consumers to evaluate products more carefully and as a result

demand more from suppliers.

(a) Market discipline
Hall promotes the view that financial literacy bolsters market discipline, which is the
collective consumer influence on financial institutional behaviour, making these
institutions ‘more likely to operate in a safe, sound and efficient manner’. The rationale
for this stems from transparency and the ability to filter good from bad financial

institutions:

Certainly, if there is enough transparency in the financial system so that customers are both
knowledgeable and well-informed, it does seem reasonable to predict that they will direct their

business away from riskier, poorly run financial institutions to those that are better managed.®’

As a result, better informed consumers are collectively able to influence the ways that
financial institutions are managed,®' and thus reward those institutions which offer better

quality products and services, at the best value.

%% European Commission (communication), Financial Education (COM(2007) 808 final, 2007) < http:/eur-
lex.europa.eu/smartapi/cgi/sga_doc?smartapi!celexplus!prod!DocNumber&lg=en&type doc=COMfinal&a
n_doc=2007&nu_doc=808>.

80 Keith Hall, “The Importance of Financial Literacy’ (Speech delivered to the Conference on Deepening
Financial Capacity in the Pacific Region, Sydney, 25 August 2008).

% Tullio Japelli, ‘Economic Literacy: An International Comparison’ (2010) 120 The Economic Journal
429, 433,
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2 Coverage of risk
Financially literate consumers have a greater appreciation of risk, and therefore the
problem of undercoverage of risk® (for example, underinsurance) is not as prevalent as in
markets in which people are not financially educated. A greater appreciation of risk
translates into the purchasing of appropriate insurance and careful investment decisions,
therefore reducing the burden on the financial system from undercoverage of risk and
underinsured ventures, reducing costly insolvencies, bankruptcies and business

inefficiency.

3 Self-funding of retirement
The increased saving and retirement planning resulting from increased financial literacy
also has positive effects on the financial system and economy, by reducing the burden on
the state to provide pensions and government funding for people experiencing financial
hardship. Instead, people are more willing to build wealth during their working lives to

fund retirement.

4 Overcoming “procyclicality” in lending
Financial institutions and banks tend to be myopic in lending decisions, being flexible in
good economic times only to tighten lending when the economic climate turns bad. This
is known as “procyclicality”, and it can have significant negative effects on highly
leveraged borrower who do not plan for the changed cycle and therefore default in harsh

economic times. Hall explains:

In a financially educated society ... borrowers will be less likely to take on more debt just because
credit is cheap and freely available. As a result, they will have a far better chance of riding out an
economic downturn without defaulting on their debt repayments — which, in turn, will help
minimise the bad debt experience of financial institutions and, by doing so, help bolster the

stability of the financial system.*

62 European Microfinance Network, Financial Education <http://www.european-
microfinance.org/financial-education_en.php#Benefits> as at 15 December 2010.

83 Keith Hall, “The Importance of Financial Literacy’ (Speech delivered to the Conference on Deepening
Financial Capacity in the Pacific Region, Sydney, 25 August 2008).
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As a result, financially literate consumers will understand cyclical changes in the
financial markets, and will borrow and invest accordingly, while also being resilient in

harsh economic times.

C The benefits to the community
Financial literacy also has considerable benefits to the community, in particular
enhancing inclusion in the financial markets and increasing the awareness by the public
of financial issues, thereby creating an informed citizenry which can evaluate the

appropriateness of government financial policies.

1 Financial inclusion
Greater financial understanding and knowledge allows those members of society who are
otherwise excluded the opportunity to use financial products and services. For example,
knowledge of a term deposit may prompt a person to earn more interest, whereas no
knowledge of the existence of such a product will result in less interest being earned and
an opportunity lost. Financially literacy provides the understanding required to access

particular products which allows people to borrow and become financially active.

... those who have received some form of education on financial matters are far more likely to be
engaged with the mainstream financial industry, and not have to rely on higher-cost and higher-
risk fringe providers or loan sharks. It can encourage citizens, even those on low incomes, to plan
and save some part of their incomes. It can help to develop the skills to form the financiers of

4
tomorrow. é

Financial literacy therefore increases social inclusion, and gives people the knowledge to

avoid highly priced, unconventional and riskier forms of credit and financial products.

6 European Commission (communication), Financial Education (COM(2007) 808 final, 2007) < http:/eur-
lex.europa.eu/smartapi/cgi/sga_doc?smartapi!celexplus!prod!DocNumber&lg=en&type doc=COMfinal&a
n_doc=2007&nu_doc=808>.
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2 Understanding government financial policies
Financially literate people are also able to better assess financial polices of governments
and the actions of financial institutions. This creates better informed citizens who are able

to make sense of policy reform to the financial sector. For example:

[Financial literacy] ... promotes understanding and acceptance of important political reforms, such

as health care or pension reforms. *

While many political reforms are highly complex, transparent financial sector reforms
which can be understood by an informed public are important because they give the

public the ability to critique government policies.

IIT THE CAUSAL LINK FROM FINANCIAL LITERACY TO POSITIVE FINANCIAL BEHAVIOUR
Financial knowledge and literacy promotes particular forms of positive financial
behaviour. However, particular behaviours (such as investing) or situations (acquiring
wealth, joining the family business etc) result in market experience, and this can also
promote higher levels of financial literacy.®® It is important to establish the link between
financial literacy and good financial behaviour to elucidate the benefits of financially

literate consumers.

Marcolin and Abraham argue that the link between financial literacy and behaviour has

not been established:®’

Because financial literacy has become increasingly important for the economic wellbeing of the

nation’s future (CBF, 2004b), it is important that it can be explicitly linked with financial

6 Rajat Nag, ‘Financial Education for Inclusive Development’ (Speech delivered at the CITI-FT Financial
Education Summit, New Delhi, India, 6 December 2007)
<http://www.adb.org/Documents/Speeches/2007/ms2007089.asp>.

6 Chiara Monticone, " How Much Does Wealth Matter in the Acquisition of Financial Literacy’ (2010) 44
The Journal of Consumer Affairs 403, 404.

%7 But see: Lisa Servon and Robert Kaestner, ‘Consumer Financial Literacy and the Impact of Online
Banking on the Financial Behavior of Lower-Income Bank Customers’ (2008) 42 Journal of Consumer
Affairs 271.
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behaviour and hence financial success and sustainability. No financial literacy study has yet
achieved this. [emphasis added] Another area of research could then focus on the components of
financial literacy and determine which are the most and least critical to financial success and

sustainability.*®

However, a number of studies show a link between financial literacy and optimal
consumer behaviour. Lusardi and Mitchell pioneered linking financial knowledge with
financial behaviour, through the use of questions in surveys that reflect such behaviour
relative to knowledge. That is, the questions became geared towards economic outcomes

of knowledge not just an assessment of the knowledge itself.*’

A number of empirical studies confirm the supposition that ‘financial knowledge is
positively correlated with consumer financial behaviour, and that causality runs from
knowledge to behaviour’.”® Hilgert, Hogarth and Beverly found a significant correlation
between financial knowledge and financial behaviour.”' A link has also been established
between housing counseling (which includes advice about managing mortgage

repayments, budgeting and other skills relevant to buying a house) and lower delinquency

68§ Marcolin and A Abraham, ‘Financial Literacy Research: Current Literature and Future Opportunities’,
(Proceedings of the 3rd International Conference on Contemporary Business Conference Proceedings,
Leura NSW, 21-22 September 2006), 9.

% Annamaria Lusardi and Olivia Mitchell, ‘Financial Literacy and Retirement

Preparedness: Evidence and Implications for Financial Education’ (2007) Business Economics 35.

7 Jan Hathaway and Sameer Khatiwada, ‘Do Financial Education Programs Work?* (Working Paper No
08-03, Federal Reserve Bank of Cleveland, 2008), 3
<http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1118485&download=yes>. But see: Stephan Meier
and Charles Sprenger, ‘Discounting Financial Literacy Time Preferences and Participation in Financial
Education Programs’ (Federal Reserve Bank of Chicago, 2009), 22

<http://www.chicagofed.org/digital assets/others/events/2009/frs_financial literacy/2009_frs financial m
eier.pdf> and, Lauren Willis, ‘Evidence and Ideology in Assessing the Effectiveness of Financial Literacy
Education’ (Paper No 206, Pennsylvania Law School, 2008).

<http://Isr.nellco.org/upenn_wps/206>.

! Marianne Hilgert, Jeanne Hogarth and Sandra Beverly, ‘Household Financial Management:

The Connection between Knowledge and Behavior’ (Federal Reserve Bulletin, 2003)
<http://www.personalfinancefoundation.org/research/fle/Household-Financial-Management.pdf>. Also see:
Matthew Martin, ‘A Literature Review on the Effectiveness of Financial Education” (Working Paper No
WPO07-3, Federal Reserve Bank of Richmond, 2007), 8 <http://www.finalist-
project.eu/Portals/0/A%20Literature%20Review%200n%20the%20Effectiveness%200f%20Financial %20

Education.pdf>.
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and default rates.”” However, as research by the Federal Reserve Bank of Cleveland

observes:

... confusing correlation with causality is a critical flaw. Although there is clearly a correlation

between knowledge and behaviour in personal finance, it may be that causality runs both ways.”

Empirical studies support the causal link from financial knowledge to healthy attitudes
about money, which influences behaviour.” Ellichausen, Lundquist and Staten” tracked
the progress of credit counseling clients, and found that those in receipt of counseling
‘were able to reduce their debts, improve their credit card management, and lower their
delinquency rates by more than those who did not receive counseling’.”® Hartaska and
Gonzalez-Vega found that people who received financial counseling had a lower default
hazard, although repayment frequency was not greatly affected.”’” Also significant are the
findings of Courchane and Zorn,” who show a casual link from financial knowledge to

financial behaviour, and link this behaviour to credit outcomes.” Through a three step

2 Angela Lyons, Tommye White and Shawn Howard, ‘The Effect of Bankruptcy Counseling and
Education on Debtors’ Financial Well-Being: Evidence from the Front Lines’ (Money Management
International and University of Illinois, 2008)
<http://www.cefe.illinois.edu/research/reports/The%20Effect%200f%20Bankruptcy%20Counseling%20an
d%?20Education_122008.pdf>.

73 Jan Hathaway and Sameer Khatiwada, ‘Do Financial Education Programs Work?* (Working Paper No
08-03, Federal Reserve Bank of Cleveland, 2008), 3
<http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1118485&download=yes>.

™ Lynne Borden, Sun-A Lee, Joyce Serido and Dawn Collins, ‘Changing College Students’ Financial
Knowledge, Attitudes, and Behavior through Seminar Participation’ (2008) 29 Journal of Family Economic
Issues 23 <http://www.usc.edu/dept/chepa/IDApays/publications/changingcollegestudents.pdf >.

> See: Gregory Ellichausen, Christopher Lundquist and Michael Staten, ‘The Impact of Credit Counseling
on Subsequent Borrower Behavior’ (2007) 41 The Journal of Consumer Affairs 1.

7® Ibid, cited in Angela Lyons, Tommye White and Shawn Howard, ‘The Effect of Bankruptcy Counseling
and Education on Debtors’ Financial Well-Being: Evidence from the Front Lines” (Money Management
International and University of Illinois, 2008), 7 <
http://www.cefe.illinois.edu/research/reports/The%20Effect’%200f%20Bankruptcy%20Counseling%20and
%20Education_122008.pdf>.

" Valentina Hartarska and Claudio Gonzalez-Vega, ‘Credit Counseling and Mortgage Termination by
Low-Income Households’ (2005) 30 Journal of Real Estate Finance and Economies 227.

" See: Marsha Courchane and Peter Zorn, ‘Consumer Literacy and Creditworthiness’ (Proceedings,
Federal Reserve Bank of Chicago, 2005). For a discussion of Courchane and Zorn, see: Lauren Willis,
‘Evidence and Ideology in Assessing the Effectiveness of Financial Literacy Education’ (Paper No 206,
Pennsylvania Law School, 2008).

<http://lsr.nellco.org/upenn_wps/206>.

7 See: Marsha Courchane and Peter Zorn, ‘Consumer Literacy and Creditworthiness’ (Proceedings,
Federal Reserve Bank of Chicago, 2005) cited in Ian Hathaway and Sameer Khatiwada, ‘Do Financial
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process, the researchers tested which variables were most important in particular forms of
behaviour. For example, in the second step, the most important determinant of the
dependant variable of financial self control (budgeting, saving and the ability to control
finances) was knowledge.*® The Federal Reserve Bank of Richmond usefully

. . . . 81
summarises this model in a diagram:

Figure 2: The Variables That Influence Financial Behaviour.

Financial Knowledge:
-Objective
-Subjective

g

Financial Behavior

-Objective Knowledge
-Attitudes/Feelings
-Income/Net Worth
-Financial Safety Net
-Others

Additional Variables:

(Self Control):
-Budgeting and Saving
-Ability to Control Finances

)

Credit Outcomes:
-Negative Events
-Financial Stress and Strain

Source: Federal Reserve Bank of Richmond

Additional Variables:
-Behavior

-Bad Events

-School of Hard Knocks
-Divorce Impacts
-Others

Although there are a number of influences on financial behaviour, such as psychology,

life experience and hardship, the most significant determinant, according to the study by

Courchane and Zorn, is knowledge. The diagram provided by the Federal Reserve Bank

of Richmond also shows that knowledge is the foundation of consumer behaviour, with

other factors having an impact on the application of that knowledge. Thus while

Education Programs Work?’ (Working Paper No 08-03, Federal Reserve Bank of Cleveland, 2008), 4

<http://papers.ssrn.com/sol3/papers.cfin?abstract id=1118485&download=yes>.

% 1bid, 5.

81 Matthew Martin, ‘A Literature Review on the effectiveness of Financial Education’ (Working Paper No

WPO07-3, Federal Reserve Bank of Richmond, 2007) <http://www.finalist-

project.eu/Portals/0/A%20Literature%20Review%200n%20the%20Effectiveness%6200f%20Financial %20

Education.pdf>.
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knowledge and financial literacy plays only a part in behaviour, this part is significant
and causal to specific positive and desirable forms of financial behaviour such as
financial self control. As a result, financial literacy is important because it lays the

foundation for optimal financial behaviour.*

The causal link from financial literacy to optimal financial behaviour has been
established in the literature, and therefore financial education is necessary to improve

consumer behaviour in relation to financial products and services.

IV CONCLUSION
Financial literacy is important because of its benefits for consumers, the community, and
the economy. Financially literate consumers, when compared to financially illiterate
consumers, tend to:

e have greater lifetime utility and enjoyment, by having more disposable income;

e have more savings;

e save more for retirement;

e actively manage debt;

e borrow prudently;

e be more realistic about their financial goals;

e Dbe less inclined to overestimate their abilities;

e be more active in financial markets;

e be more financially confident;

e choose with more accuracy financial products that are suitable for their needs;

e understand consumer rights;

82 For example, the Investor Education Foundation’s comparison of the levels of financial literacy and
financial capability in the states of the United States can support the view that knowledge can result in
greater financially capable behaviour. See: Investor Education Foundation, Financial Capability Study
(2010) <http://www.usfinancialcapability.org/index.html>; Investor Education Foundation, National
Financial capability Survey Shows Kentuckians Place Near the Bottom in Financial Literacy and in Three
Key Measures (2010)’; Investor Education Foundation, Financial Capability Survey Shows Oklahomans
Least Likely in Nation to Have “Rainy Day” Funds (2010); Investor Education Foundation, Financial
Capability Survey Reveals Montanians Most Likely to Live Paycheck-Paycheck and Use High-Cost, Non-
Bank Borrowing (2010); Investor Education Foundation, FINRA Foundation Releases Nation's First State-
by-State Financial Capability Survey

<http://www.finra.org/Newsroom/NewsReleases/2010/P122538> as at 15 December 2010.
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e have a better understanding of financial products and therefore have greater
bargaining power with financial institutions; and

e plan their finances, budget and know how to be financially efficient.

As aresult, financially literate (and therefore financially efficient) consumers benefit the
financial system and economy because:

e a better informed consumer demands better quality and better value products,
creating more competition, innovation and quality products. This creates market
discipline;

¢ financially literate consumers are more likely to have sufficient insurance
coverage, reducing the burden on the economy for losses and reduced business
activity;

e saving more for retirement moves the burden away from the state, and prepares
consumers for self funding retirement; and

e consumers will be better able to prepare for cyclical changes in the market, and

react accordingly.

Financially literate consumers provide two main benefits to the community:
¢ financial inclusion, because people know how to access financial products and
services that are appropriate for their needs; and

e apopulation that can better understand government financial policies.
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Part B — The Meaning of “Financial Literacy”

I INTRODUCTION

A definition of financial literacy can be split into three connecting parts: (1)
competencies, (2) proficiencies, and (3) opportunity and enabling environment. This
means that a financially literate person must be proficient in a number of competencies,
and have the opportunity to access finance and become competent through experience.
Six competencies and six proficiencies are discussed in this part of the research report.
Financial literacy increases as more links are established between the competencies and

proficiencies, and as long as an inclusive financial environment exists.

The six competencies are: numeracy and money management, budgeting and living
within means, saving and planning, borrowing and debt literacy, choosing financial
products, and recourse and self help. The analysis then shifts to consider financial

capability, which introduces proficiencies including knowledge, ability and skill.

This part therefore defines financial literacy by linking six proficiencies with six key
competencies, while noting that there must be opportunities to exercise these

competencies and proficiencies.

IT THE MEANING OF FINANCIAL LITERACY

A number of definitions of financial literacy exist in the literature.* At its most basic
level, “financial literacy” refers to the knowledge and understanding of financial concepts
thereby resulting in the ability to make informed, confident and effective decisions

regarding money. This achieves the benefits mentioned in Part A of this report.

Financial literacy can be defined broadly or narrowly. A broad definition of financial

literacy adopts an “‘understanding of economics’ and how economic conditions and

% David Remund, ‘Financial Literacy Explicated: The Case for a Clearer Definintion in an Increasingly
Complex Economy’ (2010) 44 The Journal of Consumer Affiars 276.
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circumstances affect household decisions.** A narrow definition of financial literacy
focuses on ‘basic money management tools such as budgeting, saving, investing and
insurance’.® It is the narrow view of financial literacy that is particularly relevant to

consumer decisions concerning financial products.

Different meanings of financial literacy have been used in studies,* resulting in no
uniform definition.*” A number of studies have used financial literacy interchangeably
with other names. The alternative names given for “financial literacy” and financial
capability™ include empowerment,” responsibilization,” credit literacy,”’ financial
knowledge, and economic literacy.”” Some studies have failed to explicitly define the
concept.”” Huston surveyed 71 studies, and only 13% appropriately defined financial

literacy with sufficient precision.”

Huston’s review of 71 studies reveals eight definitions of financial literacy. The

definitions focus on knowledge, ability to make informed judgments and to reach an

% Andrew Worthington, ‘Predicting Financial Literacy in Australia’ (2006) 15 Financial Services Review
59.

% Natalie Gallery, Cameron Newton and Chrisann Palm, ‘A Framework for Assessing Financial Literacy
and Superannuation Investment Choice Decisions’ (Paper presented at the 18th Annual Colloquium of
Superannuation Researchers, UNSW, Sydney, Australia, 12-13 July 2010), 8.

% Brenda Cude, ‘Financial Literacy 501° (2010) 44 The Journal of Consumer Affairs 271, 272; Sandra
Huston, ‘Measuring Financial Literacy’ (2010) 44 The Journal of Consumer Affairs 296, 296; David
Remund, ‘Financial Literacy Explicated: The Case for a Clearer Definition in an Increasingly Complex
Economy’ (2010) 44 The Journal of Consumer Affairs 276; Olga Kuzina, ‘The Level of Financial Literacy
of Russians: Before and During the Crisis of 2008-2009” (Paper presented at the 30th CIRET Conference,
New York, October 2010), 2.

¥7 Sandra Huston, ‘Measuring Financial Literacy’ (2010) 44 The Journal of Consumer Affairs 296, 305.

% Financial Services Authority, Levels of Financial Capability in the UK (2006)
<http://www.fsa.gov.uk/pubs/consumer-research/crprd7.pdf>; Kathy Landvogt, ‘Critical Financial
Capability’ (Paper presented to the Financial Litreacy, Banking and Identity Conference, RMIT University,
25-26 October 2006).

% Sizwekazi Jekwa, ‘Fighting for Finance’ (16 August 2007) Finweek 68.

% Toni Williams, ‘Empowerment of Whom and for What? Financial Literacy Education and the New
Regulation of Consumer Financial Services’ (2007) 29 Law & Policy 226.

! Marsha Courchane, Adam Gailey and Peter Zorn, ‘Consumer Credit Literacy: What Price Perception?’
(2008) 60 Journal of Economics and Business 125.

%2 Tullio Japelli, ‘Economic Literacy: An International Comparison’ (2010) 120 The Economic Journal
429,

% David Remund, ‘Financial Literacy Explicated: The Case for a Clearer Definition in an Increasingly
Complex Economy’ (2010) 44 The Journal of Consumer Affairs 276, 282; Lisa Servon and Robert
Kaestner, ‘Consumer Financial Literacy and the Impact of Online Banking on the Financial Behavior of
Lower-Income Bank Customers’ (2008) 42 The Journal of Consumer Affairs 271.

% Sandra Huston, ‘Measuring Financial Literacy’ (2010) 44 The Journal of Consumer Affairs 296, 302.
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intended outcome such as lifetime financial security,” and the skills required to realize

those outcomes. The eight definitions are:

e “Financial literacy is the ability to make informed judgments and to take effective

decisions regarding the use and management of money”;”®

e “Personal financial literacy is the ability to read, analyze, manage and
communicate about the personal financial conditions that affect material well-
being. It includes the ability to discern financial choices, discuss money and
financial issues without (or despite) discomfort, plan for the future and respond

competently to life events that affect everyday financial decisions, including

events in the general economy”;’’

e “Financial literacy is a basic knowledge that people need in order to survive in a

modern society”;”®

¢ “Financial knowledge is defined as understanding key financial terms and
2,99

2

concepts needed to function daily in American society

e “Consumer literacy, defined as self-assessed financial knowledge or objective

knowledge™;'”

¢ “Financial literacy refers to a person’s ability to understand and make use of

- 101
financial concepts”;

% Ibid, 303.

% Ibid; ANZ Survey of Adult Financial Literacy in Australia (2008); Also see: Monetary Authority of
Singapore, Quantitative Research on Financial Literacy Levels in Singapore (2005), 3 <
http://www.mas.gov.sg/resource/news_room/press_releases/2005/Financial%?20Literacy%20Levels%20in
%20Singapore,%20Full%20Report.pdf>; Australian Securities and Investments Commission, Financial
Literacy in Schools (2003)
<http://www.asic.gov.au/asic/pdflib.nsf/lookupbyfilename/finlit_schools_dp.pdf/$file/finlit schools dp.pdf
>

°7 Lois Vitt, Carol Anderson, Jamie Kent, Deanna Lyter, Jurg Siegenthaler and Jeremy

Ward, ‘Personal Finance and the Rush to Competence: Financial Literacy Education in

the US’ (National Field Study Commissioned by the Fannie Mae Foundation, Institute for Socio-Financial
Studies, 2000) < http://www.isfs.org/documents-pdfs/rep-finliteracy.pdf>.

% Jinhee Kim, ‘Financial Knowledge and Subjective and Objective Financial Well-being’ (2001) 47
Consumer Interests Annual 1 <http://www.consumerinterests.org/files/public/Kim—Financial
knowledge.pdf>.

% Cathy Bowen ‘Financial Knowledge of Teens and Their Parents’ (2002) 13 Financial Counseling and
Planning 93.

1% Marsha Courchane, Adam Gailey and Peter Zorn, ‘Consumer Credit Literacy: What Price Perception?”
(2008) 60 Journal of Economics and Business 125.

19 Lisa Servon and Robert Kaestner, ‘Consumer Financial Literacy and the Impact of Online Banking on
the Financial Behavior of Lower-Income Bank Customers’ (2008) 42 The Journal of Consumer Affairs
271.
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¢ “Financial literacy is the ability to use knowledge and skills to manage financial
resources effectively for lifetime financial security” ;'** and
¢ “Financial literacy is the ability to use knowledge and skills to manage financial

resources effectively for a lifetime of financial well-being”.'"

Financial literacy has also been defined as:

e Confidence with managing money;'**

e ‘Mathematical ability and understanding of financial terms’;'® and
e ‘The ability of [people] to make informed judgments and take effective decisions

in managing their finances’.'”

A closer analysis reveals that the definitions explain the same thing, just in a different
way. Read together, the definitions attempt to define financial literacy as a state of
understanding about financial resources. This understanding equips a person with the
knowledge and skills needed to realize financial security and thus survive and achieve
lifetime well-being. The definitions refer to broad outcomes, and explain that financial
literacy provides lifetime financial security and well-being, and the ability to “respond
competently to life events”, to “survive in a modern society” and to “function” in society
on a daily basis. It will be shown that the common thread of financial literacy is positive
financial outcomes resulting from proficient competence in key financial activities and

concepts.

Financial literacy is comprised of three distinct but dependant components: (1) the “key
competencies”, (2) proficiencies of a financially literate person, and (3) the opportunity

and enabling environment necessary for those competencies and proficiencies to be

192 jump$tart Coalition, Survey of the Financial Literacy of Young American Adults (2008).

19 This definition is attributed to the United States Financial Literacy and Education Commission. See:
Sandra Huston, ‘Measuring Financial Literacy’ (2010) 44 The Journal of Consumer Affairs 296.

194 Australian Securities and Investments Commission, Financial Literacy in Schools (2003)
<http://www.asic.gov.au/asic/pdflib.nsf/lookupbyfilename/finlit_schools_dp.pdf/$file/finlit schools dp.pdf
>,

195 Andrew Worthington, ‘Predicting Financial Literacy in Australia’ (2006) 15 Financial Services Review
59.

1% Monetary Authority of Singapore, National Financial Literacy Survey (2005).
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realised. That is, a financially literate person must be proficient in the “key

competencies”, and be given the opportunity to realize financial literacy and its benefits

while having the motivation to act.

A The “*key competencies” of financial literacy

Although no universal definition of financial literacy has been accepted in the literature, a

number of “key competencies” can be listed to elucidate the meaning of financial

literacy. Based on a review of the literature and surveys,'"’ a financially literate person

should be proficient in the following “key competencies”:

Money basics, including numeracy and money management skills;

Budgeting, including the ability to keep track of expenses and income;

Saving and planning;

Borrowing and debt literacy, including knowledge of different types of loans
(such as secured and unsecured personal loans) and mortgages (such as fixed and
variable), as well as positive and negative gearing. Debt literacy concerns the
required understanding to mitigate debt and repay loans.

Understanding financial products, including the ability to determine whether
independent advice has been or will be given, the ability to decide between
financial advisors not just financial products, understanding product features and
investment considerations such as risk, return, interest rates, compound interest,
simple interest, inflation, company features etc, the ability to compare products
and investments by shopping around, and understanding concepts such as
diversification and risk minimization. Financial products include insurance; and
Recourse and self help. This includes whether consumers have the ability to
protect themselves by understanding dispute resolution procedures, taking redress
against a financial institution, and being able, where possible, to identify and take
action against fraudulent schemes. The ability to understand financial and legal

information is also important.

197 See the appendix to this research report for an overview of the financial literacy surveys.
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All these elements are component parts of financial literacy. Remund explains that based

on a review of the literature:

... the operational definitions of financial literacy most commonly used in contemporary research
fell within four categories — budgeting, saving, borrowing and investing — all of which are

behaviour or ability based.'”

These key concepts can be expanded or refined, depending on the elements of sound
budgeting, saving, borrowing and investing. Huston’s review identifies at least four
distinct “content areas”: (1) money basics, including the money value of time, purchasing
power and financial accounting concepts; (2) intertemporal transfers of resources
between time periods including both (2a) borrowing, such as the use of credit cards, loans
and mortgages, and (2b) investing, through the use of savings accounts, stocks, bonds or
mutual funds, and (3) protecting resources through insurance or other risk management
techniques.'” As Huston argues, ‘measures that incorporate all content areas are likely to
be more accurate’.''’ The UK Financial Services Authority uses the following “key
competencies”: keeping track, making ends meet, planning ahead, choosing products and
staying informed.''" These competencies were also used in the surveys by the Investor
Education Foundation in the United States, which has a national survey, a survey of

military personnel and a state-by-state survey.''?

1 Money basics
Money basics relates to the knowledge, skills and understanding required for the most
essential day to day calculations. These take the form of numeracy and money
management skills, which includes a broad range of life skills. Essential, day to day,

calculations include the cost of purchasing goods, paying bills, determining the value of

"% David Remund, ‘Financial Literacy Explicated: The Case for a Clearer Definition in an Increasingly

Complex Economy’ (2010) 44 The Journal of Consumer Affairs 276. Also see: Elaine Kempson,

‘Measuring levels of financial literacy at an international level — Appendix: Developing a set of core

questions’ (OECD, January 2010).

1(1)(9) Sandra Huston, ‘Measuring Financial Literacy’ (2010) 44 The Journal of Consumer Affairs 296, 303.
Ibid, 304.

" Financial Services Authority, Financial Capability in the UK: Establishing a Baseline (2006), 10-20

<http://www.fsa.gov.uk/pubs/other/fincap baseline.pdf>.

"2 Investor Education Foundation, National Financial Capability Study (2009)

<http://www.finrafoundation.org/resources/research/p120478>.
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money over time,'"* assessing the value of products, understanding the influence of
inflation,'"* and calculating interest payable, percentage discounts''” etc. Numeracy and
arithmetic skills may be less necessary where tools exist in common usage which make
these skills redundant in certain transactions. Therefore, s