International Educational E-Journal, {Quarterly3N 2277-2456, Volume-lll, Issue-l, Jan-Feb-Mar£01

Does Education Really Enhance Financial Literacy?

Pardeep Singh?, Gaurav Sehrawat”

®Extension Lecturer, Department of Commerce, GowtleQe, Bahadurgarh,
Maharshi Dayanand University, Rohtak, India

PStudent, Hansraj College, Department of Commerethilschool of Economics,
University of Delhi, India

[ Abstract ]]

Due to increasing liberalisation and globalisat@noss the globe today, there exists a
wide assortment of financial products and servioegratifying the investment needs
of the people at large. In order to take advantH#ghis available assortment and to
squeeze the benefits arising out of such assog#idns at people’s disposal, it is
necessary that they are well aware about thesadialaproducts and have financial
knowledge for taking the right investment decisiofmancial literacy is considered
to be an important skill for all consumers. Finahditeracy levels in an economy
decide the level of prosperity in the economy beedfinancially literate people are
not exposed to the danger posed fraudulent invedtsahemes. Education is said to
be directly linked to financial literacy which idh@ cause of financially sound
investment. Many other factors may affect the denisaken by a person for
investment purposes such as peer groups and pitpoiainvestment option, etc. Itis
argued by some researchers that even after gettingation or special investment
assessment courses their actions does not showitav@ompact on their decisions.
So the real question that is faced today by masgaehers is that whether education
really enhances the financial literacy or not.
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INTRODUCTION

“Financial decision-making is an inherently comat&d process, and with the advent
of financial liberalization in most parts of the reh the supply of complex financial
products has increased. With the emergence of ath@vand sophisticated financial
instruments, there has been increasing awarenessoon$umer literacy and
comprehension of financial information as potenfiattors influencing financial
market participation. This has led to a growingu®con the idea of financial
literacy—the ability of individuals to assimilatec process financial information to
make informed personal financial decisions” (Hitg&rHogarth, 2002) (van Rooij,
Lusardi, & Alessie, 2012) (Lusardi & Mitchell, Plaimg and Financial Literacy: How
Do Women Fare?, 2008) (Cole & Shastry, 2009). Asteidying and assessing the
financial literacy literature, it is perceived ttiaere is no fixed definition of the term
financial literacy. “Of the 71 studies evaluategien50 of them failed to define the
concept of financial literacy. In the 20 studieatthlid provide a definition, eight
separate meanings are attributed to the term fiahkliteracy” (Huston, 2010a). “Out
of the wide variety of definitions across studiessme of the definitions referred
exclusively to financial knowledge while others yided a more extensive
explanation, including financial knowledge and axgreces as well as the competent
use of this knowledge” (Hung, Parker, & Yoong, 2D09
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Financial literacy is the ability to comprehend howney works in the world: how
someone manages to earn or make it, how that pemsoages it, how one invests it
and how that person donates it to help others. Mpeeifically, it refers to the set of
skills and knowledge that allows an individual tcaka informed and effective
decisions with all of their financial resources.eTabsence of financial literacy can
lead to making poor financial decisions that cavehadverse impact on the financial
health of an individual. The advantage or disadsgetof variable or fixed rates is an
example of an issue that will be easier to undedsié an individual is financially
literate. For example, a 2 percent rate of intecesipounded monthly appears to be
equal to 24 percent rate of interest per annum fioancially illiterate person, but
actually it is 26.8242%. Financial literacy is tlp@ssession of knowledge and
understanding of financial matters. Financial &ty is mainly used in connection
with personal finance matters. Financial literadyem entails the knowledge of
properly making decisions relating to particulaeas like real estate, insurance,
investing, saving, tax planning and retiremenals$o involves intimate knowledge of
financial concepts like compound interest, finahg@knning, the mechanics of a
credit card, advantageous savings methods, constgigs, time value of money,
etc.

An international study was conducted by Organisatis Economic Co-operation
and Development (OECD) analysing financial literatyveys in OECD countries.
Some of its findings included:

* In Australia, 67 percent of respondents indicateat they understood the
concept of compound interest, yet when they wekedso solve a problem
using the concept only 28 percent had a good [@&vehderstanding.

* A British survey found that consumers do not adyiveeek out financial
information. The information they do receive is aicgd by chance, for
example, by picking up a pamphlet at a bank orrwa chance talk with a
bank employee.

* A Canadian survey found that respondents considehssbsing the right
investments to be more stressful than going taérgist.

According to the ASIC discussion paper on finandi@racy in schools, financial
literacy is “the ability to make informed judgmerdad to take effective decisions
regarding the use and management of money (ASIQ208SIC defines the
following skills and knowledge as constituting fivcaal literacy:

» Mathematical literacy and standard literacy

* Financial understanding - an understanding of twinaney is and how it is
exchanged, where it comes from and goes

» Financial competence - understanding of basianitnal services, financial record,
attitudes to spending and saving, and an awaraidbkg risks associated with some
financial products and the relationship betweek aisd return; and

* Financial responsibility - the ability to makepappriate personal life choices about
financial issues, understanding consumer rights rasgonsibilities, and the ability
and confidence to access assistance when thingsag.

Financial literacy is often linked to the concepfinancial intelligence and is said to
be an important requirement for an entrepreneur waots success in his business
and wants to understand, follow or compete with therld. Moreover the
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entrepreneur must be able to understand the fiabstatements including balance
sheet and profit and loss statement, to be todmdiunderstand the inter-relationship
between various financial and accounting variables.

“Financial literacy is defined as measuring howlael individual can understand and
use personal finance-related information” (Hust®®]10a). “Financial literacy is an
individual's ability to obtain, understand and eastk the relevant information
necessary to make decisions with an awarenese dikély consequences” (Mason &
Wilson, 2000) Financial literacy can be investigateterms of three components:

1. Knowledge of personal finance

2. Understanding of financial terms and concepts an

3. The skill to utilize both knowledge and undemnsliag to make beneficial financial
decisions. (Wagland & Taylor, 2009).

FINANCIAL LITERACY AND EDUCATION

“The growth of products available in the consumearicial market has provided

more choice and formal control over household farndecisions than ever before.
Financial literacy education programs are generaigumed to improve consumer
behaviour in relation to financial products andvems. However, there is limited

evidence that demonstrates the causal link betwdeaation, literacy and behaviour”
(West, 2012). “Individuals need to be financialitgiate if they are to make informed
decisions about savings, investments, debt and mysirtantly when considering

retirement issues” (Taylor & Wagland, 2011).

Education is considered an important ingredienttfa financial literacy which in
turn is a pre- requisite for the effective functman of the financial system in any
economy. The increased variety of financial produ&tservices in the modern world
has resulted because of the policy of globalisatidopted by the world at large. The
financial literacy of the users of such varied fio@l services not only results in their
benefit but also contributes to the stability oé tantire financial system and the
economy as a whole. With the focus on financi&rdéity and financial education of
the larger groups of people who lack educationwahd are financially incompetent,
we can avert the plethora of problems in their geatlives as well as the problems in
the financial sector as a whole. Education can pelgple in becoming a financially
literate person who knows the basic terms relatethe finance and knows simple
mathematical techniques to evaluate any finan@alsibn taken by him. Most of the
basic concepts related to various investmentsaaight at the school and college level
which can help a lot in deciding the path to beetakn future related to their
investments. People having low levels of finantiteracy because of low education
level tend to end up in the web of financial proide Financial burden increases
indefinitely for a financially illiterate person d® is unable to analyse the actual
impact of the lucrative interest rates that arégagsl to loans and credit cards. These
financially illiterate people constitute a majorrpon of the non-performing assets in
the banks as they are responsible for taking wmbejsion of accepting the loans
with hidden costs which only financially literategple can analyse better.

Financial ignorance of people has resulted in e¢kistence of many fraudulent
schemes such as pyramid scheme, Ponzi scheme, etc.
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A pyramid scheme is an unsustainable business mib@del involves promising
participants’ payments or services, primarily farradling other people into the
scheme, rather than supplying any real investmesiale of products or services to
the people. The problem is that the scheme canmaingforever because there is a
finite a number of people who can join the scherenef all the people in the world
join. People are deceived into believing that byirgg money they will make more
money. The fraud lies in the fact that it is impbksfor the cycle to sustain itself, so
people will lose their money somewhere down the.lin

A Ponzi scheme is a fraudulent investment operatiah pays returns to its investors
from existing capital or new capital paid by newantors, rather than from profit
earned by the individual or organisation runningtfsy operation. Operators of Ponzi
schemes usually entice new investors by offeringhéi returns than other
investments, in the form of short-term returns thet either abnormally high or
unusually consistent. The perpetuation of the megbrns requires an ever-increasing
flow of money from new investors to sustain theesub.

“Financial literacy is related to financial behawiocand consequently to borrowing
decisions of individuals. People with low finandigéracy are found to be more likely
to have debt problems” (Lusardi, Mitchell, & Curt@010). “Financial literacy has
major implications for the welfare of individuals ihe management of their financial
affairs and financial stability. A financially edated society allows individuals to
better make financial decisions regarding buddetsy much to spend and to save,
how and where to invest their money and how to marimancial risk” (Widdowson
& Hailwood, 2007). The personal financial wellbeioiga person in an economy may
depend on a wide variety of factors. Some of tiotofa are:

» Efficient & effective regulation.

» Consumers’ market power.

» Consumer protection for frauds.

» Trusted financial sector & its transparent fundingn

» Security: net welfare provision.

* Financially literate population.

» Diversified, efficient & competitive market for famcial products & services.

Some people are of the view that teaching finanidiefacy to the students is not
going to help them read a complicated, 50 pageracintvhen they buy their first

house. So why bother? “That shows a major misutetetsg. Financial literacy is a

basic tool that helps people to cope with day-tp-fiaancial management. We are
living in a world with increased individual respdnisty, and we're asking people to

make more decisions about how to invest and borMMe. don't teach students
literature so that they can writdar and Peace. We teach literature so that they can
appreciate a good book. Teaching financial literaegkes them able to frame
everyday financial decisions in a more informed Waysardi A. ).

A research study conducted by Carlin & Robinsonl2@valuated the impact of

financial literacy training on the students of LAsgeles. Three central messages
emerged from the analysis. First, financial litgraxan indeed be taught, but with
important limitations. Trained students in manyesasdopted the decision-making
that the program stressed, but often had difficidtrapolating the underlying

principles to new settings. The second lessonas éducation may have unintended
consequences. The students who received the agven made some choices that
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were in some sense contrary to the spirit of tis¢ruiction they received. Because of
this, it is probably optimal to monitor the effemft education on people’s behaviour
over time and adjust the education accordingly. Thed lesson, and perhaps the
most important one, is that education and timelgigien support are not distinct
channels for improving consumer financial decismoaking. They interact. Decision
support was better utilized among the group thegived financial literacy training.
Timely decision support and financial literacy miag are complements, not
substitutes. In this light, it is likely to be opi@l in the future to coordinate
educational efforts with the advice channels offere the market to maximize
people’s ability to make good decisions (Carlin &dthson, 2012).

The study conducted by West, 2012, argues thaexpécit link between financial

literacy and behaviour has not been establishedfildmcial literacy study has yet
clearly linked economic well-being with sustaindaacges in financial behaviour.
Furthermore, financial literacy does not appedrd@ sufficient prerequisite for good
consumer financial decision making. The findingstloé study infer that financial
consumers belonging to different financial literdeyels behave differently about
their borrowing decisions. Financial consumers \hitjh financial literacy levels are
expected not to demonstrate excessive borrowingwelr and to demonstrate
informed credit use (West, 2012).

CONCLUSION

After reviewing various researches and case stuéiased to financial literacy and

the role of education in imparting and increasing kevel of financial literacy, it is

found that although a fairly high degree of pogtrorrelation is assumed to exist
between education and financial literacy, but distuaven after receiving sufficient

level of knowledge to become financially literatpeople lack confidence in

implementing their decisions. Educational programnugganised for imparting

financial literacy are not able to reflect immediamprovement in the financial

literacy levels because they hesitate taking dmussiaccording to their mental
satisfaction. Financial literacy investment may bet fruitful in the short run as

changing attitudes of people and their perceptadmit things is not an easy job. It is
found that investment done by the government infdlhe of organising programmes
meant for imparting financial literacy is of thenfpterm nature and their benefit will
be received by the economy only in the long ruroriiher to make use of the financial
literacy programmes, it is suggested that peoptrilshseek financial advice in the
initial stages in order to boost their confideneeel in taking investment decisions.
Once the confidence level of financially literateople increases, they take their
investment decisions without hesitation and cootgbto a financially sound

economy.
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