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INTRODUCTION

Financial decisions can be difficult. Comparing savings or borrowing options with
different interest rates and term structures can be difficult for those without finan-
cial savvy—and even a knowledgeable individual may need to rely on calculators
or spreadsheets to make truly informed decisions. Yet, many households are not
knowledgeable, and often receive little assistance when making these decisions.
Moreover, unlike the decision to visit a restaurant or purchase a particular car,
customers may not receive useful feedback on the value of the product they have
purchased, making the typical learning process even more difficult.

Financial literacy—the ability to process financial information and make informed
decisions about personal finance—has received growing attention in the developed
world and, recently, in the developing world, as a potentially important determinant
of household well-being.

A compelling body of evidence demonstrates a strong association between finan-
cial literacy and household well-being. Survey after survey shows that households
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A Challenge to that demonstrate low levels
) of financial literacy are those
understandlng that tend not to plan for retire-

. ment,' borrow at high interest
the 1mp0rtance of rates,? and acquire fewer
financial literacy is assets.> This has led policy
makers in the developed and
measuring it. There developing world to advocate
. . increased expenditure on lit-
is no standardized eracy education, in hopes of
measure of increasing household savings
and financial market par-
financial literacy. ticipation, with the ultimate
goal of reducing poverty and

improving welfare.

Indeed, the Asian Development Bank (ADB) holds the view
that financial literacy education is important. In the keynote
speech at a recent conference, the Managing Director General
of ADB, Rajat Nag,*noted:

Financial literacy allows people to increase and better manage
their earnings—and therefore better manage life events like
education, illness, job loss, or retirement. It also promotes
understanding and acceptance of important political reforms,
such as health care or pension reforms. While the significance
of financial literacy has not yet been fully articulated and
recognized by the international development community—or
by policy makers and practitioners in developing coun-
tries—measures to promote and improve financial education
are becoming more frequent.

In this paper, we define financial literacy, and describe how
it is measured in practice. We describe why financial literacy
may matter in a variety of contexts relevant to microfinance
institutions (MFIs) and their clients. A small but growing
number of institutions and organizations are providing financial
literacy training: we describe some current efforts. We discuss
the evidence on the efficacy of these programs, with a critical
view. We conclude with what we feel are a series of important,
unanswered questions.

FINANCIAL LITERACY IS LIMITED
The diversity of financial products available in developed and

developing countries has increased rapidly in the past decade.
In the US, for example, households may choose from a dizzy-
ing array of mortgage options® and among thousands of mutual
funds. In developing countries, the expansion of microfinance,
often accompanied by microinsurance and savings products,
has vastly increased: a household may have the choice of a
loan product from several different MFIs, as well as insur-
ance products for health, livestock, life, and even index-based
weather derivatives.

Many of these products are complex, and a growing body of
evidence suggests that low levels of financial literacy may
prevent consumers from making good decisions about financial
products. Much of this evidence is from the United States, a
country with an unusually wide array of financial products.
For instance, one study® gave students an average grade of “F”
upon answering a short questionnaire which included topics in
economics and personal finance. Adults fared somewhat better,
receiving a “C.” Research carried out by the Jump$tart Coali-
tion for Personal Financial Literacy showed that high school
students’ in the United States (US) fared poorly on questions
about credit management and personal finance. A survey of
Australian consumers® revealed that only 28% were able to
correctly calculate compound interest; the figure for American
consumers was even lower at 18%.’

Research on levels of financial literacy in developing countries
remains comparatively slim. However, a small number of
studies show even lower levels of financial literacy. A study
conducted in Zambia by the Department for International De-
velopment showed that only half the adult population knew how
to use basic financial products. The same study showed that in
seven African countries only 29% of adults had a bank account
and that about 50% use no financial products whatsoever, not
even informal financial products.'® In Asia, an Indian survey
found that a majority of laborers surveyed saved by storing
cash at home, even as they held loans from moneylenders at
very high interest rates.!!

HOW IS FINANCIAL LITERACY MEASURED?

A challenge to understanding the importance of financial
literacy is measuring it. There is no standardized measure of
financial literacy. Many studies start with questions first popu-
larized by Annamaria Lusardi:



B [magine that you saved $100 in a savings account, and

were earning an interest rate of 1% per year. If prices were
increasing at a rate of 2% per year, after one year, would
you be able to buy more than, less than, or exactly the same
amount as today with the money in the account?

B Iffive people all have the winning number in the lottery and
the prize is $2 million, how much will each of them get?

B Let’s say you have $200 in a savings account. The account
earns 10% interest per year. How much would you have in
the account at the end of 2 years?

B s it safer to invest in one stock, or in many stocks?

While the above questions may strike the reader as a very
simple way to measure literacy, even an individual’s ability
to answer these questions serves as a powerful predictor of
financial decisions. More detailed tests have been developed:
for example, Mandell'? describes a test administered to US high
school students that encompasses dozens of questions about the
economy, personal finance, and financial planning.

Yet, it is not always clear what financial literacy measures.
Financial literacy test scores, for example, are highly correlated
with math test scores, suggesting that financial literacy tests
may partly measure an innate or acquired ability to solve prob-
lems in general. If this is indeed the case, then teaching financial
literacy may have limited effect: the more fundamental skills of
addition, multiplication, and division may matter more.

A recent paper by Stango and Zinman'? links poor financial
decisions to a well-documented behavioral bias: the human
tendency to view exponential growth as a linear trend. They
demonstrate that households that underestimate the cost of
borrowing using information about weekly repayment amounts
are precisely those individuals who tend to borrow at high
interest rates.

CONSEQUENCES OF LOW LEVELS OF

FINANCIAL LITERACY

One of the most straightforward consequences of limited fi-
nancial literacy may be limited financial market participation.
Households that are not familiar with the workings of a bank,
for example, are unlikely to open a bank account, and may
instead choose to store cash at home or invest in other stores of
value (such as gold), which may offer unattractive returns.

A tremendous strength of mi-
crofinance has been its ability
to reach out and interact with
individuals in their own vil-
lage or home, thereby greatly
reducing barriers to access.
Indeed, microfinance pro-
grams themselves often begin
with a multi-session course
on financial literacy, though
often with a narrow scope:
borrowers are instructed on
how to calculate loan repay-
ments, how to compute fee
schedules, and perhaps how
to manage household budgets
to be sure they can make their
payments on time.

Declining to participate in
financial markets may well
be the optimal decision for
an individual with limited
financial literacy: if she were
to choose the wrong savings
product at a bank, for ex-
ample, she may end up with
an illiquid instrument which
charges substantial fees to
withdraw. A borrower unable
to truly understand the terms
of a loan may borrow too
much, exposing herself'to risk
of missing a payment, and po-
tentially incurring substantial
penalties.

Field experience suggests that
financial literacy is even more
important with respect to

It is not always
clear what financial
literacy measures.
Financial literacy
test scores, for
example, are highly
correlated with
math test scores,
suggesting that
[the tests] may
partly measure an
innate or acquired
ability to solve
problems. If this
1S the case, then
teaching financial
literacy may have
limited effect: the
more fundamental
skills of addition,
multiplication,
and division may

matter more.

insurance contracts. Many households considering microinsur-
ance policies are buying insurance for the first time, and may
not have a good understanding of the probability that insurable
events will occur, or how the payouts will be calculated. House-
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The evidence
linking financial
literacy training to
savings and
investment
behavior is weaker.
The academic
field of program
evaluation

concerns itself

holds with greater levels of
financial literacy may better
understand the advantages
and disadvantages of insur-
ance policies, and make better
decisions.

FINANCIAL LITERACY
INFLUENCES SAVINGS
AND INVESTMENT
DECISIONS AS WELL
Given that many developing
countries have a large number
of'their population engaged in
agriculture, such communi-
ties are especially vulnerable

to income shocks which result
with understanding from .erat.her risk and price
volatility in the goods they
the causal effect produce. As such, savings can
. . be critical in allowing house-
of interventions holds to smooth consump-
. . tion and support longer-term
designed to achieve | ppott one
investments in human and
specific goals. This  Pphysical capital.

1s often a difficult

While research connecting
. financial literacy to household
questlon to answer. savings decisions remains
limited in developing coun-
tries, a rich strand of research exists for developed countries.
Lusardi'* using data from the Health and Retirement Study
shows that attending employer-sponsored retirement planning
seminars is associated with an increase in both financial and
total net worth, particularly for families at the bottom of the
wealth distribution. The increases were as much as 20% for
those coming from a background of low education.

While much of the attention on financial literacy in the US
focuses on investment decisions, economists regularly wonder
why, for example, S&P 500 index mutual funds survive in
the market, charging relatively high fees, when very low-cost
alternatives exist. A consumer may not perceive a big differ-
ence between two funds, each earning 7% before fees, but with

one charging 0.2% per annum in fees, and another charging
1.2% in fees. However, $10,000 invested in the former would
yield $71,968 after 40 years, while the latter would yield only
$54,271—a difference of over 30%.

The ability to understand these nuances can dramatically
change the financial well-being of an individual. Such calcula-
tions are important in developing countries as well. Inflation
risk is often substantial, and financial literacy is required to
understand which assets provide protection against inflation.
Similarly, a nuanced understanding of the importance of how
the value of various assets correlates with each other can help
households diversify risk efficiently.

ACADEMIC EVIDENCE

While many organizations have provided documentary evi-
dence suggesting that financial literacy education is effective,
there is surprisingly little rigorous, academic evidence. Indeed,
we are aware of no completed study in emerging markets testing
the value of financial literacy education.

Perhaps the most effective program identified to date to encour-
age savings is to change the “default” option for enrolling in
retirement plans for employees. While not strictly a literacy
program, we mention it because it is one of the few financial
programs shown to have dramatic effects. Choi, Laibson, Man-
drian, and Metrick!® demonstrate that automatic enrollment can
increase participation rates by 50 percentage points or more.
Putting this experience into practice, a microfinance program
seeking to encourage savings might, by default, offer clients
programs in which the loan cycle extends by several periods,
and these extra payments are automatically deposited into a
savings account.

The evidence linking financial literacy training to savings and
investment behavior is weaker. The academic field of program
evaluation concerns itself with understanding the causal effect
of interventions designed to achieve specific goals. This is
often a difficult question to answer, as it is not at all easy to
disentangle causal relationships (e.g., literacy training causes
people to make better decisions) from correlations (e.g., people
who are smart, aware, and dynamic enough to seek out literacy
training also make better decisions).



Indeed, the main concern with many studies of financial lit-

eracy is the problem of selection: individuals who choose or
are better able to acquire information about financial products
may be different than those who do not. If people with high
levels of financial literacy are different than those with low
levels of financial literacy, then differences in observed out-
comes such as savings levels may be due to these unobserved
differences rather than financial literacy. For example, Meier
and Sprenger'® demonstrate that those who chose to participate
in credit counseling have strikingly different discount rates
than those who decline credit counseling. Discount rates are
important determinants of savings: it is therefore very difficult
to determine how much differences in savings are driven by
differences in financial literacy, and how much they are driven
by differences in discount rates.

A well-cited paper by Bernheim, Garret, and Maki'’ links
high school financial literacy training programs in the US
to household savings decisions. They find that the programs
significantly increased savings rates. However, further scrutiny
by Cole and Shastry!'® suggests that the correlation is spurious,
as states that were growing quickly were more likely to enact
mandates.

Mendell" provides evidence to support that high school edu-
cation may not be effective. The evidence indicates that high
school students who have taken financial education do not
demonstrate higher levels of financial literacy than those who
have not taken such courses.

A second potential site for delivery of training is the workplace.
Bernheim and Garrett® find a strong correlation between
provision of training at the workplace, and financial market
participation.

The most convincing evidence showing that financial education
can have an effect comes from Duflo and Saez*' who conduct
arandomized evaluation of an intervention at a US university.
In the experiment, they sent letters (at random) to staff, en-
couraging the staff to attend an employee benefit fair. (Those
receiving the targeted letters who did attend received a small
payment.) The authors find that enrollment in retirement plans
increased significantly in the departments in which letters were
received. The size of the effect is quite small, an increase of

approximately 1.25 percent-  [{ financial literacy

age points. ) )
1S very important

We are not aware of any com-

pleted rigorous evaluations of to household well-

financial literacy programs being, Why do
in the developed world; two
ongoing studies are expected  firms not enter the
to yield results within a year. .
Researchers from Harvard market: Offenng
University are working with

the Self-Employed Wom- traming or advice

en’s Association (SEWA) in 1 return for
Ahmedabad, India, to evalu-
ate SEWA’s financial literacy payments?

training program.

In ongoing work, Cole, Zia, and Thompson? evaluate a finan-
cial literacy program designed to teach unbanked individuals
how to open bank accounts. Randomly selected unbanked
households were offered a 1-day course covering the costs and
benefits of banking services. Preliminary results suggest that
the financial literacy program was not effective in increasing
the use of banking services among households.

One related study by Karlan and Valdivia®® examines the
efficacy of offering a business training program to female
microentreprenuer clients of a bank in Peru. While the content
of the course falls outside the standard definitions of financial
literacy, the spirit was similar: provide education for individu-
als making household decisions. They found that the treatment
resulted in higher repayment and client retention rates, but no
impact on business income or assets.

IS THERE A MARKET SOLUTION?

If financial literacy is very important to household well-be-
ing, why do firms not enter the market, offering training or
advice in return for payments? After all, private schools and
tutoring for hire are quite common throughout the developing
world. While we are not certain of the answer to this, we posit
several answers: first, consumers may not realize the extent
to which they lose because of limited financial literacy. Con-
sumers unable to correctly evaluate loan offers will also not
understand how much is to be gained by choosing the optimal
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Private foundations loan. Second, individuals

with high levels of financial
are also stepplng savvy often command high

wages, and may choose to

up. The Citi work in the financial sector,
Foundation, funded rather than by providing fi-

nancial education. Finally,
by Citigroup, has many financial advisors earn

commissions for products
supported a number they sell—a consumer may
< age - tually be worse off if she is

f initiatives th o
0 tiatives that advised to take decisions that
look to improve benefit the advisor, rather than

the advisee.

financial literacy

EFFORTS TO IMPROVE
throughout the FINANCIAL LITERACY
world. Some governments have
devoted efforts to improve
financial literacy. In the US, many state governments require
high school students to take financial education courses; the first
such requirement took effect in Nevada in 1957. The Reserve
Bank of India has recently undertaken a program promoting

financial literacy as well.>*

Private foundations are also stepping up. The Citi Foundation,
funded by Citigroup, has supported a number of initiatives
that look to improve financial literacy throughout the world.
Currently, the program is headed by Microfinance Opportuni-
ties, a microenterprise resource center that promotes client-
led microfinance, and Freedom from Hunger. The financial
literacy initiative is currently being implemented by Pro Mujer
(Bolivia), Teba Bank (South Africa), Al Amana (Morocco),
Equity Building Society (Kenya), SEWA Bank (India), CARD
Bank (the Philippines), and the Microfinance Centre (Poland),
among others.

CONCLUSION

Where does the review of the evidence leave us? It is our opin-
ion that financial literacy is important, and that better-educated
consumers will make better decisions. The benefits of improved
financial literacy may be great. On a personal level, individuals
may save more and better manage risk through insurance. There
may even be general equilibrium effects: increased demand by

households for financial services may improve risk sharing,
reduce economic volatility, improve intermediation, and speed
overall financial development. This in turn could facilitate
competition in the financial services sector and, ultimately,
more efficient allocation of capital in society.

Yet, we are not yet convinced that the case for massive in-
vestments in financial literacy education is well established.
Certainly, microfinance clients should receive careful explana-
tion and training before they purchase products that are new
to them, such as insurance contracts. And just as the school
system and government teach individuals about hygiene and
math, so too should they provide information on basic financial
decision making.

However, the bulk of the evidence linking financial literacy
to household behavior documents correlations rather than
causal relationships. Financial literacy may be a secondary,
or even tertiary, determinant of individual financial behavior.
Or empowering individuals with the ability to make informed
financial decisions may have a dramatic impact on their sav-
ings and investment decisions, and dramatically increase their
welfare. We simply don’t know.

We applaud the firms and organizations that are developing and
delivering financial literacy education around the world. But
we conclude by stressing that even the academics and policy
makers concerned about financial literacy must have a clearer
idea of the impact of financial literacy by way of rigorous
evaluations, in order to make informed decisions about how
to invest limited resources to improve the lives of the poor
worldwide. H
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