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CHAPTER-1

INTRODUCTION TO FINANCIAL LITERACY

After reading this chapter you will be able to understand:
 Meaning of the Financial Literacy
 Objectives, need and importance of Financial Literacy
 Scope of Financial Literacy
 Levels of Financial Literacy
 Prerequisites of Financial Literacy
 Numerical and Communication Ability

The financial literacy of a country in terms of knowledge, abilities
and behaviours can be crucial for a healthy economic life, at
individual, macro or multi-nation level. It can contribute to a
decrease of financial exclusion risks, to an increase of informed
decisions and even to an increased liquidity on the financial
markets. Financial Literacy can be profitable for society as a
whole, as well as for the nations’ competitiveness, diminishing
financial exclusion risks, increasing knowledgeable behaviours
and contributing to an increased liquidity for the financial
markets.

Financial literacy is the confident understanding of concepts
including saving, investing and debt that leads to an overall
sense of financial well-being and self-trust. It starts by building
basic knowledge of money matters, and while Americans could
certainly improve on this score, they’ve made gains in recent
years. The terms financial literacy, financial knowledge and
financial education are often used interchangeably in the
literatures and few researchers have made effort to define or
differentiate these terms.

What is Financial Literacy?
Financial literacy refers to the ability to understand and apply
different financial skills effectively, including personal financial
management, budgeting, and saving. Financial literacy makes
individuals become self-sufficient, so that financial stability can
be accomplished.

Financial literacy is the cognitive understanding of financial
components and skills such as budgeting, investing, borrowing,
taxation, and personal financial management. The absence of
such skills is referred to as being financially illiterate.

Having a financial literacy is vital to obtain a prosperous life.
With proper financial management which must be supported
by good financial literacy, the standard of living is expected to
increase, this applies to every level of income, however, because
the high level of income a person, without the proper financial
management, financial security would have been difficult to
achieve.

Thus, financial literacy includes not only the knowledge and
understanding of financial concepts and risks but also the skills,
motivation, and confidence to apply such knowledge and
understanding in order to make effective decisions across a range
of financial contexts, to improve the financial well-being of
individuals and society, and to enable participation in economic
life.

Box No.1.1 Financial Literacy Definitions
1. “Financial literacy as financial knowledge. They express

that financial knowledge is statistically linked to financial
practices: those who knew more were more likely to engage
in recommended financial practices-Hilgert, Hogarth and
Beverley

2. “Measure of the degree to which a person understands
key financial concepts and has the necessary ability and
confidence to manage own finances through short term
decisions and long term planning, taking into
consideration the economic events and changing
conditions”- Remund

3. “The understanding ordinary investors have of market
principles, instruments, organizations and regulations”-
Financial Industry Regulatory Authority (FINRA)

4. “Familiarity with basic economic principles, knowledge
about the U.S. economy, and understanding of some key
economic terms”.- National Foundation for Credit
Counselling (NFCC)

 5. “Financial knowledge with the aim of achieving
prosperity”- Krishna
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of living for individuals through an increase in financial
stability. Listed below are the benefits of financial literacy:

 Financial Literacy enhances the ability to make better
financial decisions

 It helps people to creation Effective of a structured personal
financial budget

 People can Effectively manage different aspects of  money
and debt

 People are equipped to reach personal financial goals

 Increase in ethical and rational decision-making when
selecting insurance, loans, investments, and using a credit
card

 Less financial stress and anxiety in life

 Reduction of expenses through better financial
management.

Scope of Financial Literacy
The scope of financial literacy is vast. It encompasses
budgetary education related to personal and family budge;
learning about different banking tools and instruments; and
understanding economic concepts of public policies related
to financial sector of the country. Scope of financial literacy
involves six elements that should be considered within the
framework of all financial dimensions:

Figure 1.1 Elements of Financial Literacy

Objectives of Financial Literacy
To create financial literacy RBI has established separate
institutional body referred as Financial Literacy Centres (FLCs).
As per RBI guidelines, objectives of the financial literacy are as
follows:

 To facilitate financial inclusion through provision of two
essentials i.e Literacy and easy access.

 To disseminate information regarding the central bank and
general banking concepts to various target groups,
including schools and college students, women, rural and
urban poor, defence person and senior citizens.

 For effective use of financial services by common man

Need/Pre-requisites of Financial Literacy in India
The need for financial literacy to incorporate financial inclusion
is now widely recognized by all stakeholders, including the
policymakers, practitioners, bankers, researchers, and
academicians across the country. In India there is a need of
financial literacy due to following reasons:

 Educating the existing users in the financial sector to make
informed decisions.

 Ensuring customer protection from risks and frauds by
making them vigilant.

 Spreading awareness about basic financial products, such
as bank accounts, in order to link new users to the financial
sector.

Importance of financial Literacy
Financial Literacy has become one of the top priorities for most
of the countries. About 76 percent of Indian adults don’t even
understand the basics of financial engagements, and what is
worse is that 80 percent women in India struggle from financial
illiteracy. Without sound financial understanding, one may not
be equipped to make the right financial decisions needed to
navigate through the difficult times with financial adaptability.
In order to promote financial literacy in India, individuals
should be imparted with relevant skills and knowledge at
various levels. Being financially literate is a skill that brings
forth an assortment of benefits that can improve the standard
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1) Savings-Borrowings: Includes the understanding about
savings alternatives, understanding on various types of savings
accounts, knowledge about the procedures of borrowing, debt
literacy, and ability to design effective personal financial
planning.

2) Personal Budgeting: Includes the knowledge on personal
budgeting, understanding of budget balance, assessing the
taxation impact on personal income and etc.

3) Economic Issues: includes the knowledge about the
economic situation of a country and globe, understanding on
economic and financial terms, economic ratios and etc.

4) Financial concepts: Knowledge of basic financial concepts
such as-time value of money and relationship between
investment risk and return, etc.

5) Financial services: Understanding on financial products and
services, such as bank cards, insurance, online financial services
and others.

6) Investing: Understanding about different investment avenues
and understanding of the risks related to different risks.

Levels of Financial Literacy
Financial literacy has gained a prominent position in the India
as a policy agenda. It is now nationally recognised as a core
component of the financial empowerment of individuals and
financial stability of the economic system. To create financial
stability Policy makers have to set guideline gradually. Financial
literacy can designed in following three levels:

Level-1 Basic Money Management: This level includes creating
basic undersigns on day to day money management,
understanding about savings alternatives, knowledge about the
debt literacy, and  effective personal money management policy.

Level-2: Financial Planning:  This level includes Knowledge of
basic financial planning concepts such as savings, deposits,
need of personal financial planning, etc.

Level-3: Investment Know-how: This level includes the creating
knowledge about the different investment avenues and risks
associated with each investment avenues.

5 6

Prerequisites of Financial Literacy
Managing personal finance is a personal skill of individuals that
help throughout their life. People are responsible for their
personal financial management. There are many personal
financial decisions to be taken in day-today life such as credit
payment, purchases, deposits, fee payment etc. To take the right
financial decision on should poses following prerequisites of
the financial literacy

1) Money in the Bank: Developing financial literacy insights
starts with opening a bank account. Opening of a bank account
helps people to management cheque, deposits and withdraw
money from banks.  Opening of bank account helps people to
keep their money secure. It also helps people to carry-out digital
transactions to meet the modern day’s requirements.

2) Budgeting: One of the first building blocks of a successful
personal finance plan is the ability to develop the personal
budget. Although it’s easy to understand, it’s also difficult to do
because it requires a proper planning of the estimated
expenditures, income, savings and investments.

3) Investing: To become financially literate, an individual must
learn about key components in regards to investing. Some of
the essential elements that should be learned to ensure positive
and growth oriented investments are interest rates, price levels,
diversification, risk mitigation, and risk management.

4) Taxation: Gaining knowledge about the different forms of
taxation and how they impact an individual’s net income is
crucial for obtaining financial literacy. Whether it be
employment, investment, rental, inheritance, or unexpected,
each source of income is taxed differently. Awareness of the
different income tax rates permits economic stability and
increases financial performance through income management.

5) Personal Financial Management: The most important criteria,
personal financial management, includes an entire mix of all of
the components listed above. Financial security is ensured by
balancing the mix of financial components above to solidify and
increase investments and savings while reducing borrowing
and debt. A comprehensive personal planning includes

 Planning of a spending plan.
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6) Understand credit: To manage and use the credit effectively
individual should understand following different elements of
credit:

 Importance of Credit

 Requirements of credit

 Credit scores

 Imploring of credit scores

7) Create and manage the savings account: Creating and
managing a checking and savings account is another important
step for financial literacy. These accounts will allow individuals
to keep their money safe and make paying bills easier.

8) Understand debt and loans: Learning about debt and load is
another important part of financial literacy. Not all debt is
created equal, so learning about the different kinds of debt, the
strategies for each and what one should focus on paying down
first should be a top priority.

9) Retirement Planning: Retirement planning is very important
part of the financial literacy. Individuals should think about the
retirement planning in their young age itself.

10) Understand the Risk of identity theft: Individuals must
aware about the Risk of identity theft.  It may involve using
name, credit card number, Social Security number or other
information linked to personal identity. People should use
essential measures to safeguard their important confidential
information.

Review Questions
1) What is Financial Literacy?

2) What are the Objectives of Financial Literacy?

3) Explain Importance of financial Literacy

4) Explain Scope of Financial Literacy

5) Explain Levels of Financial Literacy

6) What are Prerequisites of Financial Literacy?

7) How Numerical and Communication Ability helps in
developing financial Literacy?

 Lowering the expenditure.

 Handling and repayment of debt.

  Developing short-term, medium and long-term goals.

 Satisfying the different needs of the family.

d) Borrowing: Almost every individual is required to borrow
money at one point in their life. To ensure borrowing is done
effectively, there need of understanding of different elements of
loans and advances such as interest rates, compound interest,
time value of money, and payment periods.

Numerical and Communication Ability
1) Learning about the money matters: To start improving
financial literacy, the first step is to start reading everything
about money related aspects, such as investing, money
management and finances. Individuals can refer technical start
with magazines and newspapers get awareness about the
financial literacy. In the present situation, individuals can refer
online and digital resource to get awareness about the financial
literacy.

2) Using Proper financial management tools: Another important
step to gain financial literacy is to start using a financial
management tool. There are many online tools are available to
manage the personal financial management.  Using these tools,
one can create a budget and then effectively monitor the
personal financial planning.

3) Advice form Financial Advisors: A financial advisor can
answer questions about how to handle any high-interest credit
cards and other debt. They can evaluate specific situation and
make recommendations for how to consolidate and manage
expenditure, income and debts.

4) Using the Network: Individuals can look for resources within
their own immediate network. Individuals can discuss with their
friends, relatives, peers and family members about the personal
financial planning.

5) Developing personal budget: Budgeting is a key component
of financial literacy. Learning to create and manage a budget
allows individuals to manage their expenditure, income and
debts.




