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Introduction

Australia has a relatively high level of financial literacy when ranked globally.
In the 2014 Standard & Poor’s Ratings Services Global Financial Literacy
Survey of a 140 economies, Australia, for example, ranked in the top 10
countries for financial literacy.! Notwithstanding this favourable global
performance there is widespread financial illiteracy within Australia,
particularly amongst young people. There are also large and significant
gender gaps with women, on average, less financially literate than men.
Within Australia 63% of men and 48% of women demonstrate an
understanding of at least three basic financial literacy concepts. If
understanding three basic financial literacy concepts can be considered
financially literate, then these statistics suggests that around 8.5 million (or

45%) adults in Australia are financially illiterate.

Such widespread financial illiteracy is of increasing concern within the
context of highly complex financial markets, high levels of personal and
household indebtedness and easy access to credit opportunities (particularly
from non-traditional sources as Wallet Wizard and Nimble). As a minimum

individuals need to understand the concept of compound interest.

In view of these concerns, this issues paper has been prepared as a way of highlighting
the level of financial literacy within and across Australia. The goal of the paper is to
engender debate amongst academics, practitioners and policy makers on the issues
related to financial illiteracy, identify issues in need of deeper research and contribute to
thought leadership on the ways through which the problems associated with financial

illiteracy may be addressed.

Figure 1: Financial literacy rates; adults; Australia
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The HILDA data and the measurement of financial literacy

The analysis reported in this paper is primarily based on data gathered in The actual number and complexity of the financial literacy questions included in various

2016 via the Household, Income and Labour Dynamics in Australia (HILDA) surveys differs depending on the focus and length of the survey. As HILDA is a large and

survey. HILDA is a large, nationally representative, longitudinal survey of detailed survey, time only permitted the inclusion five financial literacy questions. The

households. All individuals aged 15 or more within sample households are qguestions followed international best practice and were based on questions initially

developed by Annamaria Lusardi and Olivia Mitchell.2 The five HILDA questions were as

interviewed and detailed information is gathered on a range of
socioeconomic characteristics, including information on wealth and financial
decision making. In 2016 the HILDA survey also included a series of
guestions testing knowledge of basic financial literacy concepts. These data
provide important insights into the financial literacy of Australians and are
especially valuable on account of the nationally representative nature of the

survey.

There are a number of ways of measuring financial literacy. A common
approach is to define a person as financially literate if they can correctly
answer three questions (commonly known as the Big-3) testing knowledge
related to three key financial literacy concepts. These include: (a) an
understanding of interest rates, especially compound interest; (b) an

understanding of inflation; and (c) an understanding of diversification.

follows:

Q1: Interest Rate: “Suppose you put 5100 into a no-fee savings account with a
guaranteed interest rate of 2% per year. You don’t make any further payments into this
account and you don’t withdraw any money. How much would be in the account at the
end of the first year, once the interest payment is made?”

Q2: Inflation: “Imagine now that the interest rate on your savings account was 1% per
year and inflation was 2% per year. After one year, would you be able to buy more
than today, exactly the same as today, or less than today with the money in this
account?”

Q3: Diversification: “Buying shares in a single company usually provides a safer return
than buying shares in a number of different companies.” [True, False]

Q4: Risk: “An investment with a high return is likely to be high risk.” [True, False]

Q5: Money lllusion: “Suppose that by the year 2020 your income has doubled, but the
prices of all of the things you buy have also doubled. In 2020, will you be able to buy
more than today, exactly the same as today, or less than today with your income?”

Respondents also had the option of a “don’t know” response or a “refuse to answer”
response. 3



How financially literate are adult Australians?

When assessed using the Big-3 (questions 1-3 above) the HILDA estimates
show that just over half of all adult Australians (55%) are financially literate.
When disaggregated by sex it is apparent that there is a large gender gap in
Figure 2: Financial literacy rates; adults; Australian States and Territories
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Figure 3: Financial literacy rates by age and sex, Australia Financial literacy not only varies by sex, it also varies by age and has an inverse U-Shape; i.e. is at

its lowest amongst young people, rises over the life course and then declines in older age (Figure
80

3). Such a pattern is found in most countries and Australia is no different in this respect. Within
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30 characteristics such as birthplace, marital status, education and employment (see Table 1).

20 Women, for example, who are migrants from a non-English speaking background country have a

10 financial literacy rate of 40.5%; this compares to 49.1% for Australian born women. Similarly,

1808 _— o aosa S _— . women whose highest level of education was Year12 or less have a financial literacy rate of

Age (year bands)

Men  ---Women 38.3% while the rate for tertiary qualified women is 65.2%.

Source: HILDA, Wave 16. Estimates weighted.

Table 1: Financial literacy rates by select characteristics

69.1% 50.0% 63.5% 55.4% 48.2% 81.8% 65.7% 58.5%

_ 53.8% 34.9% 49.1% 40.5% 38.3% 65.2% 51.9% 42.5%

Source: HILDA.




Does being financially literate matter?

.. . C . .. . Figure 4: Financial literacy by select characteristics
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Here we can see that around 40% of men and women who are financially

Note: FL=financiallyliterate (can correctly answer all Big-3)

literate consider themselves to be very satisfied with their financial
situation. A significantly smaller share of financially illiterate men and
women consider themselves to be very satisfied with their financial

situation.



In the third set of estimates in Figure 4 the focus is on the type of superannuation
account that the respondent has. Australia is one of the few countries in the world
that requires employers to make a compulsory contribution into a retirement
savings account (known as a superannuation fund in Australia). The arrangement
has led to widespread superannuation coverage, however, a large portion of those
with superannuation do not understand how superannuation works. The 2018
HILDA survey included a special module on wealth and superannuation savings.
Respondents with a superannuation account were asked about the type of
superannuation account they had (i.e. whether or not they had a defined benefit
(DB) component) and also asked about the balance in their account. An analysis of
the responses for adult non-retirees (aged 20-64) shows that only 79% and 73% of
financially literate males and females, respectively, knew whether or not they had a
DB component. The corresponding shares amongst financially illiterate non-retirees
was 64% and 60%, respectively. Financially illiterate males and females were also
more likely to state that they did not know the balance in their superannuation

account.

Figure 5 summarises the mean superannuation balance (savings) disaggregated by
financial literacy knowledge. As may be seen, men and women who are financially
literate have significantly higher superannuation balances. It is, of course, entirely
possible that having higher superannuation balances incentivises individuals to
become more financially literate. In other words, while there is a correlation,
without deeper analysis we are unable to state whether or not there is a causation

(ie. financial literacy leads to higher superannuation savings).®

Figure 5: Financial literacy and superannuation balances, 2018
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How financially literate are teenagers?

Figure 6 shows the extent of financial illiteracy amongst teenagers (aged 15-17) in Figure 6: Financial literacy rates; teenagers and adults

Australia (comparisons are also made with adults). There are no statistically
significant differences in the financial literacy rates of teenage males and females
across Australia’s States and Territories. In 2016 only 28% of teenage males and 70 adult men
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young people could, therefore, be expected to raise the financial literacy of people
in adulthood. Understanding the determinants of financial literacy amongst young Source: HILDA, Wave 16. Estimates weighted

people is, therefore, an important research priority. Studies that have and are
investigating this suggests that there is an important household transmission

effect, particularly between mothers and daughters.®



Where to from here?

Within and across Australia there is widespread financial illiteracy. Nationally one in three
adult men and one in two adult women do not understand key basic financial literacy

concepts such as interest rates, inflation and risk diversification. These are concerning shares,
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