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Foreword

Recent advances in behavioural science have profoundly changed the way
we look at behaviour change and policy. What started out as a body of
academic knowledge on what drives human action, has now found its way
into public policy making and corporate strategy. In 2010, with colleagues,
I started working on the MINDSPACE report, which now informs many
behaviour change strategies in the public, private and third sectors.

Behavioural science teaches us that most of what we do simply comes
about rather than being thought about. We are influenced more by the
context of our decisions than the cognitions of our minds. We act on
emotion and impulse, sometimes in ways that improve our wellbeing but
other times to our detriment. These lessons are now making their way
into many areas of application.

I’'m excited to see that this report takes some of the latest scientific
insights and applies them to the very real challenge of helping people

to better manage their finances. Being good with money does not

come naturally to some people and the options in an information and
opportunity rich world can seem daunting to most of us. More and
better information can only get us so far, and not very far at all in fact.
We need behaviour change programmes that go with the flow of human
decision-making rather than trying to get us to swim against the tide.

Whatever we do, we need to measure the impact of our interventions,
ideally in ways that allow us to show their causal effects, and certainly
using outcome measures that really matter to those most affected

by our policies. This report on financial education is testament to
recent advances in behavioural science, underlining the importance of
establishing what works and measuring what matters.

Paul Dolan
Professor of Behavioural Science,

The London School of Economics and Political Science
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Overview

At its heart, this paper explores the natural human characteristics which,
along with other factors, undermine financial capability. Specifically,
these ‘behavioural hurdles’, as we call them, are: cognitive overload,
empathy gaps, optimism and overconfidence, instant gratification,
harmful habits, and the influence of social norms.

This subject is important not only because many people are struggling
financially, but also because it highlights the point that poor financial
capability is not simply a problem of lack of information. These dispositions
are not character flaws, and do not affect only a select few: in general, we
are not wired to handle money well. This psychological perspective suggests
that, despite our best intentions, we are wired for imprudence.

The existence of these behavioural hurdles, coupled with various
challenges to providing effective financial education, leads us to conclude
that simply providing more financial education in its current form will
not meaningfully improve financial capability. The courses provided
currently need to systematically incorporate understanding from the
existing research. As importantly, more research and better evaluation
should be conducted to determine what works best to deliver lasting
improvement in light of our human nature.

We hope that the line of reasoning and the behavioural insights included
in this paper will be of interest to policy makers, education providers,
financial services institutions, and anyone curious as to why managing
money well can feel like an uphill struggle.

Wired for Imprudence: Behavioural hurdles to financial capability and challenges for financial education



Executive summary

e The capability to handle one’s finances effectively has obvious
financial benefits, and also psychological value in that it can prevent
stress and improve wellbeing. Yet managing money is a difficult task
for many. For example, over half of respondents to a recent survey
say they are struggling to keep up with bills and other financial
commitments, nearly a quarter would rather live for today than plan
for tomorrow, and more than one in 10 people are unable to identify
the balance on a bank statement.! Surveys show that as a nation our
financial capability is mediocre with no signs of having improved over
recent years.

e Financial capability is distinct from financial literacy. Whereas
financial literacy reflects how much knowledge one has about various
financial matters, financial capability is the ability to apply that
knowledge in a meaningful way. We argue that effective financial
capability is more than knowing about financial concepts (for
example, what APR means), it is exhibiting behaviour which takes
this knowledge into account (for example, calculating the expected
interest needed to pay off a loan before deciding whether or not to
take it out). A useful way of thinking about this distinction is the
difference between knowing that and knowing how to.

e One framework for financial capability is that it comprises managing
money well day to day, preparing for and managing life events, and
dealing with financial difficulties. This framework, developed by the
Money Advice Service, can be broken down further into the following
activities: maintaining a budget; managing debt well; protecting
dependants; being financially resilient by protecting assets; saving
regularly; and saving for retirement.

e Inadequate financial capability is most likely due to a combination of
external and internal factors. External factors such as stagnant wages
until recently, changes in the labour market, increased complexity
of financial products, and easier access to credit undoubtedly pose
challenges to managing money well. But there is also a growing
body of evidence from the field of behavioural science that suggests
that there are cognitive and social-psychological reasons why it is
difficult to behave in our own financial best interest. What’s more,
our behaviour is often systematic and predictable. And because we
can predict our behaviour, the design of consumer financial policy,
practice, and education can — and should — take it into account.

e These behavioural hurdles are not character flaws; they are natural
aspects of human behaviour that seem to be largely universal, holding
us back from optimally managing our finances. In other words,

humans are not ‘wired’ to handle money well.

1 The Money Advice Service (2013).
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e Six behavioural hurdles that have solid grounding in the literature as
being problematic to financial capability are:

m  Cognitive overload: having a lot on your mind impairs decision-
making and can tend to result in the simplest, but not necessarily
most lucrative, option being selected or course of action taken.

m  Empathy gaps: overlooking how you might feel in a different
situation can result in unnecessary purchases, such as when
shopping for food on an empty stomach.

= Optimism and overconfidence: wearing rose-tinted glasses can
affect money management through unrealistic expectations about
the future.

= Instant gratification: seeking instant gratification can undermine
long-term planning and savings.

= Harmful habits: mindless behaviour can amplify a poor financial
decision as it becomes a recurring event.

m Social norms: the actions of others influence us in non-trivial
ways; while this can be helpful in certain circumstances, it also
contributes to the pressure to keep up with the Joneses through
conspicuous consumption.

Each of these concepts is explored in more depth and in relation to
how they affect one or more of the factors of financial capability.

e It may be tempting to conclude that more financial education in
its current form is the solution to improving financial capability.
After all, conventional wisdom is that existing financial education
programmes (what is taught) lead to financial literacy (what is known,
in abstract) which creates financial capability (what is done, in
context). However, this is an unproven line of reasoning that we must
address if we are to meaningfully improve financial capability.

e Such an approach of merely providing more of the same would be
misguided. We know from behavioural science that information
provision is not necessarily sufficient to change behaviour. Rather
than simply providing more financial education, we argue that better
education is required. But what is better education? The effectiveness of
financial education is difficult to evaluate, not least because of selection
biases, spill-over effects, and the relative dearth of longitudinal studies
in this field. The dearth of clear evidence (reviewed in the Appendix)
supports our call for more trials in an attempt to uncover what works
—and what doesn’t — in financial education to improve financial
capability. These trials should be long-term and designed from the start
with these evaluation challenges in mind.

e Even if it were clear that financial education is effective in improving
capability, there are evident challenges to offering financial education
well. When delivered in a traditional classroom environment, the
education provided is decoupled from the opportunity to practise
these skills. Additionally, where financial education is provided as an
elective, outside of a given curriculum, it can be difficult to ensure

Wired for Imprudence: Behavioural hurdles to financial capability and challenges for financial education



that people show up, perhaps due to inertia or to the stigma (whether
real or perceived) which may be attached to attending such a course.
And finally, when the financial education is provided in school, not by
a specialist provider, the teachers themselves may feel under-qualified
to teach the subject.

e We recommend that more research is carried out to trial financial
education interventions. Specifically, we propose that a programme is
piloted to test the effectiveness of three approaches.

m The first approach is to teach heuristics or simple, action-based
strategies rather than, or in addition to, focusing on knowledge of
financial concepts.

= Another approach is to develop a financial education programme
which is experiential, to shift the emphasis from knowledge to
behaviour, increase the relevance of the curriculum, and to provide
the opportunity to practise the skills being learned.

= Finally, we would like to trial education that is timely. That is,
building upon some basic level of financial education which should be
taught early on in life, key learnings should be reinforced at crucial
times when one is about to make an important financial decision.

These approaches could be trialled individually or together, and
should include long-term evaluation to determine the persistence of
effects. We welcome input from potential partners who would be
interested in collaborating to undertake such research.

e Financial capability is an increasingly important life skill, vital for
personal empowerment and enabling communities to thrive. There
is an opportunity now to uncover what works best to ensure that the
financial education provided to our communities is effective in helping
us to achieve financial wellbeing.

Executive summary 7



1. Introduction

Making good financial decisions is a vital life skill. With the growing
complexity of financial products, a seemingly ever-increasing number
of financial decisions for all of us to make and the continued pressure
on many households’ budgets, we have a smaller margin for error than
before. Moreover, scientific evidence is steadily accumulating that
financial decisions not only have financial consequences, but also affect
people’s mental health and wellbeing.? When people struggle financially,
they tend to struggle in other ways, too.

However, UK-wide surveys show that many people lack the knowledge,
motivation or opportunity to make good financial decisions. In other
words, they lack financial capability, or the ability to take the actions
and decisions that make up positive financial behaviour. For example,
over half of respondents to a recent survey say they are struggling to keep
up with bills and other financial commitments, nearly a quarter admit
they would rather live for today than plan for tomorrow, and more than
one in 10 people are unable to identify the balance on a bank statement.?
Additionally, recent research found that those in the lowest income
quintile are worse off now than before the great financial crisis and, on
average, have less than six days’ worth of income saved.*

Given this situation, many will conclude that some form of education
should be offered to people to improve their financial capability.
Financial education as a policy remedy is often presented as a less
invasive alternative to regulating or restricting the consumer marketplace
for financial products. The ‘education argument’ is based on the
reasoning that once people are given the tools to inform and improve
themselves, those motivated will do so. Prominent examples are the
inclusion of financial education in national school curricula, various
programmes currently being developed for households affected by
changes to the welfare system and new government financial advice
services for pensions.

While these intentions are well placed, we know little about the
effectiveness of financial education programmes. In fact, the most
comprehensive recent reviews of evaluation studies find that financial
education programmes often have no measurable or sustainable effect
on people’s finances.’ Therefore, whether or not we need to provide

Vlaev and Elliott (2013); Taylor et al. [FSA] (2009); Taylor et al. (2011).
Money Advice Service (2013).

Broughton et al. (2015).

Fernandes et al. (2014); Miller et al. (2013).

[N S ]
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“When done well,

we believe that it can
lead to improved
outcomes. The key

is to determine what
effective financial
education looks like”

access to more financial education, we need to investigate what works
best in financial education to effectively bring about a real and sustained
improvement in financial capability.® How do we best, and most cost-
effectively, bring about sustained changes in behaviour and outcomes?

With this challenge in mind, we turn to a significant development

in policy evaluation in recent years: the application of a behavioural
science perspective.” This perspective has been very effective in devising
programmes for behaviour change in areas such as retirement savings,
high-cost credit and tax collection.® The success of behavioural science
in policy is borne out of the principles that behaviour change initiatives
have a higher chance of succeeding if they are designed around
scientifically robust evidence about people’s psychology, and that the
effectiveness of behaviour change initiatives can, and should, be subject
to robust measurement.

Decades of research in the behavioural sciences teaches that many

poor financial decisions are linked to a set of stable and identifiable
psychological mechanisms. We summarise these mechanisms as six
behavioural hurdles to financial capability: (1) cognitive overload; (2)
empathy gaps; (3) overconfidence and optimism; (4) instant gratification;
(5) harmful habits; and (6) social influence. These hurdles affect not just
a few poor decision makers; the psychological principles that underlie
people’s sometimes-complicated relationship with money are quite
universal. In general, humans are not wired to handle money well.

But we also argue that “being bad with money” does not have to be

a fixed feature of one’s life. With a better understanding of these
behavioural hurdles, we can help ourselves both by creating better
contexts for making financial decisions, and by designing financial
products and financial education in such a way as to help us act in our
own best interest.

Financial education is one, but of course certainly not the only, way
of improving people’s financial outcomes. In some cases, an extreme
example being the mis-selling of financial products, the financial markets
regulator may wish to intervene directly. Some might argue that financial
education will always be behind the curve, as financial institutions have a
knowledge advantage over consumers, or even a degree of market power.

In this paper, we acknowledge that financial education alone is not a
panacea, but when done well, we believe that it can lead to improved

6 Together, the Money Advice Service and the Personal Finance Research Centre at the
University of Bristol are currently developing an ‘evidence hub’. We welcome this as a helpful
new resource which will enable researchers, funders, and providers of financial education to
access the latest research in this field.

7 Behavioural science is used as an umbrella term to describe insights about human
behaviour from many different fields, including but not limited to: social psychology,
behavioural economics, evolutionary psychology, and judgement and decision-making science.

8 Increasing retirement plan participation and contributions: Madrian and Shea (2001);
Thaler and Benartzi (2004). Choosing credit products: Bertrand et al. (2010); Bertrand and
Morse (2011). Tax compliance and timely payment: Coleman (1996), Hallsworth et al. (2014).
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outcomes. The key is to determine what effective financial education
looks like. This is an essential research priority given the opportunity
cost of providing education in its current form, and in a time when
financial decisions are both complex and increasingly devolved to the
individual.” Only by determining what works — and what doesn’t —in
financial education to improve financial capability, can we expect it to
have a meaningful impact on people’s lives.

Framework and methods

From a review of the academic literature in the fields of economics,
psychology, and finance, we identified six key behavioural hurdles to
financial capability. We investigated the extent to which these hurdles
are addressed by financial education programmes in the UK and
identified further challenges to effective evaluation of financial education
programmes. To support our research, we also consulted with financial
education providers throughout the UK. We had meetings and phone
interviews with a range of providers, attended financial education
courses and reviewed materials from various providers. Finally, we
carried out an on-line survey among financial education experts
(educators and course developers). Our survey sample is modest and
therefore the findings are not generalisable, but they provide us with
valuable insight into how financial education programmes are perceived
by at least some of the people that deliver them.

The rest of the paper is organised as follows. Chapter 2 describes
financial capability and how financially capable we are in the UK.
Chapter 3 explains six hurdles to financial capability from a behavioural
science perspective and provides examples from course material that
addresses these hurdles. Chapter 4 explores issues around teaching
financial capability, including a review of the literature about the
effectiveness of financial education, and discusses why financial
education can be hard to teach and difficult to evaluate. In Chapter 5
we propose further research to evaluate a pilot financial education
programme. Chapter 6 concludes the paper with thoughts on the
opportunities we face as consumers and as society.

9 Offer, A. (2006).

Wired for Imprudence: Behavioural hurdles to financial capability and challenges for financial education



2. What is financial
capability?

Financial capability has attracted a lot of attention in recent years.
Following the perilous state of UK households’ finances after the latest
recession, researchers, policy makers and regulators have made the case
that something should be done to improve people’s financial capability.
A national “Financial Capability Strategy” was first drafted by the
Financial Services Authority in 2006 and is currently being updated

by the Money Advice Service.'” Many initiatives that fall under this
umbrella have sought to address financial capability through education
programmes in schools, colleges, community centres, social housing
and through other social services provided by government and the
third sector.

Being financially capable is more than simply being informed or making
correct decisions in a classroom setting — it is applying knowledge and
skills at the right times in everyday choices. Financial capability, for the
purposes of this paper, is having the knowledge, skills and opportunity
to make good financial decisions. It “involves more than the reproduction
of accumulated knowledge...[it] also involves a mobilisation of cognitive
and practical skills, and other resources, such as attitudes, motivation
and values”."! This basic principle applies across life-stages and
circumstances, whether managing a budget or pocket money, paying off
debt, taking out insurance or making pension contributions.

Financial literacy

The above is not to say that financial knowledge — or what is often
referred to as financial literacy — does not matter in itself. There is plenty
of evidence that people who are more financially literate have better
economic outcomes.'? People with high financial literacy are better at
sticking to budgets,'® save more for their children’s higher education'
and their own retirement," are less likely to be over-indebted,'® and

10 Money Advice Service (2015).

11 OECD (2014b) p.33.

12 There is an implicit value judgement here that these outcomes are good in that they
provide greater financial stability as compared with not achieving these outcomes.

13 Hilgert et al. (2003); Shahrabani (2012).

14 Huang et al. (2013).

15 Agnew et al. (2007); Bell et al. (2009); Chan and Stevens (2008); Clark et al. (2011);
Fornero and Monticone (2011); Mullock and Turcotte (2012); Sekita (2011); Utkus and Young
(2011); Van Rooij et al. (2008).

16 Lusardi and Tufano (2009); Gathergood (2012).
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have better-diversified investment portfolios.”” This association between
financial literacy and better outcomes is probably a two-way street:
having higher financial literacy may lead to more informed choices
resulting in these outcomes, and making these choices may in turn
improve financial literacy.

Academic studies typically measure financial literacy by asking people
questions about financial products.! The more of these questions people
answer correctly, the higher their financial literacy score. But in the
context of financial education, financial literacy is usually defined in
more practical terms. In a pre-course survey for a financial education
course, educators may ask the participants how much they think it costs
to run a car, pay for a wedding, or what the minimum earnings threshold
for paying back a student loan is.

Many financial education programmes measure financial literacy before
and after the programme. These measures are useful indicators of how
much has been learnt during the course. But such before-after measures
are often designed to evaluate the teacher; they do not tell us how long
knowledge persists or how it influences behaviour. Some courses even
measure financial literacy by asking participants to self-report their level
of knowledge, for example by grading themselves on a scale from one to
10. These answers are tricky to interpret, however, as they may simply
measure confidence instead of knowledge.

From knowledge to behaviour

Knowledge is especially powerful when paired with skills and
opportunity. For this reason, lessons from behavioural science can be

of immense value to improving people’s financial capability; research in
this field provides insight into when people’s financial capability is likely
to be impaired, and why. Understanding the ‘why’ matters a great deal,
because it enables us to identify and test ways of mitigating problems of
financial capability.

Rather than assuming that people use financial knowledge to their own
best interest, a behavioural perspective recognises that, despite good
intentions, this isn’t necessarily the case. Humans are complex, and
part of that complexity includes our cognitive limitations, deep social
connections, and systematic patterns of thinking. These are unpacked
further into six discrete ways that can undermine financial capability in
the next section of the paper.

Certainly, low financial capability is not only a matter of psychology.
People may lack the opportunity to build financial capability due to poor
access to financial products or trustworthy information and teaching.

17  Choi et al. (2011); Glaser and Klos (2012); Hastings (2012); Abreu and Medes (2010);
Giofre (2012); Graham et al. (2009); Guiso and Japelli (2009); Kamball and Shumway (2007);
Van Rooij et al. (2011); Yoong (2010).

18 In the academic literature, the most commonly used measure is a is a set of questions
about interest rates, inflation, compound interest and risk diversification; it was developed by
Lusardi (2008).
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They may also be in a social context that hinders the development of
their financial capability, such as a stressful situation at home. There
are plenty of contextual factors that play a significant role and we do
not deny their importance in the policy mix. In this report, however, we
focus on what behavioural science teaches us about making financial
education more effective.

A framework for financial capability

A useful way of thinking about the distinction between financial literacy
and financial capability is that literacy is what is known, in the abstract,
whereas capability is what is done in context. Financial capability is thus
expressed through actions or bebhaviour. If we plan to improve people’s
financial capability, we need to decide which aspects of their behaviour
we would like to see a change in.

There are many frameworks of financial capability to draw from, some
academic and some more policy focused. The Money Advice Service
(MAS) recently proposed a framework based on managing money well
day to day, preparing for and managing life events, and dealing with
financial difficulties.’” More specifically, these can be broken down into
the six key components of financial capability they published last year:?°
®m  Maintaining a budget can be thought of as ‘making ends meet’.

It means that people know how much they can spend and ensure

they don’t fall short on a regular basis.

m  To manage debt well is to plan for ‘inevitable’ purchases on credit,
such as buying a house or education. It involves securing good
credit terms, making use of tax incentives and ensuring there is
enough room within a budget for repayment.

m Protecting dependants means that partners, children and other
dependants are protected in case anything happens to the main
household income earner. Examples are taking out critical illness
insurance, life insurance and joint pensions.

m  Achieving financial resilience by protecting assets means being
financially prepared for unexpected events — for example, medical
emergencies, burglaries or car breakdowns. Examples are taking
out insurance, reducing key risks and having a ‘rainy day fund’.

= Saving regularly means putting some money aside (beyond an
emergency fund), such as setting up a savings fund for holidays
and household appliances.

= Saving for retirement includes behaviours such as forecasting
future outcomes, ensuring enough money is saved to guarantee
the desired pension and selecting the right ‘mix’ of investments for
retirement savings.

The components of this framework are similar to those of other
frameworks, such as those put forward by the MAS previously, the
Financial Service Authority (FSA; now the FCA), and National Skills
Academy for Financial Services (NSAFS), and as such we assume that

19  Money Advice Service (2015).
20 Money Advice Service (2014).
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they are a fairly comprehensive list. The fact that these frameworks often
shift, but only slightly, suggests that financial capability is not an exact
science but that in general terms it refers to creating financial resilience in
the short and long term.

In the remainder of this paper, these components will be used as a
benchmark for highly financially capable behaviour. We discuss how
human nature can provide hurdles to achieving this level of financial
capability, as well as the prospects for financial education to make
financially capable behaviour more likely.

How financially capable are we?

Wide scale measurement of financial capability is a relatively recent
development in the UK, and the general trend illuminated by this
measurement is mediocre financial capability with no evidence of
improvement over time.

Two representative surveys of the UK population, one a phone survey
by the FSA in 2005 and the other an on-line survey by the MAS in 2013,
provide information on the state of our financial capability.?! For a
measure of financial literacy only, we can also draw on the results of the
2008 wave of the YouGov Debt Tracker household panel survey.

In 2005, although the majority of respondents were capable and
organised, many were poor at responding to unexpected events

and planning for the future. For example, although 75 percent of
respondents said they make sure they have money saved for a rainy day,
this percentage is at odds with other figures within the same survey,

as 70 percent of respondents have no personal provision to cover a

drop in income, and half of respondents have no form of savings at

all. Similarly, a significant percentage of people said they always (nine
percent) or sometimes (31 percent) run out of money at the end of the
week or month. And although the vast majority of people (81 percent)
did not believe that a state pension will be enough to cover their needs
in retirement, more than one third of these people (37 percent) had not
made any extra provision for their pension. The FSA report documenting
the survey makes specific mention of this contradiction in “attitudes

versus behaviours”.??

In 2013, the picture was not better; although people generally feel
confident about their money management skills, nearly half (49 percent)
of respondents indicate that they were worried about their finances.
Fewer people have money saved for a rainy day (from 75 percent in 2005
to 62 percent in 2013), more people are struggling to keep up with paying
their bills and other household commitments (from roughly one in three

21  Financial Services Authority (2006) and Money Advice Service (2013). The FSA
report had a sample size of 5,300 and the MAS report a sample size of 5,000. Note that the
respondent groups are likely to differ in many respects due to the difference in time and survey
method. According to their 2015/16 Business Plan, the MAS is now standardising their survey
to facilitate comparability over time.

22 Financial Services Authority (2006), p.15.

Wired for Imprudence: Behavioural hurdles to financial capability and challenges for financial education



people (35 percent) in 2003, to one in two people (52 percent) in 2013),
and four in 10 people (42 percent) say they could not cover an unexpected
£300 bill without having to think about how to pay for it. Only 30
percent of survey respondents were paying into a pension.

Although many people are confident (80 percent of people in the 2013
survey say they feel confident about managing their finances), this
confidence does not seem to be based on financial literacy or knowledge.
The YouGov Debt Tracker survey asked people three questions about
interest and credit cards, and only 30 percent of people answered all
three questions correctly.? The 2013 Money Advice Service survey found
similarly low knowledge figures, especially for the under-335s.

Taken together, these findings of low literacy and capability indicate that
“there is hard work to be done to improve the financial capability of the
UK?”.”* The results from the 2005 and 2013 surveys suggest that there is
no evidence of improvement of financial capability over time.

23 Gathergood & Disney (2013), Gathergood (2013) and Gathergood & Weber (2014).
24  Money Advice Service (2013).
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3. Hurdles to
financial capability -
a behavioural science
perspective

In the previous section, we introduced a benchmark level of financial
capability consisting of maintaining a budget, managing debt well,
protecting dependants, financial resilience through protecting assets,
saving regularly, and saving for retirement. We also cited extensive
evidence that many people in the UK are struggling financially and seem
to fall well short of this benchmark. How can we explain this?

It is undoubtedly true that the economic conditions of the past decade
have put UK household budgets under pressure. The financial crisis of
2008, followed by a prolonged recession, reduced government spending
and a fall in real wages, have affected many people, with only recently
any promising signs of recovery.? But this is not the whole story.
Research from leading debt charities paints a more nuanced picture.
People with severe debt problems cite redundancy, but also personal
problems and lack of budgeting skills as reasons for seeking help.?

Another oft-heard reason is the increasing complexity of managing one’s
finances. Easy availability of credit in the UK increases people’s options
but creates new responsibilities. Furthermore, financial products have
become more varied and complex.?” For example, both long-term shifts
and recent changes to the pension system have introduced new choices
and complex trade-offs over time.

It is tempting to respond to these challenges with calls for more financial
knowledge. As long as people are better informed, so the reasoning
goes, they will become more financially capable. Many types of financial
education fall into this category. But, as we argued earlier, financial
capability does not automatically follow from financial knowledge. As

25 Office for National Statistics (2014); Broughton et al. (2015).
26 StepChange (2013).
27  Office of Fair Trading (2007); Financial Conduct Authority (2012).
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evaluation studies from the behavioural sciences repeatedly show us,
information and advice campaigns often fail to change behaviour.?

Behavioural science research also tells us more than that. It specifically
identifies a number of ways in which humans think and make decisions that
make it difficult to behave in our own financial best interest. What’s more,
our behaviour is often systematic and predictable.?” People are, in the words
of influential behavioural economist Dan Ariely, predictably irrational. And
because we can predict our behaviour, the design of consumer financial
policy and practice can, and should, take it into account.

3.1 A closer look at behavioural hurdles to financial capability
In this paper, we summarise key implications of behavioural science
research on consumer psychology in terms of six bebavioural hurdles to
financial capability:*°

1. Cognitive overload
Optimism and overconfidence

@ N

Empathy gaps
Instant gratification

Harmful habits
Social influence

ok

When reviewing financial education programmes — either as a
prospective participant, educator, curriculum designer or purchaser —
there are many things to take into account: suitability, duration, value
for money, credibility, provider motives, etc.’! We suggest it is also
important to question the extent to which the programme addresses
these behavioural hurdles to financial capability.

Financial education programmes that do not take into account these key
behavioural hurdles will effectively offer only a partial solution, without
making a demonstrable difference to people’s financial wellbeing. By
failing to recognise this we may suffer a false sense of security that
‘something is being done’.

28 See Webb and Sheeran (2006). In the context of complex financial decisions, consider
the low take-up rates of free financial advice (Vlaev et al., 2015).

29 Note that we are not talking about character flaws. Although a particular behaviour
may be more prominent in one person than in another, research to date suggests that these
tendencies are fairly universal and affect most of us to some extent.

30 Method of selection: the authors each reviewed a compiled list of various concepts
from the behavioural science literature that have direct relevance to financial behaviour.
Separately, we selected those which we viewed to be of the most importance (either for its likely
impact on personal finances or for its ease of mitigation through education). The shortlists
were then compared and the authors discussed the selection and came to a consensus on the
topics included in this section.

31 While all course providers presumably aim for improving the financial capability of
their participants, the motivations for doing so are probably mixed (for example, responding to
a clear or perceived need in the community, generating profit or religious/other motives).
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Table 1: Behavioural hurdles to financial capability
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INSTANT GRATIFICATION

¢
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COGNITIVE OVERLOAD

EMPATHY GAP

b |

Having a lot on your mind impairs
decision-making and can tend to result
in the simplest, but not necessarily most
lucrative, option being selected or course
of action taken.

Cognitive overload can affect the ability to
effectively maintain a budget, manage debt,
and save for retirement.

Overlooking how you might feel in

a different situation can result in
unnecessary purchases, such as when
shopping for food on an empty stomach.

Empathy gaps can undermine the ability

to stick to a budget. As most financial
education likely happens in a ‘cold’ state, the
learnings from it can be difficult to apply in
the heat of the moment when the financial
decision, such as whether to buy something
or not, is made.

Wearing rose-tinted glasses can affect
money management through unrealistic
expectations about the future.

7

OVERCONFIDENCE

HARMFUL HABITS

.

€

an €

SOCIAL NORMS

Optimism and overconfidence affect the
ability to protect dependents and assets,
manage debt effectively, and to save for
retirement.

Seeking instant gratification over a
larger potential reward in the future
can undermine long-term planning and
savings.

The drive for instant gratification affects the
ability to maintain a budget, save regularly,
and save for retirement.

Mindless behaviour can amplify a poor
financial decision as it becomes a
recurring event.

Harmful habits can undermine the ability to
maintain a budget, manage debt effectively,
and save regularly.

The actions of others influence us

in non-trivial ways; while this can be
helpful in certain circumstances, it also
contributes to the pressure to keep up
with the Joneses through conspicuous
consumption.

Social influence can make it difficult to
maintain a budget and to save regularly.
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COGNITIVE OVERLOAD

“When financial
choices are complex
and make people
feel cognitively
‘overloaded’, people
tend to choose the
simple option”

Cognitive overload

Our cognitive resources can be thought of as a kind of mental energy;
we use up this energy when we make decisions. Research shows that
certain situations — making many decisions in a row, choosing between
many different or complex options, making decisions that require
trade-offs and deciding under time pressure — are particularly mentally
exhausting.’> And when we are mentally exhausted, our decisions
change, often for the worse.

For example, giving someone more options to choose from is often
thought of as a good thing. But research suggests that more options do
not necessarily improve outcomes.* Similarly, providing people with
more information about a product or service can actually lead people to
make worse evaluations than when less information is available.?*

When financial choices are complex and make people feel cognitively
‘overloaded’, people tend to choose the simple option. An option may be
simple because the product or service itself is not complex, or because the
decision-making process is easier.

The effects of cognitive overload can make it difficult to save for
retirement effectively. One study finds that people who report higher
overload when making retirement decisions are more likely to select a
simple annuity instead of a more complex retirement investment which
would be likely to have a better return.®

This tendency is important because the simple option is not necessarily
the best. In a study of the retirement savings of more than half a million
US workers, researchers found that people who were offered more
investment options were less likely to allocate money to higher-yield

investments, giving them [ess money for their retirement.°

Sometimes the default is the simple option, because it is cognitively easier

to ‘go with the flow’ than to actively choose. Whether or not this default
leaves a person better off of course depends on what the default is. An
example is the recent introduction of default enrolment in the UK pensions
system. A recent study finds that people with lower financial literacy tend to
be more likely to stick to default options; in this case, the simple option of
automatic enrolment in a pension plan is beneficial, because research also
finds that this group is less likely to save for their pension than others.?”

But in other cases, following defaults can be costly. This can impede

our ability to manage debt effectively. For example, the default monthly
repayment on a credit card is so small that it pays for interest rate charges
and only a minimal portion of the amount borrowed. Following this

32 See Spencer (2013b).

33 Schwarz (2004); Iyengar (2010).
34  Montier (2010).

35 Agnew and Szykman (2011).
36 Iyengar and Kamenica (2011).
37 Agnew and Szykman (2005).
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default scenario will lead to many years of interest fees. In fact, one study
shows that the minimum suggested repayment on a credit card statement
even acts as an ‘anchor’ for payments chosen by the card holder, thus
slowing down repayments compared to a scenario where no minimum
amount is suggested.’

Most of us will be able to remember a time when we experienced
cognitive overload. But for those under constant financial pressure, the
effects of cognitive overload can turn into a vicious cycle. Not having
enough money turns everyday financial decisions into cognitively
effortful trade-offs (“if I pay this bill I don’t have enough left to pay

that one”). Making these difficult trade-offs depletes our mental energy,
leading to worse financial outcomes, and so on and so forth (see Box 1:
The effects of scarcity). For example, one research study shows that
people who make difficult consumption trade-offs have lower willpower
afterwards.® This loss of willpower may affect their ability to maintain a
budget by resisting impulse purchases and borrowing opportunities.

Box 1: The effects of scarcity

When there is not enough money to pay all your bills and expenses, it is
natural to focus on trying to solve the most immediate problem (“My electricity
will be cut off if | don't pay this bill") and ignore other consequences. The
solutions that people come up with when they are so narrowly focused, so-
called tunnelling, are often quick fixes that lead to greater financial problems
in the long term. For example, we can see all the ingredients of this kind of
quick-fix problem solving in advertising for short-term credit solutions, which
tend to emphasise how easy and quick their service is.

In their landmark 2013 book, Scarcity, Eldar Shafir and Sendhil
Mullainathan explain how “having little” can turn into a self-perpetuating state
of poverty due to tunnelling. As Shafir puts it himself: “If your bedroom is on
fire and there is a bucket of water available, you're not going to ask what the
fees on it in two weeks' time are going to be."*°

Cognitive overload may leave people feeling out of control. A recent
survey found that the most important component of a UK household’s
financial well-being is the feeling of being ‘in control’ of their finances.*!
This provides support for the idea that avoiding or mitigating situations
of cognitive overload when making financial decisions should be an
important part of improving people’s financial capability.

One way in which the effects of feeling overloaded can be mitigated is

by using strategies that keep positive financial behaviour at the top of
someone’s mind. For example, using text messages to remind someone to
make deposits into a savings account has been shown to increase people’s
short-term savings balances.*

38 Stewart (2009).

39 Spears (2010).

40 Shafir, E. (2015).

41 Vlaev and Eliott (2013).
42 Karlan et al. (2010).
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EMPATHY GAP

“Empathy gaps lead
to problems when
the behaviour of

one particular self
undermines the goals
of another self”

Empathy gaps

Although it may feel that we are always our one and only self, we often
act as if we have many different selves. For example, behaviour in a

‘hot” state (hungry, tired, emotional, aroused or excited) can be very
different from behaviour in a ‘cold’ state. When in one of these states,
we have a hard time predicting what would be best for our ‘other state’
self — this is called an intrapersonal empathy gap.”* Empathy gaps lead to
problems when the behaviour of one particular self undermines the goals
of another self — for example by spending too much or saving too little —
and can therefore be a challenge to effectively maintaining a budget.

Maintaining a budget can be made difficult through our failure to
predict how tempted we might be to spend, and therefore a lack of
planning about how to contain the spending. For example, in the ‘heat
of the moment’ on a night out with friends a person might spend more
money than he or she would like to — not just when thinking about it
afterwards, but even beforehand when in a ‘cold’ state.

It is unlikely that empathy gaps with one’s ‘other’ self can be bridged
completely and persistently. But only a short time of heightened empathy
with one’s other self can be sufficient to improve financial behaviour, if this
time is used effectively. It is at this point that a commitment to action can be
put in place, for example by committing to regular pension contributions.
Similarly, an appropriate mechanism can be created while in a cold state

to prevent overspending in a hot state. Such commitment devices may be a
useful strategy for managing the consequences of empathy gaps.

Crucially, much financial education takes place in a cold state, whereas
the financial decision making context is not always so cold. This
means that people may leave a financial education programme with the
best of intentions, but not follow through on them in the heat of the
moment. For example, one study on retirement savings seminars finds
“a substantial disconnect between the stated intent to change saving
behaviour immediately following the seminar and the actual actions

taken in the next three months.”*

43 Spencer (2014a).
44  Clark and D’Ambrosio (2003), p.10.
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OVERCONFIDENCE

“Optimism can
lead people to
underestimate the
chance that they
will be affected by
a negative change
in circumstance,
and fail to plan

accordingly”

Optimism and overconfidence

People tend to be optimistic about the future and overconfident about
their abilities.* Many believe themselves to be above-average employees,
drivers, students, spouses, etc. These biases can be easily demonstrated
by asking students whether they expect to be in the top 50 percent of

the class — the vast majority (sometimes 80—100 percent) of them believe
they will be.** This optimism also affects people’s financial forecasts: a
survey of 8,500 teenagers found that they expected their salary at age 25
to be £31,000 despite the average salary for that age range being less than
£18,000 at the time."

Optimism can lead to bad financial outcomes, by undermining a person’s
tendency to protect their dependants and protect assets. Optimism

can lead people to underestimate the chance that they will be affected

by a negative change in circumstance, such as a medical emergency

or redundancy. As a result, they may be under-insured and fail to put
enough money aside as ‘rainy day savings’, reducing their financial
resilience. This is particularly problematic, as research shows that
negative changes in circumstances is the most commonly cited reason for
falling into unmanageable debt.*

Managing debt well can be difficult, as optimism may lead someone

to choose a loan despite its large penalty fees, believing that they will
come into money soon enough to make repayments on the loan without
incurring a late fee. These findings are related to people’s beliefs that
they will earn more in the future® or that their business will boom.
An optimistic outlook may result in behaviours that appear impulsive,
for example consuming now instead of rationing over time, because the
perceived consequences of the instant gratification are diminished.*! In
other words, if someone is optimistic and confident that they will be able
to earn a sufficient salary in the future, the consequence of spending on
credit today seems less severe.

Unrealistic expectations about the future influence our ability to save

for retirement. As the survey mentioned earlier shows, teenagers may

have unrealistic expectations about their future salary. And adults don’t
do much better: people often underestimate the age at which they can
retire, even when they are relatively close to retirement.’> When it comes
to retirement planning, optimism seems to be a potentially harmful trait.
One survey study found that people who are very optimistic have a shorter
planning time horizon, are less likely to think that saving is a good thing

45 Sharot (2012); Montier (2010); Kenrick & Griskevicius (2013); Kahneman (2011);
see also Puri and Robinson (2007).

46  Montier (2010) for 80%; Kenrick & Griskevicius (2013) for 100% (sample was
Wharton MBA students).

47 NatWest as cited in Financial Services Authority (2008).

48 Financial Conduct Authority (2014).

49  NatWest as cited in Financial Services Authority (2008).

50 Arabsheibani et al. (2000).

51 Sharot (2012).

52 Clark and D’Ambrosio (2003).
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and, on average, save less than people who are less optimistic.>® This may
be related to laboratory findings on anxiety, which show that people who
care more about the future are also more anxious.>

But optimism is not all bad. In fact, mild optimism is correlated with a
range of good financial behaviours, such as timely repayment of one’s
credit card balance, saving more, and agreeing with the statement that
saving is a good thing to do.> Another benefit of optimism is that it
pushes people to seek out new opportunities and supports emotional
resilience, which may be an important part of recovering from negative
financial surprises such as losing one’s job.

It is very hard to reduce or remove the effects of personality traits like
optimism and overconfidence.’” And, given the benefits of moderate
optimism, it would be unwise for financial education to attempt to
remove optimism altogether. For these reasons, financial education
programmes should teach people how to build in suitable safety nets in
case their optimistic view of the future does not pan out.

It could also be worthwhile to think about strategies to improve how
realistic our evaluations are. For example, this might mean entering into
long-term commitments with both a business-as-usual and a worst-case
scenario in mind, or anticipating ranges (as opposed to a single value)
for seemingly unpredictable expenses such as phone bills or utility bills.
The key here is to anticipate, however uncomfortable it may be, what life
would be like under a reduced income or with a steep increase in costs.
Another strategy to mitigate optimism is to consult data from other
similar situations.>® This is perhaps an unrealistic request for people for
their everyday decisions as it induces a high cognitive load, however it
could be helpful for financial education to collate this information and
provide it to people as a reality check.

53 See Puri and Robinson (2007). They also find that “extreme optimists” hold a higher
proportion of their wealth in illiquid assets as compared to the average; the authors suggest
that this may reflect lower self-control in extreme optimists than in mild optimists, in that they
may choose illiquidity as a self-imposed commitment device to prevent over-spending.

54  Barlow (1998).

55 Puri and Robinson (2007).

56 Puri and Robinson (2007); Kenrick & Griskevicius (2013); Kahneman (2011).

57 Sharot (2011)

58 Kahneman (2011).
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INSTANT GRATIFICATION

“Although many

of us would
recognise the instant
gratification from
spending impulsively,
few would say the
same about saving”

Instant gratification

Instant gratification is our tendency to want something right now.

This can be an expensive tendency. Behavioural economists have shown
that, when choosing between smaller rewards sooner and larger rewards
later, there is something particularly appealing about having something
instantly. This preference is known as present bias.

One example of instant gratification is impulse spending, defined in
recent studies as spending money spontaneously, without reflection.”
Using survey data on over 100,000 UK households, the authors find

that impulsive spending is more common for people who are under 21,
female, belong to a lower social class, have lower accumulated wealth but
relatively higher incomes (suggesting that to some extent a person needs
to have enough money coming in to then spend it). Additionally, the use
of impulsive ‘retail therapy’ is associated with being more sensitive to
negative experiences and less able to handle emotions effectively.

Although the relationship between impulsive spending and various
adverse financial outcomes cannot be said for sure to be causal, the
correlation is striking. The researchers found that “People who bought
goods impulsively were three times more likely to go bankrupt, and
four times more likely to run out of money by the end of the week.
And impulse buying has a greater impact on our ability to make ends
meet than financial knowledge, income, education and social class
combined.”®® This finding illustrates, again, that financial knowledge
alone is not sufficient to ensure good financial choices: behaviour, and
therefore people’s psychology, matters.

The results from the nationwide survey confirm that a desire for instant
gratification makes it harder for people to maintain a budget: impulsive
spenders are more likely to run out of money and more likely to go
bankrupt. It may also be the case that this tendency also affects the
ability to manage debt effectively because of the challenges it brings to
saving up for repayments, although there is no clear data to confirm this.

Although many of us would recognise the instant gratification from
spending impulsively, few would say the same about saving. This may
affect our capacity to save regularly and save for retirement. One of the
reasons for this is that we face many more triggers to spend than to save
in our daily life. It could be that providing triggers to save could actually
lead to ‘impulsive saving’. There are now several initiatives that actually
try to make people save on impulse. Many of these are smartphone
applications (ImpulseSave, OrSavelt, Small Sacrifices) that tell their users
to refrain from a certain impulse purchase, and transfer the purchase
amount of money to a savings account instead.

59 Fenton-O’Creevy et al. (2012); Von Stumm et al. (2013).
60 BBC (2013).
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Various promising strategies to make saving more attractive than
spending are ways of focusing someone’s attention on future spending
made possible by current savings. For this reason, having savings goals is
an important part of saving regularly. Saving for retirement is also more
successful when thinking about future consumption. One study found
that people who were shown a digitally aged photo of their future older
self were more likely to contribute a higher amount to their pensions.®!
This example shows the close relationship between people’s desire for
instant gratification and empathy gaps: unless we actively focus our
attention, it is very hard to empathise with our future self. As a result, it
is difficult to be motivated to put money aside.

Another implication of instant gratification is that people are more
sensitive to sacrificing current spending than future spending. The Save
More Tomorrow pension programme, a notable success story of applying
behavioural science in practice, makes use of this tendency by asking
people to commit to higher retirement contributions in the future.®

Impulsivity or instant gratification is often equated with poor self-
control, but it may have evolved as an adaptive strategy in response to
an uncertain and unreliable environment. In such a context, it could be
smart to be impulsive and not delay gratification, because that eventual
gratification may never materialise.®® Nevertheless, given our relatively
stable environment — relative to our distant relatives in our evolutionary
past — it is important to address this tendency.

A promising approach for reducing impulsive behaviour may be to

evoke a feeling of gratitude, which has been shown in one study to
encourage longer delay of gratification.®* And it may be important to
start developing this skill early on in life, because self-control in children
has been found to be correlated with a host of positive outcome measures
later in life, such as lower unemployment and criminal activity, better
health, and more “financial building blocks for the future” such as home
ownership, investments, or retirement plans.®’ Practising gratitude may
therefore be a very effective means of promoting wellbeing both in the
present and sustained in the long-term.

61 Hershfield et al. (2011).

62 Thaler and Benartzi (2004).

63 Researchers from Rochester University (Kidd et al., 2013) modified the famous
marshmallow experiment. They found that children who were previously exposed to
unreliability in the setting waited for a far shorter time to eat the single treat, on average, than
those children who had been exposed to a reliable setting.

64 DeSteno et al. (2014).

65 Moffit et al. (2011).

Hurdles to financial capability — a behavioural science perspective 25



HARMFUL HABITS

“Harmful babits are
more of a challenge

to financial capability
than one-off harmful
bebaviours because
they recur and are
therefore more costly”

Harmful habits

A useful way to think about habitual behaviour is as a trigger-routine-
reward sequence. The behaviour or routine is triggered by a certain
cue, and leads to a particular reward. Because a response (the routine)
to a trigger yields a certain reward, someone who craves the reward
will display the routine behaviour upon exposure to the trigger.®® When
a habit has formed, the routine behaviour has effectively become less
deliberate and more automatic.

When a behaviour becomes a habit, it can feel as though it is being
carried out mindlessly. This lack of reflection can be beneficial in
conserving cognitive resource (mental energy), when the habits work
in favour of good financial capability. However, bad habits can be
detrimental to financial capability.

Harmful habits are more of a challenge to financial capability than one-
off harmful behaviours because they recur and are therefore more costly.
An expensive spending habit or a long-standing, automatically renewing
subscription or contract, can thus limit people’s ability to maintain a
budget by limiting their flexibility.

Easy availability of credit cards in the UK, combined with the wide
acceptance of card payments as compared to other countries, may
encourage a particularly costly habit of financing consumption on credit.
This habit may hinder the ability to manage debt effectively. Research
suggests that payment by card does not feature the ‘pain of paying’

that is triggered by cash payments. There is evidence that people spend
more money when they pay by card, perhaps due to this lower pain of
payment, coupled with the convenience.®”” Furthermore, research suggests
that people’s perception of needs is also affected by the limit on their
credit card. One study shows that when people’s credit card limit is
raised, many increase their borrowing on their credit card, even when
they could have funded this spending with cheaper forms of credit.®® This
seems convincing evidence that a habit of paying for consumption on
credit impacts people’s ability to manage debt well.

Harmful habits, or rather a lack of good habits, can also undermine
people’s ability to save regularly. Research finds that those who report a
stronger ‘savings habit’ build up more savings than those who do not.*’
This makes sense, as sustained saving requires regular deposits — an

easier task when that behaviour is habitual.

Habits are very difficult to stop altogether, but they can be changed.
To avoid the habitual behaviour, a person can try to avoid the triggers.
Alternatively, when the trigger happens, he or she can try to replace the

66 Duhigg (2012).

67 Thomas et al. (2011); Rick et al. (2008); Ariely (2013); Spencer (2013a).
68 Gross & Souleles (2002).

69 Loibl et al. (2011).
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SOCIAL NORMS

“Our financial
behaviour is strongly

affected by what

others around us do”

routine with a new behaviour which achieves a similar reward.”” An
effective strategy to change certain financial habits would therefore need to
look closely at a participant’s existing behaviour and the types of rewards
being sought. Recent research for the Money Advice Service found that
substituting rewards, rather than trying to cut them out altogether, was
effective at changing spending behaviour among their study sample.”

Social influence

Our financial behaviour is strongly affected by what others around us do.
People are more likely to invest in the stock market if their neighbours do,
buy insurance if others around them do, or make a particular investment
if other investors do.”> Sometimes, social influence can work in surprising
ways — a study of lottery winners found that after they win the lottery
there is a greater likelihood that their neighbours will buy a new car.”

Social norms are a powerful tool for effective behaviour change, as
shown by the results of tax-collection trials by HMRC, which found
that by including information about how many other people within

the postcode had paid their taxes, collection rates improved.” People

are sensitive to what other people ‘like them’ do. A South African soap
opera that wove messages about financial capability into the plot resulted
in viewers improving their own financial behaviour in the subsequent
months as compared to people not watching the show.”

Social influence is not strictly harmful to financial capability — it can

be harmful or helpful, depending on the behaviour and the type of
influence. If social influence encourages people to spend, it may limit
people’s ability to maintain a budget. On the other hand, social influence
can encourage people to display positive financial behaviours such as
taking out insurance or saving for their retirement.

Saving regularly may also be affected. One clear difference between
spending and saving in terms of social influence is that spending is visible,
whereas savings are typically private. This makes social influences on
spending behaviour potentially much more potent than influences on
saving behaviour. But there are some initiatives that try to challenge the
norm on savings privacy. In the US, an on-line bank called SmartyPig
mabkes it possible to set up savings plans for certain goals, share these goals
with others through social media and even encourage others to contribute.
Closer to home, a good example of ‘pro-savings norms’ can be found on
the forums of the popular site MoneySavingExpert.com — forum members
share not only their strategies for saving money, but also the amount of
money they have saved.”

70 Duhigg (2012).

71 Eliott and Vlaev (2013).

72 Stock market: Hong et al. (2004); insurance: Giné et al. (2011); investment: Bursztyn et
al. (2014).

73 Kuhn et al. (2011).

74 Behavioural Insights Team (2012).

75 Berg, G. and Zia (2013).

76 These types of online tools may be harder to do for those who aren’t comfortable with
using technology or who distrust online banking. MAS (2014).
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Studies on saving for retirement show that social interaction is an
important means of sharing information and providing motivation:

for example, people are more likely to sign up for a pensions scheme

if their colleagues have attended a pensions seminar.”” But social
influence does not always lead to better financial outcomes: in one
large-scale experiment on retirement savings, people who were told that
a large percentage of their peers contributed to a pension plan actually
contributed /ess to the plan.”® Although the reasons for this are unclear,
the conflicting findings illustrate that context matters and that trialling
strategies before rolling them out is necessary.

What do these behavioural hurdles mean for us?

Despite the setbacks that these natural human characteristics present

us, this does not mean that we must be resigned to being bad with
money. Rather, we should work with what we know about these hurdles,
building them into education, policy, and product development in such a
way as to work with, rather than against, our nature.

Indeed, some steps have already been taken in this direction. For
example, the Financial Conduct Authority has recently expanded its
regulatory toolkit with behavioural science models, holding financial
institutions to account if they use human nature to their advantage

(and the consumer’s disadvantage). They have thus shifted the retail
finance regulation landscape from one of buyer beware to seller
beware.”” Additionally, within the draft Financial Capability Strategy,
some of the MAS’ priorities for action include working with financial
service providers to simplify products, and helping people to feel more
comfortable to talk about money troubles and where to get advice.
These steps speak to issues of cognitive overload and social norms,
respectively.®® We propose that consumers themselves also benefit from
insights from behavioural science; embedding these insights into financial
education programmes has the potential to significantly improve people’s
financial behaviour.

3.2 Addressing behavioural hurdles through financial education
Having discussed the behavioural hurdles to financial capability, we now
consider some ways in which financial education programmes address
these hurdles. To arrive at this selection, we have collected and reviewed
a sample of financial education programme materials offered throughout
the UK. This involved attending sessions in person and a systematic
review of participant manuals, video material, facilitator manuals and
other materials.

We particularly looked for techniques and approaches that interacted
directly with one or more of the behavioural hurdles. In general, we
did not find much evidence to show that courses take these hurdles

77  Duflo and Saez (2003).

78 Beshears et al. (2011).

79  Financial Conduct Authority (2013).
80 MAS (2015).
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into consideration throughout their curriculum. Some hurdles, such
as harmful habits, were generally better represented than others; this
suggests an opportunity to improve awareness of these human biases
and address them more head-on in financial education programmes.
Note that we do not make any claims about the effectiveness (in terms
of leading to sustained behaviour change) of these techniques — only a
careful impact assessment can provide such evidence.

Addressing cognitive overload

Reducing the negative effects of cognitive overload often boils down to
helping people simplify their finances. Some ways in financial education
programmes aim to achieve this:

= Many courses suggest that people organise their finances around a
certain number of bank accounts. One course suggested a system
of three accounts: a main current account, a spending current
account and a savings account.

m  Some of the courses recommended a ‘cash-only diet’. Using cash
for managing a day-to-day expenses budget makes things a lot
simpler — people easily see how much they have left in their budget.
They also do not need to think about different bank accounts, or
transfer amounts between different bank accounts to manage their
budget.

®m Automating certain transfers, such as rent payment, bill payment
and transfers to savings accounts, reduces the number of things
that people need to keep track of. Many courses advise setting up
standing orders and direct debits.

Another aspect of reducing cognitive overload is to simplify particular
financial decisions by using rules of thumb (or heuristics). We found
many heuristics in the course material we examined:
m Classifying purchases into ‘wants’ and ‘needs’ categories.
m  When prioritising debt, ask the question “Do I stand to lose
something (a car, house etc) if I don’t pay this debt on time?”
If the answer is yes, it is a priority debt.
= When paying off multiple debts of equal priority, pay off small
debts first.*!
m  Make savings at pre-determined intervals — for example weekly
or monthly.
® A rainy day fund should be enough to cover three months of
essential expenses.
Only hold one credit card (or none).
Pay off debts before you start saving.

81 This advice goes against basic accounting principles, which dictates to focus on the
most costly debts. However, paying small debts first has been shown to be more effective. A
study of credit card repayment (Gal and McShane, 2006) actually shows that people who pay
off small debts first pay off their total debt quicker. The authors report that paying off each
debt gives people a “small victory” feeling that keeps them motivated. Moreover, it reduces
the number of creditors faster, reducing correspondence from creditors and thus potentially
lightening the cognitive load.
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Heuristics may not lead to an optimal solution, as everyone’s financial
situation is different and people have different priorities, but in many
situations they are better than the alternatives (procrastination or
inertia). Because of their simple design, heuristics are easy to teach and
easier to remember — this makes them especially suitable content for
financial education programmes.

Addressing empathy gaps

There are various ways in which people have tried to bridge empathy
gaps, by either reducing the effects of hot states or increasing empathy
for one’s future self. Here are some ways that financial education
programmes use these techniques:

m To prevent people from turning their ‘wants’ into ‘needs’ when
they are tempted by a purchase, one of the courses we reviewed
suggested taking a 24-hour break before making substantial
purchases. Introducing this break can take someone out of the heat
of the moment.

m A variant of the above technique suggested by many courses
is to ask oneself a series of questions before making a big or
sudden purchase: “Do I really need it? How long will I use it for?”
Note that this technique may not be immune to the influence
of optimism.

m Various courses we reviewed suggest imagining one’s future
self, either in terms of income or lifestyle expectations. These
imagination exercises can lead to increased empathy with one’s
future self.

Some courses also suggest using commitment devices to reduce spending
or increase saving, although we felt that commitment devices were under-
represented in the courses we reviewed. One course that was focused on
parenting, suggested that parents should agree spending boundaries with
their children, including consequences in case the barrier was broken.
Adults can, of course, design their own barriers and commitment devices
by enlisting the help of partners, family and friends. Some commitment
devices may be more effective than others. Generally speaking, the harder
it is to escape the commitment, the more effective the device will be.

Addressing optimism and overconfidence
Many courses try to ‘calibrate’ people’s expectations to bring them in
line with reality:

m  Making a budget is one obvious way to better calibrate people’s
ideas on income and spending. Various courses insist that budgets
are also necessary to determine how much money is ‘left over’ for
savings — they suggest that this is the first step of setting up a target
for regular savings.

m Various courses start with a quiz that tests people’s knowledge on
the cost of typical expenses: running a car, organising a wedding,
etc. If people’s estimates are widely off the mark, their scores on
the quiz are used as a reality check.
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m  One of the courses we reviewed asked its participants to consider
events that could happen to them over the course of a lifetime.
The exercise specifically focuses on predicting the financial
consequences of the events, and what people can do beforehand to
prepare themselves for the events.

Little is known about the effectiveness of calibrating people’s judgements
on their long-term financial capability.®* For some financial behaviours,
such as using a budget, the calibration exercise may have to be repeated
regularly or reinforced by other techniques. For other behaviours, such
as communicating the benefits of life insurance, a one-off ‘wake-up call’
may be enough to get people to take action.

Addressing instant gratification

Interestingly, many of the respondents to the survey reported that the course
they provide includes some content about impulsive spending, although this
topic was not particularly well-represented in the sample of course material

that we reviewed. Some of the examples that we did see are:

= Many of the courses we reviewed employ a ‘needs versus wants’
exercise, in which participants identify unnecessary and low-
priority expenses. This approach may be backed up by asking
oneself a series of questions before making an unplanned purchase,
or forcing oneself to ‘cool off” for 24 hours before deciding to make
the purchase.

m Some courses suggest using cash instead of cards to manage day-
to-day expenses. This ‘cash-only diet’ limits impulse spending by
imposing a physical limit to the amount that someone can spend
on impulse. Pre-paid debit cards are an alternative approach.

m To prevent impulsive spending on bigger purchases, several courses
urge people to exercise self-control. Rather than buying household
appliances on credit, they suggest saving up beforehand. One of
the courses suggests that small savings are a good way to start

building this habit.

Addressing harmful habits

Cutting out harmful financial habits (and establishing helpful ones) is an
important part of many financial education programmes. An educator of
one of the courses we attended even started the session by proclaiming
that “we are the habits we have”. Some examples of habit-based
techniques we found in the course materials:

m  Many courses encourage participants to make savings by changing
certain habits, such as buying a coffee, cigarettes, or some other
regular indulgence. Course participants typically have to calculate
the annual, or lifetime, total cost of the habit to see how much they
would save by cutting out the habit.

m Some courses suggest cancelling subscriptions or memberships
that offer poor value for money, such as gym memberships and
expensive TV packages.

82 People who suffer depression are likely to have more accurate estimations (Sharot, 2012).
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m  One of the courses we reviewed encourages people to get in the
habit of saving up for purchases by starting with small savings, for
example to buy a small household appliance or a holiday. The idea
behind this is that a feeling of accomplishment will be a reward
and thus encourages more saving. The same principle could be
applied to reducing debt.

m  One particularly harmful habit is to use a credit card for
consumption. The courses we examined almost unanimously
advised against this; paying off the full credit card balance at the
end of the month is common advice. One course we examined
advised to treat any credit card balance as a debt, and plan to pay
it off as soon as possible.

Addressing social influence
Various financial education programmes we reviewed were aware of
social influence on financial behaviour:

m  One of the courses we reviewed encourages a discussion between
participants about the influence of the media on spending norms,
specifically the use of credit cards.

= Some of the courses, particularly those aimed at young people,
encourage participants to discuss the influence of peers on their
spending decisions.

m Some courses employ a knowledge quiz at the start of the course
to communicate to people how common certain bad financial
behaviours are (for example, what percentage of people are not
saving for retirement?).

Although it is important to acknowledge unhelpful social influence,

it is not immediately obvious whether discussing these influences makes
them less powerful. In fact, bringing to light a negative social norm

can be detrimental as it can actually encourage people to follow that
harmful norm.*

Social influence can also be harnessed as a force for good. Two of the
education programmes we reviewed actively encourage education by peers,
whereby individuals in the target group (for example, young people) are
trained as financial educators or ambassadors for financial capability in
their community or peer group. Research shows that participants are more
likely to learn from an educator that is similar to them.**

83  Schultz et al. (2007).
84 Dolan et al. (2012).
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3.3 Overview of Chapter 3

There are several psychological mechanisms that limit people’s ability to
make good financial decisions. Simply learning about these behavioural
hurdles is often not sufficient to overcome them. In fact, even some of
the leading lights in behavioural science admit that they are susceptible
to the same decision-making foibles as the rest of us.® There is good
evidence to believe that these behaviours actually have evolutionary
underpinnings — which partly explains their strong influence on our
everyday decisions.?

In reviewing the ways in which financial education programmes are
currently addressing (or not) the behavioural hurdles to financial
capability, it is clear that there is room for improvement. In the next
chapter, we take a closer look at how to design and teach financial
education programmes. We consider the evidence from the behavioural
science literature in a broader context and combine it with insights from
evaluation studies of financial education programmes.

85 Both Daniel Kahneman and Dan Ariely have stated that they are susceptible. See, for
example, Kahneman (2011b); Ariely (2014).

86 For example, impulsivity, optimism and over-confidence may have been evolutionary
adaptive strategies to secure food and a mate, focusing more on avoiding threats to survival
day to day than on thriving in the long term. For more on the evolutionary basis for cognitive
biases see, for example: Kenrick & Griskivicius (2013); Von Hippel & Trivers (2011); Johnson
& Fowler (2011).
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4. Teaching financial
capability

Can financial capability be taught? The existing evidence into whether
financial education leads to better financial capability is reviewed below,
and illustrates that the relationship between financial education and
eventual financial outcomes is not always straightforward. This chapter
also explores some of the challenges to providing financial education.

4.1 The role of financial education in improving financial
capability

Financial education comes in many different forms. In the UK, financial
education is offered through schools and colleges, employers, charities,
commercial enterprises or not-for-profit specialist providers. Financial
education in schools has been mandatory in Wales, Scotland and
Northern Ireland for several years now; England followed suit in 2014.

Financial education programmes can vary in content, audience, and
mode of delivery.?” For example, financial education could be a one-off
seminar, or a structured course over a number of months. Some courses
are mandatory for participants (for example, as part of debt counselling
or a social welfare programme), whereas others are voluntary. The
intended outcomes of these programmes also differ. A programme in a
primary school will have objectives such as teaching children the basic
principles of money, whereas a course in a debt counselling programme
will aim to improve adults’ use of credit and repayment of outstanding
debt. Boosting participants’ confidence as a main course objective was a
theme that emerged from the responses to our survey.

The ultimate desired outcome of financial education programmes is
better financial decision making. To test whether those who receive
financial education are, keeping all other factors constant, better at
making financial decisions than those who do not receive financial
education turns out to be a complicated task; in the Appendix, we
discuss some of the issues around measurement of outcomes and
establishing causal relationships.

87 For example, the courses represented in our survey ranged from one to 12 hours in
duration, were one-time events or met up to six times, and some were elective whereas others
were compulsory.
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Course providers’ perceptions about what works best to improve
financial capability are varied, and the replies to our survey included
mentions of both specific content and ways of delivering it. Many believe
that helping participants to understand how much money is actually
coming in and going out, via budgeting or creating a spending diary,
works well. Interactive exercises as a method of teaching was mentioned
as helpful. One survey respondent admitted “I only wish I really knew”.
This candid statement reflects a key theme in the current discussion of
financial education: there is still uncertainty about what works best, and
if financial education even works at all.

Academic experts disagree on the effectiveness of financial education
—see the Appendix for a more in-depth discussion. Many point out

that there is no evidence that having received some kind of financial
education in school leads to better financial outcomes in later life. Others
point out the success of certain programmes, and argue these should be
used as models for effective teaching. There seems to be a clear lack of
evidence on comparing courses: we know of only one study that directly
compares different ways of teaching the same principles.®® Another
problem is the lack of evidence from financial education for low-income
groups: arguably, this part of the population stands to benefit most from
improving its financial capability.

Despite the disagreement, there is evidence that certain types of financial
education work well. Retirement seminars are often effective at increasing
planning and saving for retirement. A recent review of the evaluation
literature also suggests that some programmes improve people’s ability to
keep track of their finances.® Furthermore, the authors of another recent
review suggest that courses are most effective when delivered at the right
time, and targeted at the required behaviour (for example, a course on debt
repayment just before signing a mortgage contract).”

Overall, the picture painted in the academic literature about the
effectiveness of financial education is unclear, and this uncertainty is
further evidenced by the results of the latest Programme for International
Student Assessment (PISA) results (see Box 2) and is echoed by the
perceptions of at least some of the course providers.

88 Drexler et al. (2014).
89 Miller et al. (2013).
90 Fernandes et al. (2014).
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“Countries providing
more financial
education do not
necessarily show
higher financial
capability”

Box 2: Financial capability among 15-year-olds®?

In 2012, PISA included its first assessment of financial capability in its
assessment of 15-year-olds, the results of which were published in the
summer of 2014.%% Eighteen countries took part; although we don’t have any
direct evidence of how the UK fared as it was not included in the sample, the
patterns evident from the study are illustrative of several points that we had
identified through a review of the literature (see Appendix).

Importantly, the PISA results indicate that countries providing more
financial education do not necessarily show higher financial capability.®*

That the volume of exposure to education has little correlation with scores in
the domain of financial capability is notable as this differs from other domains
such as maths or science.

Among the sample of 29,000 students, financial capability scores were
correlated with general mathematical skills, although a high score in maths does
not necessarily guarantee high financial capability.®® Therefore it should be
considered whether instilling a strong conceptual understanding of maths may
be a complementary, if not alternative, approach to improving financial capability.

There also seems to be a link between the extent of vocational education
and better financial capability, sometimes despite lower or average maths
capability.®® This finding is in line with our recommendation to look to what
works in vocational education when designing financial education, and to
consider simulations or other experiential approaches.

4.2 Providing effective financial education

Three themes emerged in the literature and through our discussions with
course providers and education experts, which illustrate why course
provision may be difficult in practice. These challenges are: getting
people to attend a course when participation is non-compulsory, the
recoupling of education and practice, and the appropriate provision of
teacher training. Effective financial education would address these.

Encouraging attendance at non-compulsory courses

For financial education courses which are elective, one of the key
challenges to provision is having enough participants choose to attend
the course. There are likely to be many reasons why someone who could
benefit from financial education would choose not to attend a course,
including inertia (optimism that it will be done another day) or simply
feeling too busy (cognitive overload).

91 While PISA uses the term ‘financial literacy’, its definition of the term is more closely
aligned with what we call ‘financial capability’ in this paper in that it refers to both knowledge
and application. Specifically, they define it as: “knowledge and understanding of financial
concepts and risks, and 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” (OECD 2014a p.2). They also state explicitly that “literacy involves more than
the reproduction of accumulated knowledge...[it] also involves a mobilisation of cognitive and
practical skills, and other resources, such as attitudes, motivation and values” OECD (2014b).

92 OECD (2014a, 2014b).

93 “...results from Pisa show no relationship between the extent of financial education
and financial literacy. In fact, some of those education systems where students performed best
in the Pisa assessment of financial literacy teach no financial literacy but invest their efforts
squarely on developing deep mathematics skills.” (Schleicher, 2015).

94 OECD (2014b).

95 (OECD 2014 a); (OECD 2014c).
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In the case of financial education in particular, the desire to attend

may be affected by the associated (whether real or perceived) stigma.
Providers of adult or other non-compulsory financial education
explained that, for many service-users, attending a course is perceived to
be admitting that they are in financial trouble. Some people are reluctant
to attend courses locally for fear that they will be seen by others in their
community who might know them.

Many providers try to determine the right incentives for a particular target
group. One course provider suggests that for 16-18-year-olds this might be
free pizza for lunch and reimbursing their bus fare, and it uses these perks
in an attempt to recruit participants. However, the extent to which these
incentives actually change the likelihood to attend is unknown.

Research suggests that even offering financial incentives can be
insufficient to drive attendance or to subsequently have a meaningful
effect on the participants’ financial behaviour. For example, a study
conducted in Mexico finds that motivating people to attend financial
education is difficult, even with financial incentives.”®

It could be argued that someone who elects to attend a course may be a
more receptive learner than someone who is made to attend. However,
perhaps surprisingly, it appears that this is not the case. Mandatory
education can be as effective as elective education: for example,
professional development for teachers is found to be effective whether
the participants choose to attend or are required to.”” Further, making
financial education mandatory prevents inertia, may remove stigma, and
in at least some cases has been found to be effective in promoting positive
(self-reported) financial outcomes. For example, a study from the US on
mandatory financial education programmes for social housing tenants
finds that education leads to an improvement in financial knowledge and
behaviours, notably self-reported savings and budgeting behaviours,”®
although the persistence of the effects are yet to be determined.

For these reasons we welcome and support the inclusion of financial
education in national curricula, mitigating the risk of non-attendance,
to build a foundation for financial capability. Additionally, it is worth
testing the efficacy of introducing financial education interventions at
key points in time to recall previous education, as the immediacy of an
upcoming event may provide an incentive to attend.

96 Bruhn et al. (2013). Note that quasi-experimental designs (for example, Grinstein-
Weiss et al 2011) also find only temporary effects on savings behaviour.

97 Timperley (2007).

98 Collins and O’Rourke (2010).
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Recoupling education and practice

“Learning by doing is different from doing theory and then applying it.”*
Financial capability is rooted in behaviours and application, not just

in knowledge. One of the challenges to providing financial education
effectively is that the skills being taught in the classroom are not always
immediately available to put into practice in the real world. This
decoupling of education from practice means that opportunities for
feedback are lost and learning is not reinforced through application. For
example, a lesson about pensions delivered at a life stage in which income
is earned primarily through odd jobs or casual work loses much of its
relevance and value. As the quote at the start of this section suggests, it
may not be enough to teach theory now with the intention that it will be
applied at a later stage.

The practical nature of financial capability suggests that in some sense
financial education may be similar to vocational education. That is,
knowing about interest rates is not the same as applying that knowledge
to calculate repayments and inform a decision about whether to take out a
loan, just as knowing about joinery is not the same as creating an elegant
box joint. To this extent, research about practical or vocational pedagogy
may help provide insight into how to teach financial capability effectively.

Research from the University of Winchester suggests that experiential
learning or learning-by-doing, simulations, attempting to solve real-
world problems, and imitation are among some of the most effective
means of teaching a vocational capability.'®® According to the authors:

“Use of simulation is a well-established way of learning and assessing
skill development in vocational disciplines... [Slimulations of real-life
scenarios provide opportunities for learners to practise problem-
solving and...decision-making in a ‘safe’ environment...where

outcomes can be controlled as part of the learning experience.”'!

We believe that such hands-on, experiential learning might be
appropriate for the types of practical skills required for optimal financial
capability. Research by the Money Advice Service and academics from
the University of Cambridge confirm that children under the age of
eight years learn by copying others and noticing patterns in experience,
suggesting that financial education could be offered experientially to
even the very young.'*

Especially where younger children are concerned, given their
developmental stage, learning-through-doing to instil habits and influence
attitudes may help to improve financial capability more so than learning
abstract concepts. “[Y]ounger [pupils] may lack the background and

99 Pring, cited in Lucas et al. (2012, p.79).
100 Lucas et al. (2012).

101  Lucas et al. (2012, p.89).

102 Spencer (2014b).
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cognitive development to understand some of the key concepts of personal
finance. This suggests that non-traditional types of education, with

strong emotional appeal and shared experience, may be more effective in
communicating important concepts to younger [children] and helping them

form behaviours that will benefit them throughout their lives.”!%

Finally, as we learned from our discussions with course providers,
simulations can help participants to understand their role as productive
and responsible players in their own financial life. For example, in a multi-
stage simulation of a scenario of moving into a shared flat with friends,
participants learned not only about budgeting to ensure a rent payment
could be made, but also, when stung with the surprise of an extra month’s
rent being deducted, the students quickly learned that they must read the
contract carefully to avoid such potentially ruinous surprises.

Improving teacher capability and confidence

In addition to these reasons why it may be difficult for someone — such
as a financial professional or a specialised course provider — to teach
financial capability courses effectively, it may be especially hard for non-
specialist teachers to do so. This is an important consideration given the
inclusion of financial education in the National Curriculum last year. For
school teachers (as opposed to a specialist course facilitator), teaching
others about financial concepts may be hard if their own financial
capability is not very good. Recent figures from the US show that only
about 20 percent of high school (equivalent to secondary school) teachers
“feel qualified to incorporate personal finance lessons into their math,
English or other class”,'® which may be fuelled by their own lack of
financial capability, inadequate training, or both.'®®

Imitation of good practice can be an effective method for learning:

“While social learning theory recognises the importance of
experience that leads to reinforcement, [alkey contribution is the
idea that individuals learn through observing and then imitating
others. A key point for vocational teaching is that a balance needs to
be sought between allowing learning through experimentation and
trial and error (with its resulting rewards — success, and punishments

— failure), and allowing learning through imitation.” %

But the opportunity to imitate may be undermined if teachers
themselves are not confident in their own financial capability, a problem
compounded by the fact that much personal financial behaviour is still
largely kept private, as discussed earlier in Chapter 3, and is therefore
harder to imitate.

103 Mandell (2009).

104 Kadlec (2012).

105  Kadlec (2012); Coleman (2014).
106 Lucas et al. (2012, p.62).
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Money is a sensitive topic. Is it possible that when teaching financial
education, teachers may feel that they are competing with messages
around money and financial best practice from media, banks, parents,
friends, or religion, in a way which is likely to differ from when they are
teaching other subjects?

It should be asked how much training and professional development

is being offered to teachers to carry out financial education. The All
Party Parliamentary Group on Financial Education found in their 2011
survey that for those “teachers whose schools provided personal finance
education, only 43 percent had received training or advice to teach the
subject, or were aware that their colleagues had done s0.”'”” The PISA
findings discussed earlier found that within many of the 18 countries
assessed, “most students are taught by teachers who have not received
this kind of professional development training.”!% It is clear that adequate
teacher training and improving teachers’ own financial capability would be
a step in the right direction towards more effective financial education.

107  All-Party Parliamentary Group on Financial Education for Young People (2011, p.24).
108  OECD (2014b, p.40).
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5. What next?

Given that there is not enough evidence to establish the causal links
between financial education, financial literacy, and financial capability,
more and better evaluation is needed to help tease out what works and
what doesn’t. Positive steps are being taken to improve the evidence base
for financial education. For example, a new ‘evidence hub’ is currently
being developed so that researchers and course providers can access
relevant findings, and an evaluation toolkit is in development.'” Building
on the discussions earlier in this paper about both our natural human
dispositions which can undermine financial capability and the challenges
in delivering an effective financial education programme, we recommend
that the evaluation should test a financial education programme

which teaches heuristics, by means of learning-by-doing, and which is
administered just-in-time for a change of circumstance.

Recommendation to test #1:

Teach heuristics or strategies rather than, or in addition to, focusing on
knowledge of concepts.

Heuristics (rules-of-thumb) should be simple, specific, and action-based.
The benefits of a good heuristic are described well by the research
organisation ideas42: “Well-designed heuristics give people decision
aides that allow them to arrive at better outcomes without their needing
to be experts on such diverse areas as finance...”''% As discussed in
Chapter 3, a major tenet of behavioural science is that we are cognitively
frugal and try to conserve mental energy; when we are faced with
decision fatigue we tend to take the easy route. Many of the natural
dispositions we express are difficult to change, so rather than attempt
to do so, it may be wiser to provide people with strategies to help avoid
the hurdles that these dispositions present. An action-based rule helps
to “turn an intention into a realised action”,""" and providing these rules
in an education programme shifts the emphasis from knowledge to
behaviour, which is key to financial capability. For all of these reasons,
teaching heuristics is a promising area for further evaluation.

109 MAS (2015). At the time of publication, the hub and toolkit are in development by
MAS and Bristol University’s Personal Finance Research Centre.

110 Schoar and Datta (2014, p.3).

111 Schoar and Datta (2014, p.2).

What next? 41



42

Recommendation to test #2:

Experiential learning

In Chapter 4 we explained that financial education might be most
effective if taught through experiential means, learning-by-doing, or
using simulations or case studies to solve real-world problems. This type
of practical teaching shifts the emphasis from knowledge to behaviour
(as do heuristics), and helps people to practise skills.

Course providers are already doing this well. Many courses we reviewed
had case studies with real-world problems, some had simulations, and
one even offered an experiential lesson over the course of the semester —
a school can run its own bank.

Recommendation to test #3:

Teach early, but reinforce at key moments

We suggest testing the efficacy of financial education interventions
provided at key points in time to recall previous (compulsory) financial
education. Timely interventions address the challenges of both getting
people to turn up for a course and the decoupling of education from
practical application. The immediacy of an upcoming event (such

as moving into independent living, facing redundancy, or planning

a wedding) may provide an incentive to attend. Just-in-time (JIT)
education is also highly relevant given it is targeted at a specific
circumstance, and people can put their knowledge into practice in the
immediate future.

Additionally, when teaching young people about various financial products
there is always the risk that those products will be obsolete by the time

the person needs to put their knowledge into practice; JIT education
mitigates this risk. JIT financial education should 7ot be a replacement

for compulsory education earlier in life, as early education may be a prime
time to start instilling beneficial attitudes that may carry forward into later
life stages."'? Rather JIT education should complement previous education
and provide an opportunity to recall and reinforce learning.

Some course providers are already providing JIT financial education,
targeted around various potential life stages such as marriage,
retirement, having a baby, becoming self-employed, leaving prison, or
being homeless.

Piloting

Overall, we recommend a long-term evaluation to capture the persistence
of effects of a financial education programme, and specifically, we
propose that the intervention tested is based on strategies, is experiential,
and taught early with reminders at key decisive moments.

112 Mandell (2009).
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6. Conclusion and
closing thoughts

It would be unsurprising to finish reading this paper and be filled with
gloom. After all, the picture painted brings many complexities to light.
A complex financial environment and our own human nature make
financial capability difficult to achieve. Additionally, the practical nature
of financial capability can make it difficult to teach in a traditional
classroom environment, and different types of financial education

face their own challenges to effective provision. Finally, even if it were
easier to teach, the evidence is mixed as to whether financial education
programmes improve financial outcomes in a meaningful way.

However, there is reason to be hopeful about the prospects for financial
education, and it is in our collective best interest to learn more about
how to use it to improve the financial lives of many.

Research from behavioural science provides an opportunity for policy
makers, financial service institutions, and course providers to gain a
better understanding of some of the human dispositions that often
serve as roadblocks to optimal financial capability, and to design
strategies to help people work around them — beyond merely providing
information or warnings. For example, policy makers can ask how

to best deliver changes to benefits or provide access to pension funds,
given our proneness to instant gratification and optimism? Or, financial
service providers can ask how products should be designed with these
dispositions in mind in a way that helps people, not exploits them? For
educators, how can these human tendencies be addressed so that we go
with the grain of human nature rather than against it?

It is critical to note that human psychology is not the only factor in this
problem of financial capability, and our support of financial education
does not intend to imply that those who are struggling financially are
wholly culpable for their own circumstances. It is not the case that
financial education, with a resultant improvement in people’s financial
capability, is sufficient to fix the circumstances of many who are
struggling financially. Rather, financial education is one piece of a larger
puzzle which requires thought about complex financial products, changes
to benefits and the labour market, the rising cost of education, and social
inequality more generally and the role these play in the lives of those who
are feeling financially unstable.
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But as financial education may be one way of improving financial
capability, we have the responsibility to learn much more about what
works, and what works best. This is interesting for everyone: not

only course providers, but also course participants, school leaders,
researchers, and anyone concerned with the wellbeing of their community.
Evaluation of financial education interventions should be informed by the
methodological techniques discussed in this paper. As explained in this
paper, we have reason to believe that interventions that teach heuristics,
with a learning-by-doing approach, reinforced just-in-time before a change
in circumstance are likely to have a beneficial impact on participants’
financial outcomes. To find out for sure, we call for targeted further
research to be carried out to test our claims and add to the small but
growing stock of evidence about effectively improving financial capability.
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methods have
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Appendix:
Impact assessment for
Financial Education

Can people’s financial capability be improved through financial education?
Before trying to answer this question, it should first be noted that financial
education comes in many different forms. There is financial education
through schools and colleges, commonly thought to have originated in the
first half of the 20th century.'® A more recent phenomenon is employer-
provided education, which largely developed in the 1980s—1990s and often
focuses on retirement savings.!* Various charities also offer financial
education, often aimed at specific populations such as low-income families
and other vulnerable individuals.

Recent decades have seen a growing number of practitioners and
academics contribute to measuring the impact of financial education. This
has fuelled a heated debate, with sceptics and believers equally forceful in
their arguments. And, although opinions on standards and methods have
greatly converged during the debate, no clear consensus has emerged. But
the evaluation literature does teach us some valuable lessons about what
has been shown to work, which aspects of programme design appear
most critical, and, last but not least, how to interpret the results of any
evaluation study claiming to ‘prove’ or ‘disprove’ the effectiveness of
financial education. In this Appendix, we discuss various research designs
used in evaluations or impact assessments.

Strictly speaking, a financial education programme is effective only if
it has a proven impact on participant behaviour. But such proof may
be hard to come by. Measuring the effects of a financial education
programme for 7-year olds requires that the participants are tracked
throughout their youth and adult life, and preferably compared to a
control group of similar individuals who did not receive the education.
Of course, this is highly unpractical. It may be that the researcher will
have to set more modest objectives for evaluation.

Other types of programmes offer better opportunities for evaluation. For
example, the effectiveness of financial education provided alongside a
government-sponsored savings account can be measured as the difference
in accumulated savings between those who received the education versus
those who did not. This measure is not perfect either but it comes a lot
closer to demonstrating an actual positive change in financial behaviour.

113 Gale and Levine (2010) note that, in the US, the 1950s saw an expansion of financial
education in secondary schools. Another author writes that financial education in the US goes
back to “at least the 1930s” (Willis, 2009, p.417). But other sources suggest that some form of
financial education in schools existed before that time. For example, it was common for women
in Belgium and The Netherlands in the early 20th century to be taught household accounting
at so-called “house making schools”.

114 See Braunstein and Welch (2002).
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Measuring impact through questionnaires

By far the most common way of evaluating financial education
interventions is to ask participants a set of questions afterwards. These
questions can be evaluative in nature (eg “Do you feel the course has
made you more knowledgeable about bank accounts?”) or they can be
designed to provide a financial capability snapshot (eg “On a scale from

one to five, how knowledgeable are you about bank accounts?”).!s

Post-programme questionnaires often measure direct satisfaction with
the educational content or delivery. As such, they provide valuable
feedback on participants’ learning experiences, including feelings of
enjoyment and purpose. This feedback can then be used to update course
content, evaluate teachers, and provide information to funders and
organisers. But can this feedback be used as evidence for programme
effectiveness? That depends.

When questions are purely evaluative and there is no pre-programme
measure for comparison, they are unreliable indicators of programme
impact. This is especially true when participants are inclined to give
socially desirable answers — to show either the programme facilitators or
prove to themselves that participation was worth their while.

Pre-post evaluation

A more robust approach is to ask the same questions before and after

the programme, a technique called pre-post evaluation. Pre-post studies
compare participants’ behaviour, attitudes or knowledge before and after
a financial education programme. Especially when these questions take

a snapshot of knowledge of behaviour rather than ask the respondent

to report progress, they mitigate against the bias of socially desirable
answers. Other techniques for getting more reliable answers are: delaying
the post-programme questionnaire by a few weeks, using a researcher
unconnected to the programme provider to administer questionnaires,

or comparing pre-post answers to a control group of people who do not
participate in the programme.

Pre-post studies often report a positive impact of financial education.
This is not only true for post-programme evaluations conducted straight
after the programme: a recent review article of multiple studies reports
this is also true when post-programme evaluations happen at least two
weeks after the programme.'® These results are encouraging, but a word
of caution is in order: results of delayed post-programme surveys can be
affected by attrition bias — the ‘pre’ respondents are a different group of
people than the ‘post’ respondents. This is especially true if they require
some action on behalf of the respondent, such as completing an on-line
questionnaire. In this case, the ‘post’ respondents are more likely to be
diligent individuals.

115 Droust et al. (2013).
116 Fernandes et al. (2014).
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If the response rate for both the pre- and post-programme questionnaire
is good (ideally close to 100 percent), then a pre-post study can be
informative about programme impact at the time of the post-programme
survey. Knowledge gains, although they provide no proof for actual
behaviour change, can be demonstrated and measured across different
versions of an education programme, or compared for different teachers.
For self-reported behaviour changes, such as higher reported savings and
better budgeting habits, it still holds that the researcher will have to take
the participants’ word for it.

Correlational studies

Correlational studies compare people who have received financial
education to those who have not. To establish whether people have
received financial education, researchers typically use population survey
questions such as “Did you receive financial education at school?” Rather
than focus on a specific programme, this approach addresses the broader
question of whether any kind of financial education has an effect.
Correlational study techniques may thus not be helpful for a particular
course provider designing an impact assessment, but the results discussed
here feed into the wider debate about financial education.

The evidence from correlational studies is mixed. One study investigates
the effect of financial education in US high schools, using a representative
nationwide sample with six survey waves between 1997 and 2008.

Each wave of the survey shows that there is no difference in financial
knowledge between students that have completed a financial education
class and those that have not.!"” Furthermore, the survey recorded a
gradual decline in the financial knowledge of high school students
during the 1997-2008 period. Interestingly, those who received financial
education report better savings behaviour than those who did not.

Results from a US household survey show that those who report having
received financial education through their employer also report higher
retirement savings.'"® However, the results are slightly inconsistent — the
survey respondents do not report a higher level of overall savings (which
presumably includes retirement savings). Another US study presents
more convincing results: it estimates that those who have taken part

in employer-sponsored retirement savings seminars accumulate 15 to

20 percent more wealth than those who have not.'"”

When interpreting the evidence of a correlational study, it is important
to see which confounding factors have been taken into account. Those
who have received financial education may differ in important ways from
those who have not — they may have grown up in wealthier areas, for
example. Another important issue in correlational studies is selection
into financial education.

117 Mandell (2005) and Jump$tart (2008).
118 Bernheim & Garett (2003).
119 Lusardi (2003).
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First, selection might originate in the survey: more financially capable
people may be more likely to remember that they received financial
education (a form of recall bias). Second, people with more financial
capability to begin with are more likely to seek out financial education.
If retirement seminar participation is voluntary, then we would expect
those who think a lot about their retirement to be more likely to
participate. There is some evidence to suggest that this is the case: people

who are more future-minded are more likely to obtain financial advice.!*

Quasi-experiments

Quasi-experiments are similar to correlational studies in that they compare
people who have and have not received financial education, but they

look at situations where people have no choice in the matter. If financial
education is made mandatory in one school, but not in a neighbouring
school, the outcomes can be compared — the underlying assumption being
that students in different schools are broadly similar to begin with.

Two well-known quasi-experiments use data on the expansion of
mandatory high school financial education across US states. The first
study finds that those who have received financial education have higher
savings.!?! The second study finds similar effects for income from savings
and investments, but only if they use the statistical model used by the
authors of the first study — as soon as they allow for differences between
US states, the effect disappears.'?? This suggests that the higher savings
reported in the first study were actually caused by differences between
US states, instead of financial education. A more recent study that
compares the debt outcomes of young adults as a function of financial
education introduced by their state, shows that financial, as well as
mathematical, education in schools lowers the amount of debt and the
likelihood of bankruptcy.!??

The quasi-experimental evidence on financial education provided by
employers is promising. A US employer survey finds that pension plan
participation and contributions are higher in companies that offer
retirement seminars.'** Another study finds that US army personnel who
were put through a financial education programme in training report
more responsible financial behaviours than those who did not.!*

Debt counselling is another area in which quasi-experimental evidence
is generally positive. Although most studies find that self-selection is
common — those who seek out debt counselling are also more financially
capable — they also show evidence that counselling works.'*¢ For
example, two studies from the US report that phone counselling for
delinquent mortgage owners decreases their probability of default and

120 Meier and Sprenger (2008).

121 Bernheim et al. (2001).

122 Cole and Shastry (2012).

123 Brown et al. (2014).

124 Bayer et al. (2009).

125 Bell et al. (2009).

126 Elliehausen et al. (2007), or Lyons et al. (2006).
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that financial education sessions for bankrupt individuals improves

attitudes and self-reported credit behaviour.'”

Quasi-experiments go a long way in addressing the selection issues that
may inflate the results of correlational studies. Especially in schools and
training settings, where attrition bias is likely to be less of a problem,
quasi-experimental designs can be used very effectively in conjunction
with a pre-post evaluation. If people who receive financial education
can be compared with similar people who do not receive education,

this yields a very robust impact assessment. By carefully choosing a
comparison or control group, financial education providers can thus
design a reliable measure of whether their programme is effective.

Randomised Controlled Trials

The evidence from the quasi-experimental studies in US high schools
shows that differences between participant groups and/or geographical
areas can be important. The same could apply at a local level: schools

or organisations that organise financial education for their students or
employees may be wealthier or better organised. If so, this may bias the
result of a quasi-experimental comparison. To truly measure the effect
of financial education absent of such confounding factors, the researcher
will have to conduct a Randomised Controlled Trial (RCT).

Well-executed RCTs avoid the problems of confounding factors and
selection. In conducting an RCT, the researcher or provider first decides
who receives financial education, and who does not. If this happens in a
randomised and balanced way, meaning that those who receive financial
education do not differ from the comparison group in ways that may
matter for the effectiveness of financial education, the RCT will be the
best possible evaluation of the financial education programme.'*

Although RCTs are widely seen as the gold standard in evaluation
research, conducting an RCT may not always be possible. The design

of a programme, such as school education that has to be uniform across
a curriculum, may prevent the researcher from randomly assigning
students or classes to education or a control group. It may be more
feasible to choose a school ‘at random’ from those asking for financial
education. If this is not feasible, the researcher can experiment with
randomly assigned ‘add-ons’: text message reminders, personal coaching
sessions, helping students open bank accounts, etc.

There is very little RCT evidence on financial education in schools.
A study in Italian secondary schools finds no difference in knowledge
and behaviour between students who did and did not receive 16 hours of

127  Study 1: Ding et al. (2008); Study 2: Wiener et al. (2005)

128 There are different ways of ‘randomly’ assigning people to an intervention
and control group, such as block randomisation and stratified randomisation. For more
information on RCT design, see Piantadosi (2005).
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financial education. One major drawback of this study is that the authors

cannot rule out knowledge spillovers between classes in the same school.'”

A much bigger study, conducted in Brazil with 868 schools, does find
positive effects on financial knowledge and behaviour.!®® What is
particularly encouraging about this study is that financial education
leads to an improvement in (self-reported) savings for purchases, as well
as generally reducing present focus in students. Two further points are
worth noting: the programme lasted 17 months and is therefore more
intensive than ‘typical’ financial education programmes. Second, the final
survey was conducted immediately after the programme, so there is no
telling whether the positive effects will persist.

RCT evidence on employer-provided financial education is mixed,
although research in this area has focused on information provision. One
study finds that paying employees to attend a retirement information

fair increases their attendance, although actual participation in the
employer-sponsored pension plan is just as high for the colleagues of
those who were paid to attend.”" Another study finds that motivating
non-contributors to join a pension plan by sending them an information
flyer can backfire: older workers were actually less likely to join the
pension plan after receiving the flyer."”? What does seem to work, though,
is combining retirement information with goal setting. A retirement
seminars comparison study reports that savings one year after the
seminar were significantly higher when the seminar featured both
information provision and goal setting.!?’

Some RCTs have looked at financial education programmes for
populations who are thought to benefit most from it: low-income
families. One problem with targeting this population group is low
attendance: a study in Mexico finds that motivating people to attend
financial education is difficult, even with financial incentives. The

same study reports that the evaluated financial education programme
results in positive financial behaviour — higher savings — but the effect is
temporary.”** A US study on mandatory financial education programmes
for social housing tenants presents more positive results: education leads
to an improvement in financial knowledge and behaviours, notably
self-reported savings and budgeting behaviours. It remains to be seen,
however, whether these effects are persistent.'”

One RCT that deserves special mention is the evaluation of a financial
education programme for migrant workers in Indonesia.’*® The study
finds that it matters who receives the education: if only the migrant

129 Bechetti et al. (2013).

130 Bruhn et al. (2013).

131  Duflo and Saez (2003).

132 Clark et al. (2012).

133 Hershey et al. (2003).

134 Bruhn et al. (2013). Note that quasi-experimental designs (for example, Grinstein-
Weiss et al., 2011) also find only temporary effects on savings behaviour.

135  Collins and O’Rourke (2010).

136 Doi et al. (2012).
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“One particular
theme emerging in
these reviews is that
experts feel that

the effectiveness of
financial education
has not been
convincingly proven”

worker receives education, financial behaviour changes little. But

when financial education is extended to the worker’s family members,
budgeting behaviours improve and savings increase. This study suggests
that financial education is more effective when all the ‘stakeholders’ of
financial behaviours are included.

The ongoing debate on effectiveness

We hope that the previous section has given the reader some insight
into the variety of approaches, and the mixed nature of the results, of
evaluating financial education. Many academic experts have written
similar reviews in the past, some more rigorous than others. One
particular theme emerging in these reviews is that experts feel that the
effectiveness of financial education has not been convincingly proven.
One review paper cautiously notes that “[evidence] on whether financial
education actually improves financial outcomes is best described as
contradictory.”’” Another author puts it more bluntly: “...the necessary
predicate belief in the efficacy of [financial education] is largely based on

ideology rather than evidence”.!*

Many of the review papers written in the past years rely on a handful

of evaluation studies hand-picked by the reviewer. Handpicking studies
does not lead to the most balanced judgement.' We believe that the
conflicting results are partly due to the fact that very little is known
about the conditions that make financial education effective. As with
any kind of education, some techniques will be more effective than
others, some participant groups will be more receptive to the techniques
used than others, and some circumstances will be more conducive to
learning than others. The first findings on which of these conditions are
critical for the effectiveness of financial education are just emerging, and
much more work remains to be done. In the final sub-sections of this
Appendix, we discuss some of the early findings that financial education
providers may want to take into account.

What to measure?

Regardless of one’s approach to evaluation, the researcher needs

to decide what kind of evidence to collect: evidence on knowledge,
attitudes, or financial outcomes? We believe that the most convincing
evidence is observed financial behaviour: bank account balances, pension
plan contributions, credit card payments, etc. When these outcomes
cannot be observed directly, self-reported data on these behaviours is the
next best alternative.

137 Hastings et al. (2012), p.17.

138 Willis (2009), p.419.

139 A fairer approach is to select all evaluation studies according to certain pre-set
criteria, and measuring effectiveness by a common metric — an approach called meta-analysis.
Two recent meta-analyses are Fernandes et al. (2014) and Miller et al. (2014).

60 Wired for Imprudence: Behavioural hurdles to financial capability and challenges for financial education



Teaching financial education to children, especially those too young to
handle money in any way significant to their wellbeing, means financial
outcomes cannot be used for evaluation in the short to medium term.

In these cases, financial attitudes and knowledge measures are the best
evidence available. However, this does not mean that registering an
increase in knowledge immediately after the programme is sufficient
evidence of effectiveness. What is relevant for assessing these courses is
their long-term impact: does the knowledge persist? Is there any evidence
of cross-fertilisation with other courses (such as maths and economics) in
terms of uptake or results? Has the programme increased the long-term
likelihood that students discuss money with their peers or parents?

Generic versus specific education

Should financial education content be broad, covering topics from the
origins of money to maximising income from tax incentives and benefits,
or focused on a specific financial behaviour, such as putting money in

a savings account? Experts almost unanimously agree that, in terms of
proven impact, specific programmes are more promising than generic
programmes. Generic programmes, they argue, are too far removed from
the action of everyday decision making: “...teaching financial literacy

in the abstract appears ineffective™;*? “. . highly targeted programmes,
unlike generic programs, tend to be effective in changing people’s

financial behaviour” (emphasis added).'*!

Two recent efforts that make a systematic comparison between studies

of financial education offer more insight: the effect of financial education
increases with the number of hours of instruction, but the effect also
disappears quickly over time and works better for some financial behaviours
(notably savings and keeping track of finances) than others.'*> Again,

these results are not encouraging for generic financial education. Research
methodology also matters: correlational studies typically report bigger

effects of financial education than more robust methods, such as RCTs.'*

To sum up, there is little evidence that generic financial education affects
the financial outcomes of its recipients. Narrowly targeted interventions
seem more promising, especially in the areas of saving and keeping track
of money. Nevertheless, there may be compelling reasons for providing
generic financial education in some settings. Financial education in
schools can serve as a forum for discussion for students, and raise the
profile of related subjects, such as mathematics. Improving people’s
knowledge of financial matters is a worthy goal in itself, and raising the
knowledge level of society through formal education may have indirect
benefits, such as a better-informed public that demands more from
financial institutions and regulators.

140 Braunstein and Welch (2002), p.452.

141 Hathaway and Khatiwada (2008), p.2.

142 Fernandes et al. (2014), Miller et al. (2014).
143  Fernandes et al. (2014).
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Impact of education over time

To determine the most effective way of delivering financial education, time
is a key factor. We might want to know how many hours of instruction are
‘optimal’ for effecting behaviour change. Second, we need to know how
quickly knowledge or behaviour improvements decay over time. A recent
review article of financial education studies provides some answers.'**

The effect of a financial education programme increases with the number
of hours of instruction. However, this relationship is not linear: the
effectiveness of additional hours of instruction diminishes as total hours
of instruction go up. There is no evidence, however, on the optimal
timing of financial education courses: are two blocks of two hours the
same as one block of four hours of teaching? And what is the optimal
interval between two financial education sessions — a day, one week,
three months? Another relevant but unanswered question is whether the
lessons learned in a financial education session are best reinforced by
another session, or by cheaper methods such as reminder text messages
and emails.

Another key finding in the review article is that the effect of financial
education decays quite quickly over time. The authors estimate that after
about one-and-a-half years, the effects on knowledge and behaviour

of a 24-hour programme have disappeared; the effects of less intensive
programmes decay even faster. These findings suggest that ‘preventive’
financial education is unlikely to work if participants cannot put it into
practice quickly. As we discussed above, this time horizon may be an
unfair judgement on the effectiveness of some programmes (such as those
taught in schools), but they provide an important benchmark for financial
education programmes designed to have a more immediate impact.

144  Fernandes et al. (2014).
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