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1 Motivation

For several reasons the financial literacy of consumers is likely to become more important
for a sound financial system.

First, we are living in a time of fast digitalisation. The financial industry is changing rapidly.
This is both a great challenge and a great opportunity. After decades of bank-based finance
we are confronted with more direct matching of lenders and borrowers. This leads to a
great enlargement of the choice set for households seeking to insure themselves against the
contingencies of life.

Second, decades of peace and growth after the second world war allowed for an unprece-
dented accumulation of wealth. Combined with demographical developments, this implies a
large wave of inheritances and rather affluent households in the future, with higher wealth-
to-income ratios. In his recent book “Capital in the Twenty-First Century”, Piketty (2013)
argues that income loses importance as the critical source of wealth over time, while inheri-

tances become increasingly important. The capital to income ratios are rising. This means
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that future households will inherit large amounts of wealth which they need to invest.
Third, since the seminal contribution of Feldstein (1974) many have argued that the welfare
state crowds out private wealth accumulation. This means, that given the decrease in welfare
state spending, the need for wealth accumulation and financial investments will rise. This
is especially pronounced with regard to state pension systems, where private pensions are of
increasing importance.

Fourth, the European Unions’ project of a capital markets union, which aims at a stronger
integration of European capital markets to decrease the dependency of enterprises on the
European banking system, which translates into a more direct match between savers and
investors. The same holds for developments stemming from digitalisation and the fintech

industry.

To sum up, more fluent households will face a larger variety of complex and likely more
direct and more risky financial products. Given their lack of experience with the stock market
and financial products in general, which is especially pronounced in continental Europe, we

seek to answer the following research questions in this paper:

e Do individuals posses enough financial literacy to deal with these developments, and

how prepared are they across different countries?

e Are observed differences in financial literacy mainly due to differences in observable

individual characteristics?
e Does experience with financial products matter for the stock of financial literacy?
e Which differences in institutions are correlated with cross country differences?

In the context of these research question we identify policy conclusions with regard to
(i) enhancing financial literacy in an efficient way and (ii) potential interactions between

financial literacy, the macroeconomic and institutional environment and financial stability.

Previous Literature The importance of financial literacy as an important ingredient of
informed choices and sound financial behavior of consumers has been recognised by the
literature during the last years (see, e.g. Campbell, 2006; Jappelli, 2010; Hastings et al.,
2013; Fernandes et al., 2014; Lusardi and Mitchell, 2014). Moreover, the literature shows
that poor outcomes in household finance and questionable investment decisions mostly occur
for households with low levels of income and financial literacy (Campbell, 2006; Badarinza
et al., 2016). The results of recent descriptive studies, comparing levels of financial literacy
of individuals, show substantial differences across countries. For example, according to the
Standard and Poor’s (2014) survey, the average percentage of adults correctly answering 3
out of 4 financial literacy questions is 56% in the old EU member states; 63% in Australia;



USA, and Canada; and 45% in the Central and Eastern European (CEE) new EU member
states. Likewise, results of the OECD PISA survey show worse results for high-school stu-
dents from CEE countries compared to other Western European countries (OECD, 2013).
Recently, the OECD (2016) showed substantial differences in financial literacy of the adult
population across the world, but also across European countries. Differences in financial
literacy across countries have been predominantly studied in a descriptive way (Lusardi and
Mitchell, 2011; Atkinson and Messy, 2011; OECD, 2016). An exception is a study by Jap-
pelli (2010) who analyses the relationship between macroeconomic variables and financial
literacy using international panel data on 44 countries over the period 1998-2008. Yet the
differences in the observed distribution of financial literacy across households and individuals
have not been studied in a cross-country framework using comparable individual-level sur-
vey data. We deliver such an analysis by answering the question what (possibly) determines
the observed differences in financial literacy of individuals between countries by employing

microeconometric tools from the policy-evaluation and decomposition literature.

Contribution Our study makes several contributions to the empirical literature on finan-
cial literacy and household finances. To our knowledge, we are the first analysing in more
detail the newest wave of the OECD/INFE database on financial competencies of individu-
als, which has been made available in the summer of 2017. The advantage of this database
is its broad base, focusing on an extended set of financial knowledge questions as well as
aspects of financial attitudes and behavior. We are also the first to employ counterfactual
decomposition techniques to analyse the observed differences in financial literacy in a cross-
country perspective. In our framework, we consider individuals from Finland as a benchmark
(reference) for financial literacy of individuals from other countries available in our dataset
(i.e. Austria, Brazil, Canada, Croatia, Honk Kong, Hungary, Germany, Jordan, Netherlands,
Russia, and UK).! Our findings could help to better understand the potential determinants of
gaps in financial literacy between countries which can be even more than 20% in some cases
(e.g. Finland vs. Croatia/Russia). Specifically we are able to decompose the differences in
to parts, which are purely due to different individual characteristics across countries, parts
which might have to do with different experience and remaining parts. These remaining parts

we use to analyse the potential linkage to institutions and the macroeconomic environment.

!The choice of Finland as a reference category is reasonable not only for the data availability, but also
from other reasons. For example, Finish population (both adults and high-school students) rank among the
best in different financial literacy surveys (e.g. OECD, 2013, 2016) compared to the population from other
European countries. Furthermore, in Finland households show an intense interaction with financial markets
as nearly 39% of households hold risky financial assets in their portfolios (Bover et al., 2016).



2 Data

The data used for the analysis of financial literacy gaps across countries come from the
OECD/INFE international survey of adult financial literacy competencies. While the sur-
vey was conducted in almost 30 countries around the world, only a few countries made the
data available for research purposes. Hence, we have managed to access individual-level data
from Austria, Brazil, Canada, Croatia, Finland, Germany, Honk Kong, Hungary, Jordan,
Russia, and UK making together around 15,000 observations. A unique feature of this sur-
vey is that the questions are asked in a harmonised way across countries, making the results
comparable, with a major advantage as compared to previous surveys on financial literacy.
Also, the set of financial literacy questions is much broader than in common previous stud-
ies.? The data also contains standard socio-economic demographic characteristics.

The financial literacy score of individuals is computed similarly to the extant literature
on financial literacy (e.g. Lusardi and Mitchell, 2014). Hence, the financial literacy score is
computed as a sum of all (seven) correctly answered questions asked in the survey. In our
empirical analysis, we first use a set of exogenous socio-economic individual characteristics as
predictors for the stock of financial literacy (i.e. labour status, age, gender, education, and
marital status). In the second step, we also include a set of endogenous variables capturing
the investment behaviour of respondents (e.g. having a budget, holding savings instruments,
holding stocks or bonds). This is done to test the hypothesis whether financial literacy gaps
would diminish after accounting for the experience with financial products in general.

3 Empirical Strategy

We study gaps in financial literacy between countries and type of individuals by means of
modified Blinder-Oaxaca framework (Blinder, 1973; Oaxaca, 1973). The Blinder-Oaxaca
decomposition technique has been predominantly used in the labour economics literature to
study gaps in wages and employment. Recently, this method has also been applied in the
field of household finance to study differences in stock-holdings between US and euro-area
households (Christelis et al., 2013), wealth differences in selected euro-area countries (Matha
et al., 2014), or to study financial literacy gaps between male and female population in the
US (Fonseca et al., 2012). In our case, the Blinder-Oaxaca decomposition defines the mean
difference in financial literacy scores of individuals from the particular studied country and

individuals from the reference group, Finland. The mean difference is divided into two main

2In the previous surveys, usually three/four basic financial literacy questions on interest rates, inflation
and diversification/riskiness were asked (Lusardi and Mitchell, 2014). In the OECD/INFE survey, questions
include concepts such as time value of money, interest paid on loan, interest and principal, compound interest,
risk and return, inflation, and risk diversification.



parts - one explained by group differences in observable individual characteristics under con-
sideration, and another that cannot be accounted for by differences in observed individual
characteristics - i.e. differences in coefficients, or how literacy is produced in the particular
country.

We also use recentered influence function regressions (Firpo et al., 2009) to go beyond

the mean and analyse differences in the unconditional distributions across countries.

4 Preliminary results

Preliminary results suggest that the gap in financial literacy between compared pairs of
countries is substantial. The biggest, statistically significant, gap (around 23%) is observed
between individuals from Finland and Russia. On the other hand, the smallest gap of around
8%, albeit significant, is observed between Finish and Austrian population. The gap for other
country pairs ranges between 11% and 15%. Only a small part of the gap is explained by
the differences in the observed socio-economic factors such gender, age, labour status, edu-
cation and family status. The remaining part of around two-thirds (varying between 60%
and 80%) of the gap is attributed to unexplained factors. Interestingly, the gap in financial
literacy does not shrink substantially when we include additional covariates on the financial
behaviour of individuals.

Similarly to Christelis et al. (2013), we argue that the unexplained component of the gap
in financial literacy can be driven by different economic environments of countries. As an
example, one could think of the educational system’s quality in the particular country which
can have important implications for population’s financial literacy. According to Ciaian
and Pokrivédk (2005), crucial sectors for economic development and human capital accumu-
lation including the development of educational system in many transition countries have
been lagging behind compared to Western European countries during the transition from
a centrally-planned to a market economy. The unexplained part could also be interpreted
as impacts of historic (behavioural) experiences with market economy which in turn could

influence the financial literacy of individuals (e.g. Jappelli, 2010).
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