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See	also:	Money	Management	and	Financial	Glossary	The	number	one	problem	in	today’s	generation	and	economy	is	the	lack	of	financial	literacy.	Alan	Greenspan,	Former	Chair	of	the	Federal	Reserve	of	the	United	States	Financial	literacy	is	the	knowledge	of	an	individual	of	financial	matters	like	budgeting,	investing,	banking,	and	personal	financial
management,	etc.	This	is	the	knowledge	that	helps	someone	to	take	appropriate	action	regarding	their	financial	affairs.	Being	financially	literate	can	change	one’s	ability	to	earn	a	livelihood,	contribution	to	society	and	one’s	attitude	toward	money.	Financial	literacy	helps	a	person	to	achieve	a	financially	balanced,	responsible	and	ethical	lifestyle	and
make	appropriate	financial	choices	during	their	lifetime.	Studies	have	shown	that	financial	literacy	greatly	affects	a	person’s	saving,	investment,	debt	management	and	loan	taking	practices.	The	Steps	to	Financial	Literacy	Financial	literacy	is	crucial	to	making	appropriate	financial	choices	throughout	life.	In	this	article,	we	examine	seven	steps	to	help
you	to	improve	your	financial	knowledge	and	literacy.	These	steps	are:	1.	Learn	How	to	Budget	The	first	step	to	gain	financial	literacy	is	learning	how	to	budget.	When	you	have	a	budget	plan,	you	can	spend	money	accordingly	and	will	be	able	to	save	any	extra	to	use	later	in	case	of	an	emergency.	Without	a	budget	plan,	you	will	be	unable	to	control
your	spending	and,	as	a	result	of	this	overspending,	may	suffer	if	your	salary	or	allowance	ends.	In	order	to	make	budget	plan,	you	first	need	to	note	your	monthly	income	and,	second,	track	your	spending.	You	need	to	include	all	your	fixed	expenses	like	your	mortgage	or	rent,	utility	bills,	loan	payments	etc.	and	then	include	variable	expenses	such	as
groceries,	entertainment,	etc.	After	tracking	your	major	spending,	make	sure	to	set	your	financial	goals,	saving	money	for	example.	There	are	two	types	of	financial	goal:	short-term	goals	(can	be	achieved	within	a	year)	and	long-term	goals	(may	take	longer	than	a	year,	such	as	retirement	savings	etc.).	After	setting	all	these	up,	finalize	your	plan	and
make	sure	to	follow	it	in	order	to	achieve	financial	balance.	2.	Understand	Your	Credit	Score	It	is	very	important	to	understand	your	credit	score.	But	why	is	your	credit	score	important,	how	is	it	calculated,	and	how	can	you	it?	When	someone	pays	off	their	credit	bills	on	time,	they	are	viewed	as	trustworthy	by	the	lender.	They	begin	to	build	a	credit
history	and	are	afforded	an	improved	credit	score	that	will	help	them	obtain	future	loans.	In	the	US,	a	credit	score	is	a	three-digit	number	from	300	to	850.	A	high	score	indicates	someone	who	is	a	low	risk	financially	and	who	repays	their	credit	bills	on	time,	while	a	low	score	indicates	someone	who	is	a	credit	risk	and	who	has	likely	not	previously
paid	their	credit	bills	on	time.	You	should	also	be	aware	of	your	credit	report,	which	is	a	summary	of	your	financial	situation.	By	reviewing	your	credit	report,	you	will	be	able	to	spot	any	errors	or	fraudulent	entries	and	can	take	legal	steps	to	overcome	the	loss.	This	report	may	also	help	you	to	track	your	spending	and	improve	your	credit	score	over
time.	3.	Open	a	Savings	Account	A	savings	account	will	help	you	to	save	any	extra	money	you	have,	is	the	best	way	to	keep	your	money	safe	and	secure,	and	may	even	pay	you	interest,	offer	insurance	and	security.	A	savings	account	also	makes	billing	easier	and	more	convenient	for	the	user,	while	an	ATM	card	is	portable	and	better	than	keeping	cash
in	a	wallet.	4.	Understand	Loans	It	is	important	to	understand	the	importance	of	paying	off	your	debt/loans.	Having	a	debt-free	life	is	a	desirable	dream	for	most	individuals.	There	are	two	ways	to	pay	off	your	debt	fast.	One	way	is	to	identify	the	loan	with	the	highest	interest	rate	and	pay	this	off	first,	hence	reducing	the	amount	of	interest	you	will
need	to	pay	in	the	long	term.	Once	this	debt	is	cleared,	you	can	then	focus	on	paying	off	the	loan	with	the	second	highest	interest	rate,	and	so	on.	An	alternative	approach	is	to	pay	off	all	small	debts	first	and	then	focus	on	the	larger	loans.	It	is	crucial	to	be	ready	for	unexpected	risks	with	money	put	aside	in	case	of	emergency.	Many	people	don’t
anticipate	such	risks	and	suffer	as	a	result.	Think	about	the	Covid-19	crisis	and	how	many	people	all	around	the	world	suffered	financial	loss	because	they	were	not	prepared.	Experts	say	that	you	should	have	a	reserve	of	three	to	six	months	living	expenses	for	use	in	case	of	an	emergency.	When	you	are	prepared	for	unexpected	risks	in	this	way,	you
will	be	able	to	keep	a	minor	financial	crisis	from	turning	into	a	major	one.	For	example,	if	you	were	to	lose	your	job,	you	should	have	enough	savings	put	aside	to	meet	your	monthly	expenses	until	you	can	find	a	new	job.	Unfortunately,	some	people	become	homeless	after	losing	their	job	because	they	hadn’t	anticipated	this	risk.	6.	Secure	Your	Future
It	is	also	important	to	be	ready	for	your	retirement.	Many	people	may	think	they	are	too	late	already,	but	it	is	better	late	than	never.	Making	an	appropriate	retirement	plan	is	a	crucial	step	in	financial	literacy.	The	first	thing	to	do	when	planning	your	retirement	is	to	consider	your	age	and	when	you	would	like	to	retire.	You	should	then	determine	your
retirement	spending	needs,	like	monthly	bills,	grocery	bills	and	medical	expenses.	Then	calculate	the	investment	rate	of	return	and	decide	if	your	retirement	fund	will	be	able	to	generate	the	required	income	after	tax.	After	that	save	money	and	make	appropriate	investments	for	your	retirement.	7.	Reduce	Spending	If	you	wish	to	put	more	money
aside	as	savings,	you	have	two	choices.	You	can	either	take	on	another	job	to	increase	your	income,	or	you	reduce	your	outgoings	or	expenditure.	Spending	can	be	reduced	by	planning	your	grocery	shopping	list	carefully.	For	example,	if	you	want	to	buy	two	items	but	also	want	to	reduce	your	spending	at	the	same	time,	you	need	to	identify	the	most
important	item	and	buy	that	one	first.	The	next	month	when	your	new	salary	comes	in,	you	can	buy	the	second	item.	Dividing	your	spending	over	a	period	of	several	months	in	this	way	can	help	you	to	save	money.	And	reducing	your	spending	will	help	you	to	reach	your	financial	goals.	About	the	Author	Uzair	Naeem	graduated	in	English	and	works	as
a	freelance	writer.	He	enjoys	reading,	as	well	as	writing	short	stories,	essays	and	articles	on	various	topics.	He	believes	that	writing	is	a	powerful	medium	for	expressing	oneself	and	hopes	this	guide	proves	useful	to	readers.	The	cognitive	understanding	of	financial	components	and	skills	Financial	literacy	is	the	cognitive	understanding	of	financial
components	and	skills	such	as	budgeting,	investing,	borrowing,	taxation,	and	personal	financial	management.	The	absence	of	such	skills	is	referred	to	as	being	financially	illiterate.	According	to	the	Financial	Industry	Regulatory	Authority	(FINRA),	about	66%	of	the	American	population	is	considered	financially	illiterate.	Being	financially	literate
allows	an	individual	to	be	better	prepared	for	specific	financial	roadblocks,	which,	in	turn,	decreases	the	chances	of	personal	economic	distress.	Achieving	financial	literacy	is	crucial	in	today’s	society	due	to	everyday	facets	of	life,	such	as	student	loans,	mortgages,	credit	cards,	investments,	and	health	insurance.	Fundamental	Components	of	Financial
Literacy	Financial	literacy	consists	of	several	financial	components	and	skills	that	allow	an	individual	to	gain	knowledge	regarding	the	effective	management	of	money	and	debt.	Below	are	the	fundamental	components	of	financial	literacy	that	should	be	learned.	1.	Budgeting	In	budgeting,	there	are	four	main	uses	for	money	that	determine	a	budget:
spending,	investing,	saving,	and	giving	away.	Creating	the	right	balance	throughout	the	primary	uses	of	money	allows	individuals	to	better	allocate	their	income,	resulting	in	financial	security	and	prosperity.	In	general,	a	budget	should	be	composed	in	a	way	that	pays	off	all	existing	debt	while	leaving	money	aside	for	saving	and	making	beneficial
investments.	2.	Investing	To	become	financially	literate,	an	individual	must	learn	about	key	components	in	regards	to	investing.	Some	of	the	components	that	should	be	learned	to	ensure	favorable	investments	are	interest	rates,	price	levels,	diversification,	risk	mitigation,	and	indexes.	Learning	about	crucial	investment	components	allows	individuals
to	make	smarter	financial	decisions	that	may	result	in	an	increased	inflow	of	income.	3.	Borrowing	In	most	cases,	almost	every	individual	is	required	to	borrow	money	at	one	point	in	their	life.	To	ensure	borrowing	is	done	effectively,	an	understanding	of	interest	rates,	compound	interest,	time	value	of	money,	payment	periods,	and	loan	structure	is
crucial.	If	the	criteria	above	are	understood	sufficiently,	an	individual’s	financial	literacy	will	increase,	which	will	provide	practical	borrowing	guidelines	and	reduce	long-term	financial	stress.	4.	Taxation	Gaining	knowledge	about	the	different	forms	of	taxation	and	how	they	impact	an	individual’s	net	income	is	crucial	for	obtaining	financial
literacy.	Whether	it	be	employment,	investment,	rental,	inheritance,	or	unexpected,	each	source	of	income	is	taxed	differently.	Awareness	of	the	different	income	tax	rates	permits	economic	stability	and	increases	financial	performance	through	income	management.	5.	Personal	Financial	Management	The	most	important	criteria,	personal	financial
management,	includes	an	entire	mix	of	all	of	the	components	listed	above.	Financial	security	is	ensured	by	balancing	the	mix	of	financial	components	above	to	solidify	and	increase	investments	and	savings	while	reducing	borrowing	and	debt.	Achieving	an	in-depth	knowledge	of	the	financial	components	discussed	above	guarantees	an	increase	in	an
individual’s	financial	literacy.	Importance	of	Financial	Literacy	Obtaining	financial	literacy	is	one	of	the	most	important	things	an	individual	can	do	to	ensure	prolonged	financial	stability.	Listed	below	are	some	real-world	facts	that	should	emphasize	the	overall	importance	of	attaining	financial	literacy.	It	is	estimated	that	about	78%	of	Americans	live
paycheck	to	paycheck.	More	than	189	million	of	the	American	population	own	credit	cards.	On	average,	credit	card	owners	own	about	four	cards	each.	Student	loan	debt	is	about	$1.5	trillion	for	more	than	44	million	borrowers.	Credit	card	debt	levels	are	at	a	record	high	of	$1.04	trillion.	Overall,	Americans	are	approximately	$12.58	trillion	in	debt.
The	statistics	depicted	above	should	illuminate	why	financial	literacy	is	paramount	in	today’s	financial	climate.	Benefits	of	Financial	Literacy	Being	financially	literate	is	a	skill	that	brings	forth	an	assortment	of	benefits	that	can	improve	the	standard	of	living	for	individuals	through	an	increase	in	financial	stability.	Listed	below	are	the	assortment	of
benefits	of	being	financially	literate:	Ability	to	make	better	financial	decisions	Effective	management	of	money	and	debt	Greater	equipped	to	reach	financial	goals	Reduction	of	expenses	through	better	regulation	Less	financial	stress	and	anxiety	Increase	in	ethical	decision-making	when	selecting	insurance,	loans,	investments,	and	using	a	credit	card
Effective	creation	of	a	structured	budget	Making	steps	to	becoming	financially	literate	is	an	important	component	of	life	that	can	ensure	financial	solidity,	reduce	anxiety,	and	stimulate	the	achievement	of	financial	goals.	Where	to	Gain	Financial	Literacy	Beyond	gaining	knowledge	through	word-of-mouth,	there	is	an	assortment	of	tools	and	online
modules	that	can	increase	an	individual’s	financial	literacy.	Listed	below	are	some	tools	an	individual	can	use	to	increase	financial	literacy:	EconEdLink:	Online	financial	lessons	for	K-12	students	Money	Smart:	Free	financial	tools	such	as	podcasts,	lesson	plans,	and	games	to	increase	financial	literacy	MoneyWi$e:	In	a	partnership	between	Capital	One
and	Consumer	Action,	MoneyWi$e	provides	free	multilingual	financial	education	InCharge:	Dedicated	to	empowering	consumers	through	personal	financial	management,	InCharge	provides	online	eBooks	for	educational	purposes	Any	of	the	options	listed	above	provides	beneficial	financial	knowledge	that	should	be	pursued	if	an	individual	wishes	to
grow	their	financial	literacy.	Related	Readings	CFI	is	the	official	provider	of	the	global	Commercial	Banking	&	Credit	Analyst	(CBCA)™	certification	program,	designed	to	help	anyone	become	a	world-class	financial	analyst.	To	keep	advancing	your	career,	the	additional	resources	below	will	be	useful:	Education	Loan	HMO	vs.	PPO	Home	Mortgage
Personal	Finance
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