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Abstract

With many businesses unable to operate normally due to widespread government-
imposed lockdowns, people confront a reshape of their financial behavior. In this
article we review literature to analyze the theoretical foundations of financial
well-being. The ongoing current worldwide recession worries about inadequate
savings, consumerism and debt accumulation are all contributing to the increase
in financial stress. We follow a qualitative-descriptive method based on a broad
literature review and chronological analysis. This study will contribute to favor
of establishing a theory of financial well-being to define, measure, and analyze
it comprehensively. The creativity of this work lies in describing and contrasting
several theoretical foundations together instead of addressing them separately.
Our results are of interest to those involved in research about financial well-being,
subjective well-being, and the economics of happiness.

Key words: financial well-being, Covid 19 - subject of well-being, economics of
happiness, prospect theory, financial knowledges.

1. Introduction

A global coronavirus disease 2019 (COVID-19) has posed one of the greatest
challenges to humankind within 75 years since World War Two (UNDP, 2020).
Consequently, this fact has impacted the financial wellbeing of people. With many
businesses unable to operate normally due to widespread government-imposed
lockdowns, the concept how people spent their money was changed. The ongoing
current worldwide recession worries about inadequate savings, consumerism
and debt accumulation are all contributing to the increase in financial stress.
The current economic downturn caused the financial pressures of households to
increase (Kim & Garman, 2004; Weller & Logan, 2009). According to Molitor
(2010), people were forced to adapt new behaviours regarding their financial
administration habits. Financial health refers to how well financial systems
presence in people’s daily lives help them be resilient to unexpected changes in
economic conditions and create opportunities to achieve their goals (Ladha et al.,
2017). People generally see finance as anything that can be associated with the
economic situation of the family. Thus, managing finances among individuals may
result in satisfaction or dissatisfaction towards their financial situation, which is
called financial well-being. Previous research regarding financial well-being has

largely focused on factors such as financial stress, financial knowledge and financial
behaviour. (Mokhtar, N.* and Husniyah, A. R.,2017)
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2. Methodology

'The purpose of this work is to analyse the theoretical foundations of financial
well-being. The ongoing current worldwide recession worries about inadequate
savings, consumerism and debt accumulation are all contributing to the increase
in financial stress.

'The literature review of our study: “Behavioral approaches on the financial well-
being, theoretical concepts”, in its most comprehensive form includes a synthesis
of qualitative findings stemming from qualitative research studies. (Onwuegbuzie,
Collins, et al., 2010).

'This work methodology can be defined as the branch of logic that deals with
the principles of the formation of knowledge” (American Heritage Dictionary,
1993, p. 858) or as “a body of practices, procedures, and rules in a discipline or an
inquiry”; also, as “a set of working methods” or “the study or theoretical analysis of
such working methods” (p. 858).

'The latest economic downturn caused the financial pressures of households to
increase (Kim & Garman, 2004; Weller & Logan, 2009). It intends to propitiate
reflection on its causes and eftects, consequently contributing to the body of
knowledge about general well-being, consumer behaviour, and the economics of
happiness.

To meet this goal, we identify the theories that have given rise to its
conceptualization and measurement. Subsequently, we question whether a theory
of financial well-being is necessary and, if so, what its dimensionality should be.
Simultaneously, we review the motivations that have led to its study. We conclude
by justifying its importance both at the individual and collective levels, in the
private and public spheres.

Financial well-being refers to how happy and satisfied individuals feel with their
finances (Chatterjee et al., 2019; Van Praag et al., 2003). One of the first empirical
works to analyze the relationship between happiness and income was developed by
Easterlin (1974). He observed that, within different countries, people with higher
income reported significantly higher levels of happiness than the population with
lower income. However, this relationship was uncertain when comparing people of
the same country at different moments.

In the United States of America, Easterlin (1974) noted that an increase in
income over several years is not necessarily linked to a systematic increase in
subjective well-being. This contradictory fact is known as the Easterlin paradox:
the happiness reported by the population of different countries varies with income;
however, an increase in income over time does not imply a proportional increase in
happiness (Easterlin, 1974).
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These findings were later corroborated by other authors (Antolini and
Simonetti, 2019; Grimes and Reinhardt, 2019; Kaiser and Vendrik, 2019; Rojas,
2019), who clarified that income is related to subjective well-being and time plays
a relevant role in this relationship. Additionally, other authors expanded these
observations to give them a multifactorial dimension. For example, Oswald (1997:
1827) concluded that “in a developed nation, economic progress buys only a small
amount of extra happiness,” or Diener et al. (2003: 213) who noted that “people
might evaluate their material lives largely by judging how they compare with those
around them”, based on their multidimensional nature which requires different
measurement approaches.

In 2008, the French government commissioned economists Joseph Stiglitz,
Amartya Sen, and Jean-Paul Fitoussi (2009) to identify gross domestic product
constraints as an indicator of financial performance and social progress. In their
report, Stiglitz et al. (2009) emphasized the opportunity to switch from an approach
to measuring economic production to one about assessing people’s well-being.

To evaluate subjective well-being, Stiglitz et al. (2009) stated the following
recommendations: emphasizing the perspective of home and family; considering
income and consumption in conjunction with wealth; improving indicators to
measure health, education, human activities, and the environment since the quality
of life depends on the objective conditions and capacities of the population; using
these indicators to integrate indexes, and employing objectives and subjective
indicators of well-being.

These recommendations were formally considered in the measurement of well-
being, starting in 2011, when the Organization for Economic Cooperation and
Development (OECD, 2011) established the Better Life Index to measure and
compare international social progress comprehensively.

Financial well-being is one of the components of this multidimensional
indicator. It seeks to assess present and future domestic consumption possibilities,
material well-being, and satisfaction with living conditions at home (OECD,
2011). Various authors had recognized it as an essential component of happiness
or subjective well-being (Stiglitz et al., 2009; Van Praag et al., 2003). Besides, it has
been associated with the achievement of some of the Sustainable Development
Goals of the United Nations, which include (SDG1) No poverty; (SDG3) Good
health and well-being; (SDG8) Decent work and economic growth; (SDG10)
Reduced Inequalities; and (SDG16) Peace, justice and strong institutions (Fu,
2020; Le Blanc, 2015).

24 ECONOMICUS 21/ 2022




3. Consumption approach, relevance analysis
and savings predisposition

Financial well-being is a state of being wherein a person can fully meet current and
ongoing financial obligations, can feel secure in their financial future, and is able to
make choices that allow them to enjoy life.

Based on consumer theory, financial well-being is referring to how people
decide to spend money based on their preferences and budget. It can be framed
within the analysis of utility and motivation for savings, enunciated by Modigliani
and Brumberg (1954). They feel driven to save because of four primary reasons:
contributing to the formation of a legacy for their descendants; achieving
goals when their current and prospective incomes do not match their desired
consumption levels; as a precaution, to get prepared to face an emergency; and for
tear of uncertainty, which motivates them to constitute a reserve, usually of durable
goods, so they can own, sell, or use it if necessary.

'These reasons explain the conceptualization and measurement of financial well-
being, applied to people under a focus on preferences, budget constraints, and time.
One of the first comprehensive definitions of financial well-being was the proposal
by the Office for Consumer Financial Protection Bureau (CFPB, 2017b: 6):

The scale for measuring structured financial well-being in two dimensions,
time and freedom of choice, follows this definition. Both profile four essential
components of financial well-being: exercising daily and monthly control of
personal finances (short-term, limited freedom); having the ability to cope with
unexpected financial impacts (long-term, limited freedom); working to achieve
financial goals or fulfill dreams (long-term, broad freedom); and having the
financial freedom to make decisions that contribute to the enjoyment of everyday
life (short-term, broad freedom).

TABLE 1. Measuring financial well-being based on time and freedom of choice

Present Future

Ability to deal with unexpected financial
impacts

Example: I'm concerned that the
money | have or save won't last

Daily and monthly control of personal
finances
Example: My finances control my life

Security Description: Have a backup system, family, or
friends, if support is required; own personal
savings; have insurance of various types;
know that the lifestyle will not be affected, for
example, if the car needs a repair or if the job
is temporarily lost.

Description: Cover expenses, pay bills on
time, and not worry about whether there will
be enough money for it.
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Financial freedom to make decisions that
make it easier to enjoy life

Example: | am just getting by finan-
cially

Achieving financial goals
Example: | am securing my financial
future

Freedom

of choice
Description: Have the financial capacity to in- | Description: Have a formal or informal financial

dulge, for example, go out to dinner or go on plan, actively work towards goals such as sav-
vacation, or be generous with friends, family ing to buy a car or home, paying off educa-
or community, and meet basic needs. tional debts, or saving for retirement.

Source: Consumer Financial Protection Bureau (2017a, pp. 7, 23-24).

'The temporal dimension refers to the assumption that a person can reach
financial well-being at present without compromising his or her future. The
freedom of choice dimension ranges from maintaining strict spending control to
ensure covering current or future needs and the freedom to consume worry-free
and achieve financial goals.

a. the model of limited rationality: - from economic knowledge
to financial well-being:

Over the past four decades, difterent public policies, especially in more developed
economies, have given citizens greater responsibility for the procurement of some
social protection services that were previously the exclusive competence of the
State (Kempson et al., 2017). Two examples of how people have had to increase
their participation in individual and family decision-making, forecasting, and
financial planning due to these changes (Hoffmann and Plotkina, 2020) are the
hiring of specialized health insurance and retirement savings management are;
Nam and Loibl, 2021). Governments’ concern to ensure shared social security
services was initially focused on having a better-prepared population to meet these
responsibilities. The importance of financial education increased due to market
development and demographic, economic, and public policy changes (OECD,
2005). The Consumer Financial Protection Bureau (2015) recognized that the
purpose of financial literacy must be financial well-being.

The study of financial literacy and its relationship to financial well-being
emerged in the late 1990s and early 2000s in response to the need for better
understanding the mechanisms that drive people to pursue an economically sound
behavior (Kempson et al., 2017). Most of the studies of these years addressed
financial literacy as a synonym with financial knowledge, and this as the result of
financial education (Ambuehl et al.,2017; Compe et al.,2018; Consumer Financial
Protection Bureau, 2015; Fernandes et al., 2014; Ingale and Paluri, 2020).
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It is assumed that more financially educated consumers contribute more to
market operation efficiency. By assessing the risk-performance ratio, they become
promoters of competitiveness, and by demanding products appropriate to their
needs, they propitiate innovation in financial services; additionally, they are more
likely to save and invest than less financially educated people (OECD, 2005). The
relationship between financial education and consumer welfare follows a fairly
rational logical line, which the OECD (2005) summarized as follows:

Financial education can contribute to consumer well-being by helping
them become better informed about financial products and services. Becoming
financially better informed involves, first, acquiring information (i.e., determining
where to find the information and getting hold of it) and, second, processing
this information (i.e., understanding the information and using it to make better
informed financial decisions, including those about investment and retirement
savings). Rational consumers will acquire and process information as long as the
marginal costs of doing so are less than the perceived marginal benefits of this
information. Thus, reducing these costs will encourage consumers who have not
already done so to seek information about investments and encourage those who
already have some financial understanding of investment to acquire more. (p. 36)

'This reasoning is based on Simon’s theory of limited rationality (1955). It
assumes that the homo economicus follows a rational behavior based on a model
containing the following elements: a set of alternatives or courses of action; a
subset of those alternatives that are considered; an estimate of possible future
states as a result of choosing an alternative; a utility function that assigns values to
the possible results of one’s choice; information about which results will occur if an
alternative is chosen; and information about the probability of obtaining a specific
result after selecting an alternative.

This set of elements requires that rational human beings meet certain difficult-
to-reach specifications, for example, that before making any decision, they
accurately evaluate each of the alternatives, predict all their possible consequences,
order them consistently with their forecasts, and assign specific probabilities to
those uncertain events and their results (Simon, 1955). About these difficulties,
poorly addressed in practice, Simon (1955) notes that the rational behavior model
is limited by human capacities and the availability of information.

The limited rationality approach and the subjective well-being precepts
mentioned in the previous section suggest that the study of financial well-being
through financial knowledge is possible if several conditions are met. These include
that human beings seek to maximize happiness, that their happiness can be
increased if their financial well-being improves, and that their financial well-being
improves if they are financially educated. Also, it is required that information is
tully accessible at a reasonable price and that people possess the knowledge, skills
and desire to use that information in financial decision-making.
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Some empirical studies consigned the relationship between financial knowledge
and financial well-being. For example, Mende and van Doorn (2015) discussed
how specialized counseling could catalyze consumer financial literacy, improve
their credit ratings, and reduce their financial stress. Furthermore, Hampson et
al. (2018) noted that by motivating the clients of service companies to engage in
healthy financial behaviors, it is possible to increase their satisfaction and improve
their financial well-being. Moreover, Chu et al. (2017) studied the effect of financial
literacy on investment performance at the domestic level.

However, a person with a high level of financial knowledge may choose to
rest the weight of their economic decisions and behaviors on their attitudes and
preferences, not just cognitive skills (OECD, 2005). When people fail to maintain
a consistent economic behavior, it is usually assumed that they lack information,
the knowledge to understand it, or the skills to leverage it (Roa Garcia, 2013).

Some academics warned of the fragility of the rational behavior model when
explaining the relationship between financial literacy and financial well-being.
Some of them attribute this weakness to the asymmetry in the information
generated by shifting the weight of financial decisions to the consumer to
discharge the state from its social protection obligations (Willis, 2009). Another
explanation refers to the risks posed by the individual’s overconfidence and the
limits on his or her cognitive abilities (Roa Garcia, 2013). There was, then, a need
to broaden the definition of financial literacy to include awareness, knowledge,
skills, and behaviors that facilitate sound financial decision-making and eventually
contribute to financial well-being (Atkinson and Messy, 2012).

b. Relation of financial attitude with financial well-being: prospect thesis

Early studies on financial well-being emphasized a psycho-emotional perspective
linked to financial satisfaction. Joo and Grable (2004) highlighted the role of
financial attitudes, especially risk tolerance, as a determining factor in individual
financial satisfaction. A couple of years later, Prawitz et al. (2006), after interviewing
financial education experts from the United States of America, built one of the
first instruments to measure financial satisfaction, financial stressors, feelings of
well-being, financial behaviors, and the impact of decisions.

Prospect theory is one of the theoretical contributions that have been used to
analyze the relationship between personality traits, financial attitude, and financial
well-being. It aims to describe individual decisions in risk scenarios and contrast
rational model predictions with actual consumer choices (Kahneman and Tversky,
1979). According to this theory, “individuals are not always rational in the face of
uncertainty” (Fisher and Montalto, 2010: 93).

Prospect theory explains some of the contradictions to the model of limited
rationality through three effects (Kahneman and Tversky, 1979). First, people tend
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to ponder greater weight secure choices over those that are only likely (certainty
effect). On the contrary, when all options are adverse, people prefer to take a risk
rather than choosing the safe path (reflection effect). Finally, when the context
in which options are presented changes, it can influence the decision maker’s
preferences (framework effect).

Prospect theory states that people tend to keep a mental record of their results
in separate accounts and that the money in these accounts is not fungible, i.e., it
is not easily replaceable or interchangeable. With this principle, a pay increase is
not a substitute for affection nor a health improvement. This theory also states that
families with fewer economic resources tend to develop very short-term budgets,
while those with more resources tend to budget for much longer terms (Fisher
and Montalto, 2010; Thaler, 1999). “Consumption in one period is not based on
lifetime income, but is evaluated based on a reference point, or the level of income
a household is accustomed to” (Fisher and Montalto, 2010: 93).

Behavioral economists were the first to recognize a potentially significant gap
between financial knowledge and behavior, as well as the multifactorial nature of
its causes (Kempson et al., 2013). Among the main psychological traits affecting
financial decision-making, we find the perspective for temporal orientation, the
aversion to loss, overconfidence, herding, social pressure, the tendency to confirm
preconceived data, and inertial attitudes (Kempson et al., 2017). For example,
patience in the short and long term and risk aversion are directly related to
financial well-being, regardless of financial knowledge (Nystrém and Romberg,
2017). A person with negative attitudes towards the long term is less likely to save;
similarly, someone who prefers to spend now rather than prepare for the future is
less likely to have an emergency financial fund or make far-reaching temporary
plans (Atkinson and Messy, 2012).

Prospect theory has helped explain some of the essential features of financial
well-being, especially its forward-looking orientation and the role of context in
consumer preferences. Moreover, Briggen et al. (2017) emphasized the difference
between financial satisfaction and financial well-being to help better understand
their characteristics. While the former refers to being satisfied with the current
financial situation, the second refers to a person’s ability to achieve a desired
financial situation both now and in the future.

c. Institutional doctrine: The effect of context on financial well-being

Over the past decade, the multifactorial nature of financial well-being have been
identified by researchers in academic and public institutions. Their attention
focused on financial capacities, i.e., the set of knowledge, skills, attitudes, and
motivations that drive consumers to act economically rationally (Kempson et al.,
2013) and the context of decisions.
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According to Fu (2020), these capabilities seek to explain the interdependencies
between financial literacy, access to formal financial products (financial inclusion)
and the structural characteristics of the environment in which consumers are
immersed. Traditionally, financial inclusion has been associated with banking,
electronic money management, and the use of formal financial services; a positive
relationship has been assumed between it and financial well-being (Gubbins, 2020).
The diversity of factors involved in these interdependencies led policy financial
education and inclusion policy designers to adopt an institutional approach that
aims to regulate behavior and not so much to promote behavioral change (Fu,
2020; Kempson et al., 2017).

'This institutionalist approach assumes “that policies to improve financial well-
being should focus on financial market structures and supporting institutions,
rather than narrowly target individuals’ financial literacy or financial inclusion” (Fu,
2020: 1). In the case of financial capacities, the term institutions refer to public
policies, programs, and initiatives that aim to configure the products offered by the
financial sector, which will impact consumers’lives (Fu, 2020).

Governments have implemented mechanisms that force organizations to
apply coercive isomorphic changes to their structure and processes (DiMaggio
and Powell, 1983). These organizations are typically the ones that make up the
financial sector, and it is through them that the state implements social change.
According to the principles of institutional theory, “organizations that incorporate
societally legitimated rationalized elements in their formal structures maximize
their legitimacy and increase their resources and survival capabilities” (Meyer and
Rowan, 1977: 352). Financial institutions that adopt financial inclusion policies,
by strengthening their legitimacy, will increase their chances of survival.

The economic, social, and environmental policies promoted by supranational
institutions also inspire isomorphic processes. The World Bank acknowledges that
financial inclusions are vital in reducing poverty and improving prosperity (World
Bank, 2018). This progress at a national level affects the Sustainable Development
Goals (Fu, 2020; Le Blanc, 2015; World Bank, 2018).

Over the past decade, financial well-being has gained importance as an ulterior
end, beyond financial literacy, financial inclusion, and financial capacity building.
'The ultimate objective of financial inclusion should not remain to optimize the use
of financial products or public access to formal financial markets but to maximize
the financial well-being of the population, subject to consumer protection
mechanisms (Gubbins, 2020). Financial inclusion then becomes a means to
contribute to people’s financial well-being. Increasing the degree of financial
inclusion is a necessary but not a sufficient condition to achieve financial health

(Grohmann et al., 2018; Ladha et al., 2017).

30 ECONOMICUS 21/ 2022




4. Conclusions

A diversity of concepts and measurements focus primarily on financial satisfaction
and their contribution to overall well-being (Briggen et al., 2017). Recently,
criteria have converged to establish a more extensive definition and more accurate
measurements (Briggen et al., 2017; Fu, 2020; Kempson et al., 2017). Financial
well-being analysis is fundamental to advance in the study of the well-being,
consumer behavior, and the economy of happiness.

Four decades ago, the subjective self-reported financial perceptions efforts were
the main indicator to define and evaluate financial well-being.

In this article, different theoretical models applied to the study of financial
well-being have been described. These theoretical frameworks divergences give rise
to future research topics, three of which are discussed below.

A branch of this research derived at building financial well-being indicators.
Research models have gone from subjective approaches applied to specific groups
to general models designed for developed economies. Testing their validity in
other contexts and building new schemes for emerging economies are two of the
tasks needed to consolidate progress in measuring financial well-being.

'The second line of research stems from applying these metrics to the evaluation
of public policies aimed at improving overall well-being and, especially financial
well-being of the population. By analyzing the theoretical foundations applied
to the conceptualization, measurement, and analysis of financial well-being, this
work helps guide this assessment. Some countries that have implemented financial
inclusion and financial education policies require establishing a baseline to evaluate
their results.

At the same time, this evaluation should serve as the background to estimate
the contribution of these and other public policies to achieving the Sustainable
Development Goals.

'The third line of research resulting from this work concerns the conceptualization,
measurement, and impact of financial well-being in the business climate. One
of the trends in corporate social responsibility is to procure employees’ financial
well-being, not only to increase productivity but also to provide an organizational
environment attractive to talent (Frank-Miller et al., 2019). Work in this area is
incipient and is considered very useful.

In general, financial well-being contributes to raising people’s quality of life,
improving interpersonal relationships, emotional well-being, and happiness. In
the organizational field, financial well-being strengthens the trust, image, and
reputation of institutions and companies; and in the social sphere, it promotes
economic growth and sustainable development (Briggen et al., 2017). When
experiencing widespread financial well-being, consumption is encouraged, demand
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for government assistance decrease and a comprehensive state of social welfare is

fostered (Sacks et al., 2012).
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