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Abstract- This study examines the influence of 

financial literacy on household consumption 

patterns in Kenya, using microeconomic theory and 

secondary data from the 2021 FinAccess Household 

Survey. Against a backdrop of rapid financial 

inclusion—driven by mobile money, fintech 

innovations, and expanding banking services—this 

research investigates how knowledge of interest 

rates, inflation, budgeting, and financial products 

shapes expenditure allocation, savings behavior, 

and consumption smoothing. Employing a cross-

sectional quantitative design, the study analyzes 

data from 7,500 households across urban and rural 

regions. Descriptive statistics, correlation matrices, 

and multiple regression analyses (including 

instrumental variable estimation) are conducted to 

assess relationships among financial literacy, socio-

demographic factors, and consumption categories 

(food, education, healthcare, housing, transport, 

and discretionary spending). Key findings indicate 

that higher financial literacy is significantly 

associated with greater investment in human 

capital—education and health expenditures 

increase by 15–20% in the top literacy quartile—

while reducing reliance on informal credit. 

Instrumental variable results confirm causality, 

with robust checks through subgroup analyses 

(gender, region, income level) affirming 

heterogeneous impacts. The study underscores 

policy imperatives to integrate financial education 

into formal curricula, community outreach, and 

digital platforms to bolster economic stability and 

resilience. 
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I. INTRODUCTION 

 

Financial literacy—the capacity to understand, 

evaluate, and utilize financial information—has 

become central to household welfare and economic 

development. Microeconomic theories, notably the 

Life Cycle Hypothesis (Modigliani & Brumberg, 

1954) and the Permanent Income Hypothesis 

(Friedman, 1957), posit that rational agents smooth 

consumption over time in response to income 

fluctuations. However, such optimization requires 

knowledge of financial principles including interest 

compounding, inflation dynamics, risk 

diversification, and credit management. In Kenya, the 

proliferation of mobile money platforms (e.g., M-

Pesa) and fintech services has expanded financial 

access, yet disparities in literacy persist; only 34% of 

adults demonstrate basic financial knowledge (FSD 

Kenya, 2021). 

 

Households with inadequate financial literacy may 

misallocate resources—overspending on non-

essential goods, under-saving for future needs, or 

over-relying on high-cost informal credit (Mugenda 

& Kabiru, 2017). This study investigates how literacy 

influences consumption decisions across categories 

such as food, housing, healthcare, education, 

transportation, and discretionary expenses. By 

integrating nationally representative data with 

rigorous econometric methods, the research aims to 

fill critical gaps in sub-Saharan African literature, 

where studies often focus on savings or credit 

behavior in isolation (Dupas & Robinson, 2013; 

Lusardi & Tufano, 2015). 

 

1.1 Study Context and Significance  

Kenya’s financial inclusion rate rose from 75% in 

2013 to 83% in 2021, yet literacy gains lag—
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highlighting a policy disconnect between access and 

capability. Understanding consumption patterns is 

vital for poverty alleviation and building economic 

resilience, particularly in rural communities 

vulnerable to climatic shocks and market volatility 

(KNBS, 2022). The findings inform policymakers, 

educators, and financial institutions on designing 

targeted literacy interventions that enhance welfare 

and promote sustainable growth. 

 

1.2 Research Objectives  

 

This study addresses three primary objectives: 

1. Quantify the relationship between financial 

literacy levels and household expenditure 

allocation across consumption categories. 

2. Assess the impact of literacy on households’ 

ability to smooth consumption during income 

shocks. 

3. Identify socio-demographic moderators (gender, 

income quintiles, urban/rural location) affecting 

these relationships. 

 

II. METHODOLOGY 

 

2.1 Research Design  

A cross-sectional quantitative design was employed, 

leveraging the 2021 FinAccess Household Survey—a 

stratified, multi-stage cluster sample covering 7,500 

households across Kenya’s 47 counties. The design 

permits robust analysis of associations and potential 

causal inference via instrumental variables. 

 

2.2 Variable Definition and Measurement 

• Financial Literacy Index: Constructed using 

Principal Component Analysis (PCA) on five 

indicators: interest rate calculation, inflation 

understanding, budgeting practices, knowledge of 

financial products, and borrowing terms. The 

index was normalized (mean=0, SD=1). 

• Consumption Categories: Monthly per-capita 

expenditures on food, education, healthcare, 

housing, transportation, and discretionary 

spending, aggregated from survey modules. 

• Control Variables: Age, gender, education level, 

household income quintile, employment status, 

household size, and region (urban/rural). 

 

2.3 Data Cleaning and Descriptive Analysis  

Missing data (<3%) were addressed via multiple 

imputation. Descriptive statistics (means, medians, 

standard deviations) and correlation matrices 

assessed initial relationships. Table 1 presents key 

demographics; Table 2 shows pairwise correlations 

between literacy and consumption shares. 

 

2.4 Econometric Strategy 

A baseline Ordinary Least Squares (OLS) regression 

specified as: where is the share of expenditure in each 

category, the literacy index, and covariates. To 

address endogeneity, an Instrumental Variable (IV) 

approach used regional exposure to financial 

education programs and mobile banking adoption 

rates as instruments. Validity was tested via first-

stage F-statistics (F>20) and Sargan over-

identification tests (p>0.1). Robustness checks 

included subgroup regressions by income quintile 

and gender. 

 

III.   RESULTS 

 

3.1 Sample Characteristics  

 

Table 1: Sample Demographics 

Variable Mean (SD) N 

Age (years) 42.5 (15.3) 7,500 

Household size 4.8 (2.2) 7,500 

Literacy index 0 (1.0) 7,500 

Income (KSh/month) 23,450 (12,300) 7,500 

 

3.2 Consumption Allocation Figure 1 illustrates 

expenditure shares by literacy quartile, showing a 

monotonic increase in education and healthcare 

spending. Table 3 presents regression coefficients: a 

one-standard-deviation increase in literacy leads to a 

3.2 percentage point increase in education share 

(p<0.001) and a 2.5-point increase in healthcare 

(p<0.01). 

 

3.3 Instrumental Variable Estimates IV results 

confirm causality: literacy’s effect on education share 

(β=3.8, p<0.001) and healthcare share (β=2.7, 

p<0.01) remain significant. Over-identification tests 

support instrument validity (Sargan p=0.24). 

 

 



© JUN 2025 | IRE Journals | Volume 8 Issue 12 | ISSN: 2456-8880 

IRE 1708992          ICONIC RESEARCH AND ENGINEERING JOURNALS 130 

III. DISCUSSION 

 

The findings underscore financial literacy’s role in 

promoting human capital investments and 

consumption smoothing, aligning with global 

evidence (Lusardi & Mitchell, 2014; van Rooij et al., 

2011). Differential impacts by gender—stronger 

effects among female-headed households—suggest 

empowering women through literacy can yield 

disproportionate welfare gains. Urban households 

benefit more, due to better access to financial 

services, indicating the need for rural-tailored 

interventions. 

 

4.1 Policy Implications 

• Curriculum Integration: Embed financial 

education in primary and secondary schools to 

build early literacy. 

• Community Outreach: Partner with local 

organizations to deliver adult literacy programs. 

• Digital Platforms: Leverage mobile money for 

interactive financial training modules. 

 

4.2 Study Limitations and Future Research Cross-

sectional design limits dynamic analysis; future 

longitudinal studies could track literacy interventions 

over time. Additionally, qualitative research could 

uncover behavioral drivers behind literacy’s 

effectiveness 

 

CONCLUSION 

This study provides empirical evidence that financial 

literacy significantly shapes household consumption 

allocations in Kenya, fostering investments in 

education and health, and mitigating reliance on 

informal credit. Scaling literacy initiatives through 

formal education, community programs, and digital 

tools can enhance economic resilience and support 

sustainable development. 
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