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| ABSTRACT 

Financial literacy is one of the most influential factors in determining investment decisions, developing investment strategy, and 

managing financial risk for investors. This research paper aims to examine the effect of financial literacy on investment decisions. 

A quantitative cross-sectional study is carried out among individual investors and future investors in Dhaka, Bangladesh. Survey 

data are collected using a structured, self-administered questionnaire through offline and online surveys. Reliability, convergent 

validity, discriminant validity, structural relationships, and mediating effects have been tested in accordance with the standard 

PLS-SEM methods. The findings of the study show that financial literacy has a highly significant direct influence on investment 

decisions. Similarly, Financial literacy also has a highly significant effect on investment strategy and risk management. Investment 

strategy and risk management have significant and positive impact on the investment decision. Mediating effect analysis has 

found highly significant indirect influence through investment strategy and risk management suggesting that better financial 

education and risk management techniques can help individual investors make better investment decisions. The findings of the 

study will help the policymakers and financial regulators to adopt the target financial literacy program to enhance the financial 

knowledge of the investors that will help the investors to take the improved and prudent financial decisions. 
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Introduction 

 

The importance of financial literacy is evident as it has become an essential skill for individuals when dealing with complex financial 

markets and investment options. The skill involves the knowledge and behaviors needed to fully understand financial terms and 

apply that knowledge in various aspects such as budgeting, saving, borrowing, investing, and risk management (Raut, 2020). From 

the perspective of the Organization for Economic Co-operation and Development (OECD), financial literacy helps people make 

sound financial choices, thereby contributing to financial welfare. Financial literacy has been essential in identifying acceptable 

investment behavior in today's linked society, where people are more accountable for saving for retirement and building wealth 

(Lusardi and Messy, 2023). An investment decision involves allocating financial resources to various investment alternatives, 

including equities, bonds, mutual funds, real estate, exchange-traded funds, and others, to achieve higher returns while maintaining 

an acceptable risk level (Hassan and Kalil, 2009). Good investment decisions require assessing expected returns, market conditions, 

investment periods, liquidity needs, diversification opportunities, and individual investment objectives. As investments are usually 

uncertain, investors need adequate financial knowledge to make sound judgments about how to use the information and choose 
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appropriate investment alternatives. This is why financial literacy has become one of the most important determinants of 

investment activity. 

Financially literate people are more active participants in financial markets, diversify their investments, accumulate wealth, and 

make effective retirement plans. However, people who lack financial literacy usually follow informal recommendations, fail to 

diversify investments properly, fail to gauge the risk associated with investments, and commit several financial blunders (Hasanuh 

and Putra, 2020). According to Lusardi and Mitchell (2011), financial literacy plays a major role in wealth creation through helping 

people analyze investment opportunities rationally (Lusardi and Mitchell, 2011). Furthermore, financially literate people are less 

prone to behavioral errors like overconfidence, herding, and loss aversion, among others. Although financial literacy has direct 

implications for the investment process, contemporary academic studies reveal that the association between the two is not always 

straightforward and often operates through different intermediaries. The investment strategy has received a lot of attention, being 

one of the several intermediates that have been discussed in the present literature. An investment strategy is a systematic 

procedure used by investors to choose, allocate and manage financial assets to meet their investment goals and expected market 

conditions. Financial literacy is a key factor in developing such strategies (Singh et al., 2026). 

Risk management is another aspect of financial literacy that can illustrate the link between financial education and investment 

decisions. Risk management plays a crucial role in effective investing because of the uncertainty in the financial markets (Woods, 

2026). Risk management involves identifying and evaluating financial risks, diversifying investments, and strategies for managing 

potential losses. Financial literate investors have a greater awareness of how risk and return are linked, the value of diversification, 

and the ability to deal with fluctuations in the market. As a result, these investors are more likely to make sound investment 

decisions when markets are volatile and have greater ability to control their investment behavior when markets are difficult (OECD, 

2023). The relationship between financial literacy and investment decisions is also supported by the introduction of mediators such 

as risk management and investment strategies. Financial education is not only a matter of knowledge but also a way to improve 

the investor's financial risk management skills. Everyone with a similar income or educational level may have different investment 

habits as a result of varying levels of financial literacy and investment decision-making skills. Moreover, it has been demonstrated 

that financial literacy positively affects investor confidence, decreases the likelihood of impulsive investment choices, and promotes 

the sustainable generation of wealth (Vrdoljak et al., 2026). 

Financial education awareness is growing but financial literacy is still low in many developing countries. This deficiency has a 

negative impact on people's engagement with formal financial markets and less capacity of their own investments to work. Lacking 

financial knowledge can lead to poor asset allocation, lack of diversification, high risk investment returns, and susceptibility to 

financial scams. The challenges highlight the importance of analyzing the effect of the financial literacy on investment outcomes, 

with a focus on investment strategy and risk management as intermediate variables. Hence, this study aims to examine the role of 

financial literacy in making investment decisions mediated by investment strategy and risk management. 

 

Literature Review 

Financial literacy has been acknowledged universally as a key determinant of sound financial behavior and investment. Financial 

literacy implies one's capability to apply one's financial knowledge and understanding to make financial decisions such as 

budgeting, saving, borrowing, investing, and risk management (Sabri, 2016; Eko, 2022). Through the development of good financial 

behavior, financial literacy helps ensure sound finances by creating a suitable investment portfolio (Janor et al., 2016). In a more 

complicated financial world, financially literate individuals are able to evaluate financial products and invest in financial markets. 

Therefore, financial literacy has become a key determinant of sound investments and financial well-being. 

There is a significant body of empirical literature linking increased literacy to superior investment returns. According to Abdeldayem 

(2016), there exists a positive and strong connection between individual financial knowledge and quality investment decisions. 

Similarly, other studies from the same sources have proven that even sophisticated individuals benefit from their high level of 

literacy, which leads to making sound investment choices (Amisi, 2012). With reference to trends witnessed in the retail markets, 

Ahmed et al. (2021) posit that financial literacy, along with risk tolerance, improves stock-market performance. Another way literacy 

is functional is in daily money management. Financially educated people are inclined toward healthier financial behaviors 

(Andarsari and Ningtyas, 2019), which in turn improves investment decisions. Arianti (2018) finds that financial literacy, in 

interaction with both behavior and income, is a significant factor in the way investors make decisions. In line with these processes, 

Baihaqqy et al. (2020) show that risk and diversification knowledge coincide with better capital-market decisions, and Maheshwari 

et al. (2025) also add that literate investors are less likely to take unduly risky positions, which leads to better overall results. 

H1: There is a significant impact of Financial Literacy on Investment Decision of individuals. 

There is yet another piece of evidence that provides the rationale for why higher literacy results in actions. When people develop 

higher literacy goals, mostly owing to systematic studies or training, investment techniques are implemented more efficiently, risk 
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management is organized, and decisions are made according to predefined goals (Adil et al., 2022). According to Suresh (2024), 

the higher the literacy level, the lower behavioral and cognitive biases are, and the better decisions are made. In long-term 

planning, literacy helps to make better decisions on retirement vehicles and accumulation strategies: Nguyen et al. (2019) show 

that among higher-education investors, those who are more literate make better retirement investments, including choosing 

among pensions and IRAs, and Sabri (2016) reveals similar benefits with respect to preserving assets and portfolios. 

Financial literacy plays a crucial role in investment decisions and strategies. The authors Seraj et al. (2022) suggest that by 

understanding the risk and diversification, the portfolio construction and choice of instruments will be improved, and the investor 

will not be taking any excessive risks. Senda et al. (2020) also contend that a thorough understanding of asset classes, market 

dynamics, and portfolio management concepts enhances their ability to develop effective strategies. In investing, someone who is 

financially literate chooses the products that match his/her goals and assesses the suitability of securities by considering the level 

of risk and the compatibility of each product in terms of objectives (Yanti and Endri, 2024). Financial literacy can help create 

behavioural stability during volatile markets by enabling investors to stick to their investment plans, manage emotions and engage 

in disciplined behaviours like saving regularly and rebalancing investments periodically and evaluating performance with objective 

metrics (Sharma, 2020).  

H2: Financial Literacy has significant indirect effect via Investment Strategy on Investment Decision. 

Financial literacy has a positive impact on risk management results. According to Raut (2020), people who are financially literate 

are better at assessing the risk and reward scenarios to minimise potential losses. Also, people with better education are more 

likely to use diversification, an effective risk management strategy (Sabri, 2016). There is also greater portfolio diversification when 

investors are more knowledgeable, as reported by Waheed et al. (2020) for greater portfolio stability. Additionally, Suresh (2024) 

shows how literate investors can be more effective at protecting their portfolios against volatility even in the down markets. 

According to Khan (2016), financial literacy enhances risk perception and awareness for a range of product categories. Together 

these studies suggest that financial literacy is a strong protective factor against bad outcomes and volatility. 

H3: Financial Literacy has significant indirect effect via Risk Management on Investment Decision. 

Methodology  

The study is conducted quantitatively with individual investors and potential investors in Dhaka city, Bangladesh, from oct 2025 to 

march 2026. Data are gathered from investors attending licensed brokerage firms in Dhaka, and an online survey was sent through 

Google Forms to investor networks and financial communities. Participants are recruited, and convenience and snowball sampling 

methods were used to obtain informed consent.  The sample of 119 respondents is obtained by convenience and snowball 

sampling. The participants are required to be 18 years old or older. They had to have either prior investment experience or a desire 

to invest in financial assets such as stocks, mutual funds, bonds, and other securities. Furthermore, all participants had to consent 

to participate voluntarily in the study and to give informed consent before filling out the questionnaire. Those under 18, with no 

knowledge or interest in financial investments, or who refused informed consent, are excluded from the study. To ensure the 

quality and reliability of the data, incomplete questionnaires, inconsistent responses, and invalid response patterns (straight-lining) 

are not included in the final analysis. 

A structured self-administered questionnaire is used to collect data. The four major constructs measured with the questionnaire 

are financial literacy, investment strategy, risk management, and investment decision. Financial Literacy comprises nine items 

covering respondents' financial knowledge and educational exposure. Investment strategy includes four investment planning and 

practice items. Risk management assessed four areas, evaluating respondents' risk assessment and risk management practices. 

On the other hand, five items were included to assess the quality of the investment decision-making process. Financial literacy has 

two components: objective financial literacy and financial education. For all constructs, except objective financial literacy, a five-

point Likert scale (from strongly disagree to agree strongly) was used. The objective financial literacy items were scored using items 

that correctly identified financial knowledge, and then added together with the financial education component to create the 

second-order financial literacy construct. The higher the score, the greater financial literacy, the better their investment strategy, 

the better their financial risk management, and the better their investment decisions. 

The data are reviewed for their completeness and consistency before analysis. Microsoft Excel was used to code the data and 

conduct initial data screening. At the same time, the Partial Least Squares Structural Equation Modeling (PLS-SEM) software 

package was also used in this study. Continuous variables were expressed as mean and standard deviation (SD), and categorical 

variables were expressed as frequencies and percentages. Indicator reliability, internal consistency reliability via Cronbach's alpha, 

Composite Reliability (CR), convergent validity via Average Variance Extracted (AVE), and divergent validity via Heterotrait–

Monotrait ratio (HTMT) are used to evaluate the measurement model. For evaluating the structural model, the variance inflation 

factor (VIF) is used to check the multicollinearity problem; path coefficients (β), coefficient of determination (R²), and mediation 

analysis are also performed. 
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Result 

Figure 1: Structural Equation Model  

 

 

Table 1. Descriptive Statistics of the Study Variables 

Construct Items Mean SD Minimum Maximum 

Financial Literacy 9 2.392 0.665 1 3 

Investment Strategy 4 4.414 0.637 1 5 

Risk Management 4 4.338 0.684 1 5 

Investment Decision 5 4.38 0.633 1 5 

 

Table 1 shows the descriptive statistics of the study variables. The mean score of financial literacy among respondents was 2.392 

(SD = 0.665) on a scale of 1-3, corresponding to a moderate level of financial literacy. Investment strategy had the highest mean 

score of 4.414 ± 0.637 followed by investment decision 4.380 ± 0.633 and risk management 4.338 ± 0.684 on the 5-point Likert 

scale. 
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Table 2. Reliability and Convergent Validity of the Measurement Model 

Construct Cronbach's Alpha rho_A Composite Reliability AVE 

Financial Literacy 0.705 0.78 0.79 0.521 

Investment 

Strategy 
0.704 0.736 0.79 0.505 

Risk Management 0.707 0.762 0.772 0.515 

Investment 

Decision 
0.751 0.762 0.834 0.502 

 

Table 2 are displayed measuring model's convergent validity and reliability. The reliability assessment shows satisfactory internal 

consistency for all study constructs, with Cronbach's alpha coefficients ranging from 0.704 to 0.751. All Composite Reliability (CR) 

values are over 0.70, ranging from 0.772 to 0.834. Furthermore, the Average Variance Extracted (AVE) values range from 0.502 to 

0.521, indicating that the measurement model has good convergent validity. 

Table 3. Discriminant Validity of the Measurement Model Based on the Heterotrait–Monotrait (HTMT) Ratio 

Constructs 
Financial 

Literacy 

Investment 

Strategy 
Risk Management 

Investment 

Decision 

Financial 

Literacy 
—    

Investment 

Strategy 
0.952 —   

Risk 

Management 
0.864 1.128 —  

Investment 

Decision 
0.727 0.954 1.092 — 

Table 3 presents the discriminant validity of the measurement model using the HTMT ratio. The HTMT values range from 0.727 to 

1.128 for all constructs in the study. The lowest value is obtained for the relationship between financial literacy and investment 

decision (0.727), while the highest value is obtained for the relationship between investment strategy and risk management (1.128).  

Table 4. Coefficient of Determination (R²) for the Endogenous Constructs 

Endogenous Variable R² Adjusted R² 

Investment Strategy 0.509 0.505 

Risk Management 0.429 0.424 

Investment Decision 0.649 0.633 

Table 4 presents the coefficient of determination (R²) for the endogenous constructs. The variance in investment strategy is 

explained by financial literacy (R² = 0.509), and the variance in risk management is explained by financial literacy (R² = 0.429). 

Furthermore, the proposed structural model accounted for 64.9% of the variation in investment decision (R² = 0.649), indicating 

that the model has good explanatory power for predicting investment decision-making. 
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Table 5. Direct Effects of the Structural Model 

Hypothesized 

Relationship 
β Standard Error t-value p-value Decision 

Financial Literacy → 

Investment Decision 
0.512 0.065 7.846 <0.001 Supported 

Financial Literacy → 

Investment Strategy 
0.714 0.043 16.697 <0.001 Supported 

Financial Literacy → 

Risk Management 
0.655 0.052 12.578 <0.001 Supported 

Investment Strategy 

→ Investment 

Decision 

0.253 0.101 2.513 <0.012 Supported 

Risk Management → 

Investment Decision 
0.574 0.1 5.752 <0.001 Supported 

Table 5 shows the direct relationships among the study constructs. Investment decision is significantly and positively influenced 

by Financial Literacy (β = 0.512, t = 7.846, p < 0.001). Further, a significant increase in financial literacy is also associated with better 

scores in investment strategy (β = 0.714, t = 16.697, p < 0.001) and risk management (β = 0.655, t = 12.578, p < 0.001). Investment 

strategy is also positively associated with investment decision (β = 0.253, t = 2.513, p = 0.012). Furthermore, risk management has 

a relatively high positive effect on investment decision (β = 0.574, t = 5.752, p < 0.001), indicating that good risk management 

practices have a significant positive influence on investment decisions. 

Table 6. Indirect Effects of Financial Literacy on Investment Decision through Investment Strategy and Risk Management 

Mediation Path 
Indirect 

Effect (β) 
Standard Error t-value p-value Decision 

Financial Literacy → Investment 

Strategy → Investment Decision 
0.181 0.073 2.477 <0.013 Supported 

Financial Literacy → Risk 

Management → Investment 

Decision 

0.376 0.072 5.223 <0.001 Supported 

Total Indirect Effect 0.557 — — — Partial Mediation 

Table 6 presents the mediation analysis of the proposed model. The indirect relationships of financial literacy are significant with 

both mediating variables for investment decisions. The mediation pathway via investment strategy is statistically significant (β = 

0.181, t = 2.477, p = 0.013). Likewise, financial literacy has a greater indirect effect on investment decision through risk management 

(β = 0.376, t = 5.223, p < 0.001). Overall, the overall indirect effect is 0.557, indicating that risk management and investment 

strategy work together to explain how financial literacy affects investment choices. 

Table 7. Summary of Hypothesis Testing 

Hypothesis Proposed Relationship β t-value p-value Decision 

H1 
Financial Literacy → Investment 

Decision 
0.512 7.846 <0.001 Supported 

H2 
Financial Literacy → Investment 

Strategy → Investment Decision 
0.181 2.477 <0.013 Supported 

H3 
Financial Literacy → Risk Management 

→ Investment Decision 
0.376 5.223 <0.001 Supported 

Table 7 reported the findings of the hypothesis testing. The findings demonstrate a strong positive correlation between financial 

literacy and investing choices (H1). Additionally, risk management (H3) and investment strategy both significantly mediate the 

relationship between financial literacy and investment decision (H2). Therefore, all three of the assumptions have been proven to 

be true. 
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Table 8. Summary of the Direct and Indirect Effects of Financial Literacy on Investment Decision 

Relationship Path Coefficient (β) Statistical Significance Interpretation 

Financial Literacy → Investment 

Decision 
0.512 Significant (p<0.001) Positive direct effect 

Financial Literacy → Investment 

Strategy 
0.714 Significant (p<0.001) Positive effect 

Financial Literacy → Risk 

Management 
0.655 Significant (p<0.001) Positive effect 

Investment Strategy → 

Investment Decision 
0.253 Significant (p=0.012) Positive effect 

Risk Management → Investment 

Decision 
0.574 Significant (p<0.001) Positive effect 

Financial Literacy → Investment 

Strategy → Investment Decision 
0.181 Significant (p=0.013) Partial mediation 

Financial Literacy → Risk 

Management → Investment 

Decision 

0.376 Significant (p<0.001) Partial mediation 

Table 8 summarizes the structural model findings. In particular, the direct effects of financial literacy on investment strategy, risk 

management, and investment decisions are significant and positive. The same is true for the effects of investment strategy and 

risk management on investment decisions. Moreover, the mediation analysis shows that investment strategy and risk management 

partially mediated the effect of financial literacy on investment decision, with risk management mediating stronger than investment 

strategy. 

Discussion  

 

This study explores the influence of financial literacy on the investment decision-making of individual investors, especially the 

mediating role of investment strategy and risk management. The results reveal a significant positive effect of financial literacy on 

investment decision making. Moreover, the results further indicate a significant mediation effect of both investment strategy and 

risk management on the relationship, with the mediation effect of risk management much stronger than that of investment 

strategy. Based on the descriptive analysis, the findings suggest that the respondents rated the investment strategy, risk 

management, and investment decision quality as relatively high (Mean = 4.41, Mean = 4.34, and Mean = 4.38, respectively). The 

results indicate that the respondents consider themselves as financial responsible investors. Financial literacy is moderately high 

(Mean = 2.39 on a scale of 3), meaning that students have a fairly good knowledge of financial concepts but there is still room for 

development. A related study found that, although the population is active investors, overall financial literacy is low (Lusardi and 

Mitchelli, 2007). Moreover, Van Rooij et al. (2011) discovered that people with greater financial education are more involved in 

financial markets and are better informed about financial investment choices. 

The findings of the reliability and validity tests showed that the measurement model met the recommended values for internal 

consistency and convergent validity. The Cronbach's alpha, average variance extracted (AVE), and composite reliability (CR) values 

for all primary constructs were greater than 0.70 and 0.50, respectively, supporting the validity and reliability of the measurements. 

The results are consistent with the previous PLS-SEM studies conducted on financial literacy and investment behavior (Hair et al., 

2017). One of the important results of the current study is that the financial literacy shows a significant positive correlation with 

the investment decision (p<0.001, β=0.512). The result shows that individuals who have a more highly developed financial literacy 

have the ability to assess and make rational financial decisions about investment alternatives. Comparable outcomes were reported 

by Aren and Dinç Aydemir (2015), who found that financial literacy reduces irrational behavior in investment decisions. Similarly, 

Jaya et al. (2024) found that financially literate investors achieved superior investment performance due to their ability to analyze 

financial data prior to making investment decisions (Jaya et al., 2024). 

Financial literacy is also observed to have a very high positive effect on the investment strategy (β = 0.714, p < 0.001). This means 

that financially literate individuals tend to set investment objectives, analyze markets, diversify investments, and plan for long-term 

investment. This observation was also made by Bianchi (2018), who found that financially literate people make disciplined 

investment strategies and have diversified portfolios (Bianchi, 2018). In addition, Calcagno and Monticone (2015) observed that 

financial literacy greatly enhances investors' strategic financial planning. Another critical observation is that of the high impact of 

financial literacy on risk management (β = 0.655, p < 0.001). Investors with better financial literacy are better able to evaluate 

investment risks, diversify portfolios, and develop risk control systems. This observation is similar to the conclusion made by 
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Grohmann et al. (2018) that financial literacy improves the ability of individuals to manage financial risks (Grohmann et al., 2018). 

Similar conclusions were made by Soumya and Padmavathi (2025), who noted that financially literate investors were better at-risk 

evaluation and did not participate in risky investments. 

In addition, the current study highlighted that investment strategy has a significant impact on investment decisions (β = 0.253, p 

= 0.012). While the impact was smaller than that of risk management, it once again supports the fact that strategic planning is a 

critical factor in determining the success of investment decisions. Investors who plan their investments systematically and follow 

predetermined goals are likely to have consistent financial performance. Raut (2020) reported similar results for retail investors. 

The mediator with the highest direct impact on investment decisions was risk management (β = 0.574, p < 0.001). This implies that 

investors might make far better investment selections if they are able to appropriately evaluate the risks involved and diversify 

their investment portfolios. Prospect Theory, which asserts that appropriate risk assessment is crucial to the financial decision-

making process, reached similar conclusions (Kahneman and Tversky, 2013). Furthermore, investors that effectively manage their 

investment risks perform better, according to Barber and Odean (2013). 

The main results of the current study include mediation analysis. Financial literacy positively affects investment decisions, with 

investment strategies as a mediator (β = 0.181, P = 0.013), indicating that financial literacy significantly influences investment 

decisions through appropriate investment strategies. Similar findings were reported by Bongomin et al. (2017), who observed that 

through enhancing financial behavior and planning, financial literacy contributes to better financial outcomes. Importantly, risk 

management shows a more significant mediating effect (β = 0.376, p < 0.001) than the investment strategy itself. These results 

indicate that financial literacy has a greater impact on investment decisions by helping people manage risk more effectively. It is 

also worth mentioning that such conclusions were drawn by Nugraha et al. (2022), as they suggested that risk management can 

be viewed as one of the keyways through which financial literacy impacts better investments (Nugraha et al., 2022). 

The structural model accounted for about 64.9% of the variance in investment decisions (R² = 0.649), showing significant 

explanatory ability in line with the recommendations of Hair et al. (2017). The finding shows that financial literacy, investment 

strategies, and risk management account for a large percentage of investors' decision-making process. Other financial literacy 

studies using PLS-SEM have also noted significant explanatory ability (Hair et al., 2017; Pérez et al., 2025). Overall, these findings 

support the theoretical assumption that financial literacy underpins reasonable investing behavior. People with greater financial 

literacy can develop an adequate investment strategy, manage financial risks, and consequently, make better investment decisions. 

At the same time, the stronger mediating role of risk management indicates that education programs aimed at developing skills 

in evaluating investment risks, portfolio diversification, and developing investment plans might be quite effective in enhancing 

decision-making processes among investors. 

 

Conclusion 

 

The findings indicate that financial literacy significantly enhances investment decisions, both directly and through the mediating 

effects of risk management and investment strategy. Individuals with higher financial literacy tend to make more informed 

investment choices due to effective investment strategies and sound risk management practices. Both mediators play important 

roles in the relationship between financial literacy and investment decision-making, with risk management exerting a stronger 

mediating effect than investment strategy. Several limitations should be considered when interpreting these results. The study 

utilized convenience and snowball sampling within a cross-sectional design. It did not consider other economic factors like market 

conditions, psychological influences and other factors affecting investment choices and excluded investors outside Dhaka. Self-

reported data were also not used. In spite of these constraints, improving investors' financial literacy is still critical to encourage 

good investment habits. 
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Future work 

 

Future studies are required to use prospective or longitudinal designs to link financial literacy to investment decision making in 

order to draw causal conclusions. Further studies with a larger and more diverse sample size throughout Bangladesh would support 

generalizability. The integration of financial attitudes, psychological characteristics, market conditions, digital financial literacy, and 

behavioral biases would enhance the understanding of investment behavior. It is also recommended to conduct further research 

on various investor communities and the impact of financial education programs. 
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