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ABSTRACT: This study examines the reasons as to why people get into debt even when they have financial knowledge. 

It also analyses the impact of financial literacy and psychological, emotional and social factors that determine the 

borrowing and spending behaviour. The author draws attention to the fact that as much as financial literacy equips one 

with necessary knowledge, cognitive biases, impulsivity, emotional triggers, and social pressures tend to dominate 

rational decision-making processes, and the outcome of the decision-making process is debt. The study underlines the 

knowledge-action gap by studying behavioural disposition, emotional expenditure, and the effects of culture. These 

factors are important in order to design interventions that integrate education and behavioural strategies to encourage 

responsible financial decisions and long-term financial well-being. 
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I. INTRODUCTION 

 

Debt has been a more prevalent characteristic of the contemporary financial life, as it touches upon the people of all 

income levels and educational backgrounds. This is the case with many individuals falling in debt despite the availability 

of financial information and the increased awareness on issues concerning money management (Markle, 2019). The 

contradiction begs a critical question: why do people make poor choices regarding their finances despite knowing better? 

Financial literacy has been advanced as the main answer to the issue of debts, but studies have indicated that knowledge 

is not always translated into good financial behaviour. The psychological influences including impulsiveness, cognitive 

biases, emotional spending, and social influences often affect financial decisions in a manner that defies rationality. 

 

Financial literacy and debt have a more complicated relationship than it has been supposed before. Although people 

might be equipped with a basic financial knowledge, their attitudes, habit and psychological inclination usually define 

the way on how that knowledge is put into practise in real life context. This gap between knowledge and behaviour is 

important in understanding how to solve the beckoning personal debt levels (Alsemgeest, 2015). The following research 

paper discusses the interplay between psychological factors and financial literacy and its impact on debt accumulation. 

It is geared towards investigating the reasons why individuals keep on borrowing and spending heavily even when they 

know the repercussions that would come as a result of doing so. Through theory of behavioural finance and practical 

patterns of decision-making, the analysis provided by the study aims at giving a more in-depth explanation of the 

psychological origins behind the contemporary consumer debt (Selvadurai et al., 2018). 

 

II. RATIONALE AND OBJECTIVE 

 

The world is increasingly becoming personal with regard to debt levels, even as there is more access to financial education 

and information. Most people have the fundamental financial literacy but still spend beyond their means, take unnecessary 

loans and have a heavy burden on their budgets. This brings out a sharp disparity between financial knowledge and real 

financial behaviour. The historic solutions presuppose that financial literacy will be a sufficient tool to decrease the debt 

issues; nonetheless, the psychological aspect of the issue, including emotional decision-making, self-control problem, 

social pressures, and cognitive biases tend to be more crucial. This gap needs to be known so as to have improved financial 

education programmes and debt management strategies. The importance of this research study is therefore that it does 

not only examine what people know about finances, but also how they think, feel, and act whenever making financial 
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decisions. The study will be useful as it will enable future realistic solutions to be reached in enhancements of personal 

financial wellbeing by analysing the psychological motivations behind the debt. 

 

Objectives: 

1. To examine the relationship between financial literacy and individual debt behaviour. 

2. To analyse the psychological factors that influence borrowing and spending decisions. 

3. To evaluate why financially knowledgeable individuals still fall into debt despite understanding the risks. 

 

These studies are meant to offer an insight into the interaction of knowledge and psychology in the overall formulation 

of real-life financial decision making. 

 

III. METHODOLOGY 

 

In this study, the qualitative method is followed as the whole study is conducted using secondary data in the form of a 

relationship between financial literacy, psychological behaviour, and personal debt. The secondary research has been 

chosen because it is possible to analyse a broad scope of the available research, reports, and theoretical viewpoints 

without primary data collection (Mazhar et al., 2021). The data used to complete this research was collected on credible 

online websites, most of which appeared in academic databases and popular resources that could be accessed on Google 

and Google Scholar. The sources will be peer-reviewed journal articles, books, financial reports, government 

publications, and research papers on behavioural finance, financial literacy, and debt psychology. 

 

It used the following key words in the search process, which included financial literacy and debt, psychology of 

borrowing, behavioural bias in finance, and consumer debt behaviour. The reviewed, compared, and synthesised 

relevant studies were used to formulate common themes and patterns. To ensure reliability and validity of the research, 

only the credible and updated sources were taken into consideration (Taherdoost, 2021). A thematic analysis approach 

was used to analyse the obtained information and served the purpose of organising the information into the key 

categories including cognitive biases, emotional spending, and financial decision-making behaviour. 

 

This research approach is suitable since it allows studying the existing knowledge on the subject in-depth and offers a 

solid theoretical basis explaining the reasons behind why people get into debt even with financial awareness.  

 

IV. LITERATURE REVIEW 

 

To comprehend the reasons behind the falling into debt by people even though they are knowledgeable financially, we 

need to look at the relationship that exists between knowledge, behaviour and psychology. Conventional financial 

reasoning holds that people, in the event that such persons are knowledgeable about risks and implications, make 

rational choices. But in practise behaviour is usually counter to this assumption. There are five important themes 

examined in this literature review that explain why there is a complex relationship between financial literacy and debt 

behaviour. 

 

Theme 1: Financial Literacy and Its Influence on Debt Behaviour 

Financial literacy is the possession and utilisation of knowledge and skills that are needed in order to make well-

informed financial choices. This involves being able to budget, save towards short- and long-term objectives, borrow 

at a responsible pace and project future financial requirement (Di Domenico et al., 2022). Usually more financially 

literate individuals are better placed to assess the financial products and interpret interest rates along with the 

consequences that may arise when one takes a loan. They tend to be more conscious on the necessity to follow the costs, 

keep the debts that are not necessary, and emergency planning that can lead to better financial stability and protection.  

 

Financial knowledge in itself, however, does not necessarily mean disciplined financial behaviour. Numerous 

financially savvy people end up in huge debt. The given discrepancy is explained by the fact that knowing about 

financial matters is only half of the storey; to make the knowledge turn into a coherent, practical action, one needs other 

skills and self-control (Loerwald and Stemmann, 2016). Numerous cases of rational financial decisions being overridden 

by emotions, lifestyle and social pressures are common. As an example, the need to get something now, peer pressure 

or social pressure to have a particular standard of living may cause them to take loans, knowing the costs.  
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Also, financial literacy programmes that are conventional tend to focus on technical skills, like how to calculate interest 

or the terms of a loan, without teaching the behavioural and psychological skills one requires to use to manage their 

finances on a regular basis (Murugiah, 2016). The formation of a habit, the ability to control oneself, long-term planning, 

and the realisation of cognitive biases are essential aspects that define the effectiveness of financial knowledge 

application. 

 

Consequently, although financial literacy gives one a basis of responsible financial behaviour, it can not work 

independently of accumulating debts. The combination of behaviour, psychology and contextual elements eventually 

defines the proportion of individuals who can convert knowledge into action and take sustainable financial decisions 

that reduce the use of debt. 

 

Theme 2: Behavioural Biases and Irrational Financial Decision-Making 

Most people end up in debt not due to their ignorance in finance but due to the high level of psychological biases and 

irrationality in their choices. Immediate gratification can prove to be more important than financial security in the long 

term, so people may tend to spend more money in the short run, resort to using credit, and get into unnecessary debts 

(Marston et al., 2018). People can easily be influenced by the desire to gain quick benefits regardless of the cost of these 

actions and fail to make rational decisions, which are contrary to their financial interests, even knowing all the expenses 

of turning to debt. 

 

One of the aspects that lead to debt is the fact that money is mentally classified. In their minds, people tend to categorise 

money into different accounts like spending money, savings or credit. This psychological distance may lead to excessive 

spending on those things that do not provide any necessity or underestimation of the cost of debt (Matey et al., 2021). 

Credit, especially, can be seen as less concrete or money, and is therefore easier to spend without any thought. 

Overconfidence about personal financial management is another contributing factor; most people assume that they can 

easily pay off the debt or the other financial burdens and this may tempt them to borrow more than they can afford.  

 

These tendencies are also enhanced by social and emotional factors. Individuals may be pressured by peer comparison, 

social expectations or need to preserve a particular way of life or social image and therefore spend more than they can 

afford. Emotional stimuli, like a feeling of stress or being in need of self-rewards, can easily lead to impulse buying, 

which can add to the debt (Bullington et al., 2025). 

 

These behavioural habits point to the unchanging disjunction between financial knowledge and action. Even the very 

literate persons might make decisions that go against their knowledge of risks of debts. It is important to identify the 

role of the cognitive biases, emotional decision-making, and social pressures to explain why people still end up in debt 

(Højbjerg, 2015). It is important to deal with these irrational behaviours in addition to financial education to encourage 

sustainable and responsible financial decisions. 

 

Theme 3: Emotional Spending and Psychological Triggers 

Emotions are the major and often defining factor in the financial behaviour, and they often dominate objective financial 

knowledge. Most people give into impulse spending as a reaction to stress, boredom, or self-rewarding (Khan and 

Siddiqui, 2021). Although such purchases might help to overcome negative emotions in the short term, they might lead 

to financial problems in the future. Sometimes emotional spending takes place in the situations when the people know 

the financial implications of the behaviour, which underscores a complicated engagements of cognition and emotion in 

decision-making. 

 

Debt accumulation is often associated with reoccurring emotionally-based financial choices. Common behaviours that 

can be used to explain how emotion can dominate over rational thinking include impulsive spending, convenience 

spending using credit cards, and borrowing money to live the specific lifestyle (Relja et al., 2024). Money can be used 

to manipulate even highly financially literate people who can be susceptible to these triggers because emotions override 

knowledge and self-control. Short-term psychological gratification of making a purchase may supersede the need to 

think of a long-term financial effect, which creates a debt trap that is hard to escape. 

 

Borrowing and spending behaviour are also further dependent on psychological triggers, which include fear of missing 

out, the overall need to be socially approved, or the need to be socially at the same level (Endsley, 2020). These pressures 
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are exacerbated by advertising, social media, and peer comparison where instant consumption and unrealistic lifestyles 

are encouraged and advertised as well as made available. The stress of fitting in to the perceived standards or the urge 

to self-reward emotionally promotes spending choices that lack financial sanity. 

 

The monetary hardships in themselves may cause further stress that results in a vicious circle. Those in debt can feel 

anxious or frustrated and can end up spending more emotion as a form of coping with the debt and this worsens the 

situation (Hillon, 2020). This emotional and psychological trigger is therefore imperative in the explanation of debt 

behaviour and establishment of strategies that can aid individuals in dealing with their money as well as their emotions. 

 

Theme 4: Social and Cultural Influences on Debt Behaviour 

The behaviour of people with regard to debt is not only affected by the personal knowledge and choice that an individual 

makes, but also the social and cultural environment in which individuals are living. The social rules, peer pressures, and 

family factors can be rather influential in how attitudes are formed towards borrowing and spending (Foglia, 2019). The 

cultures that highly value consumption and material achievement can influence people in such a way that they need to 

hold appearances by buying stuff, which they cannot afford. This social pressure may cause debt to appear needful or 

inevitable, and a gap between financial knowledge and real behaviour to develop. 

 

The level of peer influence is especially high in case of younger adults. The borrowing and accumulation of debt may 

be normalised by seeing friends or colleagues put credit to use, buy extravagant things or live beyond their means. It is 

likely that when debt is socially condoned or even praised, people will be motivated to follow the same behaviours even 

when they know the dangers of the behaviours are financial in nature (Flora, 2015). The need to keep up with the 

consumption habits of other people, which are supported by the advertising and media, strengthens the urge to socialise 

comparison, resulting in excessive expenditures and credit dependence. 

 

Financial attitudes are also influenced by family behaviours in the long run. Having been raised in a family where 

borrowing is a thing of the norm or in a family where the issue of financial planning is not a topic of conversation can 

restrict one to the realities of the effects of debt (Norgren, 2025). Children who grow up there might inculcate financial 

behaviour patterns that are replicated as adults that lead to financial borrowing and excessive expenditure despite 

possessing financial literacy. 

 

Individual financial literacy is influenced by social and cultural pressures to make decisions. People can have the 

capability and the knowledge to spend money wisely, but the demands of the environment take precedence when making 

a rational choice (Mapuasari, 2020). These are some of the external factors that should be understood to fully deal with 

debt behaviour since the interventions should not be done based on individual knowledge and psychology but the social 

and cultural environment that promotes borrowing and spending sprees. 

 

Theme 5: Bridging the Gap Between Knowledge and Behaviour 

One of the main problems of the study of debt is that even though there is a growing gap between financial knowledge 

and actual behaviour, it persists. As much as financial literacy prepares people with the ability to make sound choices, 

the repercussion of knowledge and responsible financial behaviour cannot be put in the same category (Voros et al., 

2021). Most people do not apply knowledge to practise because of habits, a lack of self-control, or other psychological 

characteristics impulsivity and overconfidence. An example here includes underestimation of the overall cost of 

borrowing, overestimation of their capability to repay debt or failure to plan their long-term financial objectives. Such 

behavioural patterns place a gap between what people are knowledgeable about and how they spend their money and 

add to the accumulation of debts (Yoshino et al., 2016). 

 

To fill this gap, the approaches should be based not only on knowledge, but on behaviour as well. Individuals can be 

made to adopt more disciplined ways of managing their finances by behaviour-based interventions like budgeting 

applications, automatic savings systems, and spending notifications (Martin, 2017). Financial education curricula that 

include psychological knowledge, including the cognitive biases, emotional responses, and decision-making behaviour 

can also contribute to the alignment of behaviour with knowledge. Good responsible financial behaviour can be 

reinforced by encouraging responsible spending behaviours, like tracking spending and setting financial targets, and 

instilling self-reflection. 
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Policymakers and financial institutions also play an important role. They can establish a conducive atmosphere that 

promotes positive financial behaviour by ensuring that individuals are well informed through the provision of 

straightforward and easily available information, by encouraging responsible borrowing, and making systems that 

restrict impulsive spending (Markle, 2019). Financial education coupled with behavioural strategies has proved to be 

more effective in mitigating debt, as compared to education. 

 

Finally, to solve the problem of the financially savvy people going into debt, one needs a universal viewpoint. It entails 

the concept of interplay of financial literacy, psychological inclinations, social effects and practical behavioural plans 

(Alsemgeest, 2015). It is only through the combination of these factors that interventions can be devised that would 

assist people in making informed, sustainable, and disciplined financial choices that would reduce dependency on debt. 

 

Summary 

It has been shown in the literature that financial literacy, though significant, is not sufficient to avoid debt. Decision-

making is affected by psychological biases, emotional triggers, social pressures, and behavioural tendencies, which 

usually overrule knowledge that is rational. To put into practise a holistic perspective of debt behaviour it is necessary 

to integrate financial knowledge with behavioural insights, emotional sensitivity and social context to complete the 

picture. When these factors are considered collectively, the reason why individuals keep borrowing and spending 

beyond their means even with the knowledge they are supposed to have becomes apparent, which forms the basis of 

interventions that can target the knowledge and behavioural aspects. 

 

V. CONCLUSION 

 

This study indicates that the issue of going into a debt is not purely about the lack of financial literacy and instead a 

complicated interplay of the financial literacy, psychological inclinations, societal forces, and behavioural orientations. 

Although financial literacy equips an individual with the instruments of making informed choices, this is not enough to 

guarantee responsible financial behaviour. Rational understanding is frequently subdued by psychological prejudices to 

the point that people spend or borrow more than they can afford, including impulsiveness, overconfidence, and myopia. 

There are also emotional triggers such as stress, boredom and the need to have social approval, which only serve to add 

impulsive spending and debt. 

 

Social and cultural factors are equally important, given that the expectations of a society, the behaviours of peers and 

family values might condition borrowing and the decision-making with respect to finances. The disconnect between 

having information that is financially sound and actually implementing the information is where the interventions that 

combine education and behavioural approaches are required. This gap can be filled with the help of such tools as 

budgeting aids, automatic savings, spending alerts, and programmes that make people more aware of cognitive and 

emotional triggers. 

 

Conclusively, debt management demands a comprehensive strategy that goes beyond financial literacy to also include 

behavioural, emotional, as well as, social elements. Being able to comprehend why people do go into debt even when 

they should know better policy makers, educationists and financial institutions can come up with more profound policies 

to help people and families build responsible financial habits and financial health in the long run. 
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