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Harvard Professor Sendhil
Mullainathan, one of the leading
economists in the field of behavioral
economics, has recently released a
new book with Princeton cognitive
psychologist Professor Eldar Shafir
entitled Scarcity: Why Having Too
Little Means So Much.

Their book examines the psychology
of scarcity and the scarcity mindset
that narrows perspective and
perpetuates lack through the limiting of one's options. This is an
important new work that addresses the psychology around
poverty and how people's minds work differently when they feel
they lack something. The results of their research show
empirically that the feeling of scarcity places very real limits on
what people are able to see, and the authors offer strategic
interventions as behavioral solutions to help break these cycles
that lead to the scarcity mindset.
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“Scarcity” isanew book that does something that | didn’t think possible: it says something
new about why people are poor — and what to do about it.

Here’s what’s not new: Poor people have more self-destructive habits than
middle-class people. The poor don’t plan for the future as much. Compared to
middle-class people, the poor have less self-control and are quicker to turn to
instant gratification. These habits perpetuate a cycle of poverty.

This is proven. The controversy is why it is the case. For conservatives, roughly
speaking, these behaviors cause poverty. For liberals, also roughly speaking,
poverty in many ways causes these behaviors. It is easy to see how the stresses of
poverty weigh in. With eating habits, for example: fruit and vegetables cost more
that many unhealthier foods, and might not be available in a poor neighborhood.

But there are behaviors the liberal view struggles to explain. Even when healthy
foods are available and made cheap, for example, poor people take advantage of
them far less.

Now Sendhil Mullainathan, a Harvard economist, and Eldar Shafir, a
psychologist at Princeton, propose a way to explain why the poor are less future-
oriented than those with more money. According to these authors, one explanation
for bad decisions is scarcity — not of money, but of what the authors call
bandwidth: the portion of our mental capacity that we can employ to make
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decisions.

Worrying about money when it is tight captures our brains. It reduces our
cognitive capacity — especially our abstract intelligence, which we use for problem-
solving. It also reduces our executive control, which governs planning, impulses
and willpower. The bad decisions of the poor, say the authors, are not a product of
bad character or low native intelligence. They are a product of poverty itself. Your
natural capability doesn’t decrease when you experience scarcity. But less of that
capacity is available for use. If you put a middle-class person into a situation of
scarcity, she will behave like a poor person.

The authors and two colleagues had a team of researchers approach shoppers
at a mall in New Jersey. People were asked about their income and then classified
(without their knowledge) as either poor or rich. Then they were asked a question:
your car needs a repair that will cost you $150. You can take a loan, pay in full, or
postpone service. How do you go about making this decision? After they answered,
the subjects took tests that measured fluid intelligence and cognitive control.

Poor and rich people did equally well on the test.

But then the researchers changed one thing: instead of needing $150 for the
repair, they would need $1,500. The rich subjects did as well on the intelligence
and willpower tests as they had before. The poor group did not.

Their scores dropped the equivalent of losing 13 or 14 1Q points — larger than
the drop experienced by people who had just stayed up all night. Thinking about
how to come up with $150 didn’t affect them. But thinking about coming up with
$1,500 eroded their intelligence more than if they had been seriously sleep-
deprived.

This result isn’t particular to New Jersey. The same team studied sugar cane
farmers in India, testing their intelligence just after the harvest, when they were
flush with cash, and before it, when they were poor. The same farmers got 25
percent more questions right on the intelligence test when they were rich, and
made 15 percent more errors on the executive control test when they were poor.
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Isn’t this just stress? We know how harmful stress can be. But Mullainathan
and Shafir argue that the effects of scarcity go further. Its capture of our brains
leads people into a tunnel; your only focus is solving the emergency of the moment.
If the rent is due, you use money that would have gone to the car payment. The
fact that this will end in getting your car repossessed, and therefore losing your
job, doesn’t really register. You take very little notice of what’s outside the tunnel.

In this way, scarcity creates a vicious circle. Tunneling leads people to borrow
to deal with the emergency expense. For the poor, borrowing is very costly. They
take high-interest payday loans, buy on installment, pay large credit-card fees and
interest. They “borrow” by paying bills late, which means they pay a substantial
portion of their income in late fees and reconnection fees. These consequences,
however, lie outside the tunnel — until paying those bills becomes the new
emergency.

The authors designed complicated games to simulate conditions of scarcity.
One was a version of the TV game show “Family Feud,” played by Princeton
students assigned at random to either have a lot of time to answer questions or
just a little. When researchers allowed players to borrow time from their future
rounds at high rates of interest, the time-poor players borrowed profligately, and
their scores plummeted. When the loans could be rolled over — simulating
real-world debt traps — the time-poor did even worse.

Mullainathan and Shafir write that the same mentality of scarcity that applies
to the cash-poor also applies to people who are overly busy and those who are
dieting.

People short of time also tunnel, borrowing time by postponing projects that are
tomorrow’s emergency but not today’s. And being hungry captures the mind in a
way similar to being poor. People who are on strict diets spend a lot of their
bandwidth thinking about food.

The scarcity phenomenon is good news because to a certain extent, we can
design our way around it. Awareness of the psychology of scarcity and the
behavioral challenges it yields “can go some way toward improving the modest
returns of anti-poverty interventions,” Mullainathan and Shafir write.
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Here are some examples:

Automate good decisions. Since we can’t be counted on to make good
choices when we’re in the tunnel, we can make them automatic. One decision to
automate your choices will eliminate all those future opportunities to screw up.
One way is to switch the default. For example, instead of making enrolling in a
401(k) savings plan voluntary, make not enrolling voluntary. This simple change
has produced spectacular increases in usage of 401(k)s, organ donation and AIDS
testing. It can be used for many outside-the-tunnel decisions, like building savings:
sign up to have part of your paycheck automatically deposited into a savings
account. You can still get at it, but you have to take steps to do so.

Provide better options for borrowing. Employers of minimum wage
workers often complain that these workers are unprepared for their jobs,
unfriendly to customers and distracted. Part of the reason may be that they are
devoting little bandwidth to their jobs because they are worrying about how to live
on their wages.

The theories in “Scarcity” support the idea that paying them a living wage
would increase productivity. But since some employers may balk at this, the book
proposes a smaller step: remove some of the penalties that come with borrowing.

Since poor people often have an urgent need for small sums, they take a lot of
payday loans. These loans, some of which have interest rates of more than 300
percent, cost workers hundreds of dollars in fees. They are a scam designed to trap
people in cycles of debt — 85 percent of payday loans go to people who take seven
or more loans each year. (See this report (pdf) for a thorough explanation of their
horrors, and this column by Tom Edsall.)

One solution is to spread credit unions. Another is to expand workplace-based
financial counseling and services, like Neighborhood Trust's innovative Employer
Solution.

Employers can help by paying weekly instead of bi-weekly, and by offering
loans themselves with reasonable interest rates. Better yet, a portion of the
repayment could go automatically into a savings account for each worker, so they
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could eventually borrow from themselves.

Internationally, we now know that microcredit loans are often used to cover
personal emergencies, not to start businesses. They are not well-suited to this, as
they are usually too large and take too much time to get. (This is why even people
with access to microcredit continue to go to pawn brokers and loan sharks.)
Dhanei KGFS, a financial services provider in Orissa, India, pioneered a successful
new product: small, low-interest emergency loans that clients of their bank had
pre-qualified for and could get at any time of day or night, nearly instantly.

Design services for the poor to take up less bandwidth. We know the
poor are short of cash; we design for that (most of the time). But we don’t think
about their scarcity of bandwidth, and that should influence services as well. One
good model is Single Stop, which operates more than 90 sites around the country
where low-income people can apply for benefits, do their taxes and get legal and
financial advice.

Structure incentives to put them inside the tunnel. Since scarcity
forces us to tunnel, and concentrate only on what's inside that tunnel, incentives
and penalties will work best when they can be inside, too. This means very short
deadlines and quick rewards — perhaps in several installments.

Telling people they can be on welfare for only five years isn’t effective. That
deadline might not become part of the tunnel until they hit four years and 11
months — too late to start looking for a job. Mullainathan and Shafir call this the
worst of both worlds: “it penalizes but fails to motivate,” they write.

The same phenomenon explains why the death penalty, the three-strikes law
and other harsh punishments fail to deter criminals. No matter how harsh they
are, they are far enough away to lie outside the tunnel.

These design shifts — the authors and others propose more of them on the
behavioral economics site www.ideas42.org — are a small solution to a very big
problem. But the theory is a new one. It needs more study — but part of that
exploration will be trying out different models of antipoverty services that take
bandwidth scarcity into account. It is far from the only reason people are poor, of
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course, but what'’s particularly useful about the idea of scarcity is that it is
overarching; ease that burden, and people will be better able to deal with all the
rest.

Join Fixes on Facebook and follow updates on twitter.com/nytimesfixes. To
receive e-mail alerts for Fixes columns, sign up at here.

Tina Rosenberg won a Pulitzer Prize for her book “The Haunted Land:
Facing Europe’s Ghosts After Communism.” She is a former editorial writer for
The Times and the author, most recently, of “Join the Club: How Peer Pressure
Can Transform the World” and the World War 11 spy story e-book “D for
Deception.”
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Scarcity: Why Having Too Little Means So Much
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Times Books, 288 pp., $28.00

There is a great deal of unlovely jargon within the federal
government. The product of an activity is called “the
deliverable.” A task that follows a meeting is called a
“do-out.” A request for action is described as “the ask.” If
someone needs to continue a discussion with a colleague,
he will promise to “circle back.” If a project must be
abandoned or put on hold because of competing demands
on people’s time and attention, the problem is one of
“pandwidth.” Of course such terms can be found in many
other places, including in businesses, but they are used
with particular regularity in Washington, D.C.

Of the various unlovely terms, “bandwidth” is the most
useful and the most interesting. The central idea is that
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unwilling to support more than a small set of proposals.

But much of the problem involves the limits of time and

attention. A proposed reform might seem excellent, and it might even be able to attract
considerable political support, but the minds of the people who might pursue it are occupied,
and they do not have the time to learn about it and to explore its merits. Within government,
some good ideas fail to go anywhere, not because anyone opposes them, but because the
system lacks the bandwidth to investigate them.

Economists focus on the problem of scarcity—on how people allocate their resources
(including both time and money) in the face of many competing demands. In their
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extraordinarily illuminating book, the behavioral economist Sendhil Mullainathan and the
cognitive psychologist Eldar Shafir explore something quite different, which is the feeling of
scarcity, and the psychological and behavioral consequences of that feeling. They know that
the feeling of scarcity differs across various kinds of experiences and that people can feel
“poor” with respect to money, time, or relationships with others.

But their striking claim, based on careful empirical research, is that across all of those
categories, the feeling of scarcity has quite similar effects. It puts people in a kind of
cognitive tunnel, limiting what they are able to see. It depletes their self-control. It makes
them more impulsive and sometimes a bit dumb. What we often consider a part of people’s
basic character—an inability to learn, a propensity to anger or impatience—may well be a
product of their feeling of scarcity. If any of us were similarly situated, we might end up with
a character a lot like theirs. An insidious problem is that scarcity produces more scarcity. It
creates its own trap.

Because they lack money, poor people must focus intensely on the economic consequences of
expenditures that wealthy people consider trivial and not worth worrying over. Those without
a lot of time have to hoard their minutes, and they may have trouble planning for the long
term. The cash-poor and the time-poor have much in common with lonely people, for whom
relationships with others are scarce. When people struggle with scarcity, their minds are
intensely occupied, even taken over, by what they lack.

Mullainathan and Shafir offer a somewhat macabre illustration. Toward the end of World
War 11, the Allies knew that they would find a lot of Europeans on the edge of starvation, and
they wanted to learn exactly how they should start to feed those whom they were liberating.
Are full meals a good idea? Should they begin with small quantities? To answer these
questions, researchers at the University of Minnesota engaged in an experiment with healthy
male volunteers whose calories were reduced to the point right above the level where they
would be permanently harmed. The most surprising finding was psychological. The men
became not merely hungry but completely focused on food:

Obsessions developed around cookbooks and menus from local restaurants. Some men
could spend hours comparing the prices of fruits and vegetables from one newspaper to
the next. Some planned now to go into agriculture. They dreamed of new careers as
restaurant owners.... When they went to the movies, only the scenes with food held
their interest.

A participant in the study recalled the experience as horrific, not so much “because of the
physical discomfort, but because it made food the most important thing in one’s life...food
became the one central and only thing really in one’s life.” For Mullainathan and Shafir, the
central point is that “scarcity captures the mind.”



http://www.nybooks.com/articles/archives/2013/sep/26/it-captures-your-mind/?pagination=false&printpage=true

Here’s a less grisly illustration. Researchers asked people to view a screen with words
flashing across it very quickly (1/30 of second), and to say whether they could identify those
words. The words included RAKE, TAKE, and CAKE. Participants were invited to come to
the lab three or four hours before the experiment began; some of them were asked to go out
and get lunch during that time, while others ate nothing. In general, the hungry participants
did about as well on the test as those who had eaten. But they did a lot better on food-related
words. When the word CAKE was onscreen, they saw it, even when it escaped the attention
of those who had had lunch. Importantly, they saw it subconsciously, not deliberately; the
flash was far too fast to allow any kind of conscious control. (For people who are thirsty, the
same test works with words like WATER.)

Something similar happens for scarcity of all kinds. Lonely people do not do better than
others in remembering what they have read, but they stand out in their ability to recall parts of
a narrative that involve interactions with others. Remarkably, poor children systematically
overestimate the size of bigger coins (quarters and half-dollars), evidently because they loom
large to them. At restaurants and airports, people who are going through divorce are especially
alert to the presence of couples and families.

Mullainathan and Shafir emphasize that scarcity can have distinctive benefits, simply because
it focuses the mind. If you face scarcity, you may end up in a kind of psychological tunnel,
and your focus may well have a beneficial effect. People often work best in the face of an
imminent deadline—not only more rapidly, but also more creatively. In his book on Winston
Churchill, Max Hastings quoted the diplomat Lord D’Abernon: “An Englishman’s mind
works best when it is almost too late.” Studies of meetings establish that it is only as time
gets short that people start to make progress. (A lesson for institutions of all kinds: consider
cutting the length of all meetings in half.) After a trip to the supermarket, most people do not
remember how much they spent on particular items, but poor people do.

Psychologists and behavioral economists have found that with respect to money, many people
make what economists regard as a series of cognitive mistakes. For example, most of us value
a ticket to a sports event as the amount that we paid for it, rather than as the amount we could
get for it if we sold it on the open market (the right measure from the economic point of
view). Intensely focused on their economic situation, poor people are far less likely to make
that particular mistake.

The downside is that by occupying the mind, scarcity can prevent people from attending to
other matters. If the mind is full, it will have a hard time absorbing new material. When sixth-
graders take classes near a noisy railroad line, they learn a lot less, ending up a full year
behind their counterparts. Social scientists have done a lot of experiments involving
“cognitive load.” In such experiments, they ask people to solve complex problems and then
test whether the effort affects their behavior in other respects, for example by leading them to
choose chocolate cake over fruit. The standard finding is that their self-control is diminished;
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they are more likely to go for the cake. Mullainathan and Shafir think that scarcity works in
the same way. It imposes a kind of “bandwidth tax” that impairs people’s ability to perform
well.

In one experiment, they asked a group of people to imagine that their car needed to be fixed,
that the repair would cost $300, and that they were making a choice between getting it fixed
immediately or waiting (and hoping that the car might work for a while longer). Then the
authors asked: How would you make this decision? Would it be an easy or hard decision to
make? After receiving people’s answers, the authors asked them a series of questions of the
sort that appear on conventional intelligence tests. Well-off people and poor people did not
show any difference in intelligence.

In a second version of the experiment, the authors posed exactly the same problem, but with
a single difference: the cost of the repair was $3,000 rather than $300. Here is the remarkable
finding: After encountering the second version of the problem, poor people did significantly
worse than well-off people on the same intelligence test. What explains the difference? The
answer is not more challenging arithmetic. When the authors posed nonfinancial problems,
the use of small or large numbers produced no difference between poor people and rich
people. Nor did the problem involve a lack of motivation. When the authors paid people for
correct answers (and thus gave poor people an especially strong incentive to do well), the
$3,000 version continued to create a large difference between poor people and well-off
people on general intelligence questions.

Mullainathan and Shafir attribute the result to the fact that for people without a lot of money;,
it is extremely challenging to try to figure out a way to come up with $3,000. To meet that
challenge, they have to think extremely hard, which is depleting, and which makes it harder
to do well on subsequent tasks. After people are depleted in that way, they do worse on
intelligence tests. (Recall the sixth-graders who learned less because of background noise,
and the food-obsessed participants in the University of Minnesota study; it is a fair bet that
they would not have done so well on intelligence tests.) Mullainathan and Shafir replicated
their general result with sugar cane farmers in India, finding that they do far worse on
intelligence tests before a harvest, when they have little money and are preoccupied with how
to make ends meet, than after a harvest, when cash is plentiful. Stunningly, the effect of
plentiful cash was equivalent to a nine-to-ten-point boost in 1Q.

A depletion of bandwidth also reduces people’s capacity for self-control. After being asked to
try to remember eight-digit numbers, people are more likely to be rude in difficult social
situations. The general lesson is that when people’s attention is absorbed by other matters,
they are more likely to yield to their impulses. With this lesson in mind, Mullainathan and
Shafir insist that certain characteristics that we attribute to individual personality (lack of
motivation, inability to focus) may actually be a problem of limited bandwidth. The problem
Is scarcity, not the person. Compare a computer that is working slowly because a lot of other
programs are operating in the background. Nothing is wrong with the computer; you just need
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to turn off the other programs.
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In this light, it should be easy to see why Mullainathan and Shafir think that scarcity tends to
produce more of the same. For example, most of us are susceptible to “the planning fallacy,”
which means that we are unrealistically optimistic about how long it will take to complete a
project. But busy people are especially vulnerable, since they are attending to their past and
current projects and so are “more distracted and overwhelmed—a surefire way to misplan.”
Poor people are unlikely to take the time required to understand the small print on low-cost
mortgage forms, even if they contain information that they need to understand. They are also
more likely to resort to payday loans, which have high fees, and which can create a kind of
trap, in which people end up taking out payday loans to pay back their payday loans. The
underlying problem is that when people “tunnel,” they focus on their immediate problem;
“knowing you will be hungry next month does not capture your attention the same way that
being hungry today does.” A behavioral consequence of scarcity is “juggling,” which prevents
long-term planning.

Those who live in circumstances of abundance have a kind of cushion, which allows them to
avoid depletion. If wealthy people are confronted with a serious economic “shock,” requiring
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them to spend a great deal of cash on an emergency, their lives are not turned upside-down.
With respect to money itself, this point is self-evident, but Mullainathan and Shafir want to
draw attention to its psychological and behavioral consequences. When bad surprises occur,
those who live under circumstances of abundance (with respect to money or time) do not
have to devote a lot of mental energy to them.

S hort of creating widespread abundance, can anything be done to reduce the harmful effects
of scarcity? Mullainathan and Shafir organize their answer around an arresting story. During
World War 11, the United States military was faced with a series of “wheels-up” crashes,
which occurred when pilots, upon landing, retracted the wheels rather than the flaps. The
occurrence of these crashes was a puzzle. Did the pilots suffer from poor training,
carelessness, or fatigue? It turned out that the problem was limited to bomber pilots, flying
B-17s and B-25s. In those particular planes, the wheel controls and the flap controls looked
almost identical, and they were side by side. Pilot errors turned out to be cockpit design
errors. A small change in the controls was sufficient to eliminate the problem.

Mullainathan and Shafir think that a lot of problems in life stem from something like cockpit
design errors. They want institutions and individuals to make the social environment
“scarcity-proof.” To understand their perspective, it is useful to consider the words of the
economist Esther Duflo, one of the world’s leading experts on poverty:

We tend to be patronizing about the poor in a very specific sense, which is that we tend
to think, “Why don’t they take more responsibility for their lives?”” And what we are
forgetting is that the richer you are the less responsibility you need to take for your own
life because everything is taken care [of] for you. And the poorer you are the more you
have to be responsible for everything about your life.... Stop berating people for not
being responsible and start to think of ways instead of providing the poor with the
luxury that we all have, which is that a lot of decisions are taken for us. If we do
nothing, we are on the right track. For most of the poor, if they do nothing, they are on
the wrong track.”

Mullainathan and Shafir seek to identify ways to help people to end up on the right track if
they do nothing, or at least much less. One possibility is to make certain outcomes automatic,
so that people do not have to think about them at all. For example, many workers are busy;,
and they do not take the time to sign up for pension plans. In the United States, numerous
employers have recently adopted automatic enrollment plans, signing workers up themselves
(while allowing them to opt out). There is evidence that in bringing about an increase in
savings, automatic enrollment can have an even bigger effect than significant tax incentives.
With respect to health insurance, Obamacare requires large employers (those with more than
two hundred employees) to enroll employees automatically. For economic planning in
general, Mullainathan and Shafir urge that people would greatly benefit from small steps that
make certain actions unnecessary (such as, for example, automatic bill payment).
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Another approach involves simple reminders. Many people fail to pay bills on time (and thus
end up paying late fees). Others forget to make an appointment with a doctor or dentist (and
thus risk serious health problems). Still others fail to pay attention when their driver’s license
is expiring (and thus risk criminal penalties). Evidence suggests that if people are sent
reminders, perhaps by text messages, such problems are significantly reduced. In the same
vein, reductions in the burdens of paperwork can substantially increase participation in
private and public programs, including those designed to give people financial aid for college
and to promote job training. Mullainathan and Shafir think that if they focus on the corrosive
psychological consequences of scarcity, individuals and institutions will be able to identify a
host of promising reforms.

In providing a unified treatment of those consequences, Mullainathan and Shafir have made
an important, novel, and immensely creative contribution. But there is an immediate
question, which is whether their real topic is stress rather than scarcity. We might well think
that stress is scarcity’s most important psychological consequence, and that it accounts for
many and perhaps most of their findings. The point might be right, but stress can occur in the
absence of scarcity, and scarcity can occupy people’s minds even if they are not particularly
stressed. You might feel stress because people are treating you badly at work, and even if you
are happy and stress-free, you might neglect some important matters once you are focused and
working contentedly in your “tunnel.” (Some professional athletes do not feel a lot of stress
during pressure situations, but they are certainly attending to the task at hand.) It would have
been illuminating for Mullainathan and Shafir to offer a detailed discussion of the effects of
stress as such, and of the relationship between those effects and their findings, but they are
right to say that their topic is a different one.

Mullainathan and Shafir are concerned with those forms of scarcity that produce a kind of
intense focus (and in extreme cases, obsessiveness) that makes it difficult or even impossible
to attend to other matters. In their account, scarcity leads to particular psychological states,
which have behavioral consequences. There is a lot of truth in this account, but I think that it
might benefit from greater nuance. Scarcity, as such, is not necessary for those psychological
states to occur, and in some cases, it is not sufficient.

Our minds are often occupied by problems that are not naturally seen as ones of scarcity.
Perhaps we can say that if John is desperately trying to get time and attention from his
romantic partner Jane, John is “Jane-poor.” Perhaps we can say that someone who is
struggling with cancer, and can think of little else, is “health-poor.” But it might not be so
illuminating to apply the term “scarcity” to a pilot struggling with a poorly engineered
cockpit, or a mother who is feeling overwhelmed because her child is failing in school, or a
novelist who is entirely absorbed in the task of completing her book, or a political activist
who cannot stop thinking about a terrible tragedy in some part of the world. Minds can be
occupied in the absence of scarcity.
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Is scarcity sufficient to produce a form of tunneling? In cases of real desperation, as with
extreme thirst or hunger, it almost certainly is. But some forms of scarcity do not have that
effect. The psychological consequences that concern Mullainathan and Shafir need not occur
merely because people are poor or busy, or because they have few friends. Unless they are at
the very edge of subsistence, people without much money are able to think about a wide
range of things; their minds need not be occupied by their economic status. So too, people
who are single, or who have few friends, need not be preoccupied by that fact. Some people
are doing fine on their own. The association between scarcity, taken as a matter of fact, and
“tunneling” varies greatly across people and situations.

Nonetheless, Mullainathan and Shafir are correct to say that in its many forms, scarcity tends
to have a series of unfortunate psychological consequences, and that those consequences can
seriously disrupt not only people’s performance, but also the very quality of their lives. They
are also right to say that some of the most harmful effects of scarcity can be greatly reduced
by reforms that simplify tasks and make greater use of automatic solutions. In \WWashington,
D.C., policymakers think a lot about the limits of “bandwidth” when they decide whether to
take on new projects. It is not too much to ask them to do the same thing in deciding what
kinds of projects to impose on the rest of us.

* Susan Parker, “Esther Duflo Explains Why She Believes Randomized Controlled Trials Are So Vital,” Center for Effective Philanthropy Blog,
June 23, 2011. <
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Scarcity: Why Having Too Little Means
So Much by Sendhil Mullainathan and
Eldar Shafir — review

A study showing how poverty impairs judgment has far-reaching
implications

Tim Adams
- The Observer, Saturday 7 September 2013 10.00 EDT
-/

People crouch to collect leftover vegetables in Athens: ‘scarcity of all Kinds remodels patterns of thinking'.
Photograph: Bloomberg/Getty Images

In a world increasingly polarised by wealth, the efforts to find a metaphor that unifies
rich and poor, a shared humanity, if you like, has become both a lucrative and a slightly
desperate publishing enterprise. Most of the academic traffic is concentrated at the busy
crossroads between economics and psychology, where a nudge is as good as a blink. The
idea that we are defined by and subject to market forces is taken as a given in this work;
the interest lies in the gap between the economist's faith in rational decision-making
and the psychologist's stacked-up evidence of our less than rational behaviours: in the
exposure of our almost comical inability to understand risk and reward and to do what
is best for us.
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Scarcity: Why This gap was first comprehensively explored in the pioneering
having too little

means so much work of Daniel Kahneman and the late Amos Tversky, through
by Sendhil their Nobel-prize winning analysis of how man (and woman, but
Mullainathan, Eldar . . ] o

Sharif mainly man) is anything but a creature of logic in market places

of all kinds. Kahneman's recent bestselling precis of his life's

: work, Thinking, Fast and Slow, was a catalogue of examples of
Sf.‘al‘(?lty people using the wrong kind of analysis when confronting pivotal

problems: relying on instinct when precise weighing of

probabilities would be crucial, and vice versa. The seductive tone
of Kahneman's writing comes in part from his understanding that
st~ no one is exempt from these failings. When | interviewed him
;{5 about his ideas, he observed that the most useful subject for his

L pele
L

study of internal biases and wonky reasoning had always been
himself. Though he spent a lifetime proving the fundamental
‘ weakness of human beings in predicting the outcomes of any
Tell us what you relatively complex choice, it happily didn't stop him making all

think: Star-rate and sorts of errors of judgment in his own life.
review this book

Scarcity, the latest of the post-Kahneman adventures into this
behaviourist world, comes with a quoted tribute from the master: "the finest
combination of heart and head that | have seen in our field". Some of that dichotomy is
a result of this book being a collaboration between another distinguished double act: a
Harvard economist and a Princeton psychologist. The duetting professors present their
adventures in metaphor as a kind of quest, though it is not always clear who is Quixote
and who Sancho Panza. Their journey begins with the sort of revelation common to all
such quests, a leap from the personal to the universal. The hypothesis to be tested is
this: do the patterns of behaviour they themselves show when under deadline pressure
in busy academic lives bear relation to those displayed by those billions of people in the
world struggling to survive on minimal resources? In other words, do the stressed-out
time-poor of the west have common cause with the actual dollar-a-day poor of the
developing world? If they do, it is Mullainathan and Shafir's contention that the link
between these two states is "scarcity".

If that link sounds tendentious, or even arrogant, then the American professors have no
end of smart studies to back it up. It is, to begin with, their provable belief that "scarcity
captures the mind", and it doesn't matter whether the absent resource is time or food or
money. Some of this understanding is not new: a 1946 study of hunger (prompted by a
need to understand and feed Europe's starving after the war) among American
volunteers revealed not only the obvious — that, faced with starvation, food of any kind
would be eaten and plates licked clean — but also that the brain was hijacked entirely by
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this need. The subjects of the study who watched movies were interested only in the
scenes in which food was mentioned; when they talked they made plans to open
restaurants or become farmers when the study was ended; they hoarded cookbooks.

Further studies show this preoccupation to occur in far less extreme circumstances. In
one experiment, a group is divided into those who'd had lunch, and those who hadn't
eaten since breakfast. Both sets watched words flashed very quickly — at one-thirtieth of
a second —on a screen. The hungry cohort identified as many of the words as the others
except in one instance — they were far more likely to identify the word "cake" than their
fully fed peers. From such findings the authors begin to count the ways in which scarcity
of all kinds — sleep, security, time, food, money — remodels patterns of thinking.
Sometimes the results are counterintuitive. Thus, the lonely and isolated are far more
alive to the nuances of facial gesture than the popular and sociable. Sometimes the
"tunnelling” of vision is more creative: as any artist or writer will confirm, an
unmissable deadline will focus the mind like nothing else. But always, the authors
observe, such narrowing comes at a price.

The cost is an undue focus on the necessity at hand, which leads to a lack of curiosity
about wider issues, and an inability to imagine longer-term consequences. The effect of
this scarcity-generated "loss of bandwidth™ has catastrophic results in particular in
relation to money. While the poor have a much sharper idea of value and cost, an
obsessive concentration on where the next dollar is coming from leads not only to poor
judgment, a lessened ability to make rational choices or see a bigger picture, but also to
a diminishing of intelligence (even "feeling poor" lowers 1Q by the same amount as a
night without sleep), as well as a lowering of resistance to self-destructive temptation.

This "scarcity trap"” provides an explanation for unpalatable truths, the authors argue. It
shows why the "poor are more likely to be obese... Less likely to send their children to
school... [why] the poorest in a village are the ones least likely to wash their hands or
treat their water before drinking it." And the explanation is this: "the poor are not just
short of cash. They are short on bandwidth.” When an individual — any individual — is
primed to think about his money troubles, his ability to perform tests and tasks is
measurably reduced. Reminded that they are poor, individuals "showed less flexible
intelligence, less executive control. With scarcity on his mind, he simply had less mind
for everything else.”

The implications of such findings, that poverty of all kinds literally reduces imagination
and the ability to shape one's own life, are presented as somewhat revolutionary. As
antidotes the authors suggest a series of nudge-like interventions to "create bandwidth™
— for the time-poor these can be as simple as setting up direct debits, for the cash-poor
it might involve providing some kind of insurance against "small shocks", (a puncture, a
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sick cow, a rent rise) that can lead to moneylenders and loan sharks, or providing
regular working days rather than the debilitating stress of zero-hours contracts. Such
solutions are hardly news. Neither, you imagine, will the fact that pressing need limits
long-term perspective and self-control come as a shock to anyone but the idle rich (and
the government). Though the book lacks the killer anecdotal "stickiness™ of a Malcolm
Gladwell or a Kahneman, Scarcity does give scientific rigour to our instinctive
understanding of the effect of privation (and austerity) on the brain —which alone
should make it essential reading for policy-makers everywhere.
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The psychology of scarcity

Days late, dollars short

Those with too little have a lot on their mind

Aug 31st 2013 | From the print edition

Scarcity: Why Having Too Little Means So
Much. By Sendhil Mullainathan and Eldar Shafir.
Times Books; 288 pages; $28. Allen Lane; £20. Buy
from Amazon.com (http://www.amazon.com
/exec/obidos/ASIN/0805092641
/theeconomists-20) , Amazon.co.uk

(http://www.amazon.co.uk/exec/obidos
/ASIN/1846143454/economistshop-21)

THE authors of this book both study people for a living—often people who lack money. They may
be vegetable sellers in Chennai, India, who borrow money at dawn and repay with exorbitant
interest at dusk. Or they may be ill-paid office managers, like Shawn from Cleveland, Ohio, who
lives from pay cheque to pay cheque, always finding that there is “more month than money”.

Surprisingly the authors see a lot of themselves in their subjects. As successful academics, neither
lacks money (Sendhil Mullainathan, an economist at Harvard, won a $500,000 “genius” grant
from the MacArthur Foundation before he turned 30). But they do lack time. The way Mr
Mullainathan feels about his professional obligations mirrors the way Shawn felt about his
financial liabilities. He has been known to miss deadlines, just as Shawn missed bill payments.
Mr Mullainathan has double-booked meetings, promising time he has already committed; Shawn
similarly bounced checks. Both were too busy putting out fires to prevent them from flaring up,
and both fell prey to fresh temptations. Shawn was seduced by a leather jacket at an unbeatable
price; Mr Mullainathan accepted an unmissable invitation to write about people like Shawn.

There is a distinctive psychology of scarcity, argues Mr Mullainathan and Eldar Shafir, a
psychologist at Princeton University. People’s minds work differently when they feel they lack
something. And it does not greatly matter what that something is. Anyone who feels strapped for
money, friends, time or calories is likely to succumb to a similar “scarcity mindset”.

This mindset brings two benefits. It concentrates the mind on pressing needs. It also gives people
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a keener sense of the value of a dollar, minute, calorie or smile. The lonely, it turns out, are better
at deciphering expressions of emotion. Likewise, the poor have a better grasp of costs.

This scarcity mindset can also be debilitating. It shortens a person’s horizons and narrows his
perspective, creating a dangerous tunnel vision. Anxiety also saps brainpower and willpower,
reducing mental “bandwidth”, as the authors call it. Indian sugarcane farmers score worse on
intelligence tests before the harvest (when they are short of cash) than after. Feeling poor lowers
a person’s 1Q by as much as a night without sleep. Anxieties about friendlessness have a similar
effect. In one experiment a random group of people were told that their results on a personality
test suggested a life of loneliness. This random subset subsequently performed worse on
intelligence tests and found it harder to resist the chocolate-chip cookies provided for them.

By making people slower witted and weaker willed, scarcity creates a mindset that perpetuates
scarcity, the authors argue. In developing countries too many of the poor neglect to weed their
crops, vaccinate their children, wash their hands, treat their water, take their pills or eat properly
when pregnant. Ingenious schemes to better the lot of the poor fail because the poor themselves
often fail to stick to them. The authors describe these shortcomings as the “elephant in the
room”—which poverty researchers ignore because it is disrespectful to the people they are trying
to help. But if these so-called character flaws are a consequence of poverty, and not just a cause of
it, then perhaps they can be faced and redressed.

The authors discuss a range of solutions to the psychological pratfalls of scarcity. These include
pill bottles that glow when they have been neglected, and savings cards displayed near
supermarket tills, like lottery tickets, but which transfer the money impulsively “spent” on them
into the person’s savings account.

Some of these practical antidotes are not new. But the book’s unified theory of the scarcity
mentality is novel in its scope and ambition. This theory has a lot of moving parts, perhaps too
many. (The scarcity mindset yields a “focus dividend”, which is offset by a tunnel-vision “tax” and
a “bandwidth tax”; this can be relieved by “slack”, but although slack relieves scarcity,
“abundance” creates a dangerous complacency). It is, however, easy to enjoy the book’s many
vignettes and insights, leaving it to others with more bandwidth to fit it all together.

From the print edition: Books and arts
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Why is Saving Money So Hard?

Sendhil Mullainathan, a professor of
economics at Harvard University and a
recipient of a MacArthur Foundation
"genius" grant, answers the big question
of why setting aside money for the future
is so difficult.

Why is saving so hard?

There’s a popular image of people who
don't save for the future as lacking in
self-control. But the reason saving is so
hard has less to do with self-control and
more to do with a scarcity of attention.

If you have urgent current expenses to
cover, then future priorities like college
and retirement fall off your radar because
they are simply less pressing.

Harvard economics professor Sendhil
Mullainathan says people's failure to save
shouldn't be blamed on a lack of
self-control.

Scarcity of attention prevents us from
seeing what'’s really important. The
psychology of scarcity engrosses us in only
our present needs.

That'’s a theme of Scarcity: Why Having

Too Little Means So Much, your new book

with Princeton professor Eldar Shafir. When saving is so hard, how can you get better at
it?

People think saving is difficult because they think it requires a heroic tightening of your
budget. In reality, you can make a big dent with automation and by capitalizing on a few
opportunities requiring self-control.

For example, | have a healthy savings rate. But | don’t consciously save anything. | just
have a chunk of every paycheck go straight to a savings account. With the money | get, |
actually spend willy-nilly.

I overcame my scarcity of foresight by setting up this system. It's like jumping into a pool:
You just have to steel yourself and do it once, and you get benefits going forward. The
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ability to save automatically is among the most powerful tools available to us.
How do you know it’'s so strong?

One piece of evidence is a study of investors in TIAA-CREF a few years back. After having
chosen their 401(k) mix, the median number of times people changed their asset mix in
any way over their working life was zero.

The best use of automation is something like the “Save More Tomorrow” program
[developed by behavioral economists Richard Thaler and Shlomo Benartzi]. It sets up a
regular deduction that doesn’t kick in right away. This is how companies sell you things:
They start out cheap, then you're automatically moved to a paid subscription later. You
should do the same with your savings.

What if you don’t have a steady paycheck? How do you save?

In that case, you can’t just automatically put aside money. The question is what you do at
times of abundance — say, if you get a tax refund. You have a magical opportunity to
escape scarcity. But studies show that if | give you an abundance shock of $10,000, you
don’t just spend that $10,000. You end up spending $20,000, because you're thinking, “I
have all this extra money.”

You forget how you felt under the conditions of scarcity. You need to think, “Instead of
using this windfall to buy something nice, | should put it in a savings account.”

Are there any good tools for getting yourself to do this?

There’s a cool website I've used, FutureMe.org. It lets you write an email to yourself to be
delivered later. Say you are struggling to make a credit card payment. You send yourself
an email to arrive in December, when you're going to get your Christmas bonus, saying,
“Remember last March when making that payment was a pain? | don’t want to be back
there. As attractive as shopping is right now, let's put some of our bonus toward paying
down the credit card.”

In addition to making it hard to save for the future, how does financial
scarcity affect us?

Our thoughts constantly go back to making ends meet, even if we are trying to focus on
something else. The starkest implication of this, which we have evidence for, is that the
same person has significantly less mental capacity to address a problem when he is poor
than when he is well-off.

It is safe to say that when people are short on cash they might be less productive at work,
be worse parents, and have less self-control.

What'’s the effect of scarcity on a societal level? Over the past 12 years, the
mood in the U.S. has gone from a sense of plenty to one of anxiety.

A reasonable hypothesis is that as the U.S. has gotten into a recession and more people
have making ends meet on their mind, we are actually becoming less productive, less
intelligent, with lower self-control. How would we treat austerity and recessions if we
knew they were hurting our mental capacity?

Along with your work on scarcity, you’ve studied financial advice a lot.
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People often worry whether they can trust their adviser. Can they?

You can trust some of them some of the time. But a lot of advisers have financial
incentives to sell specific products, which gets them to push funds that invest heavily in a
particular stock or sector.

In a study | co-authored, we hired actors who pretended to seek financial advice. When
some of them told advisers they already had their money in a good low-cost index fund, a
significant majority of advisers tried to convince them to switch to some undiversified
high-load fund. That was especially depressing.

So how can people avoid that trap?

For many people, target life-cycle funds can do a lot of work: They adjust the riskiness of
your portfolio over time. All you need to do is to pick your retirement age.

You can also go to advisers that charge you by the hour and don’t make money by selling
you products. But you need to be self-aware too: We all have this urge to be told what we
already want to hear.

In a study that Antoinette Schoar of MIT just finished, she found this striking problem in
the demand for advice: If one adviser says, “Look, you can’t beat the market; the best
thing you can do is be in a low-cost diversified fund,” and another adviser says, “I think
that the tech sector is ready to rebound, and I've got a fund that would be good for that,”
people find the second adviser more knowledgeable and trustworthy.

It's like going to two doctors and preferring the doctor who offers you snake oil — and
giving him an incentive to dispense snake oil. So you should make clear to your adviser
that you are okay with being contradicted — that you are comfortable hearing
perspectives at odds with your own.
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Poverty Impedes Cognitive Function

Anandi Mani,* Sendhil Mullainathan,?* Eldar Shafir,3* Jiaying Zhao*

The poor often behave in less capable ways, which can further perpetuate poverty. We hypothesize
that poverty directly impedes cognitive function and present two studies that test this hypothesis.
First, we experimentally induced thoughts about finances and found that this reduces cognitive
performance among poor but not in well-off participants. Second, we examined the cognitive function
of farmers over the planting cycle. We found that the same farmer shows diminished cognitive
performance before harvest, when poor, as compared with after harvest, when rich. This cannot be
explained by differences in time available, nutrition, or work effort. Nor can it be explained with
stress: Although farmers do show more stress before harvest, that does not account for diminished
cognitive performance. Instead, it appears that poverty itself reduces cognitive capacity. We suggest
that this is because poverty-related concerns consume mental resources, leaving less for other tasks.
These data provide a previously unexamined perspective and help explain a spectrum of behaviors
among the poor. We discuss some implications for poverty policy.

variety of studies point to a correlation
Abetween poverty and counterproductive

behavior. The poor use less preventive
health care (/), fail to adhere to drug regimens (2),
are tardier and less likely to keep appointments
(3, 4), are less productive workers (3), less atten-
tive parents (6), and worse managers of their
finances (7—9). These behaviors are troubling in
their own right, but they are particularly troubling
because they can further deepen poverty. Some
explanations of this correlation focus on the
environmental conditions of poverty. Predatory
lenders in poor areas, for example, may create high-
interest-rate borrowing, and unreliable transpor-
tation can cause tardiness and absenteeism. More
generally, poverty may leave less room for error
so that the “same” mistake can lead to worse out-
comes (10, 11). Other explanations focus on the
characteristics of the poor themselves. Lower lev-
els of formal education, for example, may create
misunderstandings about contract terms, and less
parental attention may influence the next gen-
eration’s parenting style.

We propose a different kind of explanation,
which focuses on the mental processes required
by poverty. The poor must manage sporadic in-
come, juggle expenses, and make difficult trade-
offs. Even when not actually making a financial
decision, these preoccupations can be present and
distracting. The human cognitive system has lim-
ited capacity (/2—15). Preoccupations with press-
ing budgetary concerns leave fewer cognitive
resources available to guide choice and action.
Just as an air traffic controller focusing on a po-
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tential collision course is prone to neglect other
planes in the air, the poor, when attending to
monetary concerns, lose their capacity to give
other problems their full consideration.

This suggests a causal, not merely correla-
tional, relationship between poverty and mental
function. We tested this using two very different
but complementary designs (6, 7). The firstis a
laboratory study: We induced richer and poorer
participants to think about everyday financial de-
mands. We hypothesized that for the rich, these
run-of-the-mill financial snags are of little con-
sequence. For the poor, however, these demands
can trigger persistent and distracting concerns
(18, 19). The laboratory study is designed to show
that similarly sized financial challenges can have
different cognitive impacts on the poor and the
rich. But, the study cannot fully capture our hy-
pothesis that in the world, the poor face more
challenging demands. In principle, the cognitive
impact in situ may be different given that the
scale of the problems can vary between the rich
and the poor. Perhaps the rich in the world face
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larger monetary problems that also cause greater
load. Perhaps the poor manage to restructure their
lives so that they do not face as many cognitively
challenging problems. Put simply, the laboratory
study, although illustrating the mechanism, does
not show its relevance in natural settings.

Our second study takes a different approach
and allows us to assess what happens when in-
come varies naturally. We conducted a field study
that used quasi-experimental variation in actual
wealth. Indian sugarcane farmers receive income
annually at harvest time and find it hard to smooth
their consumption (20). As a result, they experi-
ence cycles of poverty—poor before harvest and
richer after. This allows us to compare cognitive ca-
pacity for the same farmer when poor (pre-harvest)
versus richer (post-harvest). Because harvest dates
are distributed arbitrarily across farmers, we can
further control for calendar effects. In this study,
we did not experimentally induce financial con-
cerns; we relied on whatever concerns occurred
naturally. We were careful to control for other pos-
sible changes, such as nutrition and work effort.
Additionally, we accounted for the impact of stress.
Any effect on cognitive performance then observed
would thus illustrate a causal relationship between
actual income and cognitive function in situ. As
such, the two studies are highly complementary.
The laboratory study has a great deal of internal
validity and illustrates our proposed mechanism,
whereas the field study boosts the external valid-
ity of the laboratory study.

‘We note two observations about these studies.
First, they sidestep the discussion on whether pov-
erty is best defined in absolute or relative terms
(21). Because our hypothesis is about how mon-
etary concerns tax the cognitive system, we de-
fine poverty broadly as the gap between one’s
needs and the resources available to fulfill them.
Because this is based on subjective needs, it en-
compasses low-income individuals both in the de-
veloping and the developed world as well as those
experiencing sharp transitory income shocks, such
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Fig. 1. Accuracy on the Raven's matrices and the cognitive control tasks in the hard and easy
conditions, for the poor and the rich participants in experiment 1. (Left) Performance on the
Raven's Matrices task. (Right) Performance on the cognitive control task. Error bars reflect £1 SEM. Top
horizontal bars show two-way interaction (poor versus rich x hard versus easy). *P < 0.05, **P < 0.01,

***P < 0.001
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as the unemployed. Second, existing theory and
data suggest a possibly cumulative long-term im-
pact of poverty on cognition (22, 23): Childhood
poverty may hinder brain development and even-
tually reduce adult cognitive capacity (24). Our
hypothesis and tests focus on an immediate im-
pact of poverty on cognition: Budgetary preoccu-
pations can in real time impede cognitive function.
Our proposed mechanism does not operate through
brain development at early childhood but through
an immediate cognitive load caused by financial
concerns. Whether this mechanism also contrib-
utes to the long-term impacts is an open question.

The Laboratory Studies

The first study consisted of four experiments,
with shoppers at a New Jersey mall who partic-
ipated for pay (details are available in the sup-
plementary materials). This sample encompasses
a diverse income range, with the median house-
hold income at roughly $70,000 and a lower bound
of roughly $20,000. This, broadly speaking,
provides a cross-section of the United States, with
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the poor in our sample roughly corresponding to
those in the lower quartile or third of the U.S.
income distribution. We computed effective in-
come by dividing household income by the square
root of household size (25) and defined “rich” and
“poor” through a median split on this variable (26).

In experiment 1, participants (n = 101) were
presented with four hypothetical scenarios a few
minutes apart. Each scenario described a finan-
cial problem the participants might experience.
For example: “Your car is having some trouble
and requires $X to be fixed. You can pay in full,
take a loan, or take a chance and forego the ser-
vice at the moment... How would you go about
making this decision?” These scenarios, by touch-
ing on monetary issues, are meant to trigger
thoughts of the participant’s own finances. They
are intended to bring to the forefront any nascent,
easy to activate, financial concerns.

After viewing each scenario, and while think-
ing about how they might go about solving the
problem, participants performed two computer-
based tasks used to measure cognitive function:
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Fig. 2. Accuracy on the Raven’s matrices and the cognitive control tasks in the hard and easy
conditions, for the poor and the rich participants, when incentives were provided in experiment
3. (Left) Performance on Raven's Matrices task. (Right) Performance on cognitive control task. Error bars
reflect £1 SEM. Top horizontal bars show two-way interaction (poor versus rich x hard versus easy). *P <

0.05, ***P < 0.001.
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Fig. 3. Accuracy on the Raven's matrices and the cognitive control tasks in the hard and easy
conditions, for the poor and the rich participants in experiment 4. (Left) Performance on Raven's
Matrices task. (Right) Performance on cognitive control task. Error bars reflect +1 SEM. Top horizontal
bars show two-way interaction (poor versus rich x hard versus easy). *P < 0.05, **P < 0.01, ***P < 0.001.
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Raven’s Progressive Matrices and a spatial com-
patibility task. The Raven’s test involves a se-
quence of shapes with one shape missing (27).
Participants must choose which of several alter-
natives best fits in the missing space. Raven’s test
is a common component in IQ tests and is used to
measure “fluid intelligence,” the capacity to think
logically and solve problems in novel situations,
independent of acquired knowledge (28, 29). The
spatial incompatibility task requires participants
to respond quickly and often contrary to their ini-
tial impulse. Presented with figures on the screen,
they must press the same side in response to some
stimuli but press the opposite side in response to
others. The speed and accuracy of response mea-
sures cognitive control (30), the ability to guide
thought and action in accordance with internal
goals (37). Both are nonverbal tasks, intended
to minimize the potential impact of literacy skills.
Upon completion of these tasks, participants re-
sponded to the original scenario by typing their
answers on the computer or speaking to a tape
recorder and then moved on to the next scenario
(an analysis of participants’ responses to the sce-
narios is available in table S1). We also collected
participants’ income information at the end of the
experiment.

Participants were randomly assigned either to
a “hard” condition, in which the scenarios in-
volved costs that were relatively high (for exam-
ple, the car would require $1500 to fix); or to an
“easy” condition, where costs were lower (for ex-
ample, the car would require $150 to fix). Because
the sums in the easy condition are small, we ex-
pected this condition to evoke few of one’s own
monetary concerns, for either poor or rich par-
ticipants. In contrast, the large sums in the hard
condition, we hypothesized, would evoke mone-
tary concerns in the poor but not in the rich
participants.

Cognitive performance in experiment 1 is plotted
in Fig. 1. For the financially “easy” scenarios, de-
signed to generate relatively trivial concerns, the
poor and rich performed similarly [Raven’s: #50) =
0.13, P=0.90; cognitive control: (50) = 1.55, P=
0.13]. In contrast, in the context of the financially
“hard” condition, the poor performed significantly
worse than did the rich on both Raven’s [#(47) =
3.21, P <0.01] and on cognitive control [#(47) =
522, P<0.001]. A two-way analysis of variance
revealed a robust interaction between income and
condition [Raven’s: F(1,97) =5.12, P=0.03; cog-
nitive control: F(1,97)=7.86, P <0.01]. In both
tasks, the rich were uninfluenced by condition
[Raven’s: #(48) = 0.56, P=.58; cognitive control:
#(48) = 1.04, P = 0.30], whereas the poor per-
formed significantly worse in the hard condition
[Raven’s: #(49) = 2.63, P = 0.01; cognitive con-
trol: #(49)=3.98, P <0.001]. As a result, the poor
performed reliably worse than the rich performed
overall [Raven’s: F(1,97) = 5.61, P=0.02; cog-
nitive control: F(1,97) = 23.24, p < 0.001]. The
magnitudes of the effect here are substantial, with
Cohen’s d in this and ensuing replications ranging
between 0.88 and 0.94.
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To rule out the effect of “math anxiety,” ex-
periment 2 used the same set of numbers as in
experiment 1 but with nonfinancial scenarios. This
recreates a mathematical problem but without
evoking financial concerns. There was no inter-
action between the difficulty of the scenario and
participants’ income (further details are available
in supplementary materials, experiment 2). Thus,
the reduced cognitive performance in the poor par-
ticipants in experiment 1 was not due to anxiety
with large numbers.

Experiment 3 added incentives to experiment
1: In addition to the standard participation fee,
participants earned $0.25 for every correct re-
sponse on both tasks. Performance in experiment
3 (n =100 participants) is summarized in Fig. 2.
As before, the poor performed similarly to the
rich in the easy condition [Raven’s: #(46) = 0.26,
P = 0.79; cognitive control: #(46) = 1.02, P =
0.31] and worse in the hard condition [Ravens:
#(50) = 3.34, P < 0.01; cognitive control: #50) =
3.54, P<0.001]. The rich performed equally well
in the easy and hard conditions [Raven’s: #(45) =
0.07, P = 0.94; cognitive control: #(45) = 1.42,
P=0.16], whereas the poor performed significant-
ly worse in the hard condition [Raven’s: #51) =
3.75, P <0.001; cognitive control: #(51) = 3.67,
P <0.001], yielding a robust interaction between
income and scenario [Raven’s: F(1,96) = 4.34,
P =0.04; cognitive control: F(1,96) =431, P=
0.04]. Despite the incentives, and the fact that
they presumably needed the money more, the poor
performed worse overall [Raven’s: (1,96) = 6.55,
P=0.01; cognitive control: £(1,96) = 11.88, P <
0.001] and earned 18% ($0.71) less than the rich
earned.

The hypothetical scenarios are intended to
trigger participants’ financial concerns. Yet in ex-
periments 1 to 3, the cognitive tests themselves
may have created additional load because they
were performed while the participant was contem-
plating the scenarios. To rule this out, experiment
4 (n = 96 participants) replicated experiment 1,
except that participants finished responding to
each scenario before proceeding to the Raven’s
and cognitive control tasks. That is, participants
viewed each scenario as in experiment 1, re-
sponded to the scenario, and only then completed
the Raven’s and cognitive control tasks. Because
there were no intervening tasks between scenario
presentation and response, we added a few scenario-
relevant questions in order to equate the time
spent with that of experiment 1. Performance is
summarized in Fig. 3.

The results match those in experiments 1 and
3. As before, there was a robust interaction be-
tween income and condition [Raven’s: F(1,92) =
4.04, P =0.04; cognitive control: F(1,92) = 6.66,
P =0.01]; the rich and poor performed similarly
in the easy condition [Raven’s: #48) = 0.41, P=
0.69; cognitive control: #48) = 0.43, P = 0.67],
and the poor performed significantly worse than
the rich performed in the hard condition [Ravens:
#(44)=3.55, P <0.001; cognitive control: #44) =
3.34, p = .002]. Condition was insignificant for
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the rich [Raven’s: #47) = 0.08, P = 0.93; cog-
nitive control: #47) = 0.72, P = 0.47], but sig-
nificant for the poor [Raven’s: #(45) = 3.26, P =
0.002; cognitive control: #(59)=3.94, P<0.001].
Again, the poor performed worse than the rich
performed overall [Raven’s: F(1,92)=6.42, P=0.01;
cognitive control: (1,92) = 8.74, P = 0.004].
Although remarkably consistent, these find-
ings have limitations. The causal attribution made
possible by laboratory studies comes at the expense
of some external validity. For example, in experi-

ment 4 the hypothetical scenarios themselves—
even after answers were given—may still have
weighed on people’s minds. More generally, in
all the experiments we explicitly primed monetary
concerns. Such explicit priming may not mirror
naturally occurring circumstances. It is possible that
environments in which one is richer bring to mind
other concerns (such as bigger purchases), creating
load comparable with that experienced by the
poor. It is also possible—though less plausible—
that the poor structure their lives to avoid these

Table 1. Changes in financial situation and cognitive capacity around harvest. This table presents
changes in farmers’ financial situation (panel A) and their cognitive capacity (panel B) before and after
harvest. Each coefficient reported here is the result of an ordinary least-squares regression for the de-
pendent variable in the row heading. For instance, row 1 in column 1 shows that on average, a farmer is
56.6% less likely to have pawned his belongings in the 15-day interval before the post-harvest survey
than in the same time interval before the pre-harvest survey. These coefficients also account for any
differences that may be attributed to the specific months in which tests were taken. Column 1 reports
results for the entire sample; column 2 reports results for farmers who had already completed the har-
vesting process, but had not yet been paid for the harvest, at the time of the first-round survey. Each cell is
the coefficient y from a separate regression of the type y;; = a; + B; + YPostHarvest;;, where the dependent
variable varies in each row. Here, i denotes individuals, ¢ denotes time, y denotes various outcome
variables, and PostHarvest is a dummy for whether the observation occurs after harvest. The variables o
and B reflect a set of individual and time fixed effects, respectively, controlling for all fixed differences
between time periods (months) and individuals. Robust standard errors are in square brackets. *Significant
at 10%; **significant at 5%; ***significant at 1%. Main independent variable = 1 for the post-harvest
period and 0 pre-harvest.

Full sample:
Household + time
fixed effects

Subsample: Farmers who
completed harvest, but
had not received payment

Dependent variable

Panel A
Column 1 Column 2
Belongings pawned —0.566*** —-0.598
(last 15 days: 0 = no, 1 = yes) [0.058] [0.058]

Observations 924 630
Mean: 0.41 (0.78 pre-harvest, 0.04 post-harvest)

Loans outstanding —0.885*** —0.899
(0 = no, 1 = yes) [0.033] [0.032]
Observations 922 626
Mean: 0.56 (0.99 pre-harvest, 0.13 post-harvest)

Number of loans outstanding —1.979*** —2.033%**
[0.105] [0.106]
Observations 920 626
Mean: 1.22 (2.28 pre-harvest, 0.15 post-harvest)
Ability to cope with ordinary bills in the past 15 days 0.111%* 0.109***
(1 = low; 3 = high) [0.049] [0.050]
Observations 924 630
Mean: 1.69 (1.62 pre-harvest, 1.76 post-harvest)
Panel B

Column 1 Column 2
Raven's accuracy 1.367*** 1.327%**
(Min = 0; max = 10) [0.256] [0.274]

Observations 920 624
Mean: 4.9 (4.35 pre-harvest, 5.45 post-harvest)

Stroop-time taken —30.582*** —32.319***
(In seconds) [5.923] [6.208]
Observations 904 618
Mean: 138.94 (146.05 pre, 131.83 post-harvest)

Stroop-number of errors —1.818*** —1.937***
[0.566] [0.588]
Observations 906 620

Mean: 5.55 (5.93 pre, 5.16 post-harvest)
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concerns. To address these issues, we conducted
the field study.

The Field Studies

Our second study examined 464 sugarcane
farmers living in 54 villages in the sugarcane-
growing areas around the districts of Villupuram
and Tiruvannamalai in Tamil Nadu, India. These
were a random sample of small farmers (with
land plots of between 1.5 and 3 acres) who earned
at least 60% of their income from sugarcane
and were interviewed twice—before and after
harvest—over a 4-month period in 2010. There
were occasional nonresponses, but all of our pre-
post comparisons include only farmers we sur-
veyed twice.

A challenge with pre-post comparisons is cal-
endar effects: Differences between months (such
as a festival or the weather) can create a spurious
correlation. We overcame this through a partic-
ular feature of this context: Farmers” harvest (and
planting) dates are staggered over a 3- to 5-month
period being set by sugar mills with processing ca-
pacity constraints. One farmer may harvest, for ex-
ample, in June, whereas another harvests in August.
The same month then is pre-harvest for some
farmers and post-harvest for others. This feature
allows us to control for calendar effects.

Our data show that farmers indeed faced
greater financial pressures pre- as compared with
post-harvest: They pawned items at a higher rate
(78 versus 4%, P < 0.001, n = 462 participants)
and were more likely to have loans (99 versus
13%, P < 0.001, n = 461 participants). On aver-
age, farmers had 1.97 more loans before harvest
than they did after it. They were also more likely
to answer “Yes” to the question, “Did you have
trouble coping with ordinary bills in the last fifteen
days?” before harvest than after (1.62 and 1.76,
respectively, on a 3-point scale, where 1 corre-
sponded to low ability and 3 to high ability to cope;
P < 0.001, n = 462 participants). (Regressions
adjusted to take out farmer and month fixed ef-
fects are shown in Table 1, panel A.)

We again used Raven’s to gauge fluid intel-
ligence. For cognitive control, we could not ad-
minister the spatial incompatibility task in the

Raven’s Matrices

Cognitive Control

field. Instead, we used a numeric version of the
traditional Stroop task, which is appropriate for
participants with low literacy rates. In a typical
trial, participants would see “5 5 5” and have to
quickly respond “3,” which is the number of 5s
in the sequence, rather than “5” that comes to
mind most naturally. Both response speed and
error rates were recorded. Each participant per-
formed 75 trials on the numerical Stroop.

Pre- and post-harvest differences on both tests
were pronounced and are illustrated in Fig. 4. On
Raven’s, the farmers scored an average of 5.45
items correct post-harvest but only 4.35 items
correct pre-harvest (P < 0.001, n = 460 partic-
ipants). On Stroop, they took an average of 131 s
to respond to all items post-harvest, as compared
with 146 s pre-harvest (P < .001, n = 452). In
addition, the average number of errors the farm-
ers committed was higher before harvest than
after (5.93 versus 5.16 errors; P <.001, n=453).

We also report results of regressions that con-
trol for farmer and month fixed effects (Table 1,
panel B). Each cell in Table 1 is a distinct re-
gression. Table 1, column 1 shows that even after
regression adjustment, strong pre-post harvest
differences remain for both Raven’s and Stroop
performance. In addition to these pre-post differ-
ences, we found that farmers’ perceived intensity
of how financially constrained they are—as cap-
tured by how they rate their ability to cope with
ordinary bills in the preceding 15-day period—
correlates negatively with performance on Raven’s
and time taken on Stroop tests (table S2).

Other factors besides income that vary pre-
and post-harvest could drive these effects. One
major candidate is physical exertion; preparing
the land for harvest might involve increased
physical labor. Another candidate is anxiety over
crop yield; farmers might be preoccupied not with
making ends meet but with how much they will
earn. In practice, neither is likely to be true in the
case of sugarcane farming. Farmers typically use
external labor on their lands, and sugarcane crop
size can be readily estimated months before har-
vest. Still, to address this further we observe that
there is a several-week delay between physical
harvest and the actual receipt of payment. Finan-

Cognitive Control
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Fig. 4. Accuracy on the Raven's matrices and the cognitive control tasks for pre-harvest and
post-harvest farmers in the field study. (Left) Performance on Raven’s matrices task. (Middle and
Right) Stroop task (measuring cognitive control) response times (RT) and error rates, respectively;
error bars reflect £1 SEM. Top horizontal bars show test for main effect of pre- versus post-harvest

(***P < 0.001).
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cial burdens are only relieved at the time of pay-
ment, but labor and anxiety over crop size are
fully resolved at the time of harvest. For 316
farmers in our sample, the “pre-harvest” survey was
actually post—physical harvest but pre-payment.
We reestimated our equation on this subsample as
shown in Table 1, column 2, and found highly sim-
ilar results, which suggests that neither physical
exertion nor anxiety pre-harvest drives our results.

Training effects present another potential con-
found; post-harvest farmers may do better simply
because they are taking the test a second time. To
address this, we held back 100 randomly selected
farmers at the time of initial sampling. These
farmers were surveyed for the first time post-
harvest, and their scores were compared with
the post-harvest scores of the original sample. If
our results were due to learning, we would expect
these novice farmers to do worse. Instead, we
found that they performed similarly on Raven’s
accuracy and Stroop reaction time (table S3), sug-
gesting no training effect. There is some evidence
for training effects on Stroop error rates (table S3),
but the overall pattern cannot be attributed to
simple test familiarity. Taken together, the two
sets of studies—in the New Jersey mall and the
Indian fields—illustrate how challenging finan-
cial conditions, which are endemic to poverty, can
result in diminished cognitive capacity.

We have argued that the attentional demands
created by poverty are a plausible mechanism
(29). But there could be other mediating factors.
Nutrition is one candidate—in the harvest find-
ings, if not in the mall study; farmers may eat less
when poor. In 2009, we ran a pilot study with
the same design in the districts of Thanjavur,
Thiruvarur, Perambalur, and Pudokottai in Tamil
Nadu, in which we surveyed 188 farmers and
also asked about food consumption. We found
similar effects on Stroop (1.47 errors post-harvest
versus 2.12 errors pre-harvest; P = 0.006 via ¢
test, n = 111 participants). Pre-harvest farmers
were not eating less; they spent 2663 rupees a
month on food pre-harvest and 2592 rupees post-
harvest (roughly $53 and $52, respectively, not
accounting for purchasing power parity). Addi-
tionally, the Stroop results persist even in regres-
sions in which food consumption is included as a
control variable.

A potential explanation of these findings is
stress. Financial concerns could reasonably in-
duce stress in pre-harvest farmers. Indeed, we ex-
amined biological stress. In the 2009 study, we
collected two biomarkers of stress: heart rate and
blood pressure. Both measures showed that the
farmers were more stressed before the harvest;
heart rate was higher pre-harvest than post-
harvest (78.42 versus 76.38; P=0.088 via  test,
n = 188 participants), and so were diastolic blood
pressure (78.70 versus 74.26, P <0.001 via ¢ test,
n = 188) and systolic blood pressure (128.64 ver-
sus 121.56, P < 0.001 via ¢ test, n = 188).

However, these differences in stress do not
explain our findings. When we reestimated the im-
pact of harvest on Stroop performance, controlling
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for all three stress measures, the findings remained
significant. In fact, the coefficient on post-harvest
did not change [for Stroop, we continued to find a
coefficient of —1.46 (0.52) on the post-harvest
dummy, with a # of —2.80 and P < 0.006; n =222
participants]. This suggests that although the pre-
harvest farmers did experience stress, stress cannot
fully explain the impairment in cognitive function.
Our suggested mechanism—that poverty captures
attention, triggers intrusive thoughts, and reduces
cognitive resources—could itself be described col-
loquially as “stress”: persistent mental engagement
induced by some trigger. The 2009 data, how-
ever, suggest that the biological view of stress—as
proxied by these biomarkers of stress—is not suffi-
cient to account for our findings. This is consistent
with the existing literature on the effects of stress
on cognitive function, in which both facilitation
and impairment have been found (32). For exam-
ple, there is evidence that stress can increase work-
ing memory capacity (33).

We find attentional capture to be the most
compelling explanatory mechanism. It matches
findings on the effects of scarcity on borrowing
(34) and is consistent with demand and distrac-
tion observed in domains of scarcity other than
poverty—from insufficient time to limited calorie
budgets (35). But surely, other mechanisms might
be operating. For example, poverty might influ-
ence cognitive load by changing people’s affec-
tive state (36, 37). We hope future work will test
other mechanisms for explaining these findings.

New Perspectives on Policy

The data reported here suggest a different per-
spective on poverty: Being poor means coping
not just with a shortfall of money, but also with a
concurrent shortfall of cognitive resources. The
poor, in this view, are less capable not because of
inherent traits, but because the very context of
poverty imposes load and impedes cognitive ca-
pacity. The findings, in other words, are not about
poor people, but about any people who find
themselves poor.

How large are these effects? Sleep researchers
have examined the cognitive impact (on Raven’s)
of losing a full night of sleep through experi-
mental manipulations (38). In standard deviation
terms, the laboratory study findings are of the
same size, and the field findings are three quarters
that size. Put simply, evoking financial concerns
has a cognitive impact comparable with losing a
full night of sleep. In addition, similar effect sizes
have been observed in the performance on Raven’s
matrices of chronic alcoholics versus normal adults
(39) and of 60- versus 45-year-olds (40). By way
of calibration, according to a common approxima-
tion used by intelligence researchers, with a mean
of 100 and a standard deviation of 15 the effects
we observed correspond to ~13 1Q points. These
sizable magnitudes suggest the cognitive impact
of poverty could have large real consequences.

This perspective has important policy impli-
cations. First, policy-makers should beware of
imposing cognitive taxes on the poor just as they
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avoid monetary taxes on the poor. Filling out long
forms, preparing for a lengthy interview, decipher-
ing new rules, or responding to complex incentives
all consume cognitive resources. Policy-makers
rarely recognize these cognitive taxes; yet, our
results suggest that they should focus on reducing
them (/7). Simple interventions (4/) such as smart
defaults (42), help filling forms out (43), planning
prompts (44), or even reminders (45) may be par-
ticularly helpful to the poor. Policy-makers should
further recognize and respond to natural variation
in the same person’s cognitive capacity. Many
programs that impose cognitive demand on farm-
ers, for example, from HIV education to agricul-
tural extension services (which provide farmers
with information about new seeds, pesticides, and
agricultural practices) should be carefully timed.
At the very least, as our results suggest, they should
be synchronized with the harvest cycle, with greater
cognitive capacity available post-harvest. One re-
cent study illustrated this with fertilizer. Farmers
made higher-return investments when the deci-
sion was made right after harvest as compared
with later in the season (46). The data suggest a
rarely considered benefit to policies that reduce
economic volatility: They are not merely contrib-
uting to economic stability—they are actually en-
abling greater cognitive resources.
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showed a similar pattern to H3 after the first GSC
division (fig. S3).

The consistent asymmetric cell divisions of
GSCs could be lost under certain conditions,
such as ectopic activation of the key JAK-STAT
signaling pathway in the niche (23-25). It has
been shown that overexpression of the JAK-
STAT ligand unpaired (OE-upd) induces over-
population of GSCs (23, 24). Consistent with the
loss of asymmetry in expanded GSCs, the asym-
metric distribution pattern of the histone H3 was
not observed in OE-upd testes 16 to 20 hours
after heat shock (Fig. 4). These results demon-
strate that the asymmetric histone distribution
pattern is dependent on GSC asymmetric di-
visions. We propose a two-step process as our
favored explanation (fig. S4A; an alternative
explanation is discussed in fig. S4B): Old and
newly synthesized histones are incorporated to
different sister chromatids during S phase; then,
during mitosis, the sister chromatid preloaded
with old histones is preferentially segregated
to GSC.

These data reveal that stem cells preserve
preexisting histones through asymmetric cell
divisions. The JAK-STAT signaling pathway
required for the asymmetric GSC divisions
contributes to the asymmetric histone distribu-
tion pattern. This work provides a critical first
step toward identifying the detailed molecular
mechanisms underlying old histone retention

during GSC asymmetric division. These findings
in the well-characterized GSC model system will
facilitate understanding of how epigenetic infor-
mation could be maintained by stem cells or
reset in their sibling cells that undergo cellular
differentiation.
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Some Consequences of Having

Too Little

Anuj K. Shah,** Sendhil Mullainathan,? Eldar Shafir®

Poor individuals often engage in behaviors, such as excessive borrowing, that reinforce the
conditions of poverty. Some explanations for these behaviors focus on personality traits of the
poor. Others emphasize environmental factors such as housing or financial access. We instead
consider how certain behaviors stem simply from having less. We suggest that scarcity changes
how people allocate attention: It leads them to engage more deeply in some problems while
neglecting others. Across several experiments, we show that scarcity leads to attentional shifts that
can help to explain behaviors such as overborrowing. We discuss how this mechanism might

also explain other puzzles of poverty.

he poor often behave in ways that re-

I inforce poverty. For instance, low-income
individuals often play lotteries (7, 2), fail

to enroll in assistance programs (3), save too
little (4), and borrow too much (3). Currently there
are two ways to explain this behavior. The first
focuses on the circumstances of poverty, such as
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education (6), health (7), living conditions (§),
political representation (9), and numerous demo-
graphic and geographic variables (10, 1I). Put
simply, the poor live in environments (for so-
ciological, political, economic, or other reasons)
that promote these behaviors. The second view
focuses on personality traits of the poor (/2—14).
But we suggest a more general view: Resource
scarcity creates its own mindset, changing how
people look at problems and make decisions.

To understand this hypothesis, consider how
people manage expenses. When money is abun-
dant, basic expenses (e.g., groceries, rent) are han-
dled easily as they arise. These expenses come
and go, rarely requiring attention and hardly lin-

gering on the mind. But when money is scarce,
expenses are not easily met. Instead of appearing
mundane, they feel urgent. The very lack of
available resources makes each expense more
insistent and more pressing. A trip to the gro-
cery store looms larger, and this month’s rent
constantly seizes our attention. Because these
problems feel bigger and capture our attention,
we engage more deeply in solving them. This is
our theory’s core mechanism: Having less elicits
greater focus.

This view is not bound to the specific cir-
cumstances of poverty, nor does it make as-
sumptions about the dispositions of the poor.
This mindset stems from the most fundamen-
tal feature of poverty: having less. And this hy-
pothesis is about scarcity more generally, not
just poverty. Indeed, just as expenses capture the
attention of the poor, researchers have found
that people who are hungry and thirsty focus
more on food- and drink-related cues (75, 16).
Likewise, the busy (facing time scarcity) respond
to deadlines with greater focus on the task at
hand (/7). Across many contexts, we see a sim-
ilar psychology. People focus on problems where
scarcity is most salient.

The second part of our theory follows read-
ily from the first. Because scarcity elicits greater
engagement in some problems, it leads to ne-
glect of others. While focusing on the groceries
from week to week, we might neglect next month’s
rent. While consumed with meeting tomorrow’s
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manuscript deadline, we might fail to prepare
next week’s lecture. Attentional neglect appears
in many domains. Low-income homeowners often
do not attend to regular home maintenance while
they focus on more pressing expenses (/8). Ne-
glected, these small repairs become major projects.
Similarly, in areas where water-borne illness is
common, families might focus on pressing daily
expenses while failing to procure periodic water
treatments (/9).

Attentional neglect can explain another par-
ticularly striking behavior: why low-income in-
dividuals take short-term, high-interest loans, with
interest rates that can approach 800% (20-22).
These loans make it easier to meet today’s needs,
but the loans’ deferred costs make it difficult to
meet future expenses. If scarcity creates a focus
on pressing expenses today, then attention will
go to a loan’s benefits but not its costs. This
suggests a clear prediction: Scarcity, of any kind,
will create a tendency to borrow, with insuffi-
cient attention to whether the benefits outweigh
the costs.

Consistent with this prediction, the busy al-
so borrow. Facing tight budgets (i.e., deadlines),
they borrow time by taking extensions. Like the
poor, the busy often take extensions because
they focus on urgent tasks, but neglect impor-
tant tasks that seem less pressing (23). We sug-
gest that both forms of borrowing stem from how
scarcity shifts attention.

We test this theory with the use of an approach
that psychologists have employed to study other
social problems, such as obedience to authority
(24), helping behavior (25), and conformity (26).
Simple experiments can distill a problem’s primary
features in the lab, abstracting from the complex-
ities of the world and highlighting how selected
features guide behavior. Here, we distill scarcity
and test its influence on how people borrow. Ex-
periments 1 and 2 show that scarcity creates in-
creased focus. Experiments 2 to 5 demonstrate
how (and why) scarcity leads people to borrow.

In all experiments, participants were ran-
domly assigned budgets; “poor” participants
had smaller budgets than “rich” participants [see
(27) for a full description]. These budgets were
distributed in “paychecks’ across multiple rounds

0.80 mNo Borrowing
1
e 060 OBorrowing
8 040 1
o
& 020 1
&
5 0.00 4 ;
2
5 -0.20
w I
12
£ -0.40
& 060
-0.80
Poor Rich

Fig. 1. Performance in experiment 1: Standardized
points earned by the rich and poor. Error bars rep-
resent SE of the mean.
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of a game. Poor participants had proportional-
ly smaller paychecks than rich participants. On
each round, participants used the resources to
earn rewards. If participants moved on from a
round without exhausting their paycheck, un-
spent units were saved for future use. Partici-
pants were also assigned to different borrowing
conditions. Some could not borrow—when a pay-
check was exhausted, they moved to the next
round. Other participants could borrow at a cost
R: Borrowing an additional resource unit for the
current round subtracted R units from their over-
all budget.

In experiment 1, 60 participants played a ver-
sion of Wheel of Fortune (WoF'). Scarcity was
manipulated by budgeting participants’ chances
to guess letters in word puzzles. Poor partici-
pants had 84 total guesses (6 per round); rich
participants had 280 guesses (20 per round). Pre-
vious work suggests that greater engagement
in WoF will cause cognitive fatigue and worse
performance on subsequent cognitive tasks (28).
As a measure of cognitive fatigue, after WoF, par-
ticipants completed a version of the Dots-Mixed
task, which assesses executive functions such as
attention and cognitive control (29). Participants
responded to visual stimuli presented to the left
or right of a fixation cross. On congruent trials,
participants had to press a key on the same side
as the stimulus; on incongruent trials, they had
to press a key on the opposite side. Congruent
and incongruent trials (40 each) were random-
ly presented. Although WoF included a scarcity
manipulation, the Dots-Mixed task was identical
for all participants.

A simple model of effort might suggest that
the rich should be more fatigued because they
spent more time and made more guesses playing
WoF. In our model, however, the poor would en-
gage more deeply and could be more fatigued
despite spending less time.

We measured the total number of correct re-
sponses in the attention task. Four participants
were removed from the analyses for having zero
correct responses. Poor participants performed
worse (mean = SD, 45.12 + 15.87) than did rich
participants (52.93 + 12.79) [F(1, 54) = 4.16,

1.00

REPORTS

P < 0.05, effect size nf, = 0.07; see table S1 for
performance based on trial type]. Scarcity seems
to have created greater engagement: Even with
less time played (and fewer guesses made), the
poor were more depleted.

Experiment 2 offers a more precise look at
how scarcity changes engagement. Sixty-eight
participants played a video game similar to Angry
Birds. They fired shots from a slingshot, earning
points for clearing targets. The poor had budgets
of 30 shots (3 per level); the rich had 150 shots
(15 per level). Some participants could not bor-
row shots, whereas others could borrow with
R =2 (essentially, 100% interest). Participants
played until exhausting their budget.

To analyze how scarcity affected focus, we
measured how long participants spent aim-
ing each shot (i.e., how careful they were with
their resources). Poor participants spent more
time aiming the first shot of each level (log-
transformed milliseconds, 8.08 + 0.42) than did
rich participants (7.73 + 0.39) [F(1, 64) = 12.96,
P < 0.001, ny = 0.17]. These results held for
subsequent shots as well. Because the rich could
always earn more points (and each additional
point increased the chances of winning a prize),
they had an incentive to remain engaged and
use their resources well. Yet they were less en-
gaged than the poor. Still, one might argue that
these differences are driven by rich participants
losing interest later in the game. However, these
differences emerged on the very first shot of
the game (poor: 8.19 + 0.52; rich: 7.86 + 0.52)
[F(1, 64) = 6.58, P < 0.05].

This engagement had some benefits for the
poor. Among participants who could not bor-
row, the poor earned more points per shot (2.31 +
0.60) than did the rich (1.67 £ 0.37) [F(1, 31) =
11.92, P < 0.005]. Rich participants had 5 times
as many shots as the poor, but earned far fewer
than 5 times as many points. If the rich had
played as if they were poor, they would have
performed better. It seems that to understand
the psychology of scarcity, we must also appre-
ciate the psychology of abundance. If scarcity
can engage us too much, abundance might en-
gage us too little.

Fig. 2. The accumulation
of debt in experiment 4.
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These results illustrate scarcity’s focusing
effect. Field data also show scarcity-induced fo-
cus. For instance, instead of offering bulk dis-
counts, some retailers raise the per-unit cost of an
item as purchase quantity increases. Most people
overlook these occasional “quantity surcharges,”
but low-income consumers are more likely to
notice these surcharges (30). Low-income con-
sumers are also more sensitive to “hidden” taxes—
those not included in the posted price (37).

Our experiments also suggest that scarcity
leads people to neglect future rounds and bor-
row away from them. In experiment 2, each shot
used beyond a round’s paycheck counted as a
shot borrowed. Borrowed shots were summed
across a participant’s game. As a fraction of their
budget, poor participants borrowed more shots
(0.24 £ 0.15) than the rich (0.02 + 0.05) [F{(1, 33) =
27.53, P < 0.001].

Performance data suggest that this borrowing
was counterproductive. We measured perform-
ance in z-scores, standardizing points earned
separately for the poor and the rich (Fig. 1;
see table S2 for unstandardized data). Rich par-
ticipants performed similarly whether they could
not borrow (—0.12 + 0.77) or could (0.10 £ 1.18),
whereas poor participants fared better when
they could not borrow (0.55 £ 0.65) than when
they could (—0.55 + 1.00) [scarcity % borrowing
interaction, F(1, 64) = 8.47, P < 0.005, ng =
0.12]. This suggests that the poor overborrowed.

The amount of borrowing by the poor was
significantly correlated with measures of engage-
ment. On rounds where poor participants bor-
rowed, the average amount of time spent aiming
each shot in their paycheck correlated positively
with how many shots they subsequently bor-
rowed [7(38) = 0.34, P < 0.05]. The more fo-
cused the poor were on the current round, the
more they neglected (and borrowed away from)
future rounds.

To ensure that this was not an artifact of a
particular context, we considered a different form
of scarcity: having too little time. In experiment
3, 143 participants were given budgets of time
with which to play Family Feud, a trivia game
where each question allows multiple answers.
Each round consisted of a new question and
participants earned points for each correct an-
swer. Poor participants had budgets of 300 s (15
per round); rich participants had 1000 s (50 per
round). Participants played until exhausting their
budget. There were three borrowing conditions:
no borrowing, borrowing with R = 1 (i.e., “with-
out interest”), and borrowing with R =2 (“with
interest”).

Regardless of interest rate, poor participants
borrowed a greater proportion of their budget
(0.22 £ 0.15) than did rich participants (0.08 +
0.15) [F(1, 102) =22.39, P < 0.001]. Once again,
the poor overborrowed [interaction F(1, 137) =
6.54, P =0.002, ng =0.09; see table S3 for un-
standardized data]. Rich participants performed
similarly whether they had no option to borrow
(0.06 + 1.10), borrowed without interest (—0.31 +

0.88), or borrowed with interest (0.25 £0.98)
[F(1,137)=2.14, P=0.15]. The poor performed
best when they could not borrow (0.60 + 1.14),
less well when they borrowed without interest
(0.08 £0.67), and worst when they borrowed
with interest (—0.48 + 0.94) [F(1, 137) = 7.49,
P <0.001].

The effects of scarcity appear to be quite gen-
eral. But one concern with these studies might
be that the consequences of borrowing, which
were not felt until the end, were not sufficiently
salient. In experiment 4, we therefore modified
the game so that borrowing would create “debt” in
subsequent rounds. That is, the size of each pay-
check varied depending on how people borrowed
or saved. Initial paychecks were the same as in
experiment 3, but on subsequent rounds, pay-
checks equaled the total time remaining divided
by the number of remaining rounds. Participants
played until they exhausted their budget or com-
pleted 20 rounds, whichever came first. Exces-
sive borrowing on one round would therefore
lead to a smaller paycheck on the next round.
Some participants could not borrow, whereas
others could borrow with R = 2.

Poor participants borrowed a greater pro-
portion of their budget (0.27 £ 0.14) than did
rich participants (0.03 + 0.04) [F(1, 56) =
70.50, P < 0.001] and consequently saw their
paychecks shrink during the game (Fig. 2).
For this analysis, each round’s paycheck was
converted to a proportion of the default pay-
check (i.e., dividing by 15 for the poor and by
50 for the rich). We regressed these propor-
tions on the round numbers and analyzed the
slopes for each participant. The poor accumu-
lated debt at a higher rate (mean of slope + SD,
—0.13 £ 0.18) than did the rich (-0.01 £ 0.01)
[Mann-Whitney test, z = 5.46, P < 0.001]. Fur-
thermore, the poor did not adjust their borrow-
ing as they accumulated debt. Instead, as their
budgets shrunk, they gradually increased their
borrowing relative to their remaining budget (27).
As a result, rich participants performed similarly
when they could not borrow (-0.09 + 0.81) and
when they could (0.11 + 1.20). The poor per-
formed better when they could not borrow (0.54 +
0.77) than when they could (—0.49 + 0.94) [in-
teraction F(1, 114) = 12.81, P < 0.001, nf, =
0.10; see table S4 for unstandardized data].

As in these experiments, neglect also cre-
ates many forms of borrowing (beyond con-
ventional loans) among the poor in the world.
For example, the poor often focus on certain
expenses while neglecting utility payments, there-
by incurring reconnection fees that are like in-
terest payments—borrowing” by paying the
bill late (32).

Experiment 5 offers more direct support for
the notion that scarcity creates attentional neglect.
One hundred thirty-seven participants played
Family Feud. Some participants could see pre-
views of the subsequent round’s question at the
bottom of the screen; others could not. We ex-
pected that poor participants would be too fo-

cused on the demands of the current round to
consider what comes next, whereas rich partic-
ipants would be able to consider future rounds
and whether moving on was beneficial. All par-
ticipants could borrow with R = 3. As predicted,
poor participants performed similarly with pre-
views (—0.02 * 0.87) and without (0.02 + 1.11),
while rich participants performed better with pre-
views (0.32 £ 0.98) than without (—=0.35 £ 0.92)
[scarcity x borrowing interaction, F(1, 133) =
4.29, P <0.05, nﬁ = 0.03; for unstandardized
scores, see table S5]. One concern might be that
the poor did not have enough time to consider
the previews. But the experiments above found
that the poor were using too much; they were
overborrowing. Their performance in the no-
preview condition left substantial room for im-
provement. Even if poor participants had used
some of the borrowed time to consider the pre-
views and move on sooner, they could have im-
proved. That is, the previews benefited the rich
by helping them save more; they could have ben-
efited the poor by helping them borrow less. But
it appears they were too focused on the current
round to benefit.

Taken together, these studies provide com-
pelling support for the notion that scarcity elicits
greater engagement and that a focus on some
problems leads to neglect of others (manifesting
in behaviors such as overborrowing). An alter-
native account might be that the poor and rich
approached these tasks with the same mindset—
playing each round until they were satisfied with
their progress before moving on. By this account,
the poor borrowed only because they were facing
more severe constraints. But evidence from ex-
periments 1 and 2 suggests that the poor and rich
did not approach the tasks in the same way. The
poor were more engaged.

Another explanation might be that scarcity
creates cognitive load, thereby diminishing per-
formance. Cognitive load might prevent people
from figuring out the optimal borrowing rates,
or it might lead people to use their resources less
efficiently or make riskier financial decisions.
Although we agree that scarcity creates load, our
theory is more specific about the origins of that
load and its effects. We suggest that cognitive
load arises because people are more engaged with
problems where scarcity is salient. This con-
sumes attentional resources and leaves less for
elsewhere.

Once we appreciate where attention is drawn
under scarcity, we see how this mechanism can
explain behaviors other than overborrowing.
Scarcity-induced focus is not myopia, nor does
it necessarily imply steeper discount rates. The
poor often save for the future. However, their sav-
ings are not set aside in a generic account, but
rather are geared toward specific expenses. That
is, the poor often save for the same reason they
borrow. This has clear policy implications. Inter-
ventions that draw people’s attention to specif-
ic future needs should be particularly effective
at increasing savings (33). This mechanism also
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explains why the poor in many countries have a
patchwork of financial instruments, with high
turnover across accounts. A scarcity mindset leads
people to choose the most locally convenient
response to pressing demands, leading to con-
stant financial juggling (34).

Questions surrounding poverty are large.
Poverty has long occupied philosophers, social
scientists, and policy-makers. No experiment can
fully explain how poverty, and scarcity more
generally, guides behavior. But the hypotheses,
methods, and results above offer an approach to
unpacking this problem. This paradigm can shed
light on the cognitive consequences of poverty.
Future research might also suggest ways to alle-
viate the taxing cognitive consequences of having
too little. Finally, this approach can help us to
understand circumstances even broader than
poverty, because scarcity underlies problems
as dire as hunger and as mundane as busyness.
These problems have traditionally been studied
within their own limited domains. A more gen-
eral study of scarcity can inform our understand-
ing of many specific contexts at once. This may
be the key to a deeper appreciation of the vast
psychology that stems from having too little.
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Chapter 5

Savings Policy and Decisionmaking in
Low-Income Households

Sendhil Mullainathan and Eldar Shafir

typically fall into one of two camps: those who regard the behaviors of the

economically disadvantaged as calculated adaptations to prevailing circum-
stances, and those who view these behaviors as emanating from a unique “culture
of poverty” that is rife with deviant values. The first view presumes that peo-
ple are highly rational, hold coherent, well-informed, and justified beliefs, and
pursue their goals effectively, with little systematic error and no need for help. The
second view attributes to the poor a variety of psychological and attitudinal short-
comings, presumed to be endemic, that render the views of the poor misguided
and ill informed, their behaviors impulsive and lacking, and their choices fallible,
and that leave them in need of paternalistic guidance.

Both camps are likely to capture some important elements some of the time. There
are, no doubt, important circumstances in which people—the poor included—are
methodical and calculating, and other circumstances in which they are fallible or
misguided. But both camps fail to explain important phenomena. We propose
an alternative perspective, one largely informed by recent behavioral research.
According to this perspective, the behavioral patterns of the poor may be neither per-
fectly calculating nor especially deviant. Rather, the poor may exhibit fundamental
attitudes and natural proclivities, including weaknesses and biases, that are similar
to those of people from other walks of life. One important difference, however, is that
in poverty the margins for error are narrow, so that behaviors shared by all often
manifest themselves in the poor in more pronounced ways and can lead to worse
outcomes (see Bertrand, Mullainathan, and Shafir 2004, 2006).

Whereas the “rational” view assumes that the poor are doing as well as they can
and ought to be left to their own devices, the “culture of poverty” perspective is
motivated by the impulse to change how the poor function. In contrast, the central
gist of the “behavioral” perspective is that much of the time the poor are not func-
tioning optimally, nor are they any more in need of behavioral change than every-
one else. Instead, it is the interaction of fundamental behavioral proclivities with the

Theories about poverty, held both by social scientists and by regular folks,
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context in which they function that produces the particularly destructive circam-
stances in which the poor often find themselves. According to this behavioral view,
people who live in poverty are susceptible to many of the same impulses and idio-
syncrasies as those who live in comfort, but whereas people who are better off
function in the midst of a systern—composed of consultants, reminders, coopera-
tive employers, “no-fee” options, incentive awards, and automatic deposit—that
is increasingly designed to facilitate their decisions and improve their outcomes,
people who are less well off typically find themselves without easy recourse to
such “aids” and often are confronted by obstacles—institutional, social, and psy-
chological—that render their economic choices all the more overwhelming and
their economic conduct all the more fallible.

In what follows, we explore some insights provided by a behaviorally more
realistic analysis of the economic conditions of the poor. Our perspective draws
on empirical research on judgment and decisionmaking and is supplemented by
lessons from social and cognitive psychology. We first review the psychological
insights and then consider their implications for a variety of financial products
and services that feature prominently in the financial context of the American
poor. Of course, insights generated by experimental research and empirical obser-
vation need to be carefully tested and evaluated before they can be relied on to
shape policy. Even when an intervention succeeds in shaping some intended out-
comes, there is always the possibility that other, unforeseen patterns will emerge.
Bearing that in mind, we propose some guidelines for thinking about the future
design and regulation of financial services.

THE BEHAVIORAL PERSPECTIVE
The Importance of Context

Human behavior proves to be heavily context-dependent, that is, a function of
both the person and the situation. One of the major lessons of modern psychologi-
cal research is that situation exerts impressive power; we have a persistent tendency
to underestimate that power relative to the presumed influence of personality traits.
Various studies have documented the stunning capacity of situational factors to
influence behaviors that are typically seen as reflective of deep personal disposi-
tions. In his now-classic obedience studies, for example, Stanley Milgram (1974)
showed how decidedly mild situational pressures sufficed to generate persistent
willingness on the part of regular people to administer what they believed to be
grave levels of electric shock to innocent subjects. Along similar lines, John Darley
and Daniel Batson (1973) recruited seminary students to deliver a practice ser-
mon on the parable of the Good Samaritan. While half the seminarians were told
that they were ahead of schedule, others were led to believe that they were run-
ning late. On their way to give the talk, all participants passed an ostensibly injured
man slumped in a doorway, coughing and groaning. Whereas the majority of those
with time to spare stopped to help, a mere 10 percent of those who were running late
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stopped; the remaining 90 percent stepped over the victim and rushed along. In
contrast with these participants’ ethical training and biblical scholarship, the contex-
tual nuance of a minor time constraint proved decisive in the decision to stop and
help a suffering man.

The Role of Construal

A simple but fundamental tension between classical economic analyses and mod-
ern psychological research is captured by the role of “construal.” Agents in clas-
sical economic analyses are presumed to choose between options in the world,
objectively represented. People do not respond directly, however, to objective cir-
cumstances; rather, stimuli are mentally construed, interpreted, understood {or
misunderstood), and then acted upon. Behavior is directed not toward actual
states of the world but toward our mental representation of those states; more-
over, mental representations do not bear a one-to-one relationship to the thing
they represent, nor do they necessarily constitute faithful renditions of actual cir-
cumstances. As a result, many well-intentioned interventions can fail because of
the way in which they are construed by the targeted group—for example, “as an
insulting and stigmatizing exercise in co-option and paternalism” (Ross and Nisbett
1991) or as an indication of what the desired or expected behavior might be, or of
what it might be worth. Thus, people who are rewarded for a behavior they find
interesting and enjoyable can come to attribute their interest in the behavior to the
reward and consequently to view the behavior as less attractive (Lepper, Greene,
and Nisbett 1973). In one classic study, for example, children who were offered a
“good player award” to play with magic markers, which they had previously
done with great relish in the absence of extrinsic rewards, subsequently showed
little interest in the markers when these were introduced as an unawarded class-
room activity—in contrast with children who had not received an award and
showed no decrease in interest.

Mental Accounting and Finances

One domain that is of great relevance to our present topic and where construal can
prove of great consequence is that of mental accounting. Mental accounting
research documents the variety of ways in which the assumption of the fungibility
of money fails, leading people to view cash, credit, and debit differently depending
on the “mental account” in which the money is perceived to be. People’s represen-
tation of money systematically departs from what is commonly assumed in eco-
nomics. According to the fungibility assumption, which plays a central role in
theories of consumption and savings, “money has no labels”; all components of a
person’s wealth can be collapsed into a single sum. Contrary to this assumption,
people appear to compartmentalize wealth and spending into distinct budget cate-
gories, such as savings, rent, and entertainment, and into separate mental accounts,
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such as current income, assets, and future income (Thaler 1985, 1992). These mental
accounting schemes lead to differential marginal propensities to consume (MPC)
from one’s current income (where MPC is high), current assets (where MPC is inter-
mediate), and future income (where MPC is low). Consumption functions thus end
up being overly dependent on current income, and people find themselves willing
to save and borrow (at a higher interest rate) at the same time (Ausubel 1991).

A variety of other experimental findings are relevant to a better understanding
of financial behaviors, but a full summary of those findings is beyond the purview
of the present brief exposition. To list just a few, people are loss-averse—the loss of
utility associated with giving up a good is greater than the utility associated
with obtaining it (Tversky and Kahneman 1991)—and loss aversion yields “endow-
ment effects,” wherein the mere possession of a good can lead to higher valua-
tion of it than if it were not in one’s possession (Kahneman, Knetsch, and Thaler
1990). This, in turn, leads to a general reluctance to depart from the status quo,
because the disadvantages of departing from it tend to loom larger than the
advantages of the alternatives (Knetsch 1989; Samuelson and Zeckhauser 1988).
People often also fail to ignore sunk costs (Arkes and Blumer 1985), fail appropri-
ately to consider opportunity costs (Camerer et al. 1997), and show money illu-
sion, wherein the nominal worth of money interferes with a representation of its
real worth (Shafir, Diamond, and Tversky 1997). Furthermore, people often prove
weak at predicting their future tastes or at learning from past experience (Kahneman
1994), and their intertemporal choices exhibit poor planning (Buehler, Griffin, and
Ross 1994) and high discount rates for future as opposed to present outcomes,
yielding dynamically inconsistent preferences (Loewenstein and Prelec 1992;
Loewenstein and Thaler 1989).

An understanding of such proclivities may be further harnessed to help make
sense of behaviors that might otherwise appear perplexing, and this understand-
ing may also help produce more desirable behaviors and outcomes. For example,
numerous studies of middle-class savings show that, as a consequence of faulty
planning and procrastination, saving works best as a default. Thus, participation
in 401(k) plans is significantly higher when employers offer automatic enrollment
(Madrian and Shea 2001), and because participants tend to retain the default con-
tribution rates, savings can be increased as a result of agreeing to increased default
deductions from future raises (Benartzi and Thaler 2004). As we discuss later, the
poor tend to have little recourse to just this kind of default savings and saving pro-
grams, but the general notion that context can be designed so as to ameliorate out-
comes is a central and important one.

Channel Factors

As it turns out, the pressures exerted by apparently trivial situational factors can
create restraining forces that are hard to overcome, or they can promote induc-
ing forces that can be harnessed to great effect. What is particularly impressive is
the fluidity with which construal occurs and the sweeping picture it imposes.
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Alongside the remarkably powerful impact of context is a profound underappre-
- cation of the effects of construal. When interpreting others” behavior, we tend to
- exhibit the “fundamental attribution error”: we overweight the influence of inter-
~ nal, personal attributes and underappreciate the influence of external, situational
* forces. As explained by Lee Ross and Richard Nisbett (1991), where standard
' intuition would hold that the primary cause of a problem, or the particular weak-
-~ ness of a group of individuals, is human frailty, the social psychologist would
© often look to situational barriers and to ways to overcome them.

The behavioral perspective, with its emphasis on context and construal, suggests
" that in opposition to major interventions that prove ineffectual, seemingly minor
~ situational changes can have a large impact. Kurt Lewin, in the middle of the last
century, coined the term “channel factors.” Certain behaviors, Lewin (1952) sug-
gested, can be facilitated by the opening up of a channel (such as an a priori com-
mitment or a small, even if reluctant, first step), whereas other behaviors can be
blocked by the closing of a channel (such as the inability to communicate easily or
the failure to formulate a simple plan). A well-known example of a channel factor
was documented by Howard Leventhal, Robert Singer, and Susan Jones (1965),
whose subjects received persuasive communications about the risks of tetanus and
the value of inoculation and were told where they could go for a tetanus shot.
Follow-up surveys showed that the communication was effective in changing
beliefs and attitudes. Nonetheless, only 3 percent actually took the step of getting
themselves inoculated, compared with 28 percent of those who received the same
communication but were then also given a map of the campus with the infirmary
circled and urged to decide on a particular time and route to get there. Related
findings have been reported in studies of the utilization of public health services: a
variety of attitudinal and individual differences rarely predict who will show up at
a clinic, whereas the mere distance of individuals from a clinic proves to be a
strong predictor (Van Dort and Moos 1976.) Consistent with this interpretation,
Derek Koehler and Connie Poon (2006) argue that people’s predictions of their
future behavior overweigh the strength of their current intentions relative to situ-
ational or contextual factors. As it turns out, seemingly inconsequential contextual
features can have a profound influence on the likelihood that intentions will be
translated into action. (It is worth noting the complicating implications of these and
related findings for standard assumptions of revealed preference: Did the students
in the study conducted by Leventhal and his colleagues “want” to get the inocula-
tion? And which observed preference is the “right” one—the 3 percent observed in
the control condition or the 30 percent observed when handed a map?)

Individual psyches can be understood as “tension systems” (Lewin 1951), com-
posed of coexisting proclivities and impulses, in which incentives, if they run
against substantial opposing forces, will have little influence, whereas other inter-
ventions, when the system is finely balanced, can have a profound impact. In
other words, big interventions can sometimes have negligible effects, whereas
apparently small manipulations can make a big difference.

The basic insights outlined here have important corollaries for our present con-
cerns. For one, they suggest that the same tendencies and weaknesses express
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themselves differentially in diverse circumstances. For example, the tendency to
avoid action and resort to the status quo leads to inferior outcomes when context
is structured so that the most beneficial outcomes require action, and this ten-
dency leads to more desirable outcomes whenever the default is set naturally to
produce them. Similarly, the same tendencies and weaknesses have different reper-
cussions in different circumstances. A person who is well off but fails to formulate
a farsighted plan may have a more modest though still comfortable nest egg upon
retirement, whereas a poor person who exhibits similar failures may end up with
too little cash to pay a phone bill, accrue large fines for reconnection, become
increasingly unable to pay bills, and descend further into poverty.

In this chapter, we examine the specific implications of the behavioral perspec-
tive for the financial lives of the poor at three different levels. At the individual
level, how does this perspective affect their choices about savings and borrowing?
At the institutional level, what does this perspective say about how financial ser-
vices ought to be designed? And at the regulatory level, what are the implications
of this perspective for how financial services ought to be regulated?

Individual psychology is relevant at each of these levels. It directly affects the
choices and actions that compound to generate a pattern of saving and borrowing.
It affects how individuals respond to various features of a financial product, from
its pricing to the transaction costs in acquiring it to its intertemporal consequences.
It also gives us a different perspective on the channels by which financial services
can affect behavior. All of these insights generate implications for design. Finally,
since individual psychology generates deviations from the traditional economic
model, it also provides different rationales and guidance for regulation, and not
always in the direction of traditional consumer protection. Interestingly, by help-
ing to elucidate specific psychological mechanisms, individual psychology under-
cuts some of the previous motivations for consumer protection.

INSTITUTIONAL FINANCIAL ACCESS FOR THE POOR
The Role of Financial Access

Financial services may provide an important pathway out of poverty. Such ser-
vices facilitate savings to mitigate against shocks and promote asset development,
and they facilitate borrowing to purchase durables or help weather tough times.
In short, financial services allow individuals to smooth consumption and invest
(for more on the financial instruments used by low-income Americans, see Barr 2004,
this volume). Improvement of financial services, then, provides two key advantages.
First, for individuals who already have access to these services, improvement
would lower the costs they pay. For example, improved financial services may
enable them to use a credit card rather than the more expensive payday lender.
Second, individuals who have not had access to financial services would get the
direct benefits of access, such as the ability to borrow to smooth shocks (such as
health shocks).
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Some Features of Financial Access

Our perspective highlights the importance of contextual nuance and consequently
the emergence of circumstances in which benefits and costs emanate from the
interaction between behavioral tendencies and contextual structure. We briefly
consider some simple contextual features that are pertinent to financial access.

INSTITUTIONS SHAPE DEFAULTS  Itis well established that defaults can have
a profound influence on the outcomes of individual choices. Data available on
decisions ranging from retirement savings and portfolio choices to the decision to
be a willing organ donor illustrate the substantial increase in market share of
default options (Johnson and Goldstein 2003; Johnson et al. 1993). This is likely to
prove of great importance for the design of financial services, which often shape
default financial behaviors.

Consider, for example, two individuals with no access to credit cards: one has
her paycheck directly deposited into a savings account, and the other does not.
Whereas cash is not readily available to the first person, who needs to take active
steps to withdraw it, cash is immediately available to the second, who must take
active measures to save it. The greater tendency to spend cash in the wallet com-
pared to funds deposited in the bank (Thaler 1999) suggests that the first, banked
person will spend less on impulse and save more easily than the person who is
unbanked. Holding risk- and savings-related propensities constant, the first per-
son is likely to end up a more active and efficient saver than the second.

INSTITUTIONS SHAPE BEHAVIOR Many low-income families are in fact
savers, whether or not they resort to banks (Berry 2004). Without the help of
afinancial institution, however, their savings are at greater risk (from theft, impulse
spending, access by household members), will grow more slowly, and may not be
readily available to support access to reasonably priced credit in times of need.
Institutions provide safety and control. In this sense, institutional context may be
even more critical for the poor than for the comfortable. In circumstances of
dearth, temptation, distraction, and difficult management and control, those
savers who are unbanked are likely to find it all the more difficult to succeed on
the path to long-term prosperity.

In fact, a recent survey conducted by the American Payroll Association (2002)
shows that “American employees are gaining confidence in direct deposit as a
reliable method of payment that gives them greater control over their finances,
and that employers are recognizing direct deposit as a low-cost employee benefit
that can also save payroll processing time and money.” The employers of the
poor, in contrast, often neither require nor propose electronic salary payments.
Instead, they prefer not to offer direct deposit to hourly or non-exempt employees,
temporary or seasonal employees, part-timers, union employees, and employees
in remote locations—categories which often correlate with being low-paid. The
most frequently stated reasons for not offering direct deposit to these employees
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include lack of processing time to meet standard industry (“Automatic Clearing
House”) requirements, high turnover, and union contract restrictions. All these
factors create a clearly missed opportunity to offer favorable defaults to needy
individuals whose de facto default procedure for pocketing the money they have
earned is to take a check, often after hours, to a place, often inconvenient, where
it can be cashed for a hefty fee.

INSTITUTIONS PROVIDE IMPLICIT PLANNING As it turns out, a variety of
institutions provide implicit planning, often in ways that address potential behav-
ioral weaknesses. Credit card companies send customers timely reminders of due
payments, and clients can elect to have their utility bills automatically charged,
allowing them to avoid late fees if occasionally they do not get around to paying in
time. By contrast, the low-income buyer who has no credit card, no automatic billing,
and no Web-based reminders risks missed payments, (high) late fees, disconnected
utilities (accompanied by high reconnection charges), and so on.

Interestingly, context can also be detrimental by providing debt too easily.
Temporal discounting in general and present bias in particular can be exploited
to make cash more attractive in the present than the future costs appear men-
acing. Whenever this happens, the increased availability of debt could espe-
cially lower the well-being of the poor, since overspending by the poor may
entail subsequent cutbacks in far more essential consumption than overspend-
ing by the rich.

One fundamental lesson of such a behavioral analysis is a new appreciation for
the impact and responsibilities of financial institutions. These should not simply be
viewed from a financial cost-saving point of view but instead should be under-
stood to affect the lives of people by easing their planning, facilitating their desired
actions, and enabling their resistance to temptation. Such effects, furthermore, may
have substantially different implications for those who are wealthier, who get pro-
fessional help, and who, at the same time, can afford to err or be tempted than they
do for the poor, who resort to fewer professionals and may pay dearly even for
infrequent temptations or minor mistakes.

These considerations form part of a more general view of why financial institu-
tions can be so important in the lives of the poor. Access to financial institutions
allows people to improve their planning by keeping money out of temptation’s
way. In some cases (such as direct deposit and automatic deductions), one may
not even notice the moment the money “arrived” in the savings account or
was invested in the long term. The recourse to financial institutions provides
the opportunity to make infrequent, carefully considered financial accounting
decisions that can prove resistant to intuitive error or to momentary mental
accounting impulses. In this sense, improving financial institutions can have a dis-
proportionate impact on the lives of the poor. Moving from a payday lender and
check-casher to a bank with direct deposit and payroll deduction can have bene-
fits that far exceed the transactional costs saved (for further discussion and more
examples of savings instruments aligned with behavioral principles, see Tufano
and Schneider, this volume).
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SOME NON-INSTITUTIONAL ASPECTS
OF THE FINANCIAL LIVES OF THE POOR

Aided by these insights, we aim to further understand the interactions of the
poor with specific financial institutions. To begin, we discuss three stylized facts
about the financial lives of the poor that are non-institutional but that we think
are especially important to the behavioral perspective. These stylized facts are
not necessarily psychological. (Two of them have very straightforward economic
interpretations.) Rather, they are facts that may render the impact of the relevant
psychology particularly interesting and consequential.

Lack of Financial Slack

Though it is hard to define precisely in an economic model, the notion of “eco-
nomic slack” is central to the lives of the poor. We define slack as the ease with
which one can cut back consumption to satisfy an unexpected need. Under this
definition, the poor appear to have less economic slack than the rich. Whereas a
rich person can often cut back on (by their own admission) more frivolous spend-
ing, a poor person faced with a financially demanding situation is forced to cut
back on essential expenses. There are two ways to understand this mechanism. The
first, more traditional vehicle is via diminishing returns: if a rich person and a poor
person face equivalent shocks and cut back on consumption by the same amount,
the rich person will be cutting back on lower marginal utility consumption. The
second, more psychological vehicle concerns temptations: if the incidence of temp-
tation spending is increasing in income, the rich will be cutting back on precisely
those goods that are less valuable from the point of view of past or future selves.

This analysis abstracts from the role of savings. We could argue that the poor,
exactly because they face a more volatile environment, would put aside enough
buffer-stock savings to handle that excess volatility. This in turn would mean that
the same size shock is less likely to result in a poor person running out of savings.
While plausible, we ignore this factor in the following conceptualization because
a large amount of data show that poorer families tend to have negligible liquid
savings. The lack of buffer-stock savings is, we feel, one of the more interesting
puzzles to understand in the financial lives of the poor; we return to this issue
briefly later in the chapter.

A lack of financial slack is particularly consequential when we consider the type
of expenditures the poor might be forced to cut back on. One common finding in
the literature is that late payments, some resulting in phone and gas disconnec-
tions (and ensuing costly reconnections), are frequent in the lives of the poor.
Kathryn Edin and Laura Lein (1997) estimate that 5 percent of annual income is
spent on the costs of reconnection. Many financial services impose fees for late
payments. This ranges from the expected (on credit card bills) to the unexpected
(the penalty for a late payment imposed by rent-to-own stores of repossessing the
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item, thereby forcing a loss of all previously made payments). Landlords can impose
late fees, and all sorts of bills, from utility to medical bills, usually have steep fees for
late payments. The key observation about fees is that they are usually dispropor-
tionate. For example, a 5 percent late fee for a monthly bill is effectively a 100 per-
cent APR on a loan. In other words, if the poor cut back by skipping a bill payment,
they are effectively borrowing at very high rates.

High-interest borrowing, however, may be the least costly consequence of late pay-
ments. In fact, what makes the lack of financial slack particularly onerous are the
indirect but linked consequences. Consider a household that has had its phone dis-
connected. The members of this household now face several difficult consequences.
First, they need to make a large lump-sum payment to get the phone reconnected.
Acquiring this large lump sum poses extra difficulties to an already stretched
budget. Second, and more importantly, the lack of a phone could have other conse-
quences for their lives. For example, if they happen to be unemployed (not unlikely
for a household that was unable to pay its phone bills), they are now far less effec-
tive job-searchers. Even if they are employed, the employer may not be able to reach
the home in case shifts change and they are needed at work, making them a less valu-
able employee. In other words, one action—paying the phone bill late—can have
dynamic consequences, amplifying the initial cost and further depressing income.
Low-income households struggling with the chronic lack of slack that comes with
being low-income are thus always at risk of becoming ever more destitute.

There are profound consequences to being on the edge of further destitution.
The first is that any failures to plan well can have quite severe consequences. A
rich person who fails to plan, or who plans poorly, may simply cut back on frivo-
lous expenditures. A poorer individual may face a domino effect of consequences
that can amplify an otherwise small misplanning step. The lack of slack makes the
poor walk a planning tightrope: they must in effect be super-planners, in less con-
ducive and less helpful surroundings, lest they slip deeper into poverty.

A second consequence is empirically easier to identify. The individual who is fac-
ing the prospect of having his phone shut off, paying a hefty late fee to have it turned
on again, and dealing with the assorted difficulties that arise from a lack of phone
service may well be willing to borrow at high rates to keep this sequence of events
from happening—or to get the phone reconnected if it has already happened. In fact,
not only are low-income individuals sometimes willing to borrow at very high rates,
it may be rational for them to do so. The desire to borrow at high rates is interesting:
it can easily be confused with myopia, but in some contexts it can constitute a
perfectly rational, even if undesirable, response to financial difficulty. This is also
relevant to payday loans, an issue we return to later in the chapter.

Small to Big Transformations
One of the fundamental services that financial institutions provide is to allow for

the gradual transformation of small amounts of cash, which are easier to come by,
into larger lump sums, which can be hard to attain. As Stuart Rutherford (1999)
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explains, individuals often need to transform small cash amounts into “usably
Jarge” amounts. Such transformation is particularly needed by the poor because
of the nature of their cash inflows and needs. The urban poor typically deal with
cash inflows in relatively small amounts, receiving weekly or biweekly pay-
checks. Net of the “necessary” rent, utility, and other bills, they are typically left
with only small amounts of cash on hand. Many of the durables they may wish
to purchase—washing machines, cars, televisions—require more than what they
have left at any point in time. Consequently, the poor need to transform small
amounts into usably large sums.

According to traditional economic theory, such transformation is straightfor-
ward: individuals simply save the cash they come by until they have accumulated
enough. Alternatively, if credit is available, individuals borrow against future
income streams to finance the transformation. Whether debt or savings are used
depends on the flow value of the durable to be purchased, relative to the interest
rate on debt. Of course, because the poor often do not have access to credit, they
would need to save their way up.

The psychology of planning and self-control suggests that such savings may be
more difficult than traditional theory is prone to assume. An individual saving to
buy a durable over a long period of time would have large amounts of cash contin-
uously accessible. And accessible cash can be extremely tempting and thus easy to
spend on things that are mostly valued at the moment of spending. As such, tem-
poral inconsistency and self-control problems make savings a weak vehicle on which
to rely for small-to-big cash transformations. These factors turn savings accounts
into highly leaky budgets.

Many institutions that are popular among the poor and that may otherwise look
like less than perfectly rational solutions can be understood as alternative methods
for making small-to-big transformation more feasible in a world of imperfect plan-
ning and limited control. First, consider the purchase of lottery tickets, which, as
many have noted, the poor are especially likely to engage in (Blalock, Just, and Simon
2007; Kearny 2005). What is particularly interesting is the type of lottery ticket the
poor typically buy—tickets with maximum payoffs of $200 to $500. If the poor are
“buying dreams” through lottery tickets, these are quite modest dreams. Such small
maximum payoffs are more consistent with lottery tickets as a vehicle for small-to-
big conversion. An individual who struggles to save up to buy a $400 item, for exam-
ple, would find it easy to buy a lottery ticket periodically. The recurring ticket costs
are the “deposits,” which eventually lead to a win and the ability to buy the expen-
sive item with the winnings. Notice the dominance of this method of “saving” over
the typical savings account. There is no money accumulating and providing
recurring temptation to dip into it to satisfy one’s own needs or those of family and
friends. The individual loses his outlay until he (effectively) wins the desired item,
the lottery ticket essentially serving as a commitment device, albeit an expensive one.

Notice that this explanation is very similar to a self-control explanation for the
prevalence of ROSCAs in developing countries (Basu 2008). In a typical ROSCA,
each participant contributes a fixed amount each week or month, with one partic-
ipant taking the entire pot. The winner is determined by lottery or by bidding,
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with each participant eligible to win once throughout the ROSCA. This is much
like a lottery ticket except that one is guaranteed to win once in a given number
of times. Both these institutions reinforce the view that a bigger lump of money is
worth more to the poor than many small amounts.

Perhaps most telling is the prevalence of layaway plans. In a typical layaway pro-
gram, an individual picks a particular durable he would like—for example, a wash-
ing machine. He then opens a layaway account, to which he deposits money on a
payment schedule that depends on the particular store. Once the client has accumu-
lated enough, he is given the durable. This is quite similar to the SEED commitment
savings product offered to clients of a Philippine bank (Ashraf, Karlan, and Yin
2006). Some stores offer a price lock-in feature so that prospective buyers are guar-
anteed the initial posted price, but many others do not. Individuals who do not save
enough to buy the item often forfeit their cash. It appears that the primary benefit
of the layaway account is its illiquidity.

The popularity of layaways emphasizes the difficulty that simple myopia mod-
els face in explaining the behavior of the poor. In resorting to such arrangements,
the poor are showing remarkable farsightedness. They are opting to save, without
interest, in order to purchase a durable good, which they do not even get to enjoy
as they save up to buy it. As with other examples in this section, there is appar-
ently a willingness among the poor to pay large costs to transform small amounts
of cash into larger sums. '

Of course, the need to make such transformations is not unique to the poor.
And surely some of the phenomena we discuss here may also appear among the
middle class. We conjecture, however, that in the United States they are much
more common among the poor. With access to a variety of institutions intended
to facilitate such transformations—f{rom store credit for durable purchases to
automatic savings deductions—the well-off are less likely to resort to more exotic,
and costly, institutions.

No Buffer-Stock Savings Despite High Volatility

One of the fundamental observations of behavioral research is the exceedingly
“local” nature of everyday decisions. More global perspectives and considerations
about the long term are often discounted in favor of issues salient at the moment.
Thus, even when long-term decisions are made, they tend to be influenced by
minor contextual nuances at the moment of decision that often have little relevance
for the long run. Furthermore, long-term forecasts and predictions often fail to take
into account the relevance and impact of foreseeable future developments. Along
with mental accounting, this tendency typically yields consumption patterns that are
overly dependent on current income.

The narrow focusing that emerges has clear implications for planning. Great
energy can be spent qn decisions of the moment—where to go for dinner or what
brand to buy—with relatively little attention allocated to arguably more important
decisions that are less immediate, such as how to invest one’s retirement savings,
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or whether to save at all. And the failure to plan can be exacerbated when cir-
cumstances are highly uncertain and the future less clear, as is often the case in
the lives of the poor. With this month’s rent proving of great concern, saving
for the children’s education or for retirement is naturally left until some better
point in the future that may arrive. The tendency to leave financial planning
for a more appropriate moment is particularly common among low-income
individuals, whose finances afford little slack with which to do much planning.
An outcome of this highly volatile struggle with the moment is a lack of buffer-
stock savings even, or especially, among these people who, in some ways, need
it most.

FROM A BEHAVIORAL PERSPECTIVE
The Unbanked

A little over 10 percent of American households are unbanked and have to rely on
alternative financial institutions, such as check-cashers, to cash or process their
checks (see also Scholz and Sheshadri, this volume). These alternative financial
institutions usually charge high fees, and the households that use them typically
have no recourse to formal borrowing instruments. Instead, they may resort to
high-interest loans, borrow from friends and relatives to make ends meet or to cover
emergency spending, or, in the worst case, simply live without access to credit even
during tough times.

This pricey nonparticipation in banking could be the result of a rational choice
based on cost-benefit analysis. If households have little to save, then the benefits of
being banked may simply be outweighed by the financial costs of maintaining an
account, such as the minimum balance fees required by most banks. Alternatively,
the decision to remain unbanked could be due to sheer hassle; for example, since
few banks have branches in disadvantaged neighborhoods, too much travel time
may be involved in using a bank account. Low participation rates may also reflect
various cultural factors. Some have attributed to the poor a persistent culture of
distrust of financial institutions, or they argue that the poor have not internalized
a culture of savings and simply prefer living one day at a time, doing little plan-
ning for the future. What is common to these arguments is a tendency to explain a
“big” problem (millions of unbanked households) through appeal to “big” factors,
such as the dearth of attractive banking options or a deep mistrust combined with
a culture of living from day to day.

In contrast, a behavioral perspective suggests that even in the context of big
problems, small factors may sometimes play a decisive role. From a normative
perspective, defaults are seen as largely irrelevant and easily alterable, but it
turns out that, descriptively speaking, the status quo, bolstered by loss aversion,
indecision, procrastination, or even a simple lack of attention, has a force of its
own (Samuelson and Zeckhauser 1988). Thus, the mere perception that banks are
mostly intended for people of greater wealth may reinforce the impression that
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banking is not meant for, and ought not appeal to, those of lesser means. Indeed,
decisions that involve being subjected to scrutiny, interviews, requests, and
applications are all likely to have a nontrivial affective component. And those
who are most vulnerable are likely to feel the weight of such sentiments even
more than the rest. As a number of ethnographic studies suggest (DeParle 2004;
LeBlanc 2004), the poor often are painfully aware of society’s norms and of their
own inability to abide by them. A single mother who, without access to child
care, needs to present herself at a bank in the company of her small children may
be aware of the fact that, ideally, children are not brought into a bank. Along
with a severely limited understanding of financial instruments, a poor client may
feel reluctance, even shame, and a general sense that she can never be a valued
bank customer.

Of course, that perception may not be terribly distant from the truth. There is,
after all, a built-in asymmetry in banks’ incentives between credit and savings for
the poor and the rich. Regarding poorer clients, banks have a greater incentive to
promote debt (which can be lucrative, delayed, and compounded) rather than
savings (which are bound to remain modest), as opposed to the treatment of the
wealthy, whose debt is likely to be repaid with little penalty and whose savings
promise to be large and valuable.

In fact, when it comes to bank accounts, the default option is often different for
the poor than it is for those who are better off. Consider, for example, the simple
option of direct deposit. As mentioned earlier, the employers of the poor often do
not make electronic salary payments, giving their employees one less important
reason to pursue the default option of maintaining a checking account. Given the
well-established power of default options, even among the comfortable, it seems -
safe to assume that such defaults would have at least as substantial an impact on
the poor, whose options are inherently inferior and who may be less informed
about available alternatives.

From a public-sector perspective, the government could play an important role
by further encouraging the automatic transfer of tax (including the Earned Income
Tax Credit) refunds to bank accounts. This would also provide a way to facilitate
the opening of bank accounts. Some evidence from the First Account program in
Chicago provides cautious optimism on this front. For many years, the Center for
Economic Progress has been providing free tax preparation services for those eli-
gible for EITC refund. Over the last couple of years, the center has been trying to
combine this tax preparation service with the First Account program. Specifically,
the center has been singling out individuals who are eligible for a refund but lack
a bank account. These individuals are informed that they could get their refund
much sooner if they were to open a bank account to which their refund would be
directly deposited. Data obtained from the bank handling the First Account pro-
gram suggest that those individuals who opened an account in this “quick refund
carrot” context were not less likely to still be using their account compared with
those individuals (more positively self-selected) who opened an account follow-
ing a financial education workshop (further, related findings are reported later in
the chapter).
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In light of this discussion, it is clear that a behavioral view would predict posi-
tive effects on saving from the opening of bank accounts. Such accounts should
generate a “good” savings default to replace the “bad” money-on-hand situation.
In addition, the transfer of cash from, say, checking to savings could trigger a
propensity to save more. In fact, bank accounts could be designed specifically to
conform to people’s mental accounting schemes (Thaler 1999). People might
choose to label one account their housing account, another their education account,
and yet another their car account. The labeling of accounts, while nonsensical
from the perspective of standard fungibility assumptions, could provide a salient
reminder and help with the allocation of specific funds. Such labeling is reminis-
cent of other, already existing schemes such as education funds, Christmas clubs,
and even layaways, and indirect evidence suggests that it may have real conse-
quences. For example, increased child allowance payments in Sweden were found
to have disproportionate effects on how the recipients spent on children (discussed
in Thaler 1990).

It is fair to note at this juncture that, despite preliminary empirical support,
these proposals would need to be tentatively implemented and seriously evalu-
ated before their full consequences could be fully understood. Behavioral out-
comes, after all, tend to be multifaceted and complex. Thus, for example, although
the appropriate default arrangements may indeed increase savings, it is possible
that people with newly automated savings might only come to feel more empow-
ered to take on greater debts, presumably to be covered by the new savings. The
dynamic and malleable nature of behavior often necessitates a pilot testing and
evaluation prior to full implementation before the construal and ultimate impact
of new instruments can be fully understood.

To summarize thus far, being unbanked typically means that whatever little
cash is available is readily available. The storage mechanisms that the poor
have access to are highly fungible. Keeping money in cash rather than in the
bank increases the ability and temptation to spend immediately, making it dif-
ficult to achieve any asset accumulation. Furthermore, even among the non-
poor, small amounts, as compared to large amounts, are more likely to be spent
than saved, and since the poor typically deal with small amounts, savings is
thereby further discouraged. In contrast with classical analyses, which impute
substantial planning and control, numerous studies of middle-class savings sug-
gest that saving works best as a default (Benartzi and Thaler 2004; Madrian and
Shea 2001). Thus, 401(k)s seem to be effective because the cash is automatically
deposited into savings. Yet the poor typically have little recourse to “good” sav-
ings defaults. And with good defaults less available to those without bank
accounts, the poor have to revert to alternative and typically expensive commit-
ment schemes to try to save toward big purchases. We can view participation in
programs such as rent-to-own or layaway schemes as such alternative commit-
ment devices, and some have argued that the purchase of actuarially unattrac-
tive lottery tickets may serve as a saving mechanism because they occasionally
leave purchasers in possession of larger amounts than they would be able to
save otherwise.
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Payday Loans

Payday loans are a commonly used financial vehicle among lower- and middle-
income households (for an analysis, see Skiba and Tobacman 2007; Stegman 2007).
The typical payday loan involves receiving an advance on one’s paycheck for a
week or two, but this advance comes at a steep price, an effective interest rate that
can be more than 7,000 percent APR. Such loans are highly contentious from a pol-
icy point of view and are often implicitly used to point out the myopia of the poor.
We make two basic observations about this widespread institution.

First, as noted earlier, the highly credit-constrained sometimes find themselves
at the edge of poverty. In these circumstances, there may be no myopia in taking
out a payday loan. Instead, the local cost-benefit calculus, however painful,
may be sound. Lack of cash at crucial times can result in disastrous and mount-
ing consequences—such as having one’s telephone service cut off. In these cir-
cumstances, even (especially!) the farsighted would take out a loan at high interest
rates. The “error” happened earlier, through a sequence of actions that left the indi-
vidual without a buffer stock to deal with shocks. In this view, therefore, there will
be circumstances in which the question is not why the poor take out payday loans
but why they find themselves in situations where they need them.

This perspective poses an interesting challenge to policymakers, who should
want borrowers to have access to loans at the time of borrowing. Suppose payday
loans are taken by people in severe need, and that the need they face is real, and that
failure to meet it will have even more severe consequences. Put in this light, payday
loans may be a lesser evil compared with policies that use interest-rate caps (or
other vehicles) to drive out payday lenders, which could make the poor worse off!
Interestingly, unless interest-rate caps are accompanied by policies that solve
the fundamental lack of a buffer stock among the poor, such principled arguments
against payday loans are, once again, predicated, even if only implicitly, on the
expectation that the poor ought to act more “rationally,” and they could render the
poor only more vulnerable to the various shocks they face. Note that a counter to
this argument would be that perhaps the unavailability of payday loans would
somehow make those who resort to them into better planners. While this is a priori
possible, it seems unlikely, and it should certainly at least not be straightforwardly
assumed. If, despite facing huge consequences, individuals still fail to plan, why
would the addition of yet another cost have the desired effect?

To further understand the relative lack of reluctance to resort to such loans, we
should ask: in what sense are payday loans so very costly? What we refer to here
is not the question of whether such fees reflect marginal costs or monopoly profits.
Instead, we are asking: what is the psychologically accurate way to view such costs?
Do they really reflect an individual making a net present value calculation at such
high (more than 7,000 percent APR) rates? Or is the behaviorally most compelling
perspective one that suggests more bearable debts? As much research on mental
accounting and related behavioral proclivities has shown, magnitudes are often
evaluated in a narrow context. People may be willing to travel thirty minutes to
save $10 on a $30 purchase, but not to save $20 on a $500 purchase. Just as we
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should not impute a low value of time (less than $20 per hour) from the first behav-
jor or a high value of time (more than $40 per hour) from the second, we should not
necessarily impute discount rates to the intertemporal trade-offs implicit in specific
payday loans.

Consider someone who is thinking about paying $20 to get a one-week advance
on his $200 paycheck. Such a transaction could be psychologically coded in nom-
inal levels: $20 for a one-week, highly beneficial advance. Viewed in these terms,
it may not seem like such a bad transaction. (After all, when the wealthy individual
pays $2 to withdraw $100 from an ATM machine out of town, she is really stating a
willingness to pay $2, not a general proneness to pay 2 percent to withdraw her own
cash.) Of course, when put into annual rates, this payday loan implies an APR of
over 14,000 percent! The disjunction between the absolute amount and its APR is
the result of compounding,. But, of course, the individual is not actually making this
decision over a year: he typically makes this decision a few times a year, and each
for a short period, so the actual compounding is more of a technical than an experi-
enced cost. In short, while the pricing of payday loans may raise economic as well
as ethical questions about competition (supply-side issues), psychology can shed
light on why individuals would be willing to pay such high rates, without necessar-
ily suggesting immense if not stunning discount rates. Especially for short-horizon
loans, computed APRs may not appropriately capture how individuals naturally
frame the intertemporal trade-off.

Check-Cashing

Like many other services provided to the poor, check-cashing is a costly option that
provides a service the well-to-do get for less. In a survey of households living in
low- and moderate-income census tracts in Chicago, Los Angeles, and Washington,
D.C,, Christopher Berry (2004) found that people often have a fairly accurate under-
standing of the relative costs of products provided by banks and check-cashers.
Nonetheless, for many individuals who would be unable to adhere to banks’ mini-
mum requirements, costly check-cashing arrangements may prove to be the lower-
cost option.

The willingness to engage in costly arrangements may be further facilitated by
some of the behavioral proclivities reviewed here. Loss aversion is likely to increase
the attractiveness even of fairly costly ways to delay or altogether avoid permanent
losses. And the high costs of financial services may be aggregated with the per-
ceived gains to which they would contribute in the short run, thus leading to an
accounting that at least locally may prove more attractive.

While alternatives to costly check-cashing often exist, they may be less famil-
iar, less common, and less readily available, especially to low-income individu-
als. A behavioral analysis suggests that it is not that the mere existence of good
alternatives makes the greatest difference, but that, in addition, what is often
required is the design of effective channels, perhaps combined with directed
marketing. For example, in a recent intervention intended to increase elderly
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Americans’ enrollment in Medicare Part D prescription drug coverage, Jeffrey
Kling and his colleagues (2008) documented significantly higher enrollment
rates, with an average of at least $230 savings, among participants who were
mailed personalized information regarding their current plan and costs, as com-
pared to a control group who were provided with information regarding the
official website where comparable information could be obtained.

For another illustration, credit unions and check-cashers in New York have pio-
neered the use of the point-of-banking machine to facilitate deposits for credit
union members at check-cashing stores, providing immediate liquidity of funds
and greater convenience for consumers (Stuhldreher and Tescher 2005). Although
such arrangements can prove highly beneficial, other partnerships between banks
and nonbanks to facilitate payday loans have at times had negative consequences
for consumers. Taking the implications of behavioral research seriously, regulators
need to focus on promoting partnerships between banks and nonbanks that pro-
vide a more responsive and beneficial range of services to unbanked and under-
banked consumers.

AN ILLUSTRATION OF A CHANNEL FACTOR

In the attempt to increase take-up of bank accounts among the poor, the behav-
ioral discussion suggests that more attention should be devoted to making the
task of “meeting with the bank” an easier and more appealing one and, if possi-
ble, perhaps one that does not feel like a “decision” at all. This suggests a variety
of small, low-cost interventions that could have first-order effects on the take-up
of bank accounts among the poor.

An illustration of the potential impact of small channel factors comes from a
brief study of the First Account program implemented by the Center for Economic
Progress in the Chicago area. As described earlier, the goal of this program was to
entice an unbanked, lower-income population that was mostly dependent on
check-cashers to open low-fee accounts at a local bank. To evaluate this program,
we first conducted, in collaboration with Marianne Bertrand, a phone survey of a2
random sample of individuals who had participated in the financial education
workshops organized by the Center for Economic Progress. In the workshops,
participants took part in a lecture and discussion covering the mechanics of open-
ing a bank account, basic banking products, personal budgeting, and goal-setting.
They were also introduced to the First Account program and told that, if inter-
ested, they could obtain a referral letter to take to the bank to start the process of
opening a First Account. In the survey, we hoped to glean a better understanding
of why some participants decided to open First Accounts and others did not.

A promising illustration of small channel factors emerged from our analysis. First,
while roughly 50 percent of respondents reported having opened a First Account fol-
lowing the workshop, close to 90 percent reported thinking they would do so. We asked
those who had planned to open an account but had not done so why they had not.
Among those who responded, a large fraction reported some form of time mismanage-
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ment as the main cause (missing the deadline, too busy to complete the take-up process,
and so on). Taken at face value, these responses suggest that take-up could have been
higher had small hurdles to take-up been removed.

More direct evidence came from comparing take-up and usage of the First
Accounts across two types of workshops. As mentioned, in the standard workshop
participants interested in opening an account received a referral letter they could
take to the bank to complete the take-up process. In an experimental subset of
workshops, we gave participants interested in opening an account the opportunity
to complete most of the paperwork at the workshop location with an available
bank representative before heading to the bank to complete the process. From an
economic perspective, the mere presence of a bank representative should have lit-
tle effect on take-up, as it does not alter the cost-benefit analysis at the core of the
First Account decision. From a behavioral perspective, however, this small change
in implementation could have a large effect on take-up, as it would increase partic-
ipants” perceived dedication to the program and reduces the likelihood that they
would be derailed by procrastination or forget the initial intention.

In fact, we found a large positive effect on take-up associated with the presence
of a bank representative on site. Of course, a higher take-up may not have the
intended effects if people who open an account end up not using it {or rapidly
closing it). As it turns out, we found that having the bank representative at the
workshop was associated with a higher likelihood of having an account open at
the time of the survey. In addition, a bank representative on site was positively
correlated with usage of the complementary services offered by the bank, such as
electronic fund transfer, direct deposits, and ATM cards. Contrary to the notion
that the unbanked are plagued by “cultural norms” or a general distrust of banks,
those who attended a workshop with a bank representative on site were more
likely to open an account and to use it.

BEHAVIORALLY INFORMED REGULATION

The behavioral perspective has regulatory consequences, which must be handled
with care for three reasons. First, the psychology underlying specific phenomena
can be more involved than lay intuition allows. For example, suppose payday loans
are in fact the result of individuals “overborrowing.” If excess expenditures—
spending “too much” on discretionary items (by the person’s own admission)—
occur throughout the week, then the payday loan is merely a symptom, not the
source of the problem. In such circumstances, regulation of payday loans, if it has
no impact on excess expenditures early in the week, could make the problem worse.
When payday loans are used to deal with rent or phone bills, regulating them may
generate problems of late fees or eviction.

Second, as we argue at greater length elsewhere (Barr, Mullainathan, and Shafir
2008a, 2008b), this thinking needs to be embedded in the logic of markets, through a
framework that takes into account firm incentives and responses to behaviorally
motivated regulation. Outcomes are an equilibrium interaction between individuals’

| 139



Insufficient Fuﬁds ‘

psychology and firms’ responses to that psychology. Such interactions may or may
not produce outcomes that are socially optimal, and they may even produce real
harms. Depending on the bias and the context, the biases of individuals can either
help or hurt the firms with which they interact. Hence, the interests of firms and of
publicly minded regulators are sometimes aligned and other times are not. Consider,
for example, a consumer who does not understand the profound effects of the com-
pounding of interest and is thus led both to undersave and to overborrow. In one
context—savings—investment firms have an incentive to correct the bias, since they
can generate fees from the investment. In another context—borrowing—lenders
have an incentive to exaggerate that bias, since they can generate revenues from the
loan (we abstract here from fee structures and collection costs). A notable example of
such positive interactions is the finding that firms are happy to help boost participa-
tion in 401(k) retirement plans. The Truth in Lending Act (TTLA) of 1968, in contrast,
attempts to force disclosure of hidden and complicated prices of credit in contexts
where lenders have strong incentives to avoid such thorough disclosure.

Finally, regulation must recognize that firms “move last”: they can respond to
regulation by subtly altering the context (see Barr, Mullainathan, and Shafir
2008a, 2008b). For example, consider the power of defaults. In one context—401(k)
choices—the setting of defaults appears to have large effects, compounded by the
compliance of firms, if not their active participation. In other contexts—for example,
car rentals—firms have greatly facilitated getting rid of mandated “defaults,” to the
point where placing one’s initials in specially provided boxes on the form indicates
the waiver of “defaults” and could be argued to have become the new default. This
reinforces an earlier observation: When firms have incentives to take advantage of or
even exacerbate a bias, they will explore ways to circumvent regulations intended to
avoid the problem. And regulators, of course, do not have sole access to behavioral
insight. In fact, the firm, often in a position to deal directly with customers and oper-
ating after regulations have been set, is well situated to circumvent regulatory intent.

CONCLUDING COMMENTS ON THE DESIGN
AND REGULATION OF FINANCIAL SERVICES

Assuming a context where no further redistribution is about to take place, our per-
spective suggests some potential alterations to the way financial institutions for the
poor are designed. These institutions could include for-profit banks attempting to
gain footholds in a lucrative market, nonprofits providing financial and other ser-
vices, and government service providers. We think several principles are relevant
to the design of financial access. What is particularly important about these princi-
ples is that they often stand in contrast to classical economic assumptions, and to
common intuition.

One such principle, underappreciated by program designers, is that information
provided does not necessarily constitute knowledge attained. Individuals often do
not fully process data put before them. Either they do not attend to it or they do not
fully understand it. This, combined with the curse of knowledge—the tendency of
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 those who know something to overestimate the probability that others know it—
" can result in underinvestment in outreach programs that serve to educate individ-
" uals about financial services and costs.

Another principle concerns the relevance of people’s construal processes. As
-~ discussed at the outset, individuals’ internal representations of stimuli are, by
necessity, interpretations of the “objective” reality. As a consequence, how infor-
" mation is framed systematically alters how it is construed. In an earlier paper
(Bertrand, Mullainathan, and Shafir 2006), we focused on the role that marketing
plays in the construal of contexts in which decisionmakers find themselves. On
the one hand, marketing has been used profusely and effectively by for-profit
firms and contributed, at least on occasion, to making the lives of the poor even
poorer. Aggressive marketing campaigns have targeted the poor on products
ranging from fast food, cigarettes, and alcohol to predatory mortgages, high-interest
credit cards, payday loans, rent-to-own plans, and various other fringe-banking
schemes (see, for example, Caskey 1996; Mendel 2005). On the other hand, signif-
icantly less has been done by marketing firms to promote more positive options
aggressively, such as healthful diets, various not-for-profit services, union banks,
prime-rate lenders, and so on. -

Existence need not imply availability. Whereas most programs focus on the
options that are available, a large behavioral literature emphasizes the importance
of channel factors and small costs. Specifically, take-up of a program can be impor-
tantly influenced by the perceived nature of these small costs. Thus, an otherwise
beneficial program with small “channel blockages” may de facto be a program that
is not “available.” Related to this principle is another touched on earlier: the exis-
tence of more options may not entail their availability. As options proliferate in
what becomes a difficult choice, people may avail themselves of those options less
rather than more.

This, in fact, is an area where recent trends have moved in a direction opposite
to that suggested by behavioral analyses. In contrast with the economic truism
that having more options is always good, behavioral research suggests that a
greater number of alternatives can increase decisional conflict and overload deci-
sionmakers, leading to deferral, procrastination, or inferior choices (see, for exam-
ple, Bertrand, Mullainathan, and Shafir 2006; Kling et al. 2008 for further discussion).
Consider, for example, the case of shopping for mortgages discussed earlier. To
the extent that decisions are multi-attribute and complex and need to be simpli-
fied, the required monthly payment is probably the best attribute to rely on, since
the affordability of payments is a good way to assess risk of foreclosure. If a client
has to pick a simplifying heuristic in a sea of complicated alternatives, this would
be it. Of course, apart from the ability to pay on a month-by-month basis, monthly
payment conveys little information about the price of the loan. Consequently,
shopping based on monthly payment might have worked adequately when home
loans (say, thirty-year, fully amortizing) were roughly comparable products. But
as the number and type of loans available quickly increases, sellers of loans can take
advantage of this simplifying heuristic to extract substantially larger profits from
borrowers (Willis 2006).
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Related to the notion of channel factors is another important issue, that of
the distinction between intention and action. In particular, problems of self-
control, poor planning, forgetfulness, distraction, and habit can often intercede
to produce observable actions that do not match underlying intentions. This
tension may help produce a variety of “counterintuitive” venues intended to
help people commit to their “better” intentions, such as a demand for financial
services that provide illiquidity as a form of “commitment device.” As in other
contexts, such questionable venues, with their mixed benefits, are more likely
to arise in the context of poverty, where superior institutional arrangements are
often less immediately available. In addition, interventions that focus heavily
on altering intentions, such as financial planning or education, may prove
unsuccessful whenever context leads to actions that are in tension with these
newly formed, even if genuine, intentions. Context-sensitive behavior, in other
words, may run counter to people’s true intentions. As a result, revealed pref-
erence fails.

A fundamental implication emanates from the present perspective that has
direct consequences for issues of regulation and design: whereas the classical per-
spective assumes that people are rational and doing as well as should be expected,
the “culture of poverty” perspective is motivated by the perception that people
need to be changed. The central gist of the behavioral perspective is that the poor
are neither irrational nor in need of change (not any more, that is, than the rest of
humanity). Instead, it is the context in which people function—ranging from
financial institutions, benefits programs, and the design of default structures to
the availability of child care and transportation and the complexity of application
forms—that merits careful attention and constructive work. Such a perspective is
likely both to enrich and to complicate our views of the role of institutions and of
regulation. As long as these are founded on a better understanding of decision-
makers and generate novel policies intended to help them, it clearly seems worth

trying.

We thank Michael Barr, Rebecca Blank, Christopher Carroll, and two anonymous
reviewers for helpful comments. We thank the Russell Sage Foundation, the William
and Flora Hewlett Foundation, and people at Ideas42 for financial, technical, and
research support.

NOTE

1. Of course, if one believes that payday lenders are local monopolists, interest-rate caps
could have other positive benefits. We are focusing here on the reduction in payday
lending that would accompany caps in a competitive situation. '
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Two Dominant Views of Behavior under Poverty

Rational Choice view
— Consistency, Willpower, Well-defined preferences,..
— Behavior: calculated adaptation to prevailing circumstances

Pathology view

— Psychological pathologies specific to the poor
— Impatient, no planning, confused

— Behaviors endemic to “culture of poverty”

An alternative:

Us! Neither rational nor pathological; just plain human...



The psychology of scarcity...

Conditions of scarcity (in money, time...)
produce their own psychology.

This psychology, in contexts of scarcity,
produces characteristic behaviors.



The Packing Problem:
A Suitcase metaphor

Larger suitcase:
- pack everything important w. room to spare
- easy to leave slack, in case something comes up

Smaller suitcase:
- pack the very essentials
- need to choose among important items that don't fit
- hard to maintain any slack

Slack makes it easier to pack; Complexity higher when suitcase tight
— Slack reduces cognitive cost: requires less focus, less vigilance

Bigger suitcase means slack is “cheaper”
— What you give up to maintain slack is (marginally) cheaper




Tradeoffs:
% who think about what they would not buy instead...

mLI
mHI

BLI
mHI

TV Toaster
(US)

TV Mixer
(India)



Taxi fare when you first get in?... (South Station)

40%
30%
20%
10%

0%
Low SES High SES



Poor in Money or Time... an empathy bridge

Tradeoffs: If | buy this, what do  If | do this, what do
| not buy instead? | not do instead?

Temptations: Basic goods turn Basic activities turn
into “luxuries” into “luxuries”

Indulgences:  Given what you owe, Given what you owe,
what are you doing what are you doing
spending?! here schmoozing?!..

More consequential:  When there’ s lack of slack, bad
tradeoffs, giving into temptation /
Indulging - all more consequential!...



Psychology of Scarcity

« Persistent tradeoff thinking

« More complicated / demanding packing...

» Greater vigilance (attentiveness, knowledge...)
* Focus (often highly effective...)

->

* Tunneling
 Horizon shortening (“myopia..”)

* Borrowing
* Insensitivity to horizon & its costs...

 Distraction
* Depletion, Error...



20 rounds
“Rich”: 50 sec / rnd (1000 sec total)

“Poor”:15 sec / rnd (300 sec total)
No borrowing vs. High Interest Borrowing

How about giving this one a try?

(1)
(2)
(3)
(4) Round time left:

(5) 00:08

Name a specific item that you have on the patio...

enter guess!

Total time:
04:41




Rounds Completed

30

25 1

20 1

Poor

P <.001

Rich

ONo Borrow

BBorrow1:2

Points Earned

Poor

P < .001

Rich

ONo Borrow

BBorrow1:2




* Debt Traps

@ High Slack

Low Slack

% No Borrow

BBorrow1:2

low slack high slack
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Overall performance
(poor vs rich)

No Borrow
Borrow 1:2




Momentary Focus
(poor vs rich)

[
£
=
c

First Shot Second Shot




Scarcity is distracting..

(Calorie) Scarcity Hypothesis: Tempting foods
monopolize the attention of dieters (more than of
non-dieters...)
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Search times — for neutral targets -- by condition and

group

Log transformed search times for

neutral target words

o
o

o
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o]

o0
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|
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(00)
|

8.7 -

8.6 -

Non-dieters

Dieters

i Food condition

i Control condition

(3 practice trials)
Interaction: Significant!
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Financial
challenges...

In a NJ mall: Participants think about financial
challenges, and complete cognitive tasks...

Imagine that your car...requires a..[ hard: $1,500;
easy: $150] service... How would you go about
making this decision?...



Cognitive control task

press the same side as the heart
press the opposite side as the flower

' +

+ o

Raven's Progressive Matrices

Measures cognitive control &
executive function...

“Driving test”...

5k

o 5
o

4

B
i

l

“Measures high-level observation
skills, clear thinking ability, and
intellectual capacity.”

“Intelligence test”...




Performance in financial challenge
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Significantly greater # of errors pre-harvest compared to
post-harvest. ..

(Also heart rate,
blood pressure, etc.)




Affirmation at a Soup Kitchen
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Results
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Affirmation in the context of welfare benefits programs
(EITC and local VITA sites) ...

Condition:
Neutral Affirmation
Stopped to consider: 44% 58% (ns)

Of those, took the information: 36% 79% p=.03

(Total take up:) 16% 46% p<.01




Irony of Poverty

* Poor must make higher quality decisions
— Packing problems are harder under scarcity
— Many more temptations under scarcity
— Can’ t afford mistakes under scarcity

* Poor are in worse position to make high quality
decisions
— Distracted by other stressors/decisions/conditions
— Depleted by challenges/temptations/past failures
— Hampered by context/culture/stereotype
— Unappreciated! (Both they and their packing problems...)



Problem ——>

Nudges
—> Bottleneck <

Inventions
Low Income Workers Psychic Tax of Financial
Less Productive Poverty Stabilizer

High Turnover



ideas42 is piloting a package of financial services designed to simplify and
stabilize finances for low income employees

‘Set up session
with financial

representative

Create budget
I

Direct deposit into 3
dedicated accounts:

1) Bill payment
2) Discretionary spending
3) Emergency savings

Automate payments

*  Bill payment
*  Emergency savings

interaction
with employee
Provide
customer
service

Give timely feedback &
automate messaging

"« Reminders about important

financial deadlines
* Progress tracking for financial
goals and commitments

Provide emergency buffer

*  Low-cost credit access
*  Emergency savings
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