
Ø Behavioral economics aspects of poverty
Ø Poverty traps

POVERTY

EE461 Sem 2/2019



The psychological lives of 
the poor 
Shah, Mullainathan, Shafir, 2012
Mullainathan and Shafir, 2013
Shah, Shafir, Mullainathan, 2015
Schilbach et al, 2016



Poor but rational?(Duflo, 2003)

• Poor but rational?

• Many important facts can be accounted for in “poor but rational” framework, 
but there are many facts left to be explained.

• A natural tendency would then be to turn to new hypotheses, incorporating 
insights of psychology to better understand economic decisions.



Poor but rational? (Duflo, 2003)

• Poor but rational?

• Behavioral economists have argued that ways in which humans deviate from 
the standard economic model need to be incorporated into economic 
reasoning. 
• Their ability to analyze information, compute, and remember is limited. 
• Their willpower is also bounded.
• They do not always make choices that are in their best interest in the long 

run. 
• Finally, they are not purely self-interested. 



Poor but rational? (Duflo, 2003)

• Poor but rational?

• Being poor almost certainly affects the way people think and decide. Perhaps 
when choices involve the subsistence of one’s family, trade-offs are distorted 
in different ways.

• What is needed is a theory of how poverty influences decision-making, not 
only by affecting the constraints, but by changing the decision-making process 
itself.



Claim:“The poor are worse decision makers.”

• One explanation for poverty:
(Bad) Decision-Makings             Poverty

• Alternative Explanation:
Poverty               (Bad) Decision-Making



Mani et al 
(2012) 



Shah, 
Mullainathan, 
Shafir (2012)



The poor overborrowed (time) and accumulated (time) debt.



Mullainathan and Shafir, 2013



Scarcity: Introduction

• Scarcity means having less than you feel you need.
• Scarcity can also make us more effective.
• When scarcity captures the mind, it focuses our attention on using what we 

have.

• However, scarcity has price.
• Scarcity captures our attention and makes it difficult for us to think about 

anything other than the source of the scarcity.



Cognitive scarcity of the poor

• The poor must manage sporadic income, juggle expenses, and make 
difficult financial tradeoffs.
• This is when scarcity comes in to play.
• Concerns about (financial) scarcity are taxing…

– They capture our attention (mental bandwidth) and trigger 
intrusive thoughts…

– … leaving less for other important, but less urgent tasks such as 
finding a permanent solution to get out of debt in the long run



Benefit of Scarcity: Focus Dividend

• Scarcity captures our minds and makes us focus on the source of 
scarcity, in order to survive given such scarcity.
• This helps us make better choices regarding the source of the scarcity.
• Scarcity makes us more efficient users of the thing that is scarce.
• Examples: Time scarcity 
• Fixed deadlines work better than flexible ones
• Sales people work hardest in the last weeks of the sales cycle

• Example: Immediate money shortage
• Usage of informal loan lenders, or selling (productive) assets



Tunneling 

• Scarcity causes us to tunnel: to focus single-
mindedly on managing the scarcity at 
hand.
• Tunneling changes the way we choose.
• Focusing on something that matters to 

you makes you less able to think about 
other things you care about: Goal 
inhibition
• Tunneling makes us ignore tasks that 

are crucial but do not appear urgent.



Tunneling 

• When we decide to forgo the gym for 
the deadline, our mind is not on that 
subtle cost-benefit problem of not going 
to the gym.

• Immediate scarcity looms large, and 
important things unrelated to it will be 
neglected. 

• Scarcity alters how we look at things. It 
makes us choose differently.



Tunneling Tax 

• Insurance: the poor do not insure as 
they think they cannot afford 
insurance, and it seems better to 
spend money on food, rents, school 
fees, and other urgent expense).
• The threats for health/low rainfall 

seem abstract, but if it actually 
occurs, it costs more than they can 
afford.



The Bandwidth Tax



The 
Bandwidth 
Tax

Bandwidth measures our cognitive capacity, our 
ability to think, to reason, to pay attention, to 
make good decisions, to solve problems, to stick 
with our plans, and to resist temptations

Scarcity taxes our bandwidth, as a result, inhibits 
our most fundamental capacities.

Scarcity directly reduces bandwidth, by 
constantly loading the mind with other 
processes. It leaves less ‘mind’ for the task at 
hand. Less capacity is currently available for use.



Scarcity: Wrap-up by Cass R. Sunstein

• It is common to think that economics is the study of scarcity – in 
terms of goods and services. But economists have rarely studied 
cognitive scarcity, at least not in any sustained way.

• Their basic claim is that if you are hungry, busy, poor, or lonely, you 
face the same difficulty: You are focused on a particular problem of 
scarcity, and that focus occupies your mind.



Scarcity: Wrap-up by Cass R. Sunstein

• Those who are hungry must think about how to get food, which means that 
they will not be able to think about much else. 

• Poor people have to “tunnel” on the problem of making ends meet. In 
trying to solve immediate economic problems, they might enjoy a kind of 
“focus dividend”—no less than busy people, faced with a deadline, who 
sometimes accomplish great things in a short period of time. But tunneling 
and the focus dividend come with a “band width tax,” which means that 
poor people might not be able to attend to important matters that do not 
demand their immediate attention. They might not be able to solve health 
problems faced by their children; long-term planning will predictably suffer.



Scarcity: Wrap-up by Cass R. Sunstein

• Mullainathan and Shafir show that hungry, busy, or lonely people are, in a 
sense, trapped by cognitive scarcity. 

• If you are busy, you might not be in a good position to figure out how to 
provide yourself with temporal cushions. 

• Poor people face the same problem; their limited bandwidth (might create) 
creates a poverty trap.

• Policies are designed with far too little attention to the bandwidth 
problem. 



Policy design that 
considers the Bandwidth 
Tax

• Policies should be created in a way that doesn’t impose higher cognitive demand 
for the poor.
• New policies should not come with paperwork or application requirements that 

undermine or defeat their own goals. In the context of poverty relief, for example, 
economic or educational benefits, or training programs, often impose paperwork 
burdens.
• Set up the right default in retirement plans, health insurance, saving bank 

accounts
• Set up commitment devices





Shah, Shafir, 
Mullainathan(2015)



Schilbach, 
Schofield&Mullainathan
(2016)



Loewenstein et al(2015) Modeling the 
interplay between system 1 & 2

𝑉 𝑥 ≡ 𝑈 𝑥 + ℎ 𝑊, 𝜎 ∗ 𝑀(𝑥, 𝑎)



Poverty Trap



28

• What is poverty trap ?
Any self-reinforcing mechanism that causes poverty to
persist(Azariadis & Stachurski, 2005)

• Well being dynamics with multiple steady states

Source: Angeletos, George-Marios, MIT OpenCourseWare , Course of Origin, 14.451 Macroeconomic Theory I, Spring 2007, 
Figure 2.6 Non-concave G and  Poverty Trap

http://ocw.mit.edu/courses/economics/14-451-macroeconomic-theory-i-spring-2007/
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The idea of Poverty Trap

The poor
*low income
*low (initial) wealth
*less educated
*less capital
*less opportunities
*less access of factor of 

production
*may be poor health
* Also less quality of life

Low 
Income

Multiple Financial Market Failure



Low income/asset/education

Lack of capital&
in-demand skill

Lower 
capacity to 
generate 
income

Low security cover from 
economic&health risk

Debt&
Further loss 
of income

Source: http://econrules.com/



1960 per capita income (2005 PPP USD)
Burundi: $347
Haiti: $1512
Nicaragua: $2491

2010 per capita income (2005 PPP USD)
Burundi: $396
Haiti: $1411
Nicaragua: $2289

31

Motivating example (Kraay and McKenzie 2014)



• Non-convex asset dynamics (S-shaped models of savings and output)
• Coordination failures / multiple market failures that underlie “Big push” 

theories of development
• Hunger- or nutrition-based poverty traps
• Occupational poverty traps where lumpy investments + borrowing 

constraints prevent some household-based businesses from growing 
beyond subsistence

What these have in common: multiple equilibria
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Poverty traps: various mechanisms
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Macro evidence
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Micro evidence 

“The economics of poverty traps and persistent poverty: An 
asset-based approach”

Carter and Barrett (2006)
Journal of Development Studies
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Motivation
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An asset-based 
approach

In this approach, asset is in focus, 
instead of income or expenditure, 
because of its ability to inform us 
about household’s structural transition 
and its ability to generate income 
(Carter and Barrett, 2006).

A

D
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Micro-foundations of an asset-based poverty trap

1. Income process (production function) exhibits increasing returns to 
scale over a range

2. Fixed capital requirement / minimum project size required to make use 
of a higher return technology

3. Financial market imperfections + risk aversion lead poor households to 
choose low return / low risk income strategies



Absolute convergence vs. conditional convergence 
and structural poverty trap vs. multiple equilibria

𝐴 is the unstable steady state, hence the threshold at which households‟ asset dynamics bifurcate



Absolute convergence vs. conditional convergence 
and structural poverty trap vs. multiple equilibria
• Absolute convergence:
• All households, regardless of households characteristics, will converge to the 

same steady state level of asset. >> no poverty trap

• Conditional convergence:
• Given set of immutable characteristics, households have their own asset 

dynamics and converge to steady state for their own club. If the steady state 
level of asset is below asset poverty line, then we have “structural poverty 
trap”.
• For example, this is when there is immutable mental or physical disability, or 

when there is systematic discrimination and social exclusion.

• Multiple equilibria poverty trap:



Multiple equilibria poverty trap

• Another alternative story that can exist in an economy is when there 
are multiple steady states and thresholds in asset level at which initial 
condition in asset or shocks matters in determining which steady 
state households are going to converge to.
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Micro-foundations of an asset-based poverty trap
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Micro evidence

“Welfare dynamics in Rural Kenya and Madagascar”

Barrett et al. (2006)
Journal of Development Studies
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Empirical test of the model from Carter and Barrett

• Panel data sets from Kenya and Madagascar
• Sample stratified on market access and agro-ecology
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Research sites
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Empirical test of the model from Carter and Barrett

• Panel data sets from Kenya and Madagascar
• Sample stratified on market access and agro-ecology
• 301 households in total
• Panel length varies from 1989-2002 to 2000-2002
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Dynamic income-based poverty
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Micro evidence

“Stochastic wealth dynamics and risk management among a 
poor population”

Lybbert et al. (2004)
Economic Journal
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17-year panel in southern Ethiopia



Testable asset dynamics (parametric)
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Final thoughts

• These are some of the strongest positive findings of poverty traps

• Jalan and Ravallion (2002 JAE) find evidence of geographic poverty 
traps in a different setting (rural China)

• At least one systematic review is more skeptical of multiple equilibrium 
models of poverty traps (Kraay and McKenzie 2014).

• This is an area ripe for more work using theory and thoughtful analysis of 
existing data


