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Abstract

1

New insights within the field of behavioural economics have led to
the discovery of irrational behaviour of economic agents. The concept of ‘nudging’ is one approach to tackle this irrationality. We
illustrate that behavioural economics could be especially helpful for
tackling poverty, as the lives of the poor make them very vulnerable to income shocks. Also, the poor constantly deplete their mental resources. Moreover, we discuss ethical regulations for policies
based on behavioural economics, centered around the idea of transparency. Finally, we present ideas scholars have put forward that
could be used to tackle poverty by using behavioural economics and
evaluate them from our own perspective.

Introduction

In recent years, traditional economics have undergone a substantial change as
new studies in the field of behavioural economics have questioned the behaviour
of economic agents. While traditional economics considers human beings to act
in complete rationality, behavioural economics points out that human beings act
irrationally in many of situations. Based on these findings, Thaler and Sunstein

(2003) developed the idea of Libertarian Paternalism, which aims to help people
to make better decisions (‘paternalism’) without restricting them in their freedom
of choice (‘libertarian’). Libertarian Paternalism can be applied with small policy measurements focused on behavioural issues. These measurements are collected under the term of nudging. The ideas of focusing on human behaviour are
especially interesting for the field of welfare policy in industrialised countries, as
there are different opinions as to whether policies to tackle poverty should take
a paternalistic approach (e.g. give people a supervisor) or a more liberal approach
(e.g. transferring money to people and let them decide what to do with it). A policy is considered effective if it provides a significant effect which is beneficial
compared to the costs of implementation. We consider a policy to be ethical if it
respects the liberal values of the people who live in Western democracies. In the
case of poverty, freedom and equality of power are most relevant.
Poverty reduction has not been researched extensively in the context of behavioural economics. Therefore, we provide insights how its findings can be used to
create better policies for poverty reduction in the future. Meanwhile, we develop
an interdisciplinary overview of behavioural economics, as we discuss its economic, political and philosophical implications. Therefore, we also add to the
philosophical debate on behavioural economics by considering the ethical issues
of the proposed policies.
This paper investigates how governments can use behavioural economics to
develop both ethically tolerable and effective policies aimed at tackling poverty.
We find that it is possible to create policies which are both effective and ethically tolerable when aiming for a sufficient degree of transparency. We begin
by explaining the limitations of human beings and continue by presenting the
cost-effectiveness of nudging. Thereafter, we illustrate that these ideas could
be especially helpful for tackling poverty, as poor people are even more influenced by behavioural issues because of their environments. This is followed by
an explanation on how transparency could ensure these policies are ethically tolerable. Finally, we present ideas scholars have put forward that could be used to
tackle poverty by using behavioural economics and evaluate them from our own
perspective.
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Behavioural economics

The model of economic agents in traditional economics is the fully rational Homo
Economicus. In contrast to traditional economics, behavioural economics does
not assume that economic agents are fully rational. Instead, all economic agents
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suffer from three limitations (Mullainathan & Thaler, 2000). Since an economic
agent is defined as a decision maker in a specific model, we can, in the case of
behavioural economics, humanise this agent as we are discussing the behaviour
of actual humans. First, humans have bounded rationality. This means that people do not have the cognitive ability to always make rational decisions. Camerer,
Babcock, Loewenstein, and Thaler (1997) found evidence for this when studying New York City cab drivers. Considering their working hours in the perspective of a work week, a logical strategy to maximise their profits would be to work
longer hours on good days when there is high demand, and work less on days
with weaker demand. However, the study found that most cab drivers simply set
an income target and quit when they have reached this target every day. Thus,
they quit earlier on a good day, because they reach the income target earlier, and
work longer on a bad day. This is in contrast with the logical strategy (Camerer
et al., 1997). Secondly, economic agents suffer from bounded self-interest.
Agents do not always do what is in their best interest. From a classical economics point of view for example, donating money to charity is irrational because the
donor does not receive anything in return. Finally, and most importantly for the
issues at stake, economic agents suffer from bounded willpower. Often, people
know exactly what is good or bad for them, but they lack the willpower to follow
through on it. One example is procrastination, which prevents people from working on the most important tasks that need to be done (Mullainathan & Thaler,
2000). These findings let us conclude that it is important for policies to consider
the limitations of human behaviour and decision-making. The effects of policies
can be increased by being aware of these hurdles and facilitating processes to
overcome them.
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Nudging

Nudging focuses on small, behavioural issues to improve people’s decision-making (Thaler & Sunstein, 2009). The idea is to change a small aspect of the environment or choice set a person encounters and thereby encourage them to take
the decision that you believe is in their own best interest. Nudging often has a
significant effect. Many laboratory experiments have shown how forms of nudging significantly influenced the final choice of the agent (Thaler & Sunstein,
2003). One technique used for nudging is to set a certain default choice that will
be taken if people do not take an active decision. As many people are indifferent
about decisions or lack the willpower to change the default, the default option
influences the final choice of people in most cases. Madrian and Shea (2001)
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describe how this affects employee’s participation in pension plans in the United
States. Usually, employees who become eligible to participate in a pension plan
receive a letter letting them know that they are now eligible for participation.
The employee then needs to actively decide to participate in the plan. However,
Madrian and Shea studied a company where the default was set to automatic participation. This meant that employees who became eligible for a pension plan
were automatically enrolled and received a letter which informed them about it,
with the option to opt-out. This automatic enrollment increased participation
from 49% to 86%.
In addition, nudging also has low costs compared to its effects. Benartzi et al.
(2017) compared the cost-effectiveness of policy interventions based on nudging
with the results of traditional policy interventions in areas such as college enrollment, energy conservation or vaccinations. They found that in all these areas,
there was one nudge intervention which was more effective than comparable policy interventions. For example, a social norms nudge which consisted of sending households reports of their electricity usage compared to ones of their neighbours and offering tips for reduction, was estimated to save 27 kWh per dollar spent. The best comparable policy intervention which educated people about
energy use and incentivised reduced energy usage was found to save only 14
kWh per dollar spent. Similar findings in other areas led Benartzi et al. to conclude that traditional policies may do better “when the policy maker’s objective
is to correct a misalignment between the public interest and the private interests of citizens making carefully reasoned decisions” (Benartzi et al., 2017, p.24).
However, if the policy-maker is aiming to change the everyday behaviour of citizens who make biased decisions, then nudging is often much more cost-effective.
The findings of previously mentioned research indicate how policies focused
on behavioural change often have significant effects and help people to make better decisions for themselves. Moreover, nudging techniques are usually much
more cost-effective and can be applied to diverse areas. Using behavioural
insights can help to create much more effective policies.

4

Poverty

We have shown that policies focused on behaviour are especially effective when
applied to changing the actions of individuals who make biased day-to-day decisions. This is especially relevant in the field of welfare policy. On the one hand,
poverty can be seen as a mere absence of chances in unequal societies and therefore, the poor need to be provided with more chances (Bertrand, Mullainathan,
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& Shafir, 2004). On the other hand, one could see poverty as the failure of the
poor to act rationally, and therefore paternalistic guidance is necessary for them
(Bertrand et al., 2004). It is a balance between these positions that describes
poverty most accurately.
In general, the poor suffer more than the middle-class if they make irrational
decisions. People in poverty have the same bounded rationality and willpower as
the middle-class, but poverty is a status in which individuals lack the financial
resources to recover from income shocks or other misfortunes. Nichols, Acs, and
Loprest (2009) found that low-income households have more cases of substantial income declines, from which almost half make no complete recovery. Poorer
people often do not have enough financial reserves or back-up options to recover
from hard times.
Poverty takes up the energy and attention of impoverished people which they
would need to tackle other issues in their life. As financial back-up options are
not available, people in poverty often face an “overwhelming juggling of financial and related challenges” (Gennetian & Shafir, 2015, p. 907). A missed payment can usually not be compensated by simply cutting back on consumption
of goods as is the case for the middle class. The task of weighing how to compensate for a missed payment, e.g., by skipping the rent or taking up a loan, can
become a source of constant mental preoccupation. Mani, Mullainathan, Shafir,
and Zhao (2013) studied the cognitive performance of poor and well-off individuals when making financial decisions. If the amount of money at stake was
low, both groups performed equally well, while the well-off outperformed the
poor when the issue at hand had expensive consequences. Moreover, they tested
the ability of cognitive performance of Indian farmers before their harvest and
afterwards. They found that the farmers had increased cognitive performance
after their harvest, when they had gone from a poor state to a better off state.
Therefore, Mani et al. conclude that poverty directly diminishes cognitive ability and suggest that daily concerns based on poverty take up mental resources of
the poor.
These findings show how poor people are as capable of decisions as everyone
else, but they have a smaller “margin for error” (Bertrand, et al., 2004, p. 419)
while the constant financial challenges deplete their mental resources. Both of
these issues can perpetuate poverty. Policies aimed at positively influencing poor
people’s behaviour to lift them out of the situation of lacking financial resources
could therefore be really effective, as they could have a significant effect without
being very paternalistic or expensive.
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Is it ethically tolerable to work like this?

Policies aimed at changing behaviour may be very effective, but we only consider
them good policies if they are also ethically tolerable. Many policies seem uncontroversial at a first glance because they aim to help the poor improve their situation. However, in the Western liberal world, having a ‘good’ aim does not justify
a ‘wrong’ approach. Is it possible to nudge people out of poverty in an ethically
tolerable way? With ethically tolerable we aim for a standard that fits the ethical identity of a government. As we are focused on Western liberal democracies,
values such as equal opportunity, justice and freedom are highly prioritised. As
nudging is designed for benevolent governments (Curchin, 2017, p.237), those
who argue in favour of nudging seem to disregard sophisticated ethical considerations. Therefore, we consider three categories of ethical regulations to nudging.
The first category considers that total freedom should be respected. Goodwin
(2012) thinks that Thaler and Sunstein (2009) fail to acknowledge important barriers to freedom. Hausman and Welch (2010) provide a theory which
shows one of those barriers. They say that in some cases nudging is paternalistic, because it may respect the freedom of choice, but not the autonomy of choice
(Hausman & Welch, 2010). Freedom of choice is the number and quality of the
options you have within a choice. Autonomy of choice is the ability to understand and evaluate on the options you have within a choice set. If nudging makes
it look as if you have fewer options than you actually have, it does not respect the
autonomy of choice.
The second category argues that nudging cannot be a tool to oppress others.
This is less about the autonomy of the target, and more about the actions of people in power. Schmidt (2017) argues that nudging creates opportunity to practice alien control. Alien control occurs when someone has the power to decide
over the life of another without sufficient control from the dominated person
(Schmidt, 2017). For example, according to Curchin (2017) political elites can
impose their values on minorities.
The last category demands that nudging cannot be manipulative. Goodwin
explains that nudging is manipulative because people are unconsciously persuaded (Goodwin, 2012). However, nudging is only effective if subjects do not
know that they are being nudged (Thaler & Sunstein, 2009), so a more specific
approach to manipulation is required. Wilkinson (2013) defines a state in which
nudging would not be manipulative. It should have no manipulative intention
(unless the target has an escape clause), the nudge should not manipulate the
targets decision and the nudge can only be manipulative if the target has consented.
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Transparency as the solution

A solution to all these problems could be transparency. Thaler and Sunstein
(2009) themselves introduced this idea (the publicity principle) to prevent ‘evil’
nudges. The publicity principle holds that governments need to publicly show
its citizens their nudging plans. This principle not only prevents governments
from publishing incomplete policies, but also forces governments to show respect
towards its citizens (Thaler & Sunstein, 2009). Schmidt (2017) agrees that in
order to control nudging, it needs to be suitably transparent. A publicity principle would force governments to respect the autonomy of choice, because governments cannot publicly defend manipulation of citizens.
However, multiple authors argue that the publicity principle lacks specifications. For example, Hausman and Welch (2010) argue that governments could
publicly defend the use of subliminal messages, which is something that Thaler
and Sunstein clearly object to (Hausman & Welch, 2010, p.132). Thaler and
Sunstein (2009) do not consider the consequences of transparency and the
extent to which the publicity principle needs to be applied. Furthermore, a major
problem with transparency is imaginable: it obstructs the effectiveness of nudging, as nudging works with subconscious biases (Curchin, 2017). Moreover,
Grüne-Yanoff (2012) thinks that nudging cannot be fully transparent, because
people will change their choice if they know they are manipulated (pp. 637–638).
Bovens (2009) provides a criterion to specify the extent of transparency. He
divides transparency into two types. Type interference transparency, meaning governments have to indicate that they are using nudges, and token interference transparency, which requires governments to more detailly explain how
the nudges function (Bovens, 2009). If governments only used type interference
transparency, this would not be sufficient. However, token interference transparency will also only need to be applied in principle, because otherwise it would
make nudging ineffective. Practicing token interference transparency in principle
will make sure that governments will not apply nudging in an ethical incorrect
way, because attentive people will notice (Bovens, 2009).
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The extent of transparency for poverty

We have narrowed down the transparency principle to making policies transparent in principle. But how does the transparency principle work in the case
of poverty specifically? The poor often lack access to resources that wealthier people do have access to. One of these resources is access to news informa35

tion. Nguyen and Western (2007) researched this in Australian adults, and they
make two claims. First, online news has become a primary news source for the
majority of the people. Secondly, the users of online news are more socio-economically advanced (Nguyen & Western, 2007). Moreover, a report by Servon
and Horrigan (1997) shows a causal relation between the ability to participate in
mainstream economy and the access to information technology.
Just as Bovens (2009) proposes to apply transparency in principle, this paper
argues for a similar approach in the case of poverty. Governments need to apply a
publicity principle to such an (low) extent that it does not easily reach the awareness
of the poor, but is generally known within the political sphere. Since people with low
economic status have less access to news, the government does not have to spend
much effort publicising nudging initiatives. Because the poor are not actively aware
of these plans, the policies keep their effectiveness. Although the poor are unaware
of the nudge, all parties with political power can check if the policies remain ethically accountable. This application of behavioural economics policies seems to have
much in common with manipulation, but there is one major difference; manipulation and the oppression of minorities include an unethical intention, but with applying transparency to a low extent, unethical intentions are made impossible. This
allows nudging policies to be effective and ethically tolerable at the same time. For
the final part of our paper, we will present implementations of this idea.
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Policy proposals

As previously defined, poverty is a state in which individuals do not have enough
financial backup options. Therefore, policies aimed at reducing poverty should
try to increase the financial assets people have. We found three important areas
which could help people increase their financial assets. These areas are the opening of a bank account, the accumulation of savings on accounts, and the participation in social welfare programs.
People who do not have a bank account have at least three disadvantages.
First, alternative financial institutions such as check cashers usually have high
fees. Second, to pay their bills these people cannot use automatic deposits or
other helpful devices automatically fulfilling the task. Third, saving becomes
increasingly more difficult. Thaler (1990) has shown how transferring money to a
savings account makes it more probable for people to save this money instead of
spending it. Therefore, it is desirable to convince people to open a bank account.
According to the Federal Deposit Insurance Cooperation (FDIC, 2017), more
than 6 percent of US citizens did not have a bank account in 2017. Moreover, an
36

additional 18 percent did use financial products or services outside the banking
system although they had a bank account. Thus, effective policies could really
make a significant difference here.
To increase the number of bank accounts among the poor, a behavioural
economics approach aims at changing small, behavioural issues and hurdles
(Bertrand, Mullainathan and Shafir 2006). Bank account fees should be made
more transparent to reduce the psychological barrier of understanding the banking system and thus allow the poor to be confident enough to open a bank
account (Bertrand et al., 2004). Making bank account fees more transparent also
shows respect towards the choice autonomy of the poor. Moreover, governments
could issue welfare pay checks electronically to bank accounts, thereby setting
the default of having a bank account (Bertrand et al., 2004). This way, the poor
are strongly motivated to think about the benefits of a bank account, but still
have the full ability to not accept the accounts offered by the state.
Moreover, the poor should be encouraged to start saving on these bank
accounts. One effective way would be commitment devices which bind someone
to save towards a certain target. Bertrand et al. (2004) point out that so-called
Individual Development Account (IDA) plans, which offer matching funds for
savings and make the poor commit to a certain savings target, can be very helpful. Moreover, Bertrand et al. propose that defaults should be used to accumulate
savings, for example by automatically transferring a fraction of each pay check
to a savings account. Bertrand et al. (2006) cite a successful example, in which
a bank offered an extra savings account to which five dollars were automatically
transferred every month from peoples checking account. This increased the longterm savings of most customers significantly. However, to be considered ethically
tolerable, such programs must be based on voluntary enrolment in the first place,
and then be continued under professional supervision. The supervisor’s methods
should be publicly known by the government. This way, supervisors cannot act
unethically by for example preferring certain banks over others.
Finally, the poor could be supported by increasing their participation in welfare programs they are eligible for but do not apply for. People do not participate
in welfare programs they are eligible for because of multiple reasons: Gennetian
and Shafir (2015) found that often, the hassle of completing the application for
such programs is quite severe. For example, in the United States, people wait in
line for a long time and cannot be sure if they will leave with a completed application as documents are often missing, when applying for the Supplemental
Nutrition Assistance Program. Moreover, procrastination could be another issue
which holds the poor from signing up, especially if individuals believe that they
will soon leave poverty and thus do not want to take the effort of applying.
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Gennetian and Shafir propose that governments need to tackle these behavioural
issues. They should try to better facilitate the process of application, for example by prefilling forms or concretely contacting at-risk population. Ethical standards would require that the poor receive explanations how the program influences
their financial future and that details of the welfare programs are publicly accessible. Another idea would be to automatically enrol people for welfare programs
based on tax forms they hand in. People would still have an opt-out option, but
the default would be set for participation (Gennetian & Shafir, 2015). This is ethically tolerable if it is guaranteed that the participants know they can easily opt-out.
Instead of aiming to create new large policy interventions, behavioural economics aims to create more cost-effective policies that help people start saving
and increase participation in social welfare programs. These small policy interventions must be seen as an addition to larger programs, not as a replacement. If
they are designed in an ethical tolerable way, they can help to fight poverty more
effectively and support larger policy interventions.

9

Conclusion

This paper explored how behavioural economics provides valuable insights to
improve policy-making by governments tackling poverty in industrialised countries. The knowledge of behavioural economics can be used to improve the overall effectiveness of policies. Humans have bounded rationality, bounded self-interest and bounded willpower, which contradicts the traditional model of the
Homo Economicus. Therefore, small policy interventions aiming to facilitate
behavioural issues that harm the effectiveness of policies can be very effective,
because they provide large effects while requiring little costs. The lives of the
poor make them very vulnerable for income shocks and constantly deplete their
mental resources. Thus, policies encouraging behaviour to increase savings can
be especially necessary and effective. To avoid that these policies are used to disrespect the freedom of choice, oppress groups in society or manipulate people,
they need to be transparent to an extent that is considered ethically tolerable.
In the case of poverty, this extent is rather low because full transparency would
cause the policies to lose their effectiveness. The presented policies do not lose
effectiveness because the publication of them does not reach the poor easily, and
the policies cannot be applied in a wrong way because others with better access
to news resources will notice. Finally, we conclude that it is possible to create
policies which are both effective and ethically tolerable when aiming for a sufficient degree of transparency.
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The presented ideas imply that there are more effective ways for policy-makers
to create good policies. Large welfare policies are often designed in a deliberate
way but could miss out on a lot of people because of seemingly small behavioural
issues. The importance of this issue cannot be understated because it could
help a larger amount of people in poverty start accumulating savings and finally
leave poverty, a state which depletes their resources and causes instability. This
advancement would benefit the whole of society reach a better standard of living.
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