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Outline of talk
1. Changing perspectives of economics:  from the classical model to the new behavioral 

economics

2. Effects of poverty on performance

3. Causes of Inequality and consequences

4. Effects of inequality in standard economic model
• Including the economics of discrimination

Effects of inequality in new behavioral models
• Models of racism as equilibrium fictions

• How identity affects beliefs, behavior, and performance
• And how social context affects identity

• How aspirations affect behavior, and can be altered

• How social context affects “fast thinking”

1. Why societal changes may lead to increased inequality going forward

2. Concluding comments
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1.  Changing economic perspectives 

Concept of the individual in standard economics 

• Rational

• Fixed preferences

• Unlimited mental bandwidth
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Hence, in standard economics,
• Inequality does NOT shape the individual 
• To reduce inequality, need transfers through taxes

• Creates distortions:  loss in economic efficiency
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“It is these gaps [between the ‘winners’ and the ‘losers’] 
after all, that provide the incentives to work harder, to 
save more, and to invest productively. . . . Thus, 
economists say there is a tradeoff between the size of a 
nation’s output and the degree of equality with which 
that output is distributed.”

Baumol and Blinder, Microeconomics, 1997  
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Two-system model of the brain:

• System 1 thinks fast, automatically

• System 2 thinks slow, with effort, with 
a limited capacity

Experience & exposure shape the ‘mental 
models’ or ‘schemas’—categories, 
concepts, and identities—that both systems 
use to process information

Preferences and beliefs are endogenous

Standard economics

• Rational

• Fixed preferences

• Unlimited mental 
bandwidth

Behavioral economics
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Recent advances in behavioral economics
• Older theory borrows from psychology

• Individual does not behave fully rationally when he must think quickly

• Well identified biases that can be studied—Predictably irrational

• Newer theory borrows from sociology and social psychology

• Emphasizes not just that preferences are endogenous

• But that they are shaped by those around us 

• Culture as conceptualization:  Cultural mental models (schemas) “shape the way 
we attend to, interpret, remember, and respond emotionally to the information 
we encounter and possess.” DiMaggio (1997)

• Much of this lecture is based on Hoff and Stiglitz (2016):  Journal of Economic Behavior 
and Organization, Issue 126 (June), pp. 25–57
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• Using insights from both traditional economics and recent advances 
in behavioral economics

• Begin with brief discussion of adverse effects of poverty

• Viewed as having an income below a critical threshold

• Poverty is distinct from inequality

• Inequality is about differences among individuals, households

• A society could have no inequality—all individuals in poverty

• A society could have no poverty—but high levels of inequality

This talk discusses how inequality affects 
behavior—including economic performance



2.  How poverty hurts performance

• Poverty affects performance through multiple channels

• Limited bandwidth and stress
impair the quality of decision-making (lab experiment)

• Stress has observable effects
• Poverty changes brain chemistry in ways that impair the quality of 

decisions

• Next three slides discuss some of empirical evidence (a natural 
experiment and a RCT)
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Natural experiment in Kenya:   Low rainfall increases  
levels of the stress hormone cortisol, but only for farmers

Farmers Metal-workers y.a.
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RCT in Kenya:  Poverty increases levels of cortisol

Some households received unconditional grants of $400 or $1500 
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RCT:   High cortisol changes preferences, behavior
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• More than just the effect of poverty

• Though in this talk I will be especially concerned with the effects on 
inequality of those at the bottom

• Related to poverty—poverty is often defined relative to others

• Individuals who are attempting to keep up with Jones experience 
stress

• May borrow excessively, with adverse long run effects

• Perhaps part of the explanation of the 2008 financial crisis

• First discuss causes and consequences of inequality within traditional 
economic models

• Understanding causes is necessary to understand consequences, 

• And policies to reduce it, and their effects

Then I will discuss insights provided by new behavioral economics

This lecture is about the effects of inequalities—
disparities in income, opportunities, etc
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• Large economic literature attempting to explain causes, persistence, 
and increases in inequality—especially the enormous increase since 
1980

• High savings rate of rich (Piketty, Kaldor)
• Unable to explain key aspects of inequality in income and wealth

• Stochastic returns, with intergenerational transmission (Stiglitz, 1969, 
2015)

• Equilibrium balance between centrifugal and centripetal forces
• Centrifugal forces have increased, centripetal forces weakened

• Globalization
• Skill biased technological change

3.  Causes of inequality and consequences



14

• Becker (1971):  in competitive economy presumption is that there is 
no discrimination

• Some firm would hire underpaid worker and make profit

• Large literature in response, showing that social capital (using 
repeated games) can generate sustained discrimination (Arrow 
(1972, 1973, Dasgupta 2012)

• Other literature showing that with imperfect information there could 
be statistical discrimination—even if individuals were identical ex 
ante, belief that they were different led to different behaviors (e.g. 
educational investments), that led to differences in outcomes, that 
sustained differentials (Stiglitz, 1974)

Economic literature on discrimination
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• Not inevitable consequence of market forces—not simply the result of the “laws of 
nature” or the “laws of economics”

• Cannot be explained within competitive model

• Though changes in technology can have impacts

• Largely the result of policy, of how we structure markets

• Markets don’t exist in a vacuum

• The rules of the economy were rewritten in the Reagan-Thatcher era and afterwards in 
ways which led to more inequality and poorer economic performance

• Significant increases in rents (monopoly rents, land rents, intellectual property rights, rent 
extraction by corporate executives and financial sector)

• Weakening of workers’ bargaining position

• They now have to be rewritten once again, in ways that can reduce inequality and improve 
economic performance

• Inequality and Economic performance can be complementary

Important new perspective of inequality
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Adverse effects of inequality
• Large economics literature now suggesting why, even with standard 

model,  greater inequality leads to poorer economic 
performance—through multiple channels

• Inequality of outcomes related to inequality of opportunity (rungs of 
ladder are further apart)

• Those at the bottom aren’t able to fulfill their potential

• Political economy—more divided societies less willing to make 
investments in education, infrastructure, technology which advance 
societal performance

• Worried that a powerful state might use powers for redistribution
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• Excessive indebtedness of those at the bottom, giving rise to 
instability

• Related to “keeping up with Jones”

• Adverse effects on morale of those at the bottom

• Especially when they feel the system is rigged

• Less incentive to work hard

• Example of generalized “efficiency wage” effects

• Rest of this talk explores effects arising from how inequality affects 
behavior of individual (not his opportunity set)

Further adverse effects of inequality
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• Behavior is affected by perceptions, beliefs, aspirations

• Including one’s beliefs about one’s relative standing, competence

• Perceptions, beliefs are affected by performance (as perceived)

• Those perceptions in turn are affected by those around us, how they perceive 
us, by our culture

• Aspirations too are endogenous—affected by our surroundings as well as by 
economic conditions and changes in those conditions

• Evidence supporting each of these claims

• Analysis—what does it imply for societal equilibria, rigidities, change, and 
policy

4. Effects of inequality with Endogenous preferences
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• Inequality may lead to decreased performance of those at the bottom 
without improving performance of those at the top

• In fact, those at the top may act in a socially unproductive way—entitlement 
to break rules and regulations necessary for well-performing society

• There may be multiple equilibria—race is a social construct, and there can 
exist equilibria with and without racism

• Policy (anti-discrimination laws) can help move economy from one 
equilibrium to another

• Though changing norms is difficult

• There have been instances with dramatic changes in a short span of time

• There are changes in economy (technology) that may exacerbate 
inequalities unless strong policies are undertaken 

Some implications



20

• A simple model

• Some relevant empirical evidence

• Questions about whether matters are likely to get worse

Remainder of this lecture
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• Model of an equilibrium fiction that rests on empirical evidence that 

• Self-confidence boosts performance

• Confirmatory bias in beliefs (individuals selectively remember)

• Categories influence what information individuals collect

Based on Hoff and Stiglitz (2010):  “Equilibrium Fictions: A Cognitive Approach to Societal Rigidity,” 
American Economic Review, 100(2), May 

4.a.  Simple model:  Equilibrium fictions
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• Two “races”- reds  and greens

• Technology- Individuals can either fail or succeed at a task, & self-
confidence enhances success probability

Simple model of a fiction
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The technology
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The rational expectations equilibrium

probability of success

proportion of events that
are recorded as success

0 1

1

45°
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An “equilibrium fiction”
• Beliefs – 90% 

success

• Actual success 
rate  is 75%

• But beliefs are 
consistent with 
perceptions  of 
actual outcomes 
(90%)

0 90%

1

75%

75%

probability of success

Proportion of 
events that
are recorded as 
success
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In a stable equilibrium, the belief generates a level of 
performance that is consistent with the perception of that 
performance

• The result is that a social 
construct – race – by 
influencing perceptions is self-
fulfilling
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Performance affected by public caste identification  (field 
experiment) 

• High and low caste children perform little differently when caste is 
not revealed

• But low caste children perform markedly more poorly when caste is 
publicly identified

Large plastic sheets with mazes are pinned to the wall.  An instructor 
uses the sheets to teach children how to solve a maze.  There are 6 
boys from 6th and 7th grades in each experimental session

4.b.  Mechanisms by which beliefs affect
behavior:  the role of identity
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Source:  Hoff and Pandey 2006, 
2014; Related work: Steele and 
Aronson, Afridi et al. 2015,  
Guyon and Huillery 2016
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Further evidence:  Self-perceived 
SES affects behavior

• Higher SES individuals exert more effort in experiment in which 
there is uncertainty about effects (lab experiment)

• Belief that they have more control over outcomes

• attribute outcomes in self-serving way 

• Systematically related to perceptions of less control over the events 
in one’s life

• Pitt et al.—Some evidence that rich violate traffic laws more than 
others do
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4.c. Other effects of an identity of low SES or 
race or caste on behavior

• Willingness to punish norm violations that hurt members of 
one’s own group—a key to the ability to cooperate—is much 
lower for the low caste than the high caste (Hoff et al. 2011)

• But higher caste more likely to engage in destructive “honor” 
punishments in response to observed “affronts” which impedes 
the ability to develop new institutions and to engage in 
cooperative behavior (Brooks et al. 2016)   

• Choice of Parisian children to enter an academic high school 
depends on SES of parents (Huilery-Guyon 2016) 
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4.d.  Social context affects 
perceptions (identity) and behavior

• Increasing economic segregation (Reardan and Bischoff) 

• With education provided locally, with large differentials in quality, 
result is large differentials in opportunity and outcomes

• Next series of slides describes natural experiments

• Fryer (2009) finds that high-achieving black students at public 
schools (but not at private schools) take a hit in popularity



Fryer-Torelli 2005
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Integration between richest and poorest children 
beginning at age 4:  A quasi-natural experiment

• Court ruling in New Delhi required some private schools to take in poor 
students.

• Exposure to poor students changed behavior of rich children

• More generous

• Less discriminatory

• More willing to play with poor children

• Effect not automatic, but driven by regular interactions in small fixed 
groups to work together to achieve common goals 35



• Amherst College 2005 freshman class was diverse. An estimated  54% of high-
income whites and 93% of low-income whites formed close relationships with 2 or 
more blacks, and ¾ of all students formed friendships across class boundaries

• Sarah, an affluent white, learned that her home community “is a real bubble” which 
she before had not been able to see beyond.  [p. 122]

• 60% of the students believed that social interactions with classmates from different 
class backgrounds had changed their views of social class

• High-income blacks were the group least likely to learn about income class 
differences among students.  They made friends primarily with high-income 
students who were not black.  

Can race- and class-diversity at an elite college undo 
the racial hierarchy? 

Aries, 2008

36
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4.e.  Social context also affects aspirations

• Aspirations affected by perceptions of what is possible

• Social context affects perceptions of what is possible

• Aspirations affect behavior

• Aspirations are also  affected by experience

• More generally, increased wealth can lead to higher ambitions, 
effort, better outcomes

• Natural experiment in BA—transfer of ownership of squatter property 
led to changes in beliefs

• Underlying philosophy of Grameen Micro-credit, some evidence that 
it worked



4.f.  Other determinants of aspirations
An RCT to help the ultra-poor changes ‘who the people are’
• An RCT in 6 countries

• It gives beneficiaries a choice of an asset (in India, most choose a cow)

• For about 18 months, it gives training, a weekly allowance, coaching, incentives to save, and 
psychological support

RESULTS

• Long-run increases in incomes in excess of program costs in 5 of the 6 countries

• In one country, a 7-year impact has been assessed (Banerjee et al. 2015)

• Consumption is 26% higher than in the control group

• Individuals work longer hours, save more, & are happier & healthier

• The effects almost always GROW over time
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4.g.  Social context may also affect reliance 
on fast thinking

• Extreme inequality and neighborhood segregation may entrap the disadvantaged

• Residence in a lawless ghetto may lead to System 1 (more automatic thinking) responses that block 
mobility

• “Becoming a Man” program

• No academic training; no job training; no paid jobs; no transfers of money or gifts

• No perception by participants that their self-control has increased, or that an adult in school is there 
to help them

• Succeeded in reducing reliance on automatic thinking

• Evidence in lab experiment

• With important behavioral consequences

• Participation reduces arrests over the program year for violent crime by 44%

• Estimated impact on high school graduation: 7-22%

• Impact of RCT with 5,000 admissions to program in a juvenile jail:  Reduced return rates to jail by 21%

• These and other examples show the possibilities of well-designed interventions
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5.  Societal changes may exacerbate 
problems of inequality going forward

• Increasing demand for jobs that have been “gendered” as female and 
decreasing demand for those in, say, manufacturing

• As economy moves to service sector economy and knowledge based economy
• With higher value placed on a college education
• Problems will be exacerbated by robotization/ai

• Will help correct wage bias against women

• But 40 year trend of decrease in median wages of male workers will continue
• Even more stark declines for those without college education

• With political and social consequences
• Including increase in female headed households
• An environment which is particularly adverse for males
• Creating a new poverty trap
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There are solutions
• Paying high wages in education, health, care for aged would give more dignity 

to these jobs, make them more attractive

• Value of these jobs is socially determined—not market driven

• Good reasons for government to play critical role in these sectors

• If services are valued, can levy taxes to increase demand and pay

• Would facilitate transition to “new economy”

• The question is, will our politics allow this?

• There are multiple political cum economic equilibrium

• High levels of economic inequality lead to high levels of political inequality and to 
policies that support high level of inequality; low levels of inequality lead to policies 
that support low level of inequality

• Is the US trapped in the high-inequality equilibrium?
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6.  Concluding comments
There can exist not only poverty traps by inequality traps

• Where society gets trapped in an equilibrium with high levels of inequality
• Large adverse consequences for persistent inequality
• Changes in technology/structure of demand can lead the economy to move from an 

equilibrium with a high level of inequality to one in which there is an even higher level of 
inequality

• Appropriate policy interventions can reduce the level of inequality

While economic models can help us understand causes and consequences of inequality, a full 
explanation of what has been happening in advanced countries requires going beyond the 
standard competitive market framework

• To realize the importance of the rules of the game
• How they’ve been changed in ways that increase inequality and lower economic 

performance
• Leading to more rents and lower share of labor
• There are changes that would make the economy both more efficiency and yield a better 

distribution of income
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Beyond the standard economic model
• But to understand fully inequality, its growth and consequences, 

and what we can do about it, we have to go further 

• Recognizing the endogeneity of preferences and how they are shaped 
by our culture

• Inequalities can reinforce and be reinforced by

• social identities, aspirations, themselves affected by

• segregation by income group—by marriage, neighborhood, & schooling

• This broader understanding of some of the sources of inequality 
gives us a new range of tools with which to address inequality, 
especially in some of its most adverse aspects.  
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