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Shane Standard economic theory views people as rational decision makers, but we know that reality is far
different. The new field of behavioral economics focuses on exploring how people actually do behave
and the ramifications on consumer choice and financial markets. Can you explain what behavioral

economics is and how it works?

David Sure. Behavioral economics is part of traditional economics. We are improving on the traditional way of
thinking about economic behavior. The traditional, classical economic view is that people are perfectly
rational and that they're also perfectly able to follow through on their good intentions. Behavioral economics
psychologizes that and acknowledges that sometimes people are imperfectly rational, and that also, in many
cases, people have good intentions but terrible follow-through. The additional psychological realism is our

effort to make economics more realistic and more useful.

Shane A lot of your research focuses on the idea of self-control. That is, in deciding about taking an action
now which may have implications both in the immediate present as well as down the road, we're not
good at making that trade-off all the time in the way a rational economic agent might. When | think
about self-control, | recall Walter Mischel's famous “marshmallow test.”

David Yes, the marshmallow test works the following way. The experimenter tells a five-year-old kid: “Here's one
treat. If you can wait to eat it until | come back, you can have two treats, and if you can’t wait, ring this bell,
and I'll come back immediately, and you can have the one treat.” Many kids can’t wait at all, or can only wait
for 15 or 20 seconds. Other kids wait the full 15 minutes until the experimenter comes back.

The kids often want to wait, but have an awfully hard time doing it, so they deploy some strategies that help
them wait. Most importantly, they try to divert their attention from the extremely tempting marshmallow
by thinking of it as something other than a marshmallow or by playing a game in their heads that takes their
focus away from the marshmallow or they literally cover it up or look away. These are the strategies that
enable them to wait the 15 minutes and get the double return.

Shane As we grow up, we employ a lot of the same strategies. Your research documents a framework in which
we can think about ways to help with self-control. On the one hand, the approach can be situational
or cognitive, and on the other, be self-employed or other-employed. Can you walk us through the
framework and describe the different metrics?

David | think one of the interesting failings of human civilization is the principle that, somehow, we're going to
make better choices by pulling ourselves up by our bootstraps and just deploying more willpower. In the
paper | wrote with Angela Duckworth and Katherine Milkman," we find that, no, that doesn’t work so well.
It turns out that other strategies are better at helping us improve our ability to self-regulate, and those
strategies can be put into a space that cuts along two dimensions.

"Angela Duckworth, Katherine Milkman, and David Laibson. “Beyond Willpower: Strategies for Reducing Failures of Self-Control.”
Psychological Science in the Public Interest, vol. 19, no. 3 (2018):102-129.
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David One dimension is whether we're deploying the strategy or if society or others are deploying it; so that's what
we refer to as self-deployed or other-deployed. The other dimension is whether the strategy is in our own
heads or whether the strategy is situational. So, let me give you a few examples.

If we hear “Everyone reuses their hotel towels,” that's a way of conveying the message that everyone is doing
this to try to save water. That would be a cognitive in-your-head strategy deployed by others.

An example of a self-deployed cognitive strategy would be a self-generated deadline. Say, you are trying
to get some work done and you tell yourself that if you finish by 10:00pm, then you can relax and watch
something on Netflix. This is an internal plan, an internal action goal.

Then we have the situational mechanisms. Maybe the hotel asks guests to decide whether or not to reuse
their towels. There is no default; it requires an active choice. This is an example of an other-deployed strategy
that is situational.

A situational self-deployed strategy would be a commitment to an external party. Suppose you are trying
to complete some work by 10:00pm. A stronger strategy than just telling yourself to do it by 10:00pm is
to actually promise someone else, and make that promise ironclad, to deliver the work to them by that
time. This type of commitment, using the external party to create credibility for your promise, can be a very
powerful way of getting yourself to do what you are trying to do.

We discuss these different strategies in the paper and emphasize that none of them involve having more
willpower. Rather, they all involve taking the limited willpower that we have and enabling it to go further.

Let's relate this to saving for retirement. A lot of literature shows that many people are nowhere near

Shane
saving the amount they need in order to provide for a safe, secure retirement. What are some of the
strategies that have helped people get closer to that goal?

David The one strategy that's not necessarily so obvious, but which is very much part of the ecosystem of savings,

is compulsory savings. This is happening in the Social Security System. We essentially mandate that every
person in the United States who gets a paycheck puts some of it away for retirement. That's a paternalistic
other-deployed situational strategy. But we're also using less-strict strategies, such as defaults, in which we
default people into investing in a 401(k). If they don't like it, they can opt out. That would be a second pillar
on top of the mandatory Social Security System saving.

We also use a lot of cognitive strategies in which we try to talk people into saving. We tell them how import-
ant it is. We tell them how many other people are saving. So we're deploying all of these cognitive strategies
to help people increase their savings. It turns out that these cognitive strategies work a little bit, but they
don't really have a lot of bite.
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David The strategies that are working best tend to be the situational strategies, either the hard paternalism, as in
Social Security, or the softer paternalism in the form of a default, or an active choice, when people are put
into a savings system and must opt out. These types of strategies tend to have more bite than simply trying
to talk people into saving.

Shane So you're saying, even after we're all grown up, it’s still hard to get people to save their marshmallows
for later?
David Exactly. Though | will say that as we get older and older, self-control problems seem to loom smaller and

smaller. So when you're 5 years old, it's hopeless, but when you're 15, you're on your way, and when you're
25, you're making real progress. Then it just slowly gets better after that, all the way to the end.

Shane One of the other areas that relates to issues of self-control has to do with market downturns. When
the market enters a downturn, investors tend to have this sense of panic. They tend to want to pull
out and sell to avoid the negative feelings they have about being invested in the market during the
downturn, even though they realize perhaps it's not such a good idea to sell. Could you explore some
strategies investors could develop ahead of time to plan for these inevitable downturns so they can
respond more appropriately and try to gain self-control over those impulses?

David Individual investors, as you point out, have a very hard time timing the market. They understand that market
timing is difficult, they understand that they tend to do it terribly, and yet, when the moment comes, they
tend to panic. So the message is, resist that impulse, sit on your hands. During your cool moments develop
the strategy of being passive and not trying to time the market. Then when the panic occurs, and when
everyone else is rushing for the exits, that's the moment to remind yourself of the cognitive strategy you've
developed, the plan you made during calm moments, to not overreact when the market is melting down.

Shane Great, thank you. What we've learned today is that behavioral economics is really about studying
the ways people actually behave, and that we can get useful information from those studies to help
people make better decisions for the long run by using self-control. Strategies for enhancing self-
control can be either situational, which help us change our environment to have the appearance of
more self-control or to make decisions easier for us, or cognitive, which are more of the educational
variety. It seems like the situational ones tend to have more bite, although planning and cognitive
strategies can also be useful.

David That's exactly right. Changing the environment has proven to be much more effective than trying to talk
people into changing their behavior.
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The material contained in this document
is for general information purposes only.
It is not intended as an offer or a solic-
itation for the purchase and/or sale of any security, derivative, commod-
ity, or financial instrument, nor is it advice or a recommendation to enter
into any transaction. Research results relate only to a hypothetical model
of past performance (i.e., a simulation) and not to actual results or histori-
cal data of any asset management product. Hypothetical investor accounts
depicted are not representative of actual client accounts. No allowance has
been made for trading costs or management fees, which would reduce in-
vestment performance. Actual results may differ. Simulated data may have
under-or-over compensated for the impact, if any, of certain market factors.
Simulated returns may not reflect the impact that material economic and
market factors might have had on the advisor's decision-making if the advis-
er were actually managing clients’ money. Simulated data is subject to the
fact that it is designed with the benefit of hindsight. Simulated returns carry
the risk that the performance depicted is not due to successful predictive
modeling. Simulated returns cannot predict how an investment strategy will
perform in the future. Simulated returns should not be considered indica-
tive of the skill of the advisor. Investors may experience loss. Index returns
represent back-tested performance based on rules used in the creation of
the index, are not a guarantee of future performance, and are not indicative
of any specific investment. Indexes are not managed investment products
and cannot be invested in directly. This material is based on information
that is considered to be reliable, but Research Affiliates™ and its related
entities (collectively “Research Affiliates”) make this information available
on an “as is" basis without a duty to update, make warranties, express or
implied, regarding the accuracy of the information contained herein. Re-
search Affiliates is not responsible for any errors or omissions or for results
obtained from the use of this information. Nothing contained in this material
is intended to constitute legal, tax, securities, financial or investment ad-
vice, nor an opinion regarding the appropriateness of any investment. The
information contained in this material should not be acted upon without
obtaining advice from a licensed professional. Research Affiliates, LLC, is an
investment adviser registered under the Investment Advisors Act of 1940
with the U.S. Securities and Exchange Commission (SEC). Our registration
as an investment adviser does not imply a certain level of skill or training.

Disclosure

Investors should be aware of the risks associated with data sources and
quantitative processes used to create the content contained herein or the
investment management process. Errors may exist in data acquired from
third party vendors, the construction or coding of indices or model portfo-
lios, and the construction of the spreadsheets, results or information pro-
vided. Research Affiliates takes reasonable steps to eliminate or mitigate
errors, and to identify data and process errors so as to minimize the poten-
tial impact of such errors, however Research Affiliates cannot guarantee
that such errors will not occur. Use of this material is conditioned upon, and
evidence of, the user's full release of Research Affiliates from any liability
or responsibility for any damages that may result from any errors herein.

The trademarks Fundamental Index™, RAFI™, Research Affiliates Equity™,
RAE™, and the Research Affiliates™ trademark and corporate name and
all related logos are the exclusive intellectual property of Research Affili-
ates, LLC and in some cases are registered trademarks in the U.S. and oth-
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system and method for creating and weighting an index of securities, are
protected by various patents, and patent-pending intellectual property of
Research Affiliates, LLC. (See all applicable US Patents, Patent Publications,
Patent Pending intellectual property and protected trademarks located at
http://www.researchaffiliates.com/Pages/legal.aspx, which are fully in-
corporated herein.) Any use of these trademarks, logos, patented or patent
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Affiliates, LLC, is expressly prohibited. Research Affiliates, LLC, reserves the
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