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This paper explores how different dimensions of cognitive aptitude affect the likelihood of financial mistakes. Two large field

databases are used to show that particular forms of cognitive ability matter for specific types of suboptimal behaviors. Implications for

an understanding of the factors that lead to long-term economic success are discussed.
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an accompanying immediate gain.  Finding a rental unit, moving, 
potential changes of schools and loss of neighbors, might be offset 
by longer-term savings, because the rent may be lower than current 
mortgage payments.  However, this choice represents more of an 
intertemporal tradeoff.  We therefore expect individuals with more 
present bias to overweight these costs and be less likely to walk 
away.  Thus present-biased individuals may face a form of economic 
double jeopardy:  They are more likely to arrange a riskier mortgage, 
and are less likely to walk away from the consequences.  In contrast, 
the delayed consequences of mortgage abandonment pit a near-term 
unattractive option (i.e. continued payment with no buildup of eq-
uity) against the longer-term benefits of potentially having positive 
home equity.  In this case we expect people who are impatient to be 
more likely to abandon their current mortgage.

Our survey of 244 US homeowners who have mortgages (rough-
ly half of whom were underwater) allows us to evaluate these spe-
cific hypotheses about how individual differences in values, abilities, 
and knowledge may be related to mortgage choices and the inten-
tions to strategically default.  The homeowners answered questions 
about themselves (including debt literacy, and cognitive reasoning), 
their home, their financial stake in the home, and about financial 
conditions that would prompt walking away from their mortgage.  
Notably, we elicit individual-level quasi-hyperbolic discounting and 
prospect theory parameter estimates as the first application of the 
adaptive method developed by Toubia et al. (2010).  We then use 
this data in a set of regression analyses of the relationships between 
consumer differences in values, ability, and knowledge, home equity 
status and preceding mortgage decisions.  We also relate consumer 
heterogeneity to willingness to walk away from their mortgage, and 
consider models that simultaneously estimate both mortgage choic-
es.  Finally, we discuss the implications of our results for the study of 
household financial decision-making.

In mortgage choice we find that the two separate components of 
time preference work in similar directions.  We find that consumers 
who weigh immediate outcomes more heavily (more present biased), 
are more likely to be “underwater” with their mortgages.  Similarly, 
those who discount the future more are also more likely to be under-
water.  Importantly, consumers with stronger present bias are also 
more likely to have initially borrowed more, a second mortgage and 
an adjustable interest rate.  These findings do not appear to be driven 
by the “reverse” effect of underwater status on time preferences, nor 
by changes in the stringency of mortgage standards.

The importance of modeling these two components of time 
preferences separately is illustrated by our analysis of walking away 
from a mortgage.  Here present bias and discount rates work, as pre-
dicted, in opposite directions.  Because the costs of abandoning a 
mortgage are mostly in the near term, present-biased households are 
more likely to continue paying a mortgage, even with negative equi-
ty.  In contrast, more general (i.e. exponential) time discounting was 
associated with a greater willingness to walk away.  The findings are 
robust to the inclusion of several preference controls including prob-
ability weighting, sensitivity to value changes, loss aversion, debt 
literacy, cognitive reasoning, and demographic factors.

The present findings might appear to endorse the view that time 
preferences have an almost trait-like status.  However, we see the 
discounting parameters as convenient summaries of more complex 
cognitive processes.  That is, they reflect constructed as well as re-
vealed values.  Such a constructive process view suggests possible 
interventions, particularly combined with the observation that pres-
ent bias has different roles in mortgage choice and in walking away.  
Finally, our analysis of mortgage choice and abandonment suggests 
principles that can be applied to many consumer decisions that, in 

economics, are the province of life cycle models.  These include bal-
ancing savings and retirement across the lifetime, the choice to rent 
or to own, and the decision to insure against longevity risk through 
annuities.
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ExTENDED ABSTRACT
We analyze the effects of cognitive abilities on two examples of 

consumer financial decisions where suboptimal behavior is well de-
fined. The first example refers to consumers who transfer the entire 
balance from an existing credit card account to a new account, but 
use the new card for convenience transactions, resulting in higher 
interest charges. The second example refers to consumers who face 
higher APRs because they inaccurately estimate their property value 
on a home equity loan or line of credit application. We match indi-
viduals from the US military for whom we have detailed test scores 
from the Armed Services Vocational Aptitude Battery test (ASVAB), 
to administrative datasets of retail credit from a large financial in-
stitution. We show that our matched samples are reasonably repre-
sentative of the universes from which they are drawn. We find that 
consumers with higher overall composite test scores, and specifically 
those with higher math scores, are substantially less likely to make 
a financial mistake later in life. These mistakes are generally not as-
sociated with the non-mathematical component scores. 

We also conduct some complementary analyses using two other 
data sources. We use the National Longitudinal Survey of Youth 
(NLSY) to show that higher ASVAB math scores are associated with 
lower subjective discount rates. Finally, we use the Health and Re-
tirement Survey (HRS) to demonstrate that particular forms of cog-
nitive ability matter for specific types of suboptimal behavior. We 
find that the mathematical component of the test is what matters most 
for financial decision making and financial wealth.. In contrast, non-
mathematical aptitudes appear to matter for non-financial forms of 
suboptimal behavior (e.g. failure to take medicine). The HRS results 
also demonstrate the large ramifications of low math ability on long-
term economic success.


