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CHAPTER 13

BEHAVIORAL ECONOMICS

CHAPTER DISCUSSION
The growing area of behavioral economics is drawing on the related field of psychology to give a little better perspective on observed behavior in the context of our assumptions of rationality. We can expect to examine some of the apparent anomalies and preliminary attempts, although disjointed, to model some of the puzzles of human behavior.

Behavioral economists are not out to overturn the entire body of received economic theory. Instead, they are testing and modifying the theory, while simultaneously questioning the observations that seem to be at odds with it. These modifications sometimes involve recognizing that motivations of personal behavior might transcend the boundaries of pure personal gain and include true altruism or a sense of fairness. 
Behavioral economists use similar methods as other economists: they assume individuals have well-defined objectives, rely on careful mathematical models to assure consistency, and then test those models empirically. Behavioral economists, however, tend to rely much more heavily on laboratory experiments, while standard economists tend to use existing observations as data. Advantages of laboratory experiments include (1) the control afforded the researcher, (2) the relative ease with which it is possible to establish causality, (3) the researchers’ ability to interview subjects to establish their understanding, and finally (4) the researchers’ ability to create unique circumstances that may not often occur naturally in the real world. 
Laboratory experiments do have some disadvantages, as well. (1) Experiments are necessarily artificial. Budgets are limited, so stakes are almost always low. (2) It’s difficult to elicit truly representative behavior from subjects who sometimes try to please the researcher or behave in ways that match the researchers’ expectations. (3) College students are often the natural subjects, but are they truly representative? (4) Because of inevitable resource limitations, experiments tend to involve small groups. Can inferences be made for a market as a whole from such small groups of subjects?

Much of behavioral economics is controversial, and we should approach it with both an open mind and a degree of skepticism. When we observe apparent contradictory behavior, the authors suggest that the questioning mind would present the following points:

· Does the evidence convince us? Or was there the possibility of manipulation present (although perhaps unintentionally) in the experiment?

· Is the behavior wide ranging, or narrow? Is it merely idiosyncratic to that particular set of circumstances, or can we infer something about general behavior?

· Can the observed behavior be expected to transcend the laboratory experience, surviving the less controlled environment of the actual market?

· Can the apparent contradictory behavior be reconciled with accepted theory because of insufficient control in the experiment, or is it truly anomalous?
· If the evidence is counter-theoretic, how can we modify accepted economic theory to account for it? Is the observed behavior representative of underlying preferences, or is it a mistake? How can we test which is which?

In this chapter, we explore a fascinating sample of provocative experiments and observations segmented into the following groupings: Departures from Perfect Rationality, Decisions Involving Time, Decisions Involving Uncertainty, and Decisions Involving Strategy.

Salience refers to the fact that marketers are well aware that the way you present an option may have an important influence on how people perceive the choice. Some people are subject to projection bias, in which they evaluate future impacts based on current tastes and needs. When something bad happens to us, friends often try to cheer us up by saying, “It’s not as bad as you think, just wait and see.” It appears they might be right after all. 

The hot-hand fallacy refers to people’s assumption that a string of heads in coin flipping will lead to heads being more likely in the future. Alternatively, some fall prey to the gambler’s fallacy, which is just the reverse, where a run of heads is interpreted as evidence that the next flip is likely to be tails. 

In neuroeconomics, brain scans are now being used to identify those areas of cranial activity associated with different types of decisions. Neuroeconomics is a very young field, but it promises to expand our understanding of how people actually make crucial trade-off decisions.
OUTLINE

Behavioral Economics

· Behavioral economics merges psychology with economics 

· People sometimes act in ways inconsistent with accepted economic theory

· Choices sometimes violate transitivity assumptions

· Sometimes, conclusions about individual welfare are apparently at odds with accepted economic theory

· Can we always infer true preferences from actual choices, for example in addictive behavior?

· Behavioral economists attempt to adapt economic theory to account for these anomalies

· Their methods are not all that different from standard economists’

· They assume people have well-defined objectives

· They use mathematical models

· They subject theory to empirical tests

· Advantages of experiments

· Often easier to check to see if decisions are consistent with economic theory

· Often easier to establish causality

· Researchers can double-check results through subject interviews

· Experiments can create unique circumstances not naturally found 

· Disadvantages of experiments

· Decisions made in the laboratory are artificial

· Researchers may inadvertently introduce influences that can affect results in non-obvious ways

· Subjects are usually college students who are not necessarily representative of the population at large

· Experiments are limited in scale by resource constraints, so it may be difficult to project results beyond those limited circumstances

· Critical questions that should be asked in evaluating experimental results

· Is evidence convincing?

· Are results robust?

· How, if at all, do observed patterns translate to real world?

· Are there possible explanations of observed behavior within the context of accepted economic theory?

· How should we modify accepted theory to square with apparent counter-theoretic behavior?

· Departures from perfect rationality

· Incoherent choices: do people actually make decisions that reflect underlying preferences?

· Choice reversal occurs when transitivity is violated: A preferred to B; B preferred to C; but C preferred to A.

· Anchoring occurs when totally irrelevant information influences decisions: letting the price of an unrelated item displayed nearby influence a consumer’s valuation of an item available for purchase

· Endowment effect suggests people place more value on an item they now own than on an item they do not own, even though the item was randomly given to them

· “Kinked” indifference curves are one way to model endowment effects, but that doesn’t explain why they appear

· Some economists believe endowment effects are simply systematic mistakes instead of actual underlying preferences

· The default effect may stem from a psychological cost of having to face too many choices

· Employees’ choices concerning matching retirement plans show a tendency to stay with the status quo

· Narrow framing involves segmenting decisions into categories and possibly ignoring possible connections across categories

· Salience depends upon how an option is presented: fundamentally identical options may elicit different choices, depending upon how they are presented

· Rules of thumb may be economic ways of coping with complex decisions 

· Decisions involving time: do people maintain rationality in inter-temporal choices?

· Maintaining self-control means conforming to one’s own goals and plans

· Dynamic inconsistency occurs when a choice between two distant-future options changes as time passes

· Subjects exhibit present bias if they change their previous ranking in favor of the near-term choice as it becomes closer in time

· Precommitment is a way of correcting for one’s recognized tendency toward present bias

· Present bias mitigates against carrying out a rational savings plan, so precommitment may be a rational response
· Ignoring sunk costs is irrational but appears to occur

· Falling prey to the sunk cost fallacy means letting sunk costs influence a decision about future payoffs

· Studies show that season-ticket holders may let the sunk cost of the purchase affect their future decision to attend performances

· Investors may hold on to shares of stock too long

· Forecasting future tastes and needs

· Projection bias occurs when we determine the value of future payoffs based on immediate needs and tastes

· Decisions involving uncertainty: do people rationally handle probability and risk?

· Trouble assessing probabilities

· Two common fallacies:

· Hot-hand fallacy: letting a string of past independent events cause us to infer the string will most likely continue
· Gambler’s fallacy: letting a string of past independent events cause us to infer the string will most likely reverse 

· Danger of overconfidence: optimistically over-assessing probability of favorable results

· Preferences toward risk

· A puzzle: risk aversion turns into risk preference in the face of very low probability, high payoff gambles

· Why do risk averse individuals spend so much on unfair lotteries?

· Another puzzle: why do moderately risk-averse people refuse to take even very small shares of risky gambles?

· Prospect theory is a potential solution

· Subjects may evaluate options in terms of changes from status quo instead of absolute level of payoffs

· They may attach larger value to losses than equivalent gains: loss aversion

· They may exhibit diminishing sensitivity to increasing divergence from status quo

· Their probability weighting function may place higher than proportional weights on very low probability events

· The equity premium puzzle: why such a large difference in expected returns for equities over risk-free assets?

· Decisions involving strategy: are people motivated by social concerns as well as self interest?

· Possible shortcomings of game theory: do subjects behave as game theory predicts?

· The voluntary contribution game: do players contribute to the common good, or do they follow their dominant strategy?

· Some play dominant strategy, but some donate the maximum to common good

· Without threat of punishment, sequential plays reveal a diminishing contribution to the common good

· When a player can punish non-communal behavior, contribution to the common good rises with subsequent plays

· Perhaps fairness counts as much as self interest

· The importance of social motives

· The dictator game: how do you split an endowment with an unknown partner in a one-time game?

· The ultimatum game: what kind of a split of the endowment do you offer, knowing that if your partner rejects the split you both receive nothing?

· The trust game: will your trustee reward your trust by keeping only a small fraction of the principal and interest, or will he violate your trust and leave you penniless?

· Neuroeconomics: using brain scans to observe neuroactivity during decision making

· Subjects use one part of the brain when analyzing a choice between two distant options and another part when analyzing a choice between an immediate payoff and a future one

· Addiction may impair our ability to forecast future pleasure and pain, resulting in choices that do not accurately reflect underlying preferences

PRACTICE MULTIPLE CHOICE

1. Harvey would rather study for his literature final than write his psychology paper.  And he would rather write his psychology paper than paint the bathroom in the fraternity house.  But he would prefer to paint the bathroom over studying for his literature final.  Which is true?

a. Harvey is showing signs of the default effect.

b. Harvey appears to be violating the Ranking Principle.

c. Harvey’s preferences are entirely consistent with accepted economic theory.

d. Harvey’s indifference curves must be “kinked.”

e. Harvey’s preferences are dynamically inconsistent.

2. Which of the following is not descriptive of how behavioral economists’ methodology and standard economists’ methodology are similar?

a. Both assume individuals have well-defined objectives.

b. Both rely on mathematical models of behavior.

c. Both rely primarily on laboratory experiments to develop and test their theories.

d. Both take care to state their assumptions precisely.

e. Both assume there is a connection between an individual’s objectives and actions.

3. When considering laboratory experiments in testing economic theories, which statement(s) is (are) correct?

a. An advantage of experiments is that they can often make it easier to establish causality, instead of just correlation.

b. Laboratory experiments can allow the researcher potentially to identify more of the subtle influences on decision-making and control for them.

c. One disadvantage of experiments is that they are almost necessarily artificial and therefore might limit the ability of the researcher to generalize to a more complex real-world setting.

d. Experiments can allow the researcher to tailor the design to unique circumstances and “zero in” on specific questions.

e. All of the above are correct statements.

4. The text reports results from an experiment in which “low stakes bets” and “high stakes bets” were ranked by subjects.  Which is true regarding the outcome of that experiment?

a. Subjects exhibited a present bias in their choices.

b. The point of the experiment was to confirm that most people are risk averse.

c. A significant percentage of the subjects violated the Ranking Principle in their responses.  Specifically, their responses violated the assumption of transitivity.

d. Although all the subjects exhibited coherent choices, some also exhibited the gambler’s fallacy.

e. The outcome of that particular study was later shown to be entirely consistent with accepted economic theory.

5. In one study of actual bidding behavior among sophisticated buyers of classic automobiles, it was found that the premium over “Blue Book” value paid by winning buyers was greater if the automobile auctioned off immediately prior had sold for a very high price.  Bidders would most accurately be described as exhibiting which of the following?

a. Present bias

b. Default effect

c. Preference reversal

d. Anchoring

e. Dynamic inconsistency

6. If buyers widely possess an endowment effect, which of the following would most likely be true?

a. Their purchase decisions would tend to violate the Ranking Principle.

b. More cars would be sold to people who were allowed to take the automobile home with them for an extended weekend-long trial before buying than to people who just saw the car in the showroom.

c. Those buyers would most likely make purchase decisions on the basis of “rules of thumb,” like, always spend 25% of your income on housing.

d. Those people would most likely not save enough for retirement.

e. Those people would probably allow sunk costs to influence them.

7. The concept of narrow framing is best described by which of the following?  It is______

a. the tendency to value something one already possesses more than something not yet owned.

b. the tendency to reverse a previously articulated ranking of future payoffs as the time period before the first possible payoff becomes shorter.

c. the tendency to partition options into categories, and make decisions between two items within a category while ignoring options across categories.

d. the primary explanation for the equity premium puzzle.

e. the tendency irrationally to favor the status quo over all other options.

8. If Hermione is dynamically consistent, then it necessarily follows that ____

a. she will prefer to get paid sooner rather than later.

b. her preferences over two payoffs to be received at two separate future dates will not change as time passes.

c. she will constantly update her ranking of future payoffs.

d. the value of a future payoff should be the same to her, no matter when it is received.

e. she will probably have to precommit to a saving plan so she is not disappointed when she retires.

9. Luke had never tasted rhubarb pie, but he thought it might be okay, so he bought one for $10.  When he tasted it, he discovered he really didn’t like that kind of pie but he forced himself to eat it, reasoning that he had spent more on that pie than any pie he’d ever bought. What’s the most obvious thing we can say about Luke?

a. He’s suffering from the endowment effect.

b. He’s exhibiting preference reversal.

c. He’s fallen prey to the sunk cost fallacy.

d. He’s dynamically inconsistent.

e. He’s overly risk averse.

10. Mike missed an easy putt for a birdie on the 17th hole at Pebble Beach and in a fit of remorse, he threw his prized putter as far into the surf as he could launch it.  He swore off golf forever.  Three weeks later, he was feeling much more optimistic toward the game, playing his home course as usual, and wishing he had his old putter back.  What phrase would this chapter use to describe Mike’s behavior?

a. Projection bias

b. Present bias

c. Hot-hand fallacy

d. Gambler’s fallacy

e. Bernheim’s syndrome

11. Which of the following statements is (are) correct regarding prospect theory as an explanation of behavior involving risky outcomes?

I. Individuals are assumed to make choices that maximize their expected utility.

II. Individuals pay more attention to the gains or losses from the status quo, than they do to the possible levels of payoffs in the gamble.

III. In choosing an option, individuals over-weight the probabilities of highly unlikely outcomes and under-weight the probabilities of highly likely outcomes.

a. I only is correct.

b. II only is correct.

c. I and II only are correct.

d. II and III only are correct.

e. I, II, and III are correct.

12. Economists Prescott and Mehra identified the equity premium puzzle.  Which statement is most accurate regarding this puzzle?

a. It is a classic experiment used by game theorists to capture subjects’ attitudes toward equity, or fairness.

b. It is the observation that the apparent historical premium between the expected return on stocks and that on risk-free bonds is far greater than usual levels of risk aversion would predict.

c. It concerns the paradox observed when homeowners disregard the equity in their houses while making retirement-saving decisions.

d. This puzzle is fully explained by prospect theory’s assumption of loss aversion, especially over very long investment horizons.

e. The puzzle concerns the irrational behavior exhibited by anyone who would ever invest in common stocks instead of bonds.

13. In the voluntary contribution game, ______

a. each player has a dominant strategy to contribute the maximum amount to the social good.

b. initially, almost all players contribute half of their tokens to the common pool.

c. players’ contributions to the common pool tend to diminish the more times they play, as long as the threat of punishment is absent.

d. players’ contributions rose steadily with additional plays of the game until a threat of punishment was added; then their contributions diminished.

e. has repeatedly confirmed the predictions of accepted game theory.

14. Which statement is most accurate regarding the dictator game?

a. This is a sequential game in which each player, in turn, has an opportunity either to confirm or overturn the division of a prize made in the last round.

b. This game shows how easily a dictator can come to power by making promises to a group and then reneging on those promises.

c. It is not really a game because the rules of interaction are dictated to the participants in order to observe their reactions to inequitable distributions.

d. The results of the dictator game show the potential importance of social motives as opposed to strict self interest by players.

e. Because players know that their counterpart cannot retaliate, they almost invariably keep the entire prize for themselves, as game theory would predict.

15. Which of the following statements most accurately captures the essence of the ultimatum game and the trust game?

a. In the trust game, the recipient of the final distribution of the prize can choose to punish the decision maker by rejecting the distribution.

b. In the ultimatum game, there is no communication between the recipient of the distribution and the decision maker, so the initial decision maker need not fear retaliation for an unfair split of the prize.

c. There really is no difference between them; they are just two different names for the same game.

d. In the trust game, the trustor who invests money is counting on the good will of the trustee; while in the ultimatum game, the proposer is trying not to offend the recipient by offering too little.

e. The experimental results of the trustee game and the ultimatum game show that subjects invariably fail to have any motives other than short-sighted self interest.

16. The new field of neuroeconomics has suggested which of the following?

a. Despite researchers’ early optimism, there appears to be nothing that can be learned from scanning subjects’ brain processes that is likely to be helpful to micro economists.

b. When subjects choose between two rewards separated in time, they use different neuro circuitry, depending upon whether the first of the two rewards is immediate or delayed.

c. One early result is that there is no evidence that addictive substances actually have any physiological effect on the brain, thus giving credence to the theory of “rational addiction.”

d. One of the most striking results of neuroeconomics is that researchers can now conclusively measure different happiness (utility) levels between two individuals.

e. Neuroeconomists have now conclusively proved that students derive more pleasure from studying microeconomics than macroeconomics.

MULTIPLE CHOICE ANSWERS
1. b

2. c

3. e

4. c

5. d

6. b

7. c

8. b

9. c

10. a

11. d

12. b

13. c

14. d

15. d

16. b

WORD PROBLEMS

1.  Assume a dictator divides $10 between herself and someone else, in whole dollars.  Let S be the amount she keeps herself, so 10-S is the amount she offers to give away. 

Let F be equal to the ratio of the amount she keeps to the amount she gives away, so F=S/(10-S).  (To avoid dividing by zero, assume she must give away at least $1.)  Assume the dictator ranks outcomes according to the value S-AF, where A is a positive number.  How much will she give away if A = .4? If A = .9?  (You might want to solve this by setting up a spreadsheet.)

2. Assume a proposer in an ultimatum game divides $10 between herself and someone else, in whole dollars. As in question 1 above, let F = S/(10-S), the ratio of the amount she proposes to keep to the amount (R) she proposes to let the other participant have. (To avoid dividing by zero, assume she must give away at least $1.)   Let the proposer care only about the amount of money she keeps, but let the recipient care about fairness.  He ranks the outcomes according to the value R-AF.  

If A = .5, which proposals will he accept?  Which proposals will he reject?

What if A = .8?

CHALLENGE YOUR MIND

1.  In studies using the ultimatum game, it is reported that when the proposer makes an offer below 20%, the recipient rejects it about half the time.  In those studies, a relatively small amount of money was being divided.  Discuss how you think the result might differ if the proposer had, say, $10,000 to divide.  Do you think that half the recipients would still reject all offers below 20%?

2.  Suppose you are the recipient in a one-time anonymous dictator game in which you know that the proposer had $20 to start.  She gives you only $1.  However, you now have the possibility of “buying a punishment” as follows:  You can use the $1 you just received and add to it from your own pocket.  For every $1’s worth of punishment you purchase, the proposer’s payoff will be reduced by $2. Would you buy punishment?  How much?

3.  Discuss how the maxim, “The grass is always greener on the other side of the fence” comports with the endowment effect.
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