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Homer-economicus
Many economic models…

• Assume rationality and perfect information in 
decision-making

• Assume decisions are emotionless

• Generally assume profit-maximization or 
utility maximization



Behavioral Economics

• Behavioral economics considers the effects of psychological, 
social, cognitive, and emotional factors on the decisions of 
individuals and institutions. 

• Behavioral economics seeks to utilize insights from 
psychology and behavioral science to explain these actions.

• The intention is to infuse psychological realism into theories 
of economic behavior as opposed to the standard economic 
model where actors are fully rational, with perfect control 
that consistently act in their own self-interests. 

• Behavioral economics attempts to find patterns of how 
people act irrationally and design systems that can prevent 
common failures 

https://en.wikipedia.org/wiki/Psychological
https://en.wikipedia.org/wiki/Cognitive_bias
https://en.wikipedia.org/wiki/Decision_making


Behavioral Economics = Bounded Rationality

• Only limited information is available regarding 
possible choice alternatives and consequences

– Human mind has a limited capacity to evaluate 
and process that limited information

– Decisions have to be made from that limited
capacity and limited information in a limited time 
frame

– Effect: simplifying strategies abound

Simon (1982)



Two Systems of Cognition



Two Systems of Cognition

System 1: 
The Automatic System

System 2: 
The Reflexive System

Uncontrolled Controlled

Effortless Effortful

Associative Deductive

Fast Slow

Unconscious Self-Aware

Skilled Rule-following

Note: This is the standard “dual-process” framework.  For more information, Kahneman
(2011).  Centuries before, Adam Smith (1759) just called them the passions (System 1) 
and the impartial spectator (System 2)



How do the systems work?

• A bat and a ball cost $1.10 in total.  The bat costs 
$1.00 more than the ball.  How much does the 
ball cost?  

• If it takes 5 machines 5 minutes to make 5 
widgets, how long would it take 100 machines to 
make 100 widgets?

• In a lake there is a patch of lily pads.  Every day, 
the patch doubles in size.  If it takes 48 days for 
the patch to cover the entire lake, how long 
would it take for the patch to cover half of the 
lake?

Conclusion: you are systematically biased!



Heuristics

• When people do something out of habit, little 
or no cognitive effort is used. 

• a.k.a rules-of-thumb

– Mental short-cuts to make decisions

– May be adequate in many situations 

• BUT SOMETIMES can lead to poor decisions



These systems and heuristics sometimes create 
biases

• Social influence

• Status quo bias

• Choice overload

• Availability bias

• Loss aversion and the endowment effect

• Framing effects

• Etc.



Social Influence

• People learn from others

• Peer pressure is real

• What everyone else is doing conveys knowledge to 
you



The Wisdom of Crowds

• Social information isn’t always a bad thing

• The parable of the ox



Information Cascades

• People collect information in the same way 
they collect sand on a beach: slowly and 
imperfectly



Social Factors in Decisions

• Social factors that influence behavior include 
norms, customs, cooperation and collective 
action. 

• Norms: expectations from ourselves and 
others. 

– Social norms are how others act in a given 
situation.  

– People’s self-expectations influence how they 
behave. 



Social Factors in Decisions

• People do not like to feel their actions are out 
of sync with their expectations, values and 
attitudes of their family or community.  

• Influence by authority: the effects are less 
likely to be lasting than when they are 
influenced by someone they like or admire.

• People are also motivated to “do the right 
thing.” That is, people have intrinsic motivators 
where the activity is its own reward. 



Norms and Farm Management

• Norms evolve over time

• Norms are important in guiding behavior, and 
so useful to understand

• Farmers follow the leader which can be 
effective in policy and management (more so 
than policy)



Social Influence in Farm Management



Social Influence in Farm Management



Choice Overload

• Because of fatigue and over-commitment or 
complexity, not all choices can be analyzed in 
detail to arrive at a solution.

• Preconditions of Choice Overload

– Large number of options

– Nothing listed is highly dominant

– Vaguely defined preferences 

• Why?



- It’s easier to find the red ball when N=6 than when N=24

- Shubert’s Fisherman and Trout:  With clarity, the trout 
(consumer) has the edge. But muddy the waters, and the 
balance of power shifts to the fisherman (companies).

Search Costs and Uncertainty



Choice overload in beer

142 of 1,697 participants (8.4%) selected a beer that was revealed 
dominated in their earlier choice



October 17, 2016
Motivation | Study 1 | Study 2 | 

Discussion 
21

Choice overload in beer



Choice overload in beer



Status Quo Bias

– The status quo bias and default options results in 
people sticking to current default options (less effort 
than switching).

– People have a general tendency to stick with their 
present state of affairs

Examples: TV channels, seats in class



Framing

– Choices often depend on the way the problem is 
stated.

Which is a better improvement –

Switching from 14 MPG to 20 MPG or switching 
from 50 MPG to 100 MPG?

– If I drive 100 miles

• I save two gallons in the first and only one gallon in the 
second.



Framing
• Framing refers to how choices are presented. 

• Research has shown that the way information is 
presented can heavily influence the choices made. 

• One reason is loss aversion which is that people have 
a tendency to focus on losses much more than gains. 

• If a problem is framed in terms of potential expenses 
and costs it will often elicit a different response than 
the same situation framed in terms of potential gains. 



Framing
• Sunk costs: People become psychologically invested 

when they already have expended money and effort 
into a project, regardless of the current costs and 
benefits. 

• Another framing effect is termed the reference effect 
where people tend to judge potential outcomes and 
actions relative to a previous experience or what 
they have witnessed even when the current situation 
has little or no reference. 

• A final source of framing effect is the endowment 
effect that occurs when ownership tends to make 
people overvalue resources because of their 
emotional attachment.



Implications of Framing

• Advertisers use this all the time to present 
choices to their advantage

• Be aware of these effects when making major 
financial decisions

• Use these effects to your advantage when 
dealing with others (i.e., employees)



Availability Bias
and Representativeness

– Biases due to the retrievability of instances

– Biases due to the effectiveness of a search set

– Biases due to imaginability

– Illusory correlation

Stated simply: if you can easily think of instances 
and examples

Frequent causes: salient, dramatic events and 
personal experiences

Tversky and Kahneman (1974). 



Availability Bias and 
Representativeness

– Insensitivity to prior probability of outcomes

– Insensitivity to sample size

– Misconceptions of chance

– Insensitivity to predictability

– Illusion of validity

– Misconceptions of regression

Tversky and Kahneman (1974). 



Hyperbolic Discounting

• Present biased preferences and intertemporal 
choice where decision-makers 
disproportionately weight present concerns 
over future concerns such as failing to invest to 
mitigate a future threat.



Adjustment and anchoring

– Insufficient adjustment

– Biases in the evaluation of conjunctive and 
disjunctive events

– Anchoring in the assessment of subjective 
probability distributions

Example: people who move to a new city don’t adjust their 
housing costs (Simonsohn and Loewenstein 2006)

Tversky and Kahneman (1974). 



Overconfidence

– Goals are more achievable than they are

– We’re not as good as we think we are

• “90% of drivers believe they are better than average”

– Related: 

• When managers assume that they are of below average 
risk (Optimistic biases). 

• The planning fallacy occurs where managers 
overestimate ability to perform future tasks. 

Example: Entrepreneurs: 35% probability of success



Loss Aversion

“Pain…is, in almost all cases, a more pungent sensation than the opposite 
and correspondent pleasure.  The one almost always depresses us much 
more below the ordinary, of what may be called the natural state of our 
happiness, than the other ever raises above it.” (Smith 1759; p. 176-177)

– Capuchin monkeys do it, too!
(Chen, Lakshminarayanan and Santos 2005)

Kahneman and Tversky (1983). 



NUDGEs toward better decision making

• Knowing these biases exist is all fine and good, 
but how can we utilize them to generate better 
decisions?

• Understanding your cognitive limitations allows 
one to make better decisions
– Biases
– Perceptions

• Use framing and other aspects to encourage 
proper choices by employees



What is a “Nudge?”

iNcentives

Understand mappings

Defaults

Give feedback

Expect error

Structure Complex Choices

Thaler and Sunstein (2008)



iNcentives

• Standard economics: think about the who, 
how, and when of the payoffs of the choices

Thaler and Sunstein (2008)



Understand mappings

• Good systems help people improve their 
ability to “map” and select utility-maximizing 
options

– Make information easier to understand

Thaler and Sunstein (2008)



Defaults

• Take advantage of status quo bias

Thaler and Sunstein (2008)



Give feedback

• Good systems let people know how they’re 
doing

Thaler and Sunstein (2008)



Expect error

• People make mistakes: make the system 
forgiving

• Asymmetric Paternalism (Loewenstein)

Thaler and Sunstein (2008)



Structure Complex Choices

• Help people to learn to make better choices 
on their own

• Example: retirement plan

Thaler and Sunstein (2008)


