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What is Behavioral Economics? 

Behavioral economics incorporates 
insights from economics and other 
behaviorally oriented disciplines 
including psychology, sociology, 
anthropology, and cognitive 
neuroscience, to enrich standard 
economic models in ways that 
improve our ability to understand 
and predict human behavior, 
market outcomes, and public policy. 
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What is Behavioral Economics? 

Traditional Economics Behavioral Economics 
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Neurology of Decision Making: 

Multiple Systems Hypothesis 

Ã The brain integrates signals from multiple systems in 
making decisions 

Ã These systems process information differently 
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Traditional Economic Motivations for 

Policy Intervention 
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Behavioral Economics and Public Policy 

What does an 
understanding of 

behavioral economics bring 
to the policy table? 

Additional motives for 
policy intervention 

New policy tools 

Ways in increase the 
effectiveness of 

traditional policy tools 
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Behavioral Economics and Household Financial 

Outcomes 
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Where Do Traditional Economic Models 

Fall Short? 

Limited attention 

Selective 
attention 

Salience 

Limited computational 
capacity 

Choice overload  

Mental accounting 

Use of heuristics 

Biased reasoning 

Errors in 
probabilistic 

thinking 

Motivational 
biases 

People are Imperfect Optimizers: 

They Make Mistakes! 
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Salience:  Consumers Pay More 

Attentioné 

éto up front fees éthan to shrouded fees 

Air travel ticket price Air travel add-on fees 

Product prices Sales tax or shipping costs 

Bank interest rates Other bank fees 

Cell phone monthly fee Cell phone overage charges 



Mental Accounting 
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One vs. Two Envelopes 

Source:  Soman and Cheema (2011). òEarmarking and Partitioningó 
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How Much to Save: Economicsé 
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Year-End Contribution Rate 

Source: Choi, Laibson, Madrian and Metrick (2006) 

évs. Psychology 

Heuristic thinking: people disproportionately choose to  

Save at contribution rates that are multiples of 5 
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 Future Value of $1000 Invested Today 
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Heuristic thinking: people anchor on linear  

compounding, and adjust upward, but not completely 
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Procrastination 

Overconfidence 

Addiction 

Affect 

People Have Self Control Problems: 

They Cannot Always Follow Through with Their Plans  

Where Do Traditional Economic Models 

Fall Short? 
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