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      Think about the last time you made a decision. Was it to call your mother? Or perhaps to wait for the express train to come instead of the local, or to go through the yellow light instead of stopping? We all make thousands of these small decisions every day, and most of the time they prove to be correct. If you did not get in a car accident when you decided to go through the yellow light or made better time to work by taking the express, this was probably the right choice. Humans are generally good decision-makers; otherwise, we would be getting into accidents and making people angry all the time, and it would be a struggle to get through daily life.

      

      We all also make more difficult decisions: which job offer to take, whether to make an offer on a house or apartment, whether to invest our money in the stock market or put it in a retirement account. Economists have assumed for years that people make all these decisions rationally, meaning that they will think about the pros and cons of each choice, project future consequences, and then make an educated decision based on this thought process. This assumption has allowed economists to create many different models that excel at predicting large-scale events like stock market fluctuations, recessions, voting patterns, and consumer actions.

      

      However, these models do not work to describe every kind of behavior. Sometimes people don't act according to what economists believe are rational choices. They don't always spend more money when there's a sale, or they end up ordering their old standby meal because a restaurant menu has too many options. As the field has developed in the last fifty years, decision scientists have created a new field called behavioral economics that combines psychology, economics, and neuroscience to better describe decision-making processes in the real world.

      

      This book will serve as an overview of this new field of study.

      
        	The first chapter will be an overview of the basics of what behavioral economics is.

        	The second chapter will explore reference dependence, which is one of behavioral economics' fundamental principles.

        	The third chapter will detail the implications of reference dependence.

        	The fourth chapter will discuss the elements of probability weighting, or how probabilities turn into influences on our decision-making.

        	Chapter 5 will deal with risk as it appears in economics, that is, as a decision-making factor.

        	Chapter 6 examines the science of comparison.

        	Chapter 7 explains the principle of bounded rationality—that is, the inherent limits on rationality in our thinking process.

        	Finally, Chapter 8 will discuss how all these principles interact to create models for our social decisions.

      

      

      This book presents this information with the aim of improving your own decision-making process as you move through life. Although no one can be a perfect decision maker—all people have biases, after all—understanding the process will help you work with these biases and make more informed, well-considered choices that take into account rewards, pain, loss, and risk and provide the most successful results possible.
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      As we have already mentioned, behavioral economics combines psychology, economics, and neuroscience to predict and describe decision-making behaviors. There were two problems that drove the creation of the field: whether the underlying principles of economics, utility, and profit are actual drivers of human behavior, and whether people always work to maximize the utility they gain from their decisions. "Utility" here approximately means "benefits;" mostly, it works to expand the parameters of economic behavior from just money and labor to things like time and pleasure.1

      The ideal person, at least according to an economist, would always make decisions that will result in them gaining the most utility. This "ideal" is called rational choice theory, which is defined as the theory that people will always make the choice that maximizes their own individual satisfaction when given different options under scarcity. “Scarcity” here means that there is a limited quantity of goods—which, since we live on a planet with finite resources, is always true in real life. The best choices, which are the ones that lead to the best outcomes, should therefore come from a prediction of which choice would provide the best utility. The ideal rational decision maker would be so consistent in being able to carry out this process that we would be able to create a mathematical model that successfully predicts their decisions based on utility. This would entail a complete lack of emotions, biases, or external influences. Of course, no person like this actually exists, which is where behavioral economics comes in.

      The science of behavioral economics has become particularly relevant in recent years, in the aftermath of the global recession. Many people were left to deal with the weight of their non-rational decisions to buy a home they could not afford, to buy new cars and clothes instead of save for retirement, or even to spend $5 every day on coffee instead of making it at home. This led to widespread struggle that the global economy has still not fully recovered from. Behavioral economics is meant to explain why people made those choices, and what can be done so they make better-considered ones in the future. Its key pioneers are Gary Becker, Herbert Simon, Daniel Kahneman, and George Akerlof, all of whom study or studied human behaviors considered by economists to be irrational.

      The people who chose to buy a new car with their bonus instead of pay off credit card debt or save for retirement made decisions that were not in their own self-interest, because people are emotional and biased. Saving for retirement might be more prudent, but retirement seems like an abstract thing far in the future, and advertisements tell us that a new car will make us happy now. Although retirement might have crossed people's minds, they wanted a new Mercedes more than being able to afford a nice assisted living facility, which is hard to imagine in the moment. Behavioral economics explains this phenomenon by taking into account influences like advertising, peer pressure, and culture, and how they create cognitive biases that hamper rational decision-making.

      What is rational decision-making? People often conflate the way we use "rational" in conversation with the way behavioral economists view it; when we use it, we mean someone is logical, in control of their emotions, and thinks through their actions. However, "rational" decisions in economics are decisions that are consistent with a model. They don't have to be logically reached or in someone's best self-interest, but they do have to be consistent. This means that a rational decision-maker would always pick the better outcome over the worse one by predicting the amount of utility they would get from each possible outcome. Inconsistency in choices, meanwhile, would disqualify someone from being a rational decision-maker.

      Rational decision-makers aren't supposed to be Gordon Gekko-like people who always act selfishly and live by the motto "Greed is good." People who volunteer or make charitable contributions or join the military can still be described with economic models, as long as they derive utility from their choices. It is also important to emphasize that the word "rational" does not refer to the process of decision-making itself, but instead to the results of decisions that provide the most utility, which would be the end result of a rational actor's choices. Rational choice models all tend to be based on consistent, mathematically described decision-making processes, the idea that people always prefer the better option, and that people take actions to get what they prefer to maximize their utility.

      Rational choice models are very simple by design. They rely on the principle that people want more money. However, if this is incorrect, rational choice models tend to fall apart. For example, economists tend to think that money always works as an incentive. However, this is not always true; sometimes, it can actually disincentivize people. Economists call this "reward undermining." This disrupts rational choice models, and we will explore why later in this book. Monetary incentives, like giving employees who work out 50 times in six months a cash bonus, tend to work. However, monetary disincentives happen when money undermines things like moral incentives or happiness. These instances represent failures in rational choice models, but they are not random, rare, or anomalies. They are the result of very specific behavior, which has its roots in psychology, environments, and cognitive science. This is why behavioral economics studies those fields in conjunction with economics.

      Rational choice theory tends to be constrained by very specific sets of circumstances dictated by the aforementioned factors. While saving for retirement, refinancing a mortgage, or saving for college can all seem like objectively rational choices, people's biases can lead them away from the choices economists expect them to make. Brains evolved to help make choices related to short-term survival, like when to go out to hunt and when to start storing food, but not relatively modern things like long-term financial planning. This means that brains tend to evaluate information on relative terms, by comparing it to what they already know. This is why, for example, people's happiness tends not to increase with wealth once they are making over $75,000; after this point, instead of being happy that they are making a comfortable living, people compare themselves to those who have even more money, no matter how much money they themselves make. Although it produces interesting psychological quirks like this one, relative processing helps our brains simplify their decision-making. The problem is when the reference point is the incorrect one, giving us skewed perspectives on our circumstances.2

      Our brains are also limited because we have limited time to make decisions. Collecting information takes a while, and people cannot always wait to have all the relevant data. For example, looking for an apartment or home can be challenging in a seller's market, because properties move quickly and decisions must be made before necessarily doing a full evaluation of pros and cons for each option. Both of the aforementioned problems can prevent people's decision-making from fitting into economic models.

      There are ways to work around these limitations, however. Herbert Simon, an economist and psychologist, invented the theory of bounded rationality, or the idea that rationality can be limited. We can compensate for this with strategies, simplification, and the correct information to make a decision. This does not mean becoming more rigid in adhering to logical processes, or taking longer to reach decisions. It means adopting rules, or heuristics, to select the relevant pieces of information, simplify decisions that are complicated, and applying strategies that require little effort or time. In other words, they're mental strategies to help quicken the decision-making process. These heuristics are just one concept introduced by behavioral economics, and are ideal for practical use in everyday life.3

      However, these are not perfect; if a decision made using heuristics is in error, they can also lead to cognitive bias. Behavioral economics has tried to adapt to these biases with behavioral game theory, which is exactly what it sounds like. Game theory is a larger economic theory that helps predict people's choices as influenced by their own predictions of other people's behavior. Behavioral game theory applies this to people's irrational choices and why they make them by using external factors, like projections of other people's actions. Behavioral finance is another application, which seeks to describe what drives investors to make irrational choices in markets.

      Corporations use behavioral economics principles in their own strategies to generate profit. For example, Apple did a back-to-school sale in the summer of 2019 where customers could get the new Beats wireless headphones with their purchase of a new MacBook. When these headphones were first introduced, they cost around $250, and the computer cost $1100-$2000. If this deal had been introduced when both products came out, people might have still thought the purchase to be too expensive to be worth it. However, knowing the more expensive initial cost for both products, people were now more likely to see the promotion as a deal, and Apple sold more laptops while demand for the Beats headphones increased due to their greater visibility. This is an example of irrational behavioral patterns being weaponized to move more inventory, thanks to a clever application of behavioral economics principles.45
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