The Era of Behavioural Economics
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Becoming mainstream thinking
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Shaped by converging disciplines

Evolutionary biology Neuroscience
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Economics Psychology




Our physical perceptions are
subject to distortion




Battle of the species

Planners Doers
Rational Rational?
Predictable Unpredictable
Consistent Inconsistent
Easy to model with Hard to model (need to
simplified math experiment)




Anchoring

5 bedroom house for sale in Midstream
Estate

What is a fair price?

Prices offered for goods and
services are influenced by the
suggested price.

The effect is sustained even
when participants are made
aware of the phenomenon.




Overconfidence

Discovery People tend to overrate

Insure their own abilities,
especially professionals,
Insurance for good drivers in terms of skills and
knowledge.

Is your driving better than average? |




Hyperbolic Discounting

142392928 D SOUTH AFRICANSRESERYEPANK ==

ONE HUNDRED RAND

now People tend to discount
L L the future too sharply and
would prefer the R100
or now versus the R200 in a
ADB628766 E SUIDAFRIKANNSE BESERWERAK month (a return of 300%
b per annum)

in 6 months
from now

TWEE HONDERD RAND

o ez YR
S SOUTH AFRICAN RESERVE BANK 08628766 F

-




Accumulation effect

Easy to let it slip bit by bit, not
noticing long term deterioration
when enjoying short term

satisfaction
People tend to under

estimate the cumulative
effect of their actions

R EE LR L
| Putting in the work can be hard in
the short term and results take a
| | while to pay off




BEHAVIOURAL

BIAS CHEAT SHEET

1. ANCHORING BIAS

People are over-reliant
on the first piece of
information they hear.
In a salary negotiation,
whoever makes the
first offer establishes

a range of reasonable
possibilities in each
person’s mind

5. CHOICE-SUPPORTIVE BIAS

When you choose something,
you tend to feel positive
about it, even if that choice
has flaws. Like how you think
your dog is awesome -
even if it bites people
every once in a while

2. AVAILABILITY HEURISTIC

People overestimate the
importance of information that
is available to them. A person
might argue that smoking is not
unhealthy because they know
someone who lived to 100 and
smoked 3 packs a day.
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CLUSTEF E JSIC

This is the tendency to see
patterns in random events.
It is key to various gambling
fallacies, like the idea that
red is more or less likely to
turn up on a roulette table
after a string of reds

3. BANDWAGON EFFECT

The probability of one
person adopting a belief
increases based on the
number of people who hold
that belief. This is a powerful
form of group-think and is
reason why meetings are
often unproductive.

7. CONFIRMATION BIAS

We tend to listen only to
information that confirms
our preconceptions -

one of the many reason

s
it's so hard to have an
intelligent conversation
about climate change ‘

4. BLIND-SPOT BIAS

Failing to recognize your
own cognitive biases is a
bias in itself. People notice
cognitive and motivational
biases much more in others
than in themselves.

8. CONSERVATISM BIAS

Where people favor prior
evidence over new evidence
or information that has
emerged. People were slow
to accept that the Earth
was round because they
maintained their earlier
understanding that the
planet was flat.




Health policy examples

Arriaga et al. (2013), Simulation-Based Trial of Surgical-
Crisis Checklists, New England Journal of Medicine
Johnson & Goldstein (2003), Do Defaults Save Lives?, Science, Vol. 302
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The efficacy of checklists in surgery for Organ donation rates differ
reducing patient complications. These significantly based on opt-in /
checklists describe critical processes of opt-out policies.

care that many operating rooms typically
implement from memory.




Changing lifestyle behaviours

Volpp et al. (2009), A randomized, controlled trial of financial
incentives for smoking cessation, New England Journal of

Medicine
Not smoking after 12m Not smoking after 18m
14.7% 9.4%
-5% I -3.6% I
Control Treatment  Control Treatment

General Electric RCT study ran a
program to get employees to stop
smoking. Treatment groups received
cash for quitting for 12 and 18 months.

Volpp et al. (2008), Financial Incentive—Based
Approaches for Weight Loss: A Randomized Trial,
Journal of the American Medical Association
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Control Lottery

Pounds lost after 4 months

Members entered into daily lottery for
submitting weight. Prizes differentiate by
weight loss goals achieved. If not achieved,

informed what they could have won.




Take home themes

Useful to incorporate behavioural
science thinking into broad range of New tool sets to put to use
insurance and policy issues

Benefit Design Incentives
Fraud prevention Loss aversion
Underwriting Defaulting
Disease management Nudges
Wellness programs Framing

Financial planning

Spending




Key lessons to remember (MINDSPACE)

I\I/I Messenger We are influenced by who conveys the message

N Incentives People respond to incentives, in particular loss aversion

D Norms People are influenced by perceptions of what others do

|§ Defaults People are heavily influenced by default options

A  Salience People are influenced by what is new and visible

C Priming People can be influenced by subconscious cues

E Affect Emotions shape decisions
Commitment Pre-commitment devices help with time dependent decisions
Ego People act in ways that make them feel better about themselves
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