
behavioural economics
behavioural economics is a fascinating field that merges insights from psychology and economics
to explain why individuals often make irrational decisions that deviate from traditional economic
theory. This branch of economics challenges the classical assumption that humans are entirely
rational actors, highlighting how emotions, biases, and social factors influence decision-making. In
this article, we will explore the foundational concepts of behavioural economics, its key theories,
real-world applications, and its significance in various sectors. We will also discuss the criticisms of
the field and the future directions it may take.
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Introduction to Behavioural Economics

Behavioural economics integrates psychological insights into economic models to better understand
how people make choices in real life. Traditional economics relies on the assumption of rationality,
positing that individuals weigh costs and benefits to arrive at optimal decisions. In contrast,
behavioural economics recognizes that people often act irrationally due to cognitive biases,
emotions, and the influence of their environment. This section will delve into the origins of
behavioural economics, its foundational thinkers, and how it has evolved over time.

Origins of Behavioural Economics

The roots of behavioural economics can be traced back to the mid-20th century when psychologists
began to challenge the assumptions of classical economics. Pioneers like Daniel Kahneman and
Amos Tversky conducted groundbreaking research that unveiled the systematic biases in human
judgment. Their work laid the groundwork for what would become a new approach to understanding
economic behavior.



Foundational Thinkers

Among the most influential figures in behavioural economics are Daniel Kahneman, who won the
Nobel Prize in Economic Sciences in 2002, and Richard Thaler, known for his contributions to
understanding how psychological factors affect economic decisions. Their research has provided
profound insights into concepts such as prospect theory, which describes how people evaluate
potential losses and gains.

Key Concepts and Theories

Various key concepts and theories form the backbone of behavioural economics. Understanding
these theories is essential for grasping how they apply to real-world scenarios. This section will
cover prominent theories, including prospect theory, loss aversion, and nudging.

Prospect Theory

Prospect theory, developed by Kahneman and Tversky, suggests that people value gains and losses
differently, leading to decision-making that deviates from expected utility theory. According to this
theory, individuals are more sensitive to losses than to equivalent gains, which explains risk-averse
behavior in the domain of gains and risk-seeking behavior in the domain of losses.

Loss Aversion

Loss aversion is a critical concept stemming from prospect theory. It posits that the pain of losing is
psychologically more impactful than the pleasure of gaining an equivalent amount. This principle
helps explain various economic behaviors, such as why investors may hold on to losing stocks or why
consumers are reluctant to switch brands.

Nudging

Nudging refers to the subtle policy shifts that encourage individuals to make decisions that are in
their broader self-interest without restricting their freedom of choice. Thaler and Sunstein's book
"Nudge" popularized this idea, showcasing how small changes in the way choices are presented can
significantly influence behavior. Examples include automatically enrolling employees in retirement
savings plans while allowing them the option to opt out.



Applications of Behavioural Economics

Behavioural economics has a wide range of applications across various fields, including finance,
health, and public policy. Understanding how behavioral insights can improve outcomes in these
areas is essential for policymakers and businesses alike.

Behavioural Finance

Behavioural finance applies principles of behavioural economics to understand how psychological
influences affect the financial decisions of individuals and institutions. It helps explain phenomena
such as market bubbles, investor overconfidence, and herd behavior, which traditional finance
models often overlook.

Public Policy

Governments worldwide have begun to adopt behavioural insights to design better public policies.
By understanding how people make decisions, policymakers can create interventions that promote
healthier choices, increase tax compliance, and enhance education outcomes. For instance, using
default options in organ donation policies can significantly increase participation rates.

Healthcare

In healthcare, behavioural economics can improve patient outcomes by addressing issues like
medication adherence and lifestyle choices. By employing nudges, healthcare providers can
encourage patients to follow treatment plans or make healthier lifestyle decisions, ultimately leading
to better health outcomes and reduced healthcare costs.

Criticisms of Behavioural Economics


