
what is behavioural economics

what is behavioural economics is a fascinating field that merges insights from psychology and economics to
better understand how individuals make decisions. Unlike traditional economics, which assumes rational
behavior, behavioural economics recognizes that humans often act irrationally due to cognitive biases,
emotions, and social influences. This article will delve into the core concepts of behavioural economics, its
historical evolution, key principles, and real-world applications. Additionally, we will explore the criticisms
of the field, its role in policy-making, and the future of behavioural economics.
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Introduction to Behavioural Economics

Behavioural economics is an interdisciplinary field that combines insights from psychology, cognitive science,
and economics to analyze how people make choices. Traditional economic theories often rely on the assumption
that individuals are rational actors who always make decisions that maximize their utility. However,
behavioural economics challenges this notion by illustrating that human behavior is frequently influenced by
irrational factors and cognitive limitations. This section will discuss the foundational concepts of
behavioural economics and highlight its significance in understanding economic behaviors.

Historical Background

The roots of behavioural economics can be traced back to the early 20th century, but the field gained
significant momentum in the late 20th century. Key figures such as Daniel Kahneman and Amos Tversky
conducted groundbreaking research that highlighted the systematic biases in human thinking. Their work on
prospect theory, which describes how people make decisions in the face of risk, laid the groundwork for modern
behavioural economics.

In the 1970s, Kahneman and Tversky introduced concepts such as loss aversion, which suggests that people
prefer to avoid losses rather than acquire equivalent gains. This pivotal research shifted the focus from
classical economic theory to a more nuanced understanding of human psychology in decision-making processes.
Subsequently, Richard Thaler further advanced the field by integrating psychological insights into economic
theory, earning him the Nobel Prize in Economic Sciences in 2017.



Key Principles of Behavioural Economics

The study of behavioural economics is anchored in several key principles that help explain why individuals often
deviate from rational decision-making. Understanding these principles is essential for grasping the nuances of
human behavior in economic contexts.

Cognitive Biases

Cognitive biases are systematic patterns of deviation from norm or rationality in judgment. These biases can
significantly affect decision-making. Some common cognitive biases include:

Confirmation Bias: The tendency to search for, interpret, and remember information in a way that confirms
one's pre-existing beliefs.

Hindsight Bias: The inclination to see events as having been predictable after they have already occurred.

Anchoring Bias: The reliance on the first piece of information encountered when making decisions, which can
skew judgment.

Prospect Theory

Prospect theory is a cornerstone of behavioural economics that explains how people evaluate potential
losses and gains. It posits that individuals weigh losses more heavily than gains, leading to risk-averse
behavior in scenarios involving potential gains and risk-seeking behavior when facing potential losses. This
theory helps to explain phenomena such as why people tend to hold on to losing investments longer than they
should.

Framing Effect

The framing effect refers to the way information is presented and how it influences decision-making. Individuals
can react differently to the same situation depending on how it is framed. For instance, a healthcare plan framed
as having a 90% survival rate may be more appealing than one framed as having a 10% mortality rate, despite
the factual equivalence.

Applications of Behavioural Economics

Behavioural economics has profound implications across various sectors. Its applications are vast and have
transformed how businesses, governments, and organizations approach decision-making.

Marketing and Consumer Behavior

Businesses leverage insights from behavioural economics to enhance marketing strategies and understand



consumer behavior. Techniques such as scarcity marketing (e.g., limited-time offers) and social proof (e.g.,
highlighting popular products) are grounded in behavioural principles. These strategies effectively influence
purchasing decisions by tapping into psychological triggers.

Finance and Investment

In the finance sector, behavioural economics sheds light on investor behavior, helping to explain phenomena such
as market bubbles and crashes. Understanding biases like overconfidence and herd behavior can lead to more
informed investment strategies and risk management practices.

Criticism of Behavioural Economics


