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Nobel work divines
psychology of money

Economics 101

Richard Holden

‘The Nobel prize in economic sciences has
been awarded to Richard Thaler of the
University of Chicago, Booth School of
Business, “for his contributions to
behavioural economics”. He tried to
introduce the study of human
irrationality intoa discipline that prides
itself on rationality.

This is an excellent choice that reflectsan
importantshiftin economics over the past
three decades, to take human psychology
seriously when thinking about economic
decision-making, and the implications for

everything from basicindividual choices, to |

retirement savings, to the operation of
financial markets. (Disclosure: Iwas a
colleague of Thaler’s at Chicago Booth.)
Outside the teaching rooms at Chicago
Booth, there is a number of large posters of
various ies and their contr
(including other Nobel

£ UNIVERSITY OF

HICAGO

“%)
WVERSITY OF

JCAGO

i P Richard Thaler has changed the

On his, Thaler perhaps summarised his
own approach best. Hisquotation reads: “1
think it is possible to strengthen economics
by incorporating the idea that some people
behavelike humans, atleast some of the
time.” Witty, butalso deep.

And, beginning in the 1980s, Thaler did
justthat.

Ina firstset of contributions, Thaler
showed that peop ally deviate
from the standard “expected utility theory”
ofvon Neumann and Morgenstern thatis
theworkhorse economic model of how
people make choices.

A now classic example is the so-called
“endowmenteffect™:

“(a) Assumeyou have been exposedtoa
disease which, if contracted, leads to a quick
and painless death within a week. The
probabilityyou have the disease is 0.001.
What is the maximumyou would be willing
topay for a cure?

(®)
research on the above disease. All that would
be required is that you expose yourself toa
0.001 chance of contracting the disease. What
is theminimum [amount of money]you
wouldrequireto volunteer for this program?
(You would not be allowed to purchase
the cure.)"

A typical answer from respondents is
about $200 for (a) and $10,000 for (b). Yet
the standard model says the answer should
be precisely the same. People, it seems, are
willing to pay a relatively small amount to
“buy health” compared towhat they require
to be paid to “sell health”.

This turns out to be a pervasive
phenomenon. Thaler showed itis
consistentwith peoplevaluing lossesand
gains differently (“loss aversion”) asin the

Kahneman and his collaborator, Amos
Tversky. And he showed that firms take
advantage of this commercially - they often
frame things as “cash discounts” rather
than “credit card surcharges”. Moreover, it
holds in experiments with real stakes, not
simply survey questions.

A recent meta-study showed that in more
than 337 estimates in 76 different
experiments, the willingness to acceptis
more than triple the willingness to pay.

Thaler’s concept of “mental accounting”
holds that people putexpenditures into
distinct categories (e.g. food, housing,

support, and far-reaching implications.

‘When people behavelike this they do not
take advantage of the ability to smooth
decisions across categories, and they can
behaveinways thatare not optimal.

Onewell-documented example is that
taxi drivers routinely set a target amount of
earnings and stop once they havereached it.
This “satisficing” behaviour—rather than
optimising— has broad implications for the
labour market generally.

Now, one might think that all these
defects in individual decision-making wash

i way economists look at theworld. PHOTO:AP

Thaler also pioneered
: the concept of “social

preferences” where

. people care about

: fairness, and that

! fairness can be a vital
. consideration in

. economic settings.

: outinlarge markets. Indeed, thiswas the

i routine critique of behavioural economics
: inseminarsin theearly 2000s.

swould for

Ahuge body of scholarship in
T ural finance” has sh thatthisis

: notthe case. Psychological factors and

: limits toarbitrage can have huge

: implications for the operation of financial
i markets—creating mispricingand

i excess volatility.

‘Thaler also pioneered the concept of
“social preferences”where people care

: aboutfairness. In an elegant experiment—

: the “dictator game”- one subject is given

¢ $20and can propose a split with the other

: subject. If the other accepts the offer then

: that'swhat they both get. If they reject, both
i getnothing. Subjects routinely rejectan

i $18/$2split- or often even $15/$5-and

: prefer toget nothing.

‘This both contradicts the standard

i model, and shows that fairness can be avital
“Prospect Theory” of former laureate Daniel

consideration in economic settings.
Finally, the self-control problems Thaler

i documented in otherwork mean that

i individuals can benefit from akind of "soft
: paternalism” ineverything from quitting

: smoking to the management of their

: retirementsavings.

‘With Nudge co-author Cass Sunstein,

| Thaler has been the driving force behind
i designing public policy inaway that

and remedies this. Default

: recognises

: options in retirement savings are agood

: example. From the US to Britain and now

i Australia, “behavioral insights units” have
: been setup in government to guide public
clothing, etc). This also has strong empirical :
: Thalerswork.

policy in diverse areas on the basis of
‘Thaler has enriched our understanding

of economics by introdu
: psychological factorswithin a coherent
: and tractable framework.

And hiswork continues to have far-

i reaching implications for how we get
i peopletomake better decisions.

i RichardHolden ts professor of economics at

i UNSW Sydney Bustness School and visiting

i professor of economics at Harvard Untversity
i Economics Department.
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First thing on Tuesday morning, the UBS
institutional traderwas sent an email from
Colonial FirstState senior dealer Andrew
Briscoe containing the fund manager’s
global holdingslist. Which Kanaan then
proceeded to send, attachment included, to
his entire distribution list. So a couple of
hundred fund managers and analysts were
privy to his unfortunate error (and, go
figure, we quickly gotwind of it).
Compounding the mistake was the factthat
Kanaandidn't
evenblind
carbon copy
thatlist, but
putallthe

3
/-

distribution
listisawho's
whoof
Australian
high finance,
butwealready
knew that
because
Kanaan made
asimilar error in March.

Lucky for Kanaan, it appears thelist of
holdings he forwarded on wasn'tstrictly
speaking confidential. Thoughyou'd
imagine plenty of confidential information
does pass Kanaan's desk, so give itanother
six months and who knows what he might
emailout...

George Kanaan

Why is Chris Bowen
offering the AICD

$3 million?

Australian Institute of Company Directors
chair Elizabeth Proust is certainly right
‘when she bemoans our board rooms as
“male, pale and stale”—and full credit to her
work, and to the organisation’s, in their
pursuit of greater diversity on the top floor
of Australian business.

Meanwhile and relatedly, Chris Bowen is
asensible
fellow—and
wasthe
Common-
wealth's
greatest Labor
treasurer since
John Dawkins.
He'soneof the
few sensible
senior
shadows
taking the
edgeoff Bill
Shorten’s
populism. -

‘Allofthat Elizabeth Proust
being the case,
whaton earthwas Bowen thinking pledging
$3 million of public money to the AICD for
“a pilot program to mentor Asian-capable
potential board directors” if the ALPwins
the next federal election?

It'sthe worst kind of policy tokenism. I
mean, really? Paul Keating was
proselytising the country’s place ina pan-
Asian economy 20 years ago! If in 2017, the
professional directors’ unionwantsto fly (in
the pointy end) a whole lot of mid-career

i Mosman accountants and Toorak lawyers
i (and their mentors, naturally!) to Asia to

: lookat Asian people, and maybe even eat

: somelemon chicken, why the hell should

: weall pay forit?

AsifProust’s flock can’tafford to pay its

: own collectiveway. According to itslast

: annual report, the AICD issittingon a cash
i balance of $9.3 million and a short-term

i investmentaccount with $10.2million in it
i With netassets of $20 million, can't they

i develop their members’ Asian capabilities?
i Imagine theindignation emanating from

: the Melbourne Club’s fireside chesterfields
: ifBowen had proposed a seven-figure

: “training fund” for the ACTU. There'd bea

| Royal Commission!

- $3500 tovisit Olympic
- Dam? No thanks,
- investors tell BHP

Major BHPinvestors hand-plckedtoanend

briefingon thec

Olymplc Dam operations in South Austmlla
: have balked atthe $3500 price tag, forcing

: theBigAustralian to increaseits subsidy for
: thetrip.

The company’s investor relations team

: onMonday advised investors that the trip

i would now set them back only $2000.

i "Despite the costs involved in arranging this
i event,we have received some reservations

i aboutthe amountbeing charged. Asa

: result, BHP has decided to increase our

: subsidy.” Which means of course thatit'sall
: investors subsidising the trip out of BHP's

i general revenues rather than having more

i ofthe costborne by thoselucky enough to

i begivenone of the non-transferable

; invitations.

The three-day trip involves twodinners

i with BHP management, a full day’s

i management briefings, three nights’

: accommodation at Adelaide’s

: InterContinental Hotel (which hasn'thada

i soft furnishings upgrade since Don Dunstan
: wasyoung), alongwimadaytrlp to Olympic
i Dam that promises surface

: underground tours. Bl-[Phasbeenlmownto
: conduct tours lasting several days on the

: sitefor journalists, but theaccommodations
i atnearly Roxby Downs, which ishardly a

i picturesque part of South Australia, aren’t

i quitewhatyou'd expect investors to putup

i with. Much less those paying (part of) their

i ownway there.

Australian execs
- network in Tokyo

i With the Japanese economy heatingup

i (from the deep freeze),a bevy of Australian
: corporate leaders have jetted up to Tokyo

: thisweek for the 55th Japan-Australia joint
: Business Conference,which has been the

: bestattended in someyears.

The conference, which is driven by co-

i chair Rod Eddington on the Australian end,
: isbeingattended by investment banker

i John Wylie, Woodside’s Peter Coleman

i (whoused his session toannounce the

group’s Wheatstone project had begun to

: produce LNG), Whitehaven Coal’s Paul

i Flynn,and Austrade’s Stephanie Fahey.

i Alsoattending was BHP’s chief commercial
i officer Arnoud Balhuizen, Rio Tinto’s iron

i ore boss Chris Salisbury, and the head of

i Magquarie Asset Management Shemara

: Wikramanayake.

hmﬂw‘ﬂh

Editor in Chief
Michael Stutchbury, Sydney 03 8667 3852 Bax 55 GPO, 3001
afreditor{lafr.com.au 3137 S187 Fax (edit)
Editor Paul Bailey, Advertising 9282 3415. Bax 506 8394 5010 Advertising 8394 5126 Leved
pbaileyairfxmedia.com.au 1 1,200 Greenhill Road, Exstwood, 5063
News Direcior itori
i . 1L 9220 1575, Floor 1, 169 Hay Sk, East
Political Editor Laura Tingle, Parfiament House, 3600 Perth, 6004
Brisbane Editorial 38357500 Fax
‘Companies & Markets Editor (edif)3835 7549 Advertising 38357500,
Box 10224 GPO 4000
i s
NEF 1310 e at1 Pyemont 2008
o ~ o ABN 35 009 896 146 P S
Mesa, Priv Wendoures:, it it b
Mandurah, for o forthe
- MavumRy,
AFRGA1 0057

http://todayspaper.smedia.com.au/afr/PrintPages.aspx?doc=AFR/2017/10/11&from=37&to=37

Page 1 of 1



