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Abstract

This paper addresses the question of why, in spite of its recent success, behavioral economics does
not influence most discussions about how economic policy ought to be made. Failing to penetrate into
contemporary discourse on leading policy issues is a serious problem, because behavioral techniques
often point to policy prescriptions that are at odds with the prescriptions which follow from models
using more standard behavioral assumptions. By comparing how the universe of possible policy
implications changes when different methodological approaches are used, this paper demonstrates
a systematic link between methodology and the range of policy prescriptions that can be socially
desirable. Because of this link, the methodological multiplicity of behavioral economics, and the
ideological pluralism which it supports, favor the use of normative behavioral economics. This follows
from the basic economic principle of diversification: a policy prescription that reflects averaging over
a number of distinct kinds of errors (one for each methodology) is less likely to wander far off target
than one generated by a single method.
© 2003 Elsevier Inc. All rights reserved.
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1. Introduction

Many economists may have doubts about the ultimate value of research in the subfield
of economics known as “behavioral economics,” but few would disagree that a “behavioral
revolution” has taken place over the last 15 years. Although this “revolution” does not carry
all the markings of a full-fledged shift of paradigm in the sense ofKuhn (1970), there is
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abundant evidence that the normal science currently practiced by neoclassical economists
incorporates behavioral techniques that would have stood out as unusual just a decade
ago.1 Most convincing on this point is the fact that a number of major themes in behav-
ioral economics, e.g. examining the empirical validity of behavioral assumptions, modeling
non-maximizing behavior by firms and consumers, and borrowing from psychology, soci-
ology and cognitive science, now comfortably fit into most major journals in economics.2

This newly won attention, although it reflects a substantive achievement for those who
advocate the use of behavioral techniques in economic research, has yet to see the insights of
behavioral economics coalesce into a normative framework for analyzing economic policy
(Knetsch, 1995).3 Reaching the imagination of policy makers and influencing popular debate
about leading issues in public policy is, admittedly, not the only measure of an intellectual
movement’s success. Still, it is puzzling, at least on the face of it, why the recent ascent
of leading behavioralists into the limelight has not been accompanied by a new normative
framework for analyzing policy.4

In fact, some of the most well-known behavioral economists explicitly warn their readers
not to draw normative inferences from their work.Thaler (1991, p. 138), for instance, makes
the following assertion about his own work on the empirical validity of rational choice ax-
ioms: “A demonstration that human choices often violate the axioms of rationality does not
necessarily imply any criticism of the axioms of rational choice as a normative idea. Rather,

1 Schwartz’s (1998)book, Rationality Gone Awry, provides a general survey of behavioral economics with
citations of a number of major journal articles using behavioral techniques as well as older edited volumes intended
to represent the practice of “behavioral economics.” Schwartz’s work provides abundant evidence, including
citation frequency statistics and accounts of behavioral economics in newspapers and popular non-academic
journals, backing the claim that behavioral economics has recently captured a greater share of attention relative
to other subfields within economics.

2 One might contend that the mainstream economics literature has long included within it a debate about the
meaning of “rationality” and the appropriateness of maximization as a model of how consumers and firms behave,
citing the paradoxes ofAllais (1953), Ellsberg (1961), or the provocative work of earlier authors such asVeblen
(1899), Keynes (1936), Hayek (1945), Duesenberry (1949), or Galbraith (1958). Of course, in a more detailed
historical account of the emergence of behavioral economics, the work of Richard Cyert and Herbert Simon in
the 1950s and 1960s would be featured prominently in the story of behavioralists who made a “big impact.” The
claim being made here is simply that a recent accumulation of empirical work on anomalous price patterns in
financial markets(Thaler, 1993), and heightened interest in the experimental results of authors such as Tversky
(seeLaibson and Zeckhauser, 1998), Smith (2000), andCamerer (1997), have led to an unprecedented level of
attention being devoted to the themes of behavioral economics.

3 Important exceptions to this include policy-oriented discussions ofx-efficiency such asLeibenstein
(1979), Schwartz (1969), andAltman (1996); Katona’s (1980)work on policy-related macroeconomic forecasting
using attitude survey questions;Frank’s (1985)models of optimal income re-distribution with other-regarding
preferences;Maital (1986)on the possibility that imperfect credit markets may impose welfare-improving con-
straints;Schelling’s (1984)enumeration of policy problems relating to “self-command”;Tomer’s (1986)work
on organizational capital;Akerlof and Dickens (1993)on cognitive dissonance and forced retirement savings
programs;Frantz’s (1992, 1997)application ofx-efficiency to the problem of regulating a natural monopoly;
Scitovsky’s (1998)description of how recent political events interconnect with the trend toward irrationally en-
gaging in too little self-cultivation;Altman’s (1999a)analysis of welfare-enhancing policy changes ruled out by
neoclassical assumptions;Altman (2000)on labor policy; andGeorge’s (2001)normative analysis of advertising
and meta-preferences.

4 In a note to the author, Hugh Schwartz confirmed the apparent reluctance of behavioralists to apply their work
to solving policy problems. As evidence, he cited a recent phone call from a reporter atBusiness Week trying,
without much luck, to get a “behavioral perspective” on specific policy issues from leading behavioral economists.
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the research is simply intended to show that for descriptive purposes, alternative models are
sometimes necessary.” Continuing this discussion of what behavioral economics implies
about the use of rationality axioms in normative analysis,Thaler (1991, p. 138)argues that
the major contribution of behavioral economics has been the discovery of a collection of
“illusions,” completely analogous to optical illusions. Thaler interprets these “illusions” as
unambiguously incorrect departures from the “rational” or correct way of making decisions.
Thaler is explicit in accepting neoclassical axioms of individual preferences (e.g. transi-
tivity, completeness, non-satiation, monotonicity, and the Savage axioms which guarantee
that preferences over risky payoffs can be represented by an expected utility function) as
his normative ideal when he writes: “It goes without saying that the existence of an optical
illusion that causes us to see one of two equal lines as longer than the other should not
reduce the value we place on accurate measurement. On the contrary, illusions demonstrate
the need for rulers!”

Yet, in showing that human decisions contradict the predictions of expected utility the-
ory, there is no analog to the straight lines of objectively equal length. Unlike the simple
geometric verification of equal lengths against which incorrect perceptions may be verified,
the fact that human decisions do not satisfy the axioms underlying expected utility theory in
no way implies an illusion or a mistake. Expected utility theory is, after all, but one model
of how to rank risky alternatives. Those who insist that traditional theory is a wholly com-
plete basis for normative analysis in spite of systematic departures from this theory in the
empirical record, in effect, assert that behavioral economics is a purely descriptive field of
inquiry. This perspective, in turn, implies that the full range of possible policy conclusions
to be drawn from the empirical record against neoclassical behavioral assumptions consists
of nothing more than a call for better training in the logic of existing models of choice.5

Thaler’s own work illustrates the possible inadequacy of this non-normative interpre-
tation of behavioral economics by generating results that seem to have interesting policy
implications at odds with those of standard models. When, for example,Kahneman et al.
(1986)provide evidence that decision makers do not maximize, it is highly unlikely that
optimal policies developed from maximization models continue to be optimal. For instance,
the incentive-compatibility constraints faced by a public official pondering how to raise rev-
enue to cover the cost of providing a public good will be less constraining if consumers do
not maximize, since those constraints assume that citizens extract personal benefits at the
public’s expense to a greater degree than actually occurs. This means that the policy maker
has more latitude than previously thought.

In another paper,Thaler (1980)argues that consumers are relatively unresponsive to
exogenous changes. This descriptive result would seem to argue against policy interventions
which depend on a high degree of sensitivity to individual incentives, and in favor of policies
whose primary drawback stems from the consequences of a public that is forward-looking
and keen to adjust to changes in incentives. Surely, Thaler’s result is germane to debates
about whether small revisions in marginal income tax rates can be expected to boost a
country’s labor supply (which underlies the idea of “tax cuts that pay for themselves”).

5 Raiffa (1994)advances this point of view explicitly, insisting that unambiguous normative models of decision
making exist (such as expected utility theory) and therefore should be taught widely in order to correct the
irrationality of the masses.
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Thaler’s results on unresponsiveness also appear to challenge another important normative
concept, the Lucas critique, which played a significant role in justifying the economic
policies of Margaret Thatcher and Ronald Reagan. If forward looking behavior plays only
a minor role in influencing current decisions, then the idea of using monetary and fiscal
stimulus to increase aggregate demand is not as vulnerable to criticism based on rational
expectations and Ricardian equivalence.

In yet another example, the work-horse of applied normative economic research,cost–
benefit analysis, seems to have its meaning altered byKahneman et al.’s (1990)fascinating
demonstration that people require very high payoffs to be induced away from the status
quo. If, by usual measures, a proposed policy change leads to a net benefit, this alone may
not justify the new policy, owing to the unaccounted psychic costs of adjusting away from
the status quo. Economists doing cost–benefit analysis (taking preferences as exogenously
given) would presumably want to respect the finding that average preferences are reference
point-dependent and, therefore, recommend fewer changes in policy.

In addition to noting what appears to be an abundant supply of unexplored normative
implications in the descriptive behavioral economics literature, other rationales for assert-
ing that normative behavioral economics is potentially worthwhile seem to be emerging.
One such rationale stems from a relatively new strand in the behavioral economics litera-
ture focusing on decision environments in which anomalous behavior leads to surprising
social benefits. That is, systematic “mistakes” can have pro-social consequences in certain
contexts.

Dekel (1992)provides a model in which individuals who have inflated beliefs about
the relative value (in terms of increasing one’s chance at surviving) of the food that they
own are objectively better off in food-bargaining situations than individuals who correctly
understand how nutrition maps into survival probabilities. In Dekel’s model, the deluded
individual benefits from an improved bargaining position that rests on the individual’s rep-
utation for being an irrationally tough bargainer. A similar story inKyle and Wang (1997)
features financial market participants who sometimes benefit from their own distorted be-
liefs. Berg and Lein (2002)illustrate how overconfidence improves liquidity in certain
settings, actually leading to a Pareto improvement (relative to perfect rationality) by reduc-
ing transactions costs enough to offset the personal cost of holding distorted beliefs. And
Bernardo and Welch (2000)construct a cascade environment where distorted beliefs lead
individuals to strike out on their own rather than “follow the herd,” providing a socially
beneficial “informational externality.” This emerging line of work stresses the connection
between rationality (or adaptiveness) and specific environments, drawing on the tradition of
studies such asWinter (1988)andNelson and Winter (1982)in which neoclassical behavior
does not always win against behavioral alternatives. Seen in this light, behavior that does
not satisfy the neoclassical axioms, including beliefs about the world which are incorrect,
cannot easily be interpreted as aberrant, or labeled “irrational,” since such behavior is (in
certain decision environments) net welfare-improving relative to neoclassical “rationality.”

The message that context matters, a commonplace in most branches of the social sci-
ences, seems to be controversial in economics, which has traditionally viewed the axiomatic
approach and its concomitant priority on generalizability as an important indicator of its
substance (and superiority). Paying attention to context, however, and acknowledging that
different types of behavior work well in different settings leads one to conclude that the
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meaning of “rationality” derives from specific environments and is not always amenable
to universal or axiomatic construction. This kind of context dependence complicates the
policy maker’s task by requiring more detailed knowledge of environmental and behavioral
particulars so that concepts such as “rationality” and “efficiency” are well-defined.

Thus, the success of descriptive behavioral economics alongside an apparent consensus
against normative behavioral economics presents a conundrum. Here we have a substantial
category of research emerging into prominence, the key findings of which are positioned to
be orthogonal, i.e. unrelated, to nearly every interesting policy debate on which the question
of economic behavior may bear. In this anti-normative appraisal, behavioral economics,
although it accepts a broader vision of how firms and consumers actually behave, does
not actually challengehomo economicus as the proper ideal for assessing how legal and
cultural institutions should be designed. This paper addresses the question of whether the
anti-normative view is correct.

2. Normative neoclassical economics versus normative behavioral economics: are
the policy implications different?

For the sake of comparison, it is useful to recall the standard ground rules for doing
normative economics using the neoclassical approach. First, fix (i.e. hold constant) prefer-
ences, technology and the decision-making environment (including all relevant institutional
detail). Next, describe the behavior of consumers and firms as a (continuous) function of
prices—the function that maximizes each agent’s objective given any price vector. Then,
impose adding up constraints, i.e. equate demand and supply, to obtain equilibrium prices
as a function of exogenously given parameters (call themθ) some of which are under the
policy maker’s control. At this point, decide how to aggregate utility into a social welfare
function. Finally, declare a particular policyθ1 to be an improvement over the status quoθ0
if and only if social welfare underθ1 (after prices have fully adjusted to the new equilibrium)
is greater than it was under (the equilibrium associated with)θ0.

Referred to hereafter as “normative neoclassical economics,” this paradigm deserves to
be acknowledged as a well-designed tool for answering a large class of problems. The
creativity demonstrated by post-war economists in composing themes and variations based
on it is truly remarkable. The intent of this article is not to diminish the importance of
this paradigm. Rather, the intent is to challenge the assertion that normative neoclassical
economics is theonly solid basis for saying what policy makers ought to do. Pointing out
that normative neoclassical economics is not a universally applicable tool should not be
read as an attack. Rather, it is a call for a pluralistic, multi-tooled approach to trying to do
what most readers surely want—to get policy right!

I will try to show that normative neoclassical economics, like any other singular tool,
systematically guides policy analysis in certain directions rather than others. Understanding
the systematic connection between one’s analytical tool, i.e. one’s method, and the range of
policy conclusions that are possible, will emerge as a critical component in the argument for
normative behavioral economics. Therefore, the following section attempts to analyze the
neoclassical tool’s systematic tendencies, by comparing those tendencies with the normative
tendencies of leading behavioral methods.
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But what is a “behavioral method?” In order to avoid having to commit to a “once and
for all” definition, one can instead opt for an empirically driven “characterization,” that
identifies behavioral economics with a list of key techniques which are clearly associated
with it.6 Below is just such a list, the purpose of which is to make a series of comparisons
that contrast the set of policy prescriptions that are possible when using different techniques
of analysis.

Following a general description of each of six core techniques in behavioral economics,
I try to point out how each technique can lead to a policy implication that is ruled out by
the standard neoclassical technique. The point is to tie methodology to policy implications.
I argue that methods (i.e. techniques of analysis), whether they be neoclassical or behav-
ioral, are idiosyncratic by nature and exhibit inherent systematic tendencies. The following
comparisons attempt to demonstrate how the universe of possible policy prescriptions is
shaped by the techniques one uses.

A corollary to this demonstration is that multiple methods—using a toolkit of approaches
for understanding economic phenomena and making normative claims—is highly desirable.
The claim that multiplicity is “desirable” follows from the principle of diversification: in
averaging over imperfectly correlated errors (one for each method or “tool” considered), the
composite tool of analysis (the “portfolio,” or “toolkit”) is more precise than a single tool is.
In essence, this corollary says that a policy prescription reflecting the multiple techniques
of behavioral economics is less likely to wander far off target. Therefore, the comparisons
below constitute an argument in favor of normative behavioral economics.

2.1. Theoretical modeling with behavioral assumptions that are less stringent or different
from those of neoclassical economics

This approach is the behavioral technique most similar to neoclassical economics. Be-
ginning with strong assumptions about the objectives and constraints faced by decision
makers (as in neoclassical theory), all relevant decisions are given a mathematical rep-
resentation and, after solving for a decision rule that determines each agent’s action as
a function of exogenous parameters, the aggregate consequences of the model are char-
acterized. Using this technique, a number of behavioral phenomena can be studied, such
as bounded rationality (decision costs), time inconsistency (non-exponential discounting),
other-regarding behavior (reciprocity), incorrect beliefs about random variables (e.g. over-
confidence), and reference point-dependent preferences (status-quo effects). The chief virtue
of this approach is that, by modifying a single element at a time, the connection between
behavioral assumptions and the predictions of otherwise familiar economic models is easy
to see.

Examples of this technique includeCyert and March’s (1988)analyses of firms that
pursue objectives other than profit-maximization:Loewenstein and Prelec’s (1992)model

6 Actual definitions of behavioral economics appear inGilad and Kaish (1986), Gilad et al. (1986), Simon
(1986), Caldwell (1986), Earl (1988), andMaital and Maital (1993). These authors’ characterizations of what
behavioral economics is all about overlap to a remarkable degree and succeed in identifying several themes which
distinguish behavioral economics from other styles of economics. Those distinguishing themes are: the empirical
validity of assumptions; the possibility of “irrationality”; using multiple approaches to understand behavior; and
multi-disciplinarity.
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of time inconsistency;Altman’s (1996)analysis of how welfare economics changes when
workers are assumed to work more efficiently at higher wages;Rabin’s (2000)model of
familiar decision problems incorporating biased perceptions of probabilities; andSethi
and Somathan’s (2001)work exploring the consequences of other-regarding behavior in
equilibrium theory.

2.1.1. Example (food label warnings)
A theoretical model built on the behavioral assumption of bounded rationality can arrive

at a conclusion which is impossible in the standard neoclassical framework regarding the
question of whether the government should require food producers to label high-cholesterol
foods with an explicit warning about the health consequences of a high-cholesterol diet. In
a perfect-information neoclassical world where food products already state the quantity of
cholesterol in food products, and where the statistics relating daily cholesterol consump-
tion to illness are readily available, warning labels should have no influence on the deci-
sions consumers make. The labeling proposal would impose real costs on food producers,
but yield no benefits in terms of lowering healthcare outlays. Therefore, the neoclassi-
cal model favors no new labeling. On the other hand, if I can only keep six facts in my
mind simultaneously, and the marginal benefit of filling one of those six slots with choles-
terol statistics on any given day is small, then the labeling scheme (by forcing a relevant
fact to the front of my consciousness at the time of purchase) may drastically alter my
food purchases. According to the behavioral model, the labeling proposal may be a good
one.

2.1.2. More examples (forced savings, taxing positional goods, teaching maximization
to MBAs)

Three more examples illustrate how theoretical behavioral models can favor policies
that are difficult to motivate using neoclassical behavioral assumptions. Time-incon-
sistency captures a number of persistent problems of will-power, i.e. the inability to
execute the plans one makes for oneself, that can justify state imposition of mechanisms
such as a social security program (forced retirement saving). Other-regarding behavior
may justify taxes on “positional goods,” or other programs designed to mitigate against
the overconsumption of status-improving goods. And models ofx-efficiency in which
firms do not always reduce profits by paying a higher wage clearly show that lawmak-
ers have a role to play in helping pick which equilibrium path the economy is to
take.

2.2. Empirical tests of competing behavioral hypotheses

2.2.1. Laboratory experiments
Given a list of competing theories of individual behavior, each with falsifiable implica-

tions, it is sometimes possible to design laboratory experiments to rule out some or all of the
candidate theories. By shrinking the set of admissible theories, this type of empirical work
essentially accepts the project of falsification (in the tradition ofPopper, 1934), seeking
to converge toward a more accurate understanding of the objective world via a process of
elimination.
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2.2.2. Field data
The goal here is the same as in laboratory experiments: use the data to rule out theories

and thereby further a process of convergence toward a small (possibly singleton) set of
explanations for a particular phenomenon. In analyzing field data such as macroeconomic
time series and large, public-use panel data sets, behavioral economics draws on the tech-
niques of standard econometric analysis. The key challenge in this area is to somehow tie
the unobserved world of decision processes to observable variables, and test claims about
behaviors that are not always directly observable.

Tversky and Kahneman (1992), Thaler (1997), Camerer (1997), Smith (2000), andGuth
et al. (2001)are among the most prominent experimentalists conducting empirical tests of
behavioral theories.Rabin and Schrag (1999), Constantinides (1990), andDe Bondt and
Thaler (1990)are examples of empirical studies that test behavioral theories using field
data.

A wide class of problems in neoclassical applied econometrics applies the following
methodology: assume consumers choosex to maximizeu(x; θ) such thatg(x; λ) = 0;
estimateθ andλ; if θ is a policy variable, and du(x∗; θ̂)/dθ is greater than the cost of one
additional unit ofθ, then recommend makingθ higher.

The behavioral economist, perhaps drawing on laboratory experiments, from surveys, or
from in-depth interviews (in the tradition of anthropologists and ethnographers), may argue
that consumer behavior is better described by the functionx∗∗(θ) rather than the neoclassical
model’s x∗(θ). With entirely different derivations of the behavioral rule (x∗∗(θ) versus
x∗(θ)), there is no reason for these functions to respond similarly toθ. Thus, the predicted
effects of policy change may very well be different: du(x∗∗; θ̂)/dθ < 0 is quite possible,
reversing the earlier policy recommendation.

2.2.3. Example (“talking up” aggregate demand to smooth the business cycle?)
A real-business cycle macroeconomist who understands recessions as the result of an

exogenous shock to the aggregate supply curve recommends a hands-off policy approach.7

With this supply-side diagnosis of a recession, efforts to change the money supply or
the emotions of consumers (both of which would affect the aggregate demand curve) are
ineffectual for purposes of effecting real economic variables. In effect, the supply-side
analysis asserts that the derivative of equilibrium output with respect to policy variables is
zero. A behavioral macroeconomist in the tradition of George Katona, on the other hand,
views consumer sentiment as an independent variable that can and should be targeted for

7 Of course, not all neoclassical economists subscribe to the tenets of real-business cycle theory. Still, the
consumer-sentiment approach of Katona remains recognizably distinct from the work of most contemporary Key-
nesian macroeconomists whose methods often include use of “the representative consumer,” rational expectations,
expected-utility maximization, and long-run equilibrium. It is true that, by embedding additional factors into the
neoclassical framework, e.g. costly price adjustment, Keynesian macroeconomists can produce models with pol-
icy implications similar to those of behavioral economists. Similarly, behavioral economists are quite capable
of arriving at policy conclusions that overlap with those of real-business cycle proponents, depending on which
method is selected from the behavioral methods “toolkit.” Therefore, there is not a one-to-one correspondence
between methods and policy implications. The relationship is instead “many-to-one,” whereby different methods
can map into the same policy implication. Nevertheless, there is a relationship. And because there is a systematic
connection between the two, the choice of analytical method really does matter: selecting certain methods over
others points systematically to some, rather than other, policy prescriptions.
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policy intervention. It is interesting to note that the administration of American President
George W. Bush has adopted an implicitly behavioral point of view with its efforts to “talk
up” the demand curve, encouraging consumers to spend and be optimistic.

2.3. Borrowing from psychology, sociology, cognitive science, political science,
psychology, anthropology, and philosophy to analyze outstanding empirical puzzles in
economics

Multi-disciplinarity is a prominent theme in behavioral economics.8 Although some have
looked at how economic ideas can be incorporated into other disciplines, multi-disciplinarity,
as a technique in behavioral economics, typically involves grafting a concept or theory from
another discipline onto an established economic model.

Maital and Maital (1993)makes a number of arguments in favor of judiciously mixing
elements of psychology and economics.Rabin (1998)surveys the subject of psychology
and economics, focusing heavily on Tversky and Kahneman constructs such as loss aver-
sion and the status-quo effect.Etzioni (1988)calls for a blend of normative sociology and
positive economics which he refers to as socio-economics.Maki (2001)andMcCain (1998)
analyze a number of important issues in philosophy and economics.Posner (1998)examines
the consequences of apparently irrational behavior for the multi-disciplinary subject of law
and economics. AndHoch and Loewenstein (1991)use a number of results from cogni-
tive science to underpin their study of reference point-dependent preferences in consumer
purchase decisions.

2.3.1. Example (reducing crime)
Neoclassical economists who write about crime often frame the problem of reducing

crime as that of setting the penalties and the probabilities of getting caught high enough so
that rational criminals will be dissuaded from misbehaving (because they anticipate more
disutility than benefit). A psychologist well-versed in the study of systematically distorted
beliefs may agree with the neoclassical economist’s general approach, yet disagree about
the specific numbers, arguing for far higher penalties and intensity of enforcement (because
potential criminals systematically underestimate the probability of getting caught). And
a criminologist who studies the interaction of environmental factors and crime rates may
recommend that policy makers target something altogether different than penalties and
intensity of enforcement.

2.3.2. Example (recycling in Dallas)
In considering how to encourage more recycling in Dallas, TX, the neoclassical economist,

accustomed to assuming relative uniformity across time and space may recommend what-
ever policy has worked most often in other cities. On the other hand, the multi-disciplinary
economist, perhaps working together with an anthropologist or geographer, is more apt to

8 Of course, there are numerous examples of neoclassical economists engaged in multi-disciplinary research
programs. Thus, the generalization here, and the distinctions between neoclassical and behavioral economics made
elsewhere in this paper, are admittedly imperfect. I argue nonetheless that there is a recognizable difference based
on the frequency and degree to which behavioral economists rely on the methods categorized here as “behavioral.”
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consider the unique regional characteristics of Dallas, trying to design a set of incentives
specifically geared toward that city’s residents.

2.3.3. Example (public art)
In considering spending on public art and cultural events, a behavioral economist with ties

to sociology can provide arguments that link shared experiences and collective enterprises
such as city festivals to tangible economic benefits. The resources that go into such projects,
when viewed as investments in “community capital” with the potential to enhance goodwill
in the business community and reduce contracting costs (e.g. reduce cheating), may turn out
to be wise investments. In contrast, it is difficult to use neoclassical theory to argue that the
benefits from these projects outweigh the inefficiency implied by planners choosing how to
spend taxpayers’ money.

2.4. Interviews and case studies

To aid in ruling out existing theories and to provide raw material for formulating new
theories, carefully executed interview studies and case studies that compare findings about
actual behavior with the behaviors assumed to prevail in neoclassical economics represent
a core technique within behavioral economics.Bewley (1999)studying downward wage
rigidity, Schwartz (1987)providing empirical insights into the efficiency of actual firms’
decisions, andSchwartz’s (forthcoming)case study of a development-policy success story in
Brazil, are notable examples of how the interview technique is used in behavioral economic
analysis.

2.4.1. Example (inflation targeting)
Interview-based behavioral analysis provides the key rationale underlying most central

bankers’ current practice of setting inflation targets strictly above 0%, e.g. between 2 and 3%.
In a neoclassical world, where prices adjust quickly (meaning that some workers experience
a declining real wage), there is little to be said in favor of inflation, and much to be said
against it. On the other hand, if firms and workers have a tacit agreement to almost never
cut nominal wages (as behavioral economists who interview firms and consumers have
confirmed is actually the case), then the price rigidity of the real wage and its attendant
inefficiencies are inescapable at a zero inflation rate. In this case, the interview methodology
leads to a sharp policy implication: that inflation rates should be high enough to allow real
wages to adjust downward without cutting nominal wages.

2.5. Policy analysis comparing the implications of different hypotheses about behavior

A distinctly behavioral approach to policy analysis with at least some precedence in the
behavioral economics literature involves focusing on a particular policy problem, comparing
the policy implications of several potentially relevant behavioral models, and critically
analyzing the extent to which those models’ assumptions are likely to hold in the case
under consideration. This empirically-guided technique of “searching in a space of possible
behaviors” stands in stark contrast to the essentially deductive neoclassical technique of
assuming a fixed, exogenously given objective.
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Macroeconomic forecasting and policy analysis using attitude surveys in the manner of:
Katona (1993); Altman’s (1999b)study of family planning and development policy using
a growth model in which men and women’s preferences may differ; and Schwartz’s (forth-
coming) consideration of how closely different behavioral assumptions actually adhere to
the facts, are examples of this approach.

2.5.1. Example (incentive-compatibility constraints and admission pricing at the Dallas
Museum of Art)

The problem faced by those charged with the challenge of regulating access to a public
good illustrates how this kind of behavioral analysis of policy can overturn neoclassical
policy positions. Whereas neoclassical models suggest the importance of designing pricing
schemes that can withstand a population of individuals doing their best to “screw the system”
(formally communicated as “incentive compatibility constraints”), behavioral economics
can generate a wider set of feasible policy alternatives by considering alternative motives
(some of which are pro-social, or perhaps are supported by cultural norms which can induce
self-regulation away from the “screw the system” strategy).

For instance, admission to the Dallas Museum of Art is free on the first Tuesday of
every month, and every Thursday during certain hours. If viewing art on Tuesday is a good
substitute for viewing art on Wednesday, then a “kitchen sink” neoclassical model would
probably predict ticket revenue on Wednesday to fall off sharply, due to a strong substitution
effect. According to the representatives of the Dallas Museum of Art I spoke with, however,
Wednesday revenues, although never spectacular, actually rose after the current price policy
was implemented. In fact, ticket takers at the museum report that a number of attendees insist
on making a donation (paying the price of admission) even when it is free. This behavior,
perhaps surprising to some, might actually be predicted by a behavioralist. A behavioral
economist could cite several reasons why free admission on Tuesday would not hurt ticket
sales on Wednesday: individuals may not plan leisure-time consumption very far into the
future; they may not be very sensitive to changes in museum ticket prices; due to inertia,
attendees may tend to stick with past patterns of attendance; and Dallas art-goers might
value reciprocity, showing some concern about “doing their part” to support art.

2.6. Simulation and evolution

Simulation is a versatile technique with a wide variety of applications. It is particularly
well-suited to studying heterogeneity and, therefore, for doing economic analysis without
the extreme homogeneity assumptions characteristic of other techniques. The focus of many
simulation studies is theemergence of certain behaviors and the systematic connection
between types of environments (determining which behavior gets rewarded) and types of
preferences or cognitive processes (determining who survives). Simulation can suggest
how certain preferences arise as selective traits in a larger space of preferences, thereby
generating hypotheses about where first principles come from. Computer simulation uses
complex structure and high dimensionality to help vivify one’s imagination and provide
answers where formal analysis is too difficult.

Herbert Simon pioneered the use of simulation (seeRubinstein, 1999or Simon, 1972).
The work ofAxelrod (1984)studying reciprocity, andGigerenzer and Todd (1999)exploring
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the question of which kinds of environments support fast and frugal decision-makers over
maximizers, are prime examples of the simulation technique.

2.6.1. Example (teaching economics students that smart guys sometimes act nice)
What undergraduate textbooks teach students of economics is itself a normative eco-

nomics issue. If generations of young people are taught that “rationality” means becoming
homo economicus, e.g. taking all the hors d’ouevres from the tray when there is little risk
being caught, then surely this has real effects on the way in which the economy works.
The simulation and evolution literature has demonstrated a wide range of environments in
which pro-social behavior, such as cooperation, reciprocity and altruism, is “smart” in a very
real, bottom-line sense. Teaching this part of the economics literature more prominently to
undergraduates is potentially important if one worries about the evolution of culture and be-
lieves that academic institutions play a role in the “fitness function” that filters tomorrow’s
winners from the losers. This role is considerably diminished as soon as one attempts a neo-
classical analysis of what should be taught in undergraduate economics courses. Adopting
the neoclassical approach, the preferences of young adults who populate college campuses
are more or less fixed and, therefore, any normative material aimed at them will be largely
irrelevant in predicting their future behavior.

3. Another reason for normative behavioral economics: ideological pluralism

Apart from bickering over the existence of externalities, informational asymmetries and
transaction costs, there is little disagreement among neoclassical economists on the universal
applicability of maximization, the proposition that more choices are better than fewer,
and the idea that competitive processes will eventually allocate scarce resources to the
individuals who want them the most. Although there is vigorous and often interesting
debate within neoclassical circles on specific policy issues, there is relatively little debate
about how the very nature of consumers and firms inform and constrain the choices and
objectives of policy makers. That is, the neoclassical economist characterizes the nature,
or ultimate concern, of these units of economic decision-making a priori and, as such,
behavior is not the main focus of inquiry. The key point is that adhering to certain a priori
characterizations of behavior produces a distinct pattern of thinking about what is possible
and what is desirable with respect to policy questions.

Of course it would be too simple to say that neoclassical economics represents an ideolog-
ical monolith. Yet when compared with the policy orientation and techniques of neoclassical
economists, the policy orientation and techniques of behavioral economists appear to be
more diverse. On the one hand, behavioral techniques lead to a number of new arguments
for the role of government in helping coordinate economic activity—roles that are much
more difficult to motivate while adhering to neoclassical behavioral axioms. On the other
hand, these same behavioral techniques attract a number of Austrian or Schumpeter-styled
economists such as those collected inCaldwell and Bohm (1992). Austrian critics of neo-
classical policy analysis, while no less enthusiastic aboutlaissez faire policy prescriptions,
tend to see more irrationality and flux in market processes than do neoclassical economists.
Although zealous in advocating “market” solutions to social problems, Austrians tend to
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make more modest claims than neoclassicals do regarding markets and social efficiency.
Indeed, the fact that ideological opposites can find substantial common ground within be-
havioral economics provides impressive testimony on behalf of the strength of behavioral
economic techniques, which hold appeal apart from their philosophical groundings.

The claim here is that a distinct toolkit of analytical techniques, rather than ideology,
defines what it means to be a behavioral economist. After all, the ideologies of behavioral
economists span a range of political views wide enough to encompass most positions within
the neoclassical mainstream. By encompassing and exceeding the set of ideologies com-
monly associated with neoclassical economics, one concludes that it cannot be ideology
that sets behavioral economists apart from neoclassicals. Behavioral economics, by inves-
tigating a range of different hypotheses about how consumers and firms behave, can be
associated with a commensurately wide range of ideologies and approaches to policy.9

4. Normative behavioral economics and the diversified methodological portfolio

The arguments in favor of normative behavioral economics already articulated also argue
in favor of more detailed methodological explication whenever economic analyses of policy
problems are undertaken. Because the selection of any particular method is likely to rule out
the advisability of a whole range of policy alternatives, it is important that this connection
(between the choice of a particular method and the policy conclusion at which one arrives)
be as explicit as possible when using economics to support specific normative claims. This
is methodology at its best: when it explains how the techniques economists use shape their
opinions about the world, creatively infusing the economist’s world-view with specificity,
while delimiting the range of socio-economic structure that can be rationalized as “good,”
“advisable,” or otherwise conceived of as a worthwhile policy goal.

“More methodological explication,” however, is not a popular item among the wish lists
of critics of economics. One of the most prominent condemnations of methodological dis-
course is to be found in McCloskey’sThe Rhetoric of Economics (1985). In her brilliant
analysis of economic metaphor and techniques of persuasion, McCloskey sides with con-
temporary philosophers such asFeyerabend (1975)andRorty (1982)in rejecting “bigM
Methodology” as nothing more than abstract rule-making, weighed down by the grandiose
intention of demarcating what counts as science from what does not. Without methodolo-
gists to keep economics on track, McCloskey argues, the “conversation” within economics
performs just fine in regulating itself. Economics contains its own standards for deciding
good arguments from bad, for telling an important fact from an unimportant one, or a true
explanation from one which is false—and not because of methodologists’ wise pronounce-
ments.McCloskey (1985, p. 28)elaborates: “It is a market argument. There is no need for
philosophical lawmaking or methodological regulation to keep the economy of intellect
running just fine.”

But what if the “economy of intellect” suffers from institutional flaws that flout compe-
tition, allowing monopolists to thrive, and reinforcing intellectual inertia? If market power

9 See, for instance, the Austrian behavioralist critique of neoclassical economics inLanglois (1998), moderate
advocacy in favor of state intervention inLoasby (1988), the Marxian work ofElster (1978), and the interesting
mix of cultural conservatism and economic liberalism (contemporary American meaning) inGeorge (1993).
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reigns in the “economy of intellect,” would there not be justification for devoting time and
attention to methodological debate? McCloskey’s argument, while valid under competi-
tive assumptions, provides little rationale for ruling out the possibility that methodological
discourse can help assuage negative consequences of market power such as the underprovi-
sion of innovation, and the anti-competitive tactics of powerful incumbents(Gramm, 1988;
McCloskey, 1988; Stanley, 1986). Without perfect competition, the case for a rule against
rule-making is certainly diminished.

Rather than placing faith in a virtuous “anarchy” (as McCloskey puts it) among pro-
ducers of economic rhetoric to right such wrongs, perhaps the regulatory spirit of those
who would engage in the self-reflexive act of methodological analysis should be given
a chance. When a community of rhetoricians is stuck in a rut, encouraging one’s peers
to re-evaluate first principles is not necessarily worse than waiting around for the
community to spontaneously shift paradigms. Given the departures from perfect compe-
tition present in the economics profession, I believe that devoting time to the consider-
ation of methodology and its connection to policy analysis may usefully direct critical
attention to the essential disagreements that animate leading debates in economics. This
means spending more time analyzing the importance of assumptions instead of merely
debating each side’s predicted outcome. At the very least, if economics articles were to
routinely devote a few paragraphs to explaining how sensitive (or insensitive) their nor-
mative conclusions are to changes in methodological approach (e.g. “What policy rec-
ommendations were ruled out because of the technique I chose?”), readers could more
transparently understand why respected economists so frequently disagree about policy
matters.

This paper has argued that behavioral economics should aspire to say something about
economic policy. The main obstacle to developing this aspiration and acting on it is not
a lack of persuasiveness on the part of behavioral economics. Rather, it is the ingrained
singularity ofhomo economicus as a basis for normative analysis that makes it difficult to
direct most audiences’ attention to the connection between behavioral hypotheses and policy
prescriptions. Without appreciating that behavioral assumptions (those used by behavioral
economists or any other kind of economists) tend to rule out some policy ideas and favor
others, an important selling point of methodological pluralism is lost.

As a demonstrably pluralistic set of techniques, behavioral economics has much to offer
in the way of improving policy-making across a broad range of settings. Advancing the
research program in normative behavioral economics implies thinking strategically about
constructing rhetoric that will be persuasive to multiple audiences, including neoclassi-
cal economists, behavioral economists, and the public at large. Refining this rhetoric, with
special attention to the link between analytical techniques and policy prescriptions, is there-
fore critical in helping achieve a more transparent intellectual process aimed at improving
policy-making.
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