Behavioral Economics and Finance — 14.127
Spring 2004
Thursday 4-7, E51-372

Instructor: Xavier Gabaix E52-274B xgabaix@mit.edu. Office hours: Thursday 2.30-4.

TA: Marek Pycia pycia@MIT.EDU Office hours: Monday 1-2:30.

The requirements for the course are about three problem sets and/or referee reports, and a term
paper. The term paper will be due on September 15, 2004. Students are expected to propose
original insights, theories, experiments or field studies.

Syllabus

*designate required readings.

There are two textbooks:

*Kahneman and Tversky Choices, values and frames, by (henceforth CVF), Cambridge
University Press, 2000

*Shleifer, Andrei Inefficient capital markets: An introduction to behavioral finance, Oxford UP
2000. (ICM)

The following books are also useful:

Colin F. Camerer, George Loewenstein, Matthew Rabin editors, Advances in Behavioral
Economics, Princeton University Press 2003 (henceforth ABE)

R. Thaler, Advances in behavioral finance, Russel Sage Foundation, 1993.

INTRODUCTION

*Rabin, M. “Economics and Psychology”, JEL, v36 n1, March 1998, p.11-46. URL

*Kahneman, D. “Maps of Bounded Rationality: Psychology for Behavioral Economics,” AER,
December 2003, p.1449-1475.

This is Kahneman’s Nobel lecture. See a video of it at:
http://www.nobel.se/economics/laureates/2002/kahneman-lecture.ram

Thaler, R. The Winner’s curse, Princeton U P, 1992.
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Discussion of traditional objections

Akerlof, George A, Yellen, Janet L., “Can Small Deviations from Rationality Make Significant
Differences to Economic Equilibria?” American Economic Review. Vol. 75 (4). p 708-20.
September 1985.

*Gabaix, Xavier and David Laibson “Competition and Consumer Confusion”.

*|CM, Chap. 2

*Thaler, R., “The Psychology and Economics conference handbook: Comments on Simon, on
Einhorn and Hogarth, and on Tversky and Kahneman”, J of Business, v59 n4 part 2, Oct 1986,
p. S279 - 284.

MICROECONOMICS

Some psychology of decision-making

*Camerer, C, “Individual decision making”, Kagel, J. and Roth, A. Handbook of experimental
economics, Princeton UP, 1995, p.587-703.

Kahneman, D., Knetsch, J., and Thaler, R. “Experimental tests of the endowment effect and
Coase theorem”, JPE 1990, p.1325-48.

*Tversky, A. and D. Kahneman, “Judgement under uncertainty: Heuristics and biases”, Science,
185, 1974, p.1124-31.

Thaler, R. “Mental accounting”, in Quasi-rational economics, Russell Sage, 1991.

Tversky, A. and Kahneman, D. “The framing of decisions and the psychology of choice,”,
Science, 211, 1981, p.453-8.

Slovic, Paul "Rational Actors and Rational Fools: Implications of the Affect Heuristic for
Behavioral Economics"

Decisions under risk and uncertainty

*Kahneman, D., Tversky, A. “Prospect theory: An analysis of decision under risk”,,
Econometrica, v47 n2, March 1979, p.263-91.
CVF 2.

*Plott, C. and K. Zeiler (2003) “The Willingness to Pay/Willingness to Accept Gap, The
"Endowment Effect," Subject Misconceptions and Experimental Procedures for Eliciting
Valuations,” Caltech mimeo.
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*Rabin, “Diminishing marginal utility cannot explain risk aversion”, CVF 11. You can consult
also Matthew Rabin Risk Aversion and Expected-Utility Theory: A Calibration Theorem
Econometrica, Vol. 68, No. 5., Sep., 2000, pp. 1281-1292.

*Tversky, A. and Kahneman, D. “Advances in Prospect theory: Cumulative representation of
uncertainty”, Journal of risk and uncertainty, v. 5 (4), 1992 (not available online). CVF 3.

Overconfidence, and manipulation of beliefs
Benabou, R. and Jean Tirole "Self-Confidence and Personal Motivation™ Quarterly Journal of

Economics, August 2002, 117(3), 871-915.
http://www.princeton.edu/~rbenabou/

Brunnermeier, M. and J. Parker, Optimal expectations http://www.princeton.edu/~markus/

Koszegi, B. U. Ego Utility and Information Acquisition Berkeley mimeo
http://emlab.berkeley.edu/users/botond/index.html

Landier, Augustin and David Thesmar Contracting with Optimistic Entrepreneurs: Theory and
Evidence

Quattrone and Tversky “Contrasting Rational and Psychological Analyses of Political Choice”
CVF 25

Rabin, Matthew and Joel Schrag “First Impressions Matter: A Model of Confirmatory Bias,”’
Quiarterly Journal of Economics 114(1), 37-82, February 1999.

Weinstein “Unrealistic expectations about future life events”. Journal of Personality and Social
Psychology, 39, 806-820, 1980 (in Dewey, not available online)
Decision utility and experienced utility

Frey, B. and A. Stutzer (2002) “What Can Economists Learn from Happiness Research?”
Journal of Economic Literature: 402-35

*Gilbert, D. T., Pinel, E. C., Wilson, T. D., Blumberg, S. J., & Wheatley, T. P. (2002). Durability
bias in affective forecasting. In Gilovich, T., Griffin, D., & Kahneman, D. (Eds.), Heuristics and
biases: The psychology of intuitive judgment (pp. 292-312). Cambridge: Cambridge University
Press.

*Kahneman, Daniel, et a. “Back to Bentham?”, QJE, v112 n2, May 1997, p.375-405

*Kahneman, Daniel “Experienced utility and objective happiness: a moment-based approach”.
CVF 37.

Contingent valuation
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*Kahneman, D. llana Ritov and Savid Schkade, “Economic preferences or attitude expressions?
An analysis of dollar responses to public issues”
CVF 36.

Time discounting
Some psychological evidence on time discounting

*Frederick, Shane and G. Loewenstein and T. O’Donoghue, “Time Discounting: A Critical
Review”, forth. JEL. http://sds.hss.cmu.edu/faculty/loewenstein.html. In ABE.

Metcalfe, J. and W. Mischel (1999) “A Hot/Cold System Analysis of Delay of
Gratification: Dynamics of Willpower,” Psychological Review, 106(1):3-19
(not available online; available in the Humanities Library)

Mischel, W., Y. Shoda, and M.L. Rodriguez (1992). “Delay of gratification in children” in
“Choice over Time”, Elster and Loewenstein ed., Russell Sage Foundation.
Modeling time discounting and self-control

*Gul, F. and Pesendorfer, “Self-control and the theory of consumption”, Mimeo.
http://www.princeton.edu/~fqul/research.html

*Laibson, D. “Golden eggs and hyperbolic discounting”, QJE, v112 n2, May 1997, p.443-77.

Applications

Angeletos, M., Laibson, D., Repetto, A., and Tobacman, J. “The Hyperbolic Buffer Stock Model:
Calibration, Simulation, and Empirical Evaluation (2002)”, JEP
http://econ-www.mit.edu/faculty/angelet/papers.htm

Bernheim, D., Garrett, D. and Maki, D. “Education and Saving: The Long-Term Effects of High
School Financial Curriculum Mandates” Workin Paper 97012, Stanford University, Department of
Economics, http://www-econ.stanford.edu/faculty/workp/swp97012.pdf

*Bernheim, D., Skinner J., and Weinberg, S. “What Accounts for the Variation in Retirement
Wealth Among U.S. Households?” AER, 91 (2001), 832-857

In Dewey, not available online, see also Stanford working paper 97035,
http://www-econ.stanford.edu/faculty/workp/swp97035.pdf

*Laibson, D., Repetto, A., and Tobacman, J., “A Debt Puzzle”, forth. in Essays in honor of E.
Phelps.
http://post.economics.harvard.edu/faculty/laibson/papers.html

Luttmer, Erzo and Thomas Mariotti “Subjective Discounting in an Exchange Economy” JPE
2003. [Finance application]
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Mankiw, “The Savers-Spenders Theory of Fiscal Policy”, AER, May 2000. See the paper and an
erratum at: http://www.economics.harvard.edu/faculty/mankiw/papers.html

O'Donoghue, Ted and Rabin, M. “Doing It Now or Later”, AER, v 89 n1, March 1999, p.103-24.
http://elsa.berkeley.edu/~rabin/wpapers2.html

Financial literacy and social influence

Choi, James C. Choi, David Laibson, Brigitte C. Madrian, Adnrew Metrick Active Decisions: A
Natural Experiment in Savings, August 4, 2003.
http://post.economics.harvard.edu/faculty/laibson/papers.html

Duflo, E. and Saez, E., “Participation and Investment Decisions in a Retirement Plan: The
Influence of Colleagues' Choices”,NBER Working Paper No. W7735
http://papers.nber.org/papers/w7735

Madrian, Brigitte and Shea , D. “The power of suggestion: Inertia in 401(k) Participation and
Savings Behavior”, Quarterly Journal of Economics 116: 1149-1525 (2001).

*Thaler and Bernatzi "Save More Tomorrow: Using Behavioral Economics to Increase Employee

Saving".
http://economics.uchicago.edu/download/save-more.pdf

Other perspectives

John Ameriks, Andrew Caplin and John Leahy, forthcoming Quarterly Journal of Economics
Wealth Accumulation and the Propensity to Plan. http://www.econ.nyu.edu/user/caplina/

Bounded rationality
Some more evidence

*Ariely, D., G. Loewenstein, and D. Prelec (2003) “Coherent Arbitrariness: Stable Demand
Curves without Stable Preferences,” Quarterly Journal of Economics, 73-105
http://puck.ingentaselect.com/vl=5237030/cl=52/nw=1/fm=docpdf/rpsv/cw/mitpress/00335533/v

118n1/s3/p73
§

*Costa-Gomes, M. et. al. (2003) “Experimental studies of strategic sophistication and cognition
in normal-form games,” Econometrica, 69:1193-1235 (see Dewey, not available online)

Cognitive modelling

Conlisk, John, “Why bounded rationality?”, JEL, june 1996, p.669-700.

Ergin, Haluk “Preference for Flexibility with Contemplation Costs”, MIT mimeo.
http://www.princeton.edu/~hergin/research/contemplation.pdf
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Gabaix, Xavier and David Laibson “Bounded rationality and directed cognition”, Mimeo.
http://web.mit.edu/xgabaix/wwwi/papers.html

*Gabaix, Xavier, David Laibson, Guillermo Moloche and Stephen Weinberg “The allocation of
attention: Theory and evidence”, Mimeo. http://web.mit.edu/xgabaix/www/papers.html

Rubinstein, A. Modeling bounded rationality, MIT Press, 1998.

The near-rationality approach

Akerlof, George A; Yellen, Janet L., “Can Small Deviations from Rationality Make Significant
Differences to Economic Equilibria?” American Economic Review. Vol. 75 (4). p 708-20.
September 1985.

Evans, G., and Ramey, G. “Expectation Calculation and Macroeconomic Dynamics,” American
Economic Review, vol. 82, March 1992

*Gabaix, Xavier and David Laibson “The 6D bias and the equity premium puzzle”, NBER
Macroeconomics Annual, MIT Press, 2002, Ben Bernanke and Ken Rogoff ed., pp. 257-312.
http://web.mit.edu/xgabaix/wwwi/papers.html

Mankiw, N.G. and Ricardo Reis. “Sticky Information Versus Sticky Prices: A Proposal to
Replace the New Keynesian Phillips Curve,” Quarterly Journal of Economics, vol. 117 (4),
November 2002.

Reis, Ricardo “Inattentive consumers”
http://www.economics.harvard.edu/~rreis/papers/InattentiveC.pdf

Categorization

*Mullainathan, Sendhil “Thinking through categories”, MIT mimeo.
Not available online

Fryer and Jackson, 2003. Categorical cognition.
http://post.economics.harvard.edu/faculty/fryer/papers.html

Wilson, Andrea "Bounded Memory and Biases in Information Processing".
http://www.princeton.edu/~awilson/memorybiases.pdf

Memory

*John Ameriks, Andrew Caplin and John Leahy, January 2004, The Absent-Minded Consumer
http://www.econ.nyu.edu/user/caplina/

*Mullainathan, S. “A memory based model of bounded rationality”, QJE, 2002.
http://web.mit.edu/mullain/www/papers.html
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Behavioral game theory

*Camerer, Ho, Chong A Cognitive Hierarchy Theory of One-shot Games and Experimental
Analysis. Forth., QJE.
http://www.hss.caltech.edu/~camerer/QJErev8.pdf

*Camerer, Colin and Ho, Teck-Hua “Experience weighted attraction learning in normal-form
games.”, Econometrica, v67 n4, July 1999, p. 827-74.

*Ho, Teck-Hua, Camerer, Colin F. and Chong, Juin-Kuan. “ The Economic Value of EWA Lite:
A Functional Theory of Learning in Games."
http://www.hss.caltech.edu/~camerer/camerer.html

Camerer, Colin and Ho, Teck-Hua “Iterated Dominance and Iterated Best Response in
Experimental "p-Beauty Contests.”, AER v88 n4 September 1998, p. 947-69.

*Erev, Ido and Roth, Alvin. “Predicting how people play games”. AER, v88 n4, September 1998,
p.848-81.

Trust and social capital

Glaeser, Laibson, Scheinkman, Soutter “What is social capital”, QJE 2001.
"What is social capital" has become "Measuring trust”
Quarterly Journal of Economics, 65, August 2000, pp. 811-846.

La Porta, Schleifer, Vishny , "Trust in Large Organizations" American Economic Review Papers
and Proceedings, May, 1997. http://www.economics.harvard.edu/~ashleife/

Public goods

Ledyard, John O., “Public Goods: A Survey of Experimental Research” in Handbook of
Experimental economics, Princeton University Press 1995.
http://www.hss.caltech.edu/~jledyard/Ledyard.html

Attention

Barber, Brad and Terrance Odean. “All that glitters”, 2003.
http://faculty.haas.berkeley.edu/odean/papers/Attention/All1%20that%20Glitters.pdf

Hirshleifer, David, and Siew Teoh. "Limited attention, information disclosure, and
financial reporting”. October, 2003. Ohio State working paper.Background:

*DellaVigna, Stefano and Joshua Pollet. Attention, Demographic Changes, and the Stock
Market, 2003 http://emlab.berkeley.edu/users/sdellavi/

*Gabaix, Xavier, David Laibson, Guillermo Moloche and Stephen Weinberg “The allocation of
attention: Theory and evidence”, Mimeo. http://web.mit.edu/xgabaix/www/papers.html
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Hirshleifer, David; Sonya Lim; and Siew Teoh. Disclosure to a credulous audience: The
role of limited attention. October, 2002. Ohio State working paper,

*Hong, Harrison and Jeremy Stein. Simple forecasts and paradigm shifts.
http://www.stanford.edu/~hghong/simplicity-09-03.pdf

Sims, C. “Rational inattention”, http://www.princeton.edu/~sims

INDUSTRIAL ORGANIZATION

Ausubel, L. (1991) “The Failure of Competition in the Credit Card Market,” American Economic
Review.

Della Vigna, Stefano and Ulrike Malmendier Overestimating Self-Control: Evidence from the
Health Club Industry, http://emlab.berkeley.edu/users/sdellavi/

*Della Vigna, Stefano and Ulrike Malmendier Contract Design and Self-Control: Theory and
Evidence, Quarterly Journal of Economics, May 2004. http://emlab.berkeley.edu/users/sdellavi/

*Xavier Gabaix and David Laibson Competition and Consumer Confusion
http://econ-www.mit.edu/faculty/?prof id=xgabaix&type=paper

*Xavier Gabaix and David Laibson Shrouded Attributes and Information Suppression in
Competitive Markets

Edward L. Glaeser The Political Economy of Hatred (August 2002)
http://post.economics.harvard.edu/faculty/glaeser/papers.html

Mullainathan, S. and A. Shleifer The Market for News.

MACROECONOMICS
Inflation and nominal illusion
Psychological evidence

*Shafir, E., Diamond, P., and Tversky, A. *Money illusion”, QJE, v112 n2, May 1997, p.341-74.
CVF 17.

Shiller, R. “Why do people dislike inflation?”, NBER WP 5539, 1996; and in Christina Romer
and David Romer, eds., Reducing Inflation: Motivation and Strategy, NBER and U. Chicago
Press, 1996.

Shiller, R. “Public resistance to indexation: A puzzle”, BPEA (1), 1997, p.159-229.
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