
Making decisions is an essential part of our daily lives. It's influenced by how we think, feel, and our
personal beliefs. Understanding these influences can lead to deep insights. Learn about them through
behavioral economics, a field combining psychology and economics to study and predict human decision-
making. Decisions are big drivers of activities for individuals, companies, and countries alike. They assess
everything, from our outfit choice to job paths and even government policies. Though decisions often appear
simple and logical, a closer look reveals that psychological factors greatly affect them.

The Intersection of Psychology and Economics in Decision-making

The intersection of psychology and economics is often called behavioral economics, a field that emerged in
the late 1970s. Traditionally, economic theories presumed that people make rational decisions to maximize
their benefits. Psychologists Daniel Kahneman and Amos Tversky challenged this view. Their
groundbreaking experiments suggested that real human decision-making frequently deviates from pure
rationality due to cognitive biases and heuristics.

For instance, people often assess probability not by hard statistical data but by how readily examples come to
mind, a bias known as the availability heuristic. These discoveries revolutionized not just psychology and
economics, but numerous other fields such as political science, law, and marketing.

Understanding the Role of Psychological Factors in Economic Decisions

It changes the old idea that all people think logically when deciding to boost their benefits. Instead,
behavioral economics tells us to take into account mental, emotional, cultural, and social aspects because
they greatly sway our decisions. For example, we often fear losing more than we hope to gain, a concept
known as "loss aversion."

We also use mental shortcuts or biases, leading us to make poorer choices. These behaviors show our
decisions aren't entirely logical, but instead, influenced by many mental aspects. So, it's crucial to understand
these aspects for accurate explanations and predictions of economic behavior.

Behavioral Economics: An Overview

It blends ideas from psychology, economics, judgment, and decision-making to better understand how people
act. It questions the old belief in economics that people always behave logically to get the best outcome for
themselves. The aim of behavioral economics is to examine the truth about how we make choices. It
investigates why we might act illogically at times and not always as predicted by economic theories.

For example, why do people play the lottery even though they know their chances of winning are almost
none? Or, why doesn't everyone save for the future, despite knowing its benefits? A big idea in behavioral
economics is "bounded rationality." It means that people don't always make fully rational or self-serving
choices due to their knowledge limits, mental capacities, and limited decision-making time.

Another important idea is "loss aversion." This means people find it about twice as painful to lose something
than it is pleasant to gain something of equal value, making us more cautious. People show a "present bias,"
preferring immediate benefits over future ones, even when the future rewards might be bigger. This can lead
to delaying tasks or poor long-term planning. Behavioral economics recognizes that emotions and societal
pressures can greatly affect our choices, which is something traditional economic models often don't
consider.
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https://thedecisionlab.com/biases/loss-aversion


Understanding the Decision-making Process through Behavioral
Economics

It combines elements of brain science and financial theories to predict our choices in money-related matters.
Traditional economic views that see people as constantly rational and benefit-seeking are refuted by this
study. Examine how people don't always make logical decisions in behavioral economics. It acknowledges
that people are influenced by mental shortcuts or quick thinking, emotional responses, social influence, and
other psychological factors when we decide things.

Remember the concept of 'limited rationality' in behavioral economics. This means that people try to make
sensible decisions, but these choices are influenced by the amount of information they have, their mental
constraints, and the amount of time they have to think it over. In other words, people can only process so
much information that affects their choices.

Another key term is 'quick thinking,' which refers to the mental shortcuts people take to speed up decision-
making. For example, people might lean on past experiences or notable patterns to decide, which might not
always result in the best outcome. Behavioral economics highlights 'loss avoidance,' a unique feature of
making decisions.

Key Psychological Concepts in Behavioral Economics

A key idea in this field is 'bounded rationality,' which means that people don't always think logically when
making choices because of limitations like not having enough information, time, or thinking ability. The
concept of 'prospect theory' is also important as it says that people's decisions are based on what they might
gain or lose, not on the final result. It implies that the fear of a possible loss has a bigger impact on people's
choices than a possible gain.

Take note of how you use mental shortcuts or 'heuristics' to simplify complex choices. But be aware that
these can lead to thinking errors. For example, the 'availability heuristic’ says that people tend to predict
things based on how easy it is to remember a similar situation. The term 'loss aversion' points to people
generally preferring not to lose what they have, compared to gaining something new.

My Concluding Remarks

This method goes against the traditional idea that rational thinking is the main part of decision-making; it
includes irrational thinking, personal considerations, and emotional factors, too. Understand human behavior,
accept mind tricks, and the impact of quick thinking on decision-making. This will improve our knowledge
of economic behaviors, helping us to create policies and strategies that work better in real life. Using this way
of thinking can help essay decisions to not only be good for the economy but also fair and right for society.Pr
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https://www.tajucoaching.com/blog/bounded-rationality-in-psychology-a-beginners-guide

