
  
    NUDGE


    HOW TO IMPROVE INDIVIDUAL DECISION-MAKING WHILST AT THE SAME TIME MAINTAINING FREEDOM OF CHOICE


    Richard Thaler and Cass Sunstein want to make your life better by guiding you towards better choices that you would want to make but are not capable of making. They want to do this through libertarian paternalism. Libertarian paternalism offers a way to break with making bad decisions without coercing you into doing something different (this is why it is called libertarian paternalism). Improving the setting in which you make choices (dubbed the ‘choice architecture’) holds the key to ‘nudging’ you into the right direction without changing the incentives associated with pursuing alternative possibilities. You are still capable of choosing whatever you want, but due to different possibilities being presented in different ways you are steered away from the bad choices.


    This might sound paternalistic and it is: ultimately choice architects nudge people to make better choices that will see them being better off in the future as judged by themselves.
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          Key words:

          
            	Nudge: an intervention designed to guide people towards the better alternative without forcing this choice on them.


            	Libertarian paternalism: the designated name for the movement, of which Thaler and Sunstein are self-professed members, that wants to adopt nudges as important public policy tools.


            	Choice architecture: the set of recommendations laid out in the book to help ‘choice architects’ set up nudges that work effectively because they cater to people’s psychological predispositions.


            	Econs: the actors in standard economic models which have their imperfections abstracted away and do not possess the flaws ordinary humans do. Nudges are designed to change human behaviour, whereas incentives should be used to alter the behaviour of Econs.

          

        

      

    

  


  
    CONTEXT


    THE AUTHORS


    Richard H. Thaler is the Charles R. Walgreen Distinguished Service Professor of Behavioral Science and Economics at the University of Chicago Booth School of Business. He is the recipient of the 2017 Nobel Memorial Prize in Economic Sciences.


    A native of East Orange, New Jersey, he received his Bachelor of Arts degree from Case Western Reserve University and his Master of Arts and PhD from the University of Rochester. Academic appointments include stints at the University of Rochester, Cornell University and the University of Chicago, where he has been since 1995.


    Has been credited, together with Daniel Kahneman (Israeli-American psychologist and economist, born in 1934) and Amos Tversky (Israeli psychologist, 1937-1996), with advancing the field of behavioural economics as a prominent subfield of economics.


    Cass R. Sunstein is the Robert Walmsley University Professor at Harvard Law School, where he also obtained his Bachelor of Arts and J.D. in law. After serving as a law clerk for Justice Thurgood Marshall of the United States Supreme Court, he switched to academia, becoming Assistant Professor of Law at the University of Chicago Law School, where he would remain for 27 years.


    One of the most cited legal scholars of the past decades, he is often called upon as an expert witness in law cases and served as the Administrator of the White House Office of Information and Regulatory Affairs during the first Obama administration. He was awarded the 2018 Holberg Prize, one of the most prestigious prizes in the social sciences.


    CONTEXT AND BACKGROUND


    The limits of rational individual decision-making have been of interest to researchers for several decades. As far back as 1951, the French economist Maurice Allais (who would later win the Nobel Prize in Economics himself) remarked that actual behaviour differed substantially from the behavioural predictions based on the canonical expected utility theory (Von Neumann & Morgenstern, 1944). Later, the economist Herbert Simon (who would also go on to win the Nobel Prize) developed the idea of satisficing: instead of maximising expected lifetime utility, people try to find solutions that are good enough (1955).


    The most famous work in this field is probably the work done by Kahneman and Tversky on prospect theory. Prospect theory describes decision-making under risk when people systematically violate the predicates of expected utility theory. Prospect theory has four elements: first, utility is gained from losses and gains relative to some reference point. Second, people have a more pronounced response to losses than wins. Third, the utility gained or lost decreases the larger the numbers get. Fourth, the probability of outcomes occurring is weighed according to subjective weights.


    Richard Thaler incorporated these insights from prospect theory in his analyses of economic problems, setting the scene for what would ultimately become his work on nudging with Sunstein.

  


  
    SUMMARY OF NUDGE


    PART 1: WHY DO WE NEED LIBERTARIAN PATERNALISM?


    The necessity for any sort of paternalism arises from the cognitive shortcomings that almost every person has, and which mean that a simple non-paternalist approach will not result in the best choices being made by individuals. Thaler and Sunstein mention a number of shortcomings that prevent Humans from being Econs (and thus rational, calculated actors who do not need nudges but respond solely and effectively to a change in incentives).


    
      	First, there is the dual way the human mind works:

        
          	The Automatic System of thinking: the Automatic System works on impulses. It is the system that we as a species have inherited from our ancestors and that is more biological in nature:

            “The Automatic System is rapid and is or feels instinctive, and it does not involve what we usually associate with the word thinking. When you duck because a ball is thrown at you unexpectedly, or get nervous when your airplane hits turbulence, or smile when you see a cute puppy, you are using your Automatic System.” (p.21)

          


          	The Reflective System of thinking: this is the deliberate act of thinking something through. Our initial reaction to something might be biologically governed by the Automatic System, but once time passes we start to think consciously about a certain thing and this may change our opinion. Econs will use this Reflective System to make decisions (especially important ones), whereas Humans will too often ignore it to their own peril.

        

      


      	Secondly, the interplay between these two kinds of thought processes is liable to produce biases in our thinking:

        
          	Anchoring: anchoring distorts perception as it can introduce an arbitrary point of comparison into the equation. For example; if the original estimate (the anchor) is comparatively high compared to the actual number, then people will have higher estimates. Thaler and Sunstein give the example of trying to estimate the population of another city you are not familiar with. People living in a large city will tend on average to give a larger number than people living in a small town. People’s estimates are coloured by their differing anchors.


          	Availability: people overestimate the occurrence of events based on how readily they can imagine the event happening. This results in a bias in favour of shocking events over low-key events. When asked whether they fear dying in an airplane crash more than a car crash, most people will say yes despite fatalities from car crashes being much more common. In cases like this, “When ‘availability bias’ is at work, both private and public decisions may be improved if judgments can be nudged back in the direction of true probabilities” (p.28).


          	Representativeness: this bias happens when people assume that a likeness of A to B automatically entails the two being equal. Here Thaler and Sunstein give multiple examples from real life.


          	Overconfidence: research has shown that people have a tendency to be overconfident even in the face of known statistics about the actual success rate or occurrence of something.


          	Adverse to loss: the pure fact of possession makes individuals value the exact same good (much) higher than others not in possession of the good. As Thaler and Sunstein point out, this is a potent source of social inertia.


          	Status quo bias: if renewal of a certain service or good does not require explicit consent (i.e. if you want to discontinue something you need to take deliberate action) then people will have a tendency to let the renewal go ahead because the cost associated with cancelling is too high. This means that:

            “Default options thus act as powerful nudges. In many contexts defaults have some extra nudging power because consumers may feel, rightly or wrongly, that default options come with an implicit endorsement from the default setter, be it the employer, government, or TV scheduler.” (pp.38-39)

          


          	Framing: merely restating the same point can prove to be an effective tool for persuading people of something. The quintessential example here is the (supposed) difference between the statements ‘you have a 90% chance of success of X’ and ‘you have a 10% chance of failure of X’. A 10% chance of failure will deter a lot more people than a 90% chance of success. This happens because the Reflective System does not get called upon to check whether these statements are actually the same.

        

      


      	The lure of temptation: People make different kinds of decisions under different circumstances. This is what Loewenstein calls the ‘hot-cold empathy gap’. It might be easy for us to say we will not engage in a certain type of behaviour any more if the circumstances we are in permit us to say this with ease. Once the circumstances change, we might find ourselves giving in to our urges. This is illustrated by discussing two archetypes: “Self-control problems can be illuminated by thinking about an individual as containing two semiautomatic selves, a far-sighted ‘Planner’ and a myopic ‘Doer.’” (p.45). The Doer is impulsive and gives in to urges and is a clear manifestation of the Automatic System. The Planner wants to stick to the original plan but has to fend off the temptations that bring out the Doer. Thaler and Sunstein go over a number of external and internal (mental) schemes that have developed in order to bring the Doer under control.


      	Herd behaviour: lastly, individual decision-making is vulnerable to group dynamics for two reasons. First, there is the information effect: lacking the means to be omniscient, an individual can look at what other people are saying and doing, and this can convey a message that this is in fact the right knowledge to possess. Think of scientists engaging in a broader public debate in which they spread condensed scientific information to the public. Even with no background in that specific discipline, you can get an idea of what is best for you to think. Second, there is peer pressure: if everyone around you holds roughly the same opinions, then it is socially challenging to stand out and conforming might provide more social benefits then standing out. Thaler and Sunstein point out that peer pressure is often internally enforced because of the so-called spotlight effect. People routinely overestimate how much attention others pay to them in group settings.

    


    PART 2: WHEN DO WE NEED LIBERTARIAN PATERNALISM?


    Based on the reasons why we need libertarian paternalism to improve human decision-making, Thaler and Sunstein distil one ‘golden rule’: “offer nudges that are most likely to help and least likely to inflict harm” (p.79). Expanding on this somewhat, we get the following:


    “… people will need nudges for decisions that are difficult and rare, for which they do not get prompt feedback, and when they have trouble translating aspects of the situation into terms that they can easily understand.” (ibid.)


    From this, we get three elements:


    
      	Decisions that are difficult and rare: a lot of fundamental life choices are difficult choices and are analytically distinct from simple problems. Picking a good mortgage is much more difficult and important than choosing what type of bread you want to eat. This difficulty is reinforced by the fact that a lot of the time such decisions are once-in-a-lifetime choices which do not lend themselves to endless repetition to gain knowledge of them.


      	Decisions for which they do not get feedback: usually we only get feedback on the choices we explicitly made and not on the alternatives we did not take.


      	Decisions whose consequences cannot be translated into understandable terms.

    


    PART 3: HOW DO WE IMPLEMENT LIBERTARIAN PATERNALISM?


    Thaler and Sunstein give a checklist of what is important in implementing a libertarian paternalist choice architecture:


    
      	Defaults: when choosing, there is by definition always a default choice. As mentioned before, this default choice constitutes a very strong nudge device because there are strong pitfalls in human cognition that keep people from actively changing the default choice. Companies know and exploit this. What would be a libertarian paternalist approach to defaults? Here Thaler and Sunstein suggest that “The choice architect can force the choosers to make their own choice. We call this approach ‘required choice’ or ‘mandated choice.’ … We believe that required choice, favoured by many who like freedom, is sometimes the best way to go” (pp.94-95).


      	Expect error: design systems so that any error becomes at best unimportant (here they give the example of the Paris subway, where subway tickets can be inserted into the card reader in any possible way) and at worst is relatively trivial.


      	Give feedback: ideally, in the course of making choices people would receive feedback on whether or not they are doing well.


      	
        Understanding mappings: this refers to the relationship between money and what you get in return for the money. This is not always straightforwardly measurable. Thaler and Sunstein give the following example:

        “Take the example of choosing a digital camera. Cameras advertise their megapixels and the impression created is certainly that the more megapixels the better. This assumption is itself subject to question, because photos taken with more megapixels take up more room on the camera’s storage device and a computer’s hard drive. But what is really problematic for consumers is translating megapixels (not the most intuitive concept) into what they care about. Is it worth paying an additional hundred dollars to go from four to five megapixels?” (p.101)


        A good system of choice architecture will lessen the disconnect between these two sources of information by “[…] transforming numerical information into units that translate more readily into actual use.” (ibid.).

      


      	Structure complex choices: this can be done by way of simplifying strategies such as Tversky’s (1972) ‘elimination by aspects’ (making a selection based on a select number of criteria). Any good choice architecture will have to adopt such strategies in order to simplify the choosing being done by the people.


      	Incentives: lastly, incentives also play a role in designing a good choice architecture. However, Thaler and Sunstein do make one specific demand when it comes to incorporating incentives into a theory of choice architecture: “The most important modification that must be made to a standard analysis of incentives is salience. Do the choosers actually notice the incentives they face?” (p.107).
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