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THE 10 BEHAVIORAL ECONOMICS CONCEPTS
YOU NEED TO KNOW
(AND HOW TO APPLY THEM)

Behavioral economics is a fascinating new field that you need to know
about. With a recent Nobel award for the field, I can guarantee this will be
a topic in many conferences, meetings, books and conventions in the near
future, which is why I want to help you get ahead of the curve and learn
about it now! This ebook outlines ten concepts of behavioral economics.
Note - they are not in order of importance. They all matter. They all
impact you. They all influence your customers. They all are present in
your business every single day and understanding them will allow you to
appreciate all these aspects (and the world around you) differently.
So, let's get started!
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What is behavioral economics?

Before I get into the concepts, it is important to tell you a little about
what behavioral economics is. I know the name can sound a little boring,
but I promise, it is incredibly interesting! And, being such a new field,
there are discoveries and insights being found every day. It is an exciting
time to be part of the field.
The problem with traditional economics is that its models assume logical
people making rational decisions...It probably comes as no surprise to you
that people aren't, and don't.
That means the models don't always accurately predict behavior.
So, psychologists and economists started working together (or working
in one another's fields) to look for concepts and theories that would help
explain this illogical and irrational behavior seen in real life.
I like to say, if traditional economics and psychology had a baby, you
would have behavioral economics.

Traditional Economics + Psychology
= Behavioral Economics
Fortunately, after a lot of research and hypothesis testing, trends and
concepts have emerged. And one really great thing has been discovered:
While people are not logical or rational, they are very PREDICTABLE (Dan
Ariely's awesome book, Predictably Irrational, consistently shows this).
Yes, people are unique in many ways, but when it comes to our brains, we
are all pretty much the same. Our brains evolved over a long time and
have generally formed the same rules of thumb, scanning mechanisms,
and other behaviors.
And that is great news for you!
When you understand these concepts and how the brain works you can
understand your customers - and see the success in your business.
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About the brain...

When considering the brain, people tend to think of cognitive processing.
This is when you are aware of the act of thinking - or can think about
thinking. We can really only understand this part of our brain's processing
because this is all we know about, but what else is your brain doing
underneath your awareness?
We have all heard of conscious
and subconscious processing, but
do you know what percentage of
the brain is done subconsciously?
The exact amount isn't known, but
The Buying Brain included a number
as high as 99.999% of your brain's
processing being subconscious.

As much as
99.999% of your
brain's processing
is subconscious.

That is a whole lot of stuff going on in your brain that you don't know
anything about! Think about that: as little as .001% of your brain's
processing is the stuff you are aware of.
This has been referred to with different terms, including Kahneman's
System 1 and System 2 or Steidl's Doing Mind and Thinking Mind. For the
sake of simplicity and using terms you are more familiar with, I will mostly
use subconscious and conscious throughout this ebook.
These two functions of your brain are not separate - they work
simultaneously. And they are not the left and right brain - they are both
throughout your brain, working in tandem all the time. I like to think of it
like your subconscious brain is constantly scanning your environment
(similar to a quality control function on a machine) and when something
gets flagged, it alerts your conscious processing to the task.
One common example is if you think about learning to drive a car. It was
really hard at first (conscious brain) but now you do the same tasks easily
without really thinking about it (subconscious brain). Until you drive a
new car or someone swerves into your lane (alerting the conscious brain).
Even though you don't realize it, your brain is doing this all the time - with
everything you do. That impacts your decisions (buying or otherwise).
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Loss Aversion

You probably aren't surprised to learn people hate to lose things. (A lot.)
Think of two kids in preschool. Billy might not have been playing with
something, but the minute Suzy picks it up it magically becomes his
favorite toy and he was "just about to play with it!" Until she picks up
something else...and now that is the new favorite.
While the adult brain has advanced beyond this (mostly) it still has a
foundation of hating to lose things. In fact, Kahneman famously found it
takes double the gain to outweigh the pain felt by a loss.
And yet, we live in a gain-riddled society.
- Buy 10 get one free.
- Fly and earn miles to redeem someday.
- Swipe your card 20 times and we'll give you $50.
It makes sense how companies got here...if people like to have things,
give them more things, right? Unfortunately, it doesn't work that way.
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People do like to have things, but not as much as they hate to
LOSE them. If you can reframe things as avoiding a loss, you will
be a lot more successful than a potential gain. And don't worry,
it doesn't have to be negative. Let's take that last example from
the list above.
Instead of saying:
"If you swipe your card 20 times we will give you $50."
Flip it around and say:
"We put $50 in your account...
swipe your card 20 times to keep it."
Doesn't that feel different? This would work especially well if
they can see the $50 in their current balance (not available...yet).
Even though it was never their money, they don't want to lose it!
And will work a lot harder to "keep" it than they would to earn a
potential $50 they might see someday in the future.
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Perceived Ownership

One of the reasons that last example works so well is because of
perceived ownership over the funds in the account. It has been
consistently proven that people value things higher when they own
them.
If you have ever known someone who was unwilling to give up a knickknack you knew to be worthless, or seen someone asking way too much
for their trinkets at a garage sale...you have witnessed this first hand.
What you may not know is that this concept even works with perceived
ownership. (Meaning you don't have to actually own the item to value it
higher than someone else.)
Surprisingly, Peck and Shu found your sense of touch can cause you to
feel ownership over an item that you wouldn't otherwise. Beware of
people handing you things in a store! And, if you want to avoid
unnecessary purchases, don't pick anything up while browsing.
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Have you ever been given the opportunity for an overnight test
drive when shopping for a new car?
You might have thought, "How nice of them! They are taking on
a big risk letting me take this home..."
But really, the dealerships understand the power of perceived
ownership (and their conversions go way up when you take a
car for the night). Once you have driven it home, seen how it fits
in the garage, put in the car seats, taken the family for a meal,
and woken up to this shiny new car in the morning...it's too late.
You might have noticed your old car, which you loved the
morning before, now looks like a hunk of junk compared to this
new vehicle (and it's new car smell). Your brain has
already claimed ownership on that car - this
combined with loss aversion is a recipe for
a new vehicle.
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Availability

Our brains are amazing machines - but sometimes they are absolutely
ridiculous. For the most part, I know these examples and concepts seem
pretty obvious once you learn them (which should help confirm their
validity) and this one may be the most obvious of all.
Remember, your subconscious is sifting through tons of information all
the time, flagging important items when they come up. Your brain is busy,
and so it uses rules of thumb to make decisions. When it has heard of
something, it places more value and importance on it.
For example, if I said the word "shark" the first word
to come to your mind might be "attack" or "bite" or
"teeth." (Thanks Spielberg.) But did you know less than
one person a year is killed by a shark in the US and 22 are
killed by cows? Even though you are 22x more likely to experience
death by bovine, you will probably continue to fear sharks more
due to this heuristic (rule of thumb).
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The best thing for your brand is to get people talking about
what you do or sell (think any item endorsed by Oprah). You
want it in the news, in advertisements - anywhere a potential
customer could see it. To the point where their brain says, "I hear
about that a lot...it must be important...I should get one too."
While it can be difficult (and expensive) to get all that coverage,
I recommend scanning for opportunities to capitalize on: and
they can come from very unexpected places, as Berger showed:
When NASA's rover landed on Mars, everyone was talking about
it. This was great for NASA, but did you know another company
saw an uptick in sales with no additional marketing? Surprisingly,
the Mars bar enjoyed increased purchases because people were
talking about Mars (even though their candy has nothing to do
with space exploration) and that made the Mars bar top of mind
for consumers (but I bet no one knew or would admit it
influenced their behavior).
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Anchoring & Adjustment

When your busy brain doesn't know the answer to something it tends to
guess. Most of the time this works well, but sometimes...not so much.
If I asked you the number of species of octopus (and
you aren't a marine biologist or cephalopod expert)
you would need to guess. Your brain sifts through
things it knows. You might think, "I have seen a big
octopus at the zoo...I know there are tiny ones, and
different colors. I bet I've seen 10 types - I'll double
it and guess 20 species of octopus." You may be surprised to learn there
are 300 species of octopus. Your brain was way off! The anchor it set (10)
based on its knowledge created an adjustment point (getting you to 20).
This works with totally random numbers too. Ariely explained (and I have
tested myself) that if asking a group to think of the last two digits of their
SSN, and then value a random object...someone whose last two were low
(12) would value the item lower than someone with a high number (89).
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Wansink, Kent, & Hoch's grocery store end cap display tested
ads for Snickers bars. There were two test versions of an ad that
looked identical in every way except for one small change:

Snickers Bars:
Buy 18 for
your freezer.

Snickers Bars:
Buy them for
your freezer.

Anyone would probably agree that 18 is a ridiculous number of
Snickers bars to stock up on. But the result was a 38% increase
in sales when the number 18 was included.
The brain probably thought, "I don't need 18, I'm healthier than
most people so I will just get 6." (When that person would have
gotten 2 or 3 without the high anchor.) So, don't be afraid to
throw out some high numbers - even arbitrary ones.
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Relativity

Predictably Irrational had so many great examples to explain this concept
I had a hard time picking just one to adapt here. So, you know your brain
is always working. One thing it loves to do is to compare things. This
presents us with another quirk in our brains that causes problems when
purchasing – valuing one-off items. In essence, your brain can’t value
something with no context. It needs reference points to make a decision.
Even if those reference points are arbitrary (or logically less important).
Let's say you have a product that no one ever buys. Logically, you might
think you should remove it from the shelves (or website, or however else
you promote items) to free up time for some other product.
But not so fast!
That item might be encouraging people to buy something else from you and removing it from the mix could cause that other item to see a dip in
sales when its less attractive cousin is removed from the mix.
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Let’s say you have one espresso machine for sale at your store
for $150. You know it is a great deal, but haven’t sold one in the
6 months it has been on display.
Instead of pulling the item, put another espresso machine next
to it – that is twice as big and costs $300.
Guess what happens next? People start buying the original
espresso machine you couldn’t give away before. Why?
They may not know much about espresso machines, but the
“intro” one for almost half the price and much smaller
size seems like a good way to test the waters.
This also includes anchoring and adjustment, the
higher price ($300) sets an anchor making the other
machine look more affordable in comparison.
Strange, but true.
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Scarcity

Limited time offers are one of the tactics people will probably be most
familiar with. And for good reason - they work.
Think about all those late night infomercials: "But wait! There's more! Act
now and the first 100 callers will also get this super amazing gift!"
It may seem silly and as though this approach is something people should
be able to see through immediately...but it doesn't matter.
Infomercials are structured that way for a reason. And, this is why Costco
is known for having limited options that turn over quickly - they want you
to think "I should buy this now because it might not be here next time."
They also pair their offers with a stellar return policy and member
experience, which is fantastic.
So: limited time offers, limited number of units available, limited number
of hours or places in a program...they all represent scarcity (and work).
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There are countless examples of holiday toys being released in
limited numbers to hype up interest. This began with the
Cabbage Patch doll, and continued on through Beanie Babies,
Tickle Me Elmo, Furby, Playstation, Wii, and oh so many more.
I was impressed when the Seattle Mariners recently gave out
Funko Pop! bobble-heads for star
pitcher, Felix Hernandez. Instead
of having all 20,000 exactly alike,
there were three versions, including
all gold Felix statues for 34 lucky
folks. There was interest and hype
before and after the game, and like
their scarcity predecessors, these
golden gems are selling for as
much as $1,000 on eBay.
Limited = scarcity = desire = sales.
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Default

Having a default is not a new concept: think about the "suggested
settings" on your phone/computer, or any time the first option in a list is
pre-selected for you. (Thaler's amazing book calls these "nudges.")
This may seem arbitrary in many cases, or that it doesn't make much of a
difference...but that couldn't be further from the truth.
There are many studies that have shown that most people stick with the
default (regardless of what it is) and never get around to changing it.
This could be anything from the option for a 401(k) contribution or the
ringtone on their cell phone. If there is a default, most people will use it.
As a provider of goods and services, you likely know the best option for
your customers. Selecting that as a default means more people will go
with it. Remember, it isn't mandatory, so those who don't want the
default are free to change, but it can ceratinly help with conversions.
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The state of Texas recently introduced a bill to help increase
organ donations. If adopted, instead of asking, "Would you like
to join the organ donor registry?" the option would say, "Would
you like to refuse to join the organ donor registry?"
That means people would be opted in by default and can choose
to opt out. Davidai, Gilovich, & Ross found that people choosing
to be organ donors was around 80% higher in countries with an
opt out instead of an opt in - that is a lot of lives saved.
In some industries, regulations prohibit the automatic opt in, but
that doesn't always mean the verbiage can't encourage it if it
truly is a good option for customers.
You're constantly presented with defaults
you likely don't even notice. Look around
you and see the dozens of daily defaults
you implement without a second thought...
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Size Matters

Before you get too excited...I am specifically talking about font size here.
This fascinating example is adapted from Steidl's book, Neurobranding.
One of the biggest blunders made in advertising could be the size of the
font on sale prices. It is common to select a large font to promote a sale
price. Honestly, this is so common I don't know that the word "common"
does it justice...it seems like it would be more accurate to say "almost
always" but I don't know that with certainty, so I'll stick with "common."
Anyway, most ads put their low featured price in the BIGGEST POSSIBLE
FONT SIZE. How else can you get their attention, right?
Unfortunately, studies have shown that the brain doesn't work that way.
Instead, the brain thinks:
small font = small price

(and, conversely, large font = large price)
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It is very common to have sale prices listed larger than the
regular price on tags or advertisements, for example:
was: $50.00

NOW: $25.00!
Unfortunately, your subconscious brain takes things too literally
and doesn't understand the cues its conscious cousin would.
It sees a large number and thinks "big" - and you designers out
there will be happy to know that distance, relation among
things, formatting, and other layout items matter to the
subconscious mind. So what happens if you swap it around?

was: $50.00
now: $25.00

The study that tested this found a 28% increase when switching
the tags so the sale price was smaller. True story.
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Overwhelm

Your subconscious brain is awesome and amazing and really fast at
processing things. Your conscious brain on the other hand? Not so much.
It is slow and unable to multitask well (some would say it can't multitask
at all, to avoid a debate, I chose to say "well"). Your conscious brain gets
overwhelmed incredibly easily.
Shiv and Fedorikhin's fascinating study told participants they would need
to remember a number and walk into another room to recall that number,
and they would choose their snack (payment for participation) on the
way to the second room. Half were asked to remember a 2-digit number
and the other half a 7-digit number.
The snack choice was chocolate cake or fruit salad.
Only 41% of those remembering the 2-digit number
chose cake, while 63% of the 7-digit number group
chose cake. Five little numbers reduced willpower
by 22 percent!
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Being that my background is primarily in financial institutions,
this example made me think a lot of the process of joining a new
bank or credit union (or getting an auto loan or mortgage).
There are a lot of choices to be made, and a ton of information
thrown at the consumer during this process. It isn't uncommon
for someone to say, "Thank you for the information, I am going to
take this all home and mull it over. I will get back to you if I have
any questions."
But do they get back to you? Or do they put that information in
the to-do-sometime-when-I-have-the-mental-capacity file?
What information can you take out of the process to help people
feel less overwhelmed? What is the key and absolutely vital
information to share to help them make the best decision?
Give them only what they can handle and watch conversions rise.
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FREE > 0

Many marketers avoid using the word "free" in their advertising. The fear
is that the general public has become immune to the word. (I used to be
one of them.) However, behavioral economics has studied the power of
"free." Is its value higher than zero? It turns out...that it is.
Imagine: With change in your pocket you walk by a stand selling candy.

Caramello: 50 cents

Hershey Kiss: 1 cent

What do you buy? Most people will buy the 50 cent Caramello. It's a
great deal! And delicious, high quality chocolate.
Now let's play this out again:

Caramello: 49 cents

Hershey Kiss: FREE

What would you do this time? Ariely's study found in the first scenario
only 27% of people chose the Kiss. In the second scenario (when it was
free) that jumped to 69%. Even though the value difference is the same.
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So, stop avoiding the word free (when something really is free,
of course). For all the times that something is free, consider
highlighting it as such. Here are some banking specific examples
(highly regulated industry):
Think about all the benefits that come with a
Visa card. Why not list them out as free
benefits (and really feature them)?
Instead of saying you have online banking
(mobile banking, etc) without mentioning
the word free, include them in a list of free
benefits.
If you don't charge a fee that another institution does,
instead of saying "$0" as your charge, say "free" when you
can (perhaps on a comparison chart).

!
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For those of you who aren't marketing in a highly regulated
industry, this will be cake to incorporate in - yay for you!
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Recap

1

Loss Aversion Losses Double Gains

2

Perceived Ownership You Touch It...You Bought It

3

Availability I've Heard Of That!

4

Anchoring & Adjustment Yay Big Numbers

5

Relativity Use A Decoy

6

Scarcity Get It Before It's Gone

7

Default It Must Be First For A Reason...

8

Size Matters Small Font Means Small Price

9

Overwhelm Can't Decide...Need Chocolate

10

FREE > 0 A Penny? You're Crazy!
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Further Reading

I have shared concepts and points from many amazing researchers
throughout this ebook (all are included in this "reference list" plus some
others). If you want to read more on behavioral economics and learn
about other brain-related concepts, I highly recommend:
BOOKS:

Contagious: Why Things Catch On - Jonah Berger
Neurobranding - Peter Steidl
Nudge - Richard H. Thaler and Cass R. Sunstein
Predictably Irrational - Dan Ariely
The Buying Brain - A. K. Pradeep
The Upside of Irrationality - Dan Ariely
Thinking, Fast And Slow - Daniel Kahneman
ARTICLES:

Davidai, S., Gilovich, T., & Ross, L. (2012). The meaning of
default options for potential organ donors. Proceedings of
the National Academy of Sciences, 15201-15205.
Peck, J., & Shu, S. B. (2009). The effect of mere touch on
perceived ownership. Journal of Consumer Research, 36(3),
434-447.
Shiv, B., & Fedorikhin, A. (1999). Heart and mind in conflict:
The interplay of affect and cognition in consumer decision
making. Journal of Consumer Research, 26(3), 278-292.
Wansink, B., Kent, R. J., & Hoch, S. J. (1998). An anchoring
and adjustment model of purchase quantity decisions.
Journal of Marketing Research, 35, 71-81.
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