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Utilitarian Economics

=
Behavioral Economics

= It Depends!= It Depends!
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Value of a Dollar:
Different Perspectives

Differing Price Sensitivity

vs.

$2000 $200
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Differing Risk Sensitivity

vs. 

Hard to Explain Inertia
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Behavioral Economics: Basic Ideas

• Assuming economic equivalence
=
?

• Assuming economic equivalence
– We hate losses more than we love gains
– We like certainty better than uncertainty
– We interpret economic gains or losses 

based on context
– We care more about relative amounts than 

absolute amounts
– We remember good stories!

Prospect Theory: Loss Aversion
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“There is nothing more difficult to carry 
out…than to initiate a new order of 
things. For the reformer has enemies in 
all whose who profit by the old order, 
and only lukewarm defenders in all 
those who would profit by the new 
order”order

Machiavelli
The Prince

1513
Quoted in Emmanuel, HealthCare, Guaranteed, 2008

Loss Aversion: 
Fee For Service Vs. Capitation 

Perceived Gains Incremental 
Cap Payment

Gains
Losses

Incremental 
FFS Payment

Cap Payment

Perceived Losses
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Loss Aversion: 
Fee For Service Vs. Capitation 

Perceived Gains

Gains
Losses

FFS Denial OR 
Capitation 
R

Perceived Losses

Resource 
Utilized

Loss Aversion: 
Value-Added Tax vs. Payroll Deduction

Perceived Gains

Gains
Losses VAT

Baggage fee vs fuel

Perceived Losses

Baggage fee vs. fuel 
surcharge?
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Withhold vs Bonus

• Scenario One: $90 initial payment with $5 bonusScenario One:  $90 initial payment with $5 bonus
• Scenario Two: $100 payment with $10 withhold, half 

of which is returned

Loss Aversion: Scenario 1
Bonus vs. Withhold

Perceived Gains

Bonus Payment+

Gains
Losses

Bonus Payment+      =

Perceived Losses

This assumes that bonus is bundled into  
regular payment, which lowers its 
emotional impact
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Loss Aversion: Scenario 1 (version b)
Bonus vs. Withhold

Perceived Gains

Gains
Losses

Bonus Payment

+      =

Perceived Losses

Bonus, if paid separately, more likely to 
look like a new small payment rather 
than an increment atop a large initial 
payment.

Loss Aversion:Scenario 2 
Bonus vs. Withhold 

Perceived Gains

Gains
Losses -

=

Perceived Losses
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Ellsberg Paradox: 
Certainty Trumps Uncertainty

Choice A: 50% red, 50% blue:
$100 f d b ll

Choice B: Randomly chosen balls; 
$100 f d b ll$100 payout for red ball $100 payout for red ball

[There is] conclusive evidence that NFL 
coaches should go for it on 4th down more 
often than they currently do. The Ellsberg 
Paradox might help explain why.

http://www.advancednflstats.com/2008/05/ellsberg-paradox-and-punting-on-4th.html

Certainty: 
Impact on Health Care Policy
• Providers hate “withhold” or “risk”Providers hate withhold  or risk

– Providers prefer to know the amount and get an unexpected 
bonus –rather than feel “at risk”

• Randomization for experimental therapy very 
unpopular with patients
– 1990s: of 30,000 women who 

had bone marrow transplants
for metastatic breast cancer<
only 3% were in randomized
studies!

Randomized 
Studies

Not in Studies

Source: New York Times, 2000
http://query.nytimes.com/gst/fullpage.html?res=9903E0DE1231F935A25751C0A9
669C8B63&sec=health&spon=&partner=permalink&exprod=permalink 
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Relative vs. Absolute Value

When do we price shop for 
5 cents a gallon off?

Relativity and Health Care

• An increase of $5 in the cost of an expensive drugAn increase of $5 in the cost of an expensive drug 
hurts less than an increase of $5 in the cost of a 
cheap drug

• Incremental health burden is better accepted by 
those who are already pretty sick
– Patients close to death value each day of life more than 

those who are healthy and asked the theoretical questiony q
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Context Matters: Anchoring

“Regular and original prices areRegular and original prices are 
offering prices only, and savings 
might not be based on actual 
sales.  Some original prices not 
in effect during the past 90 
days.”

Macy’s Catalog
The fine print!

Context Matters: Framing
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Context in Health:
Anchoring (Framing Effect) 
• 95% success rate seems great95% success rate seems great

– 5% failure rate seems bad!

• Expectation creates success (or failure)
• Physician income

– 1970s
• High – and usually among the highest in town

– 2000s– 2000s
• What about those CEOs, lawyers, engineers, and bankers!

Positive Vs. Negative Context:
Pseudocertainty Effect

• Example: TheoreticalExample: Theoretical 
Epidemic

• Risk averse choices with positive outcome
• Risk-seeking choices to avoid negative outcome
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Endowment Effect:
“It’s Mine and I Love It”

• Outside of Health CareOutside of Health Care
– 401K mutual funds that hover at 1 star rating
– Tickets to a Duke football game

• Within Health Care
– It’s hard to remove “precision” elements of health care from 

physicians (or nurses) even as technology and our 
understanding march forward.

– We all want to reform health care, but most of us don’t want 
to give up what we have right now (even if we hate it!)

Concept Five: 
Availability Heuristic  

New York Police Department
American Airlines Flight 587 crashed on Nov. 12, 2001, killing all 260 people on the plane 
and 5 people on the ground. The plane was bound for the Dominican Republic.
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The Likelihood of Dying in An 
Airplane Is Tiny Compared To A Car
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US Deaths. Source:  North American Transportation Statistics 
http://nats.sct.gob.mx/nats/sys/tables.jsp?i=3&id=12
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Availability Heuristic in Health Care 
Policy

• How to motivate teens not to smoke
Statistics vs story– Statistics vs. story

• Miscarriage
– http://www.youtube.com/watch?v=vxlUCIqbD8M

• Mouth Cancer : 
– http://www.youtube.com/watch?v=-YjrkBYDDQM

• Physicians remember the nonadherent patient who 
has a terrible outcome – not the many nonadherenty
patients who have perfectly fine outcomes.

• Last case medicine
– Maybe “cookbook medicine’ is a GOOD IDEA!

Concept Six:
Discounting 

$90.00 

$100.00 

$20.00 

$30.00 
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When We Over-Discount

• Outside of health careOutside of health care
– We don’t fix our bridges until they start falling down
– We don’t save enough in our 401Ks

• And we borrow!

• In Health Care:
– We don’t exercise regularly, and we eat too many calories
– We are not adherent to our antihypertension and 

anticholesterol medications

Underestimation of Randomness
1991: Michael Jordan hit 6 of 9 
three pointers in the first half of the 
fi t l ff i t P tl dfirst playoffs against Portland.

2008: The majority of basketball 
fans continue to believe in the “hot 
hand”

In simulations, with a 27% 3-
pointer hit rate, and 50,000 p , ,
simulations,  of 9 shots Jordan 
would hit

6/9: 700-800 times
7/9: 100-120 times
8/9: 10-12 times
9/9: 1-3 times
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Impact of Randomness In Health Care

Concept: Targets

First Floor, Kresge
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Income Targeting and Health Care

• Income targetingIncome targeting
– Increasing primary care pay can lead to decreased access

• Income targeting means that doctors will cut back on hours
– Decreasing the price per unit in surgical specialties can 

increase utilization
• Muting any potential cost savings

Hard Wired?
• Optimal Foraging Theory

– Losing calories worse than “not 
gaining” them

– Helps explain flattening of curve  
• On positive side, obesity has its 

own survival cost
• On the negative side, at some 

point caloric restriction is fatal 

• Functional Neuroanatomy
– “Pleasure center” of brain is active 

on functional MRIs with gain, and 
also with loss associated with 
revenge!



11/20/2008

19

Behavioral Economics: Take Homes
• Losses valued more than gains
• Certainty valued more than chance
• Context matters
• Percent difference valued more than than actual 

dollar value
• We like what we already have
• We are unrealistically optimistic
• We prefer patterns and meaning over randomness
• Memorable anecdote valued more than just

Slide 37

Memorable anecdote valued more than just 
numbers

“You get what you pay 
for”
-Marketing Maxim 

“You get what the seller 
feels like you paid for”
- Updated

Mind the Curve!

Perceived Gains

Gains
Losses

Perceived Losses
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Some Recent Books


