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When we use the term libertarian to modify the word paternalism, we simply mean liberty-preserving.  Libertarian paternalists want to make it easy for people to go their own way; they do not want to burden those who want to exercise their freedom.
The paternalistic aspect lies in the claim that it is legitimate for choice architects to try to influence people’s behavior in order to make their lives longer, healthier, and better.

In many cases, individuals make pretty bad decisions.

A nudge, as we will use the term, is any aspect of the choice architecture that alters people’s behavior in a predictable way without forbidding any options or significantly changing their economic incentives.  To count as a mere nudge, the intervention must be easy and cheap to avoid.

Homo economicus, or economic man (Econs) – the notion that each of us thinks and chooses unfailingly well, and thus fits within the textbook picture of human beings offered by economists.

To qualify as Econs, people are not required to make perfect forecasts, but they are required to make unbiased forecasts.  Unlike Econs, Humans predictably err.  For example, the “planning fallacy” – the systematic tendency toward unrealistic optimism about the time it takes to complete projects.
People have a strong tendency to go along with the status quo or default option.  Two important lessons can be drawn from this research.  First, never underestimate the power of inertia.  Second, that power can be harnessed.  Setting default options, and other similar seemingly trivial menu-changing strategies, can have huge effects on outcomes.
A nudge is in any factor that significantly alters the behavior of Humans, even though it would be ignored by Econs.

Incentives can come in different forms.  If steps are taken to increase people’s cognitive effort – as by placing fruit at eye level and candy in a more obscure place – it might be said that the “cost” of choosing candy is increased.  Some of our nudges do, in a sense, impose cognitive (rather than material) costs, and in that sense alter incentives.  Nudges count as such, and qualify as libertarian paternalism, only if any costs are low.
A False Assumption and Two Misconceptions

The false assumption is that almost all people, almost all of the time, make choices that are in their best interest or at the very least are better than the choices that would be made by someone else.  We claim that this assumption is false – indeed, obviously false.  
The first misconception is that it is possible to avoid influencing people’s choices.  The second misconception is that paternalism always involves coercion.

1.  BIASES AND BLUNDERS
Our understanding of human behavior can be improved by appreciating how people systematically go wrong.

How We Think: Two Systems

There is a distinction between two kinds of thinking, one that is intuitive and automatic, and another than is reflective and rational.  We will call the first the Automatic System and the second the Reflective System.

The Automatic System is rapid and is or feels instinctive, and it does not involve what we usually associate with the word thinking.  
Table 1.1

Two Cognitive Systems

	Automatic System
	Reflective System

	Uncontrolled
	Controlled

	Effortless
	Effortful

	Associative
	Deductive

	Fast
	Slow

	Unconscious
	Self-aware

	Skilled
	Rule-following


The Reflective System is more deliberate and self-conscious.  The Automatic System is your gut reaction and the Reflective System is your conscious thought.
Rules of Thumb

Although rules of thumb can be very helpful, their use can also lead to systematic biases.  Three heuristics, or rules of thumb – anchoring, availability, and representativeness – have biases that are associated with each.  More recently, psychologists have come to understand that these heuristics and biases emerge from the interplay between the Automatic System and the Reflective System. Let’s see how.

Anchoring

You start with some anchor, the number you know, and adjust in the direction you think is appropriate.
In the language of this book, anchors serve as nudges.  We can influence the future you will choose in a particular situation by ever-so-subtly suggesting a starting point for your thought process.

Availability

Humans assess the likelihood of risks by asking how readily examples come to mind.  If people can easily think of relevant examples, they are far more likely to be frightened and concerned than if they cannot.

Accessibility and salience are closely related to availability, and they are important as well.

The availability heuristic helps to explain much risk-related behavior, including both public and private decisions to take precautions.  Whether people buy insurance for natural disasters is greatly affected by recent experiences.  And people who know someone who has experienced a flood are more likely to buy flood insurance for themselves, regardless of the flood risk they actually face.

A good way to increase people’s fear of a bad outcome is to remind them of a related incident in which things went wrong; a good way to increase people’s confidence is to remind them of a similar situation in which everything worked out for the best.  The pervasive problems are that easily remembered events may inflate people’s probability judgments, and that if no such events come to mind, their judgments of likelihoods might be distorted downward.
Representativeness

The third of the original three heuristics bears an unwieldy name: representativeness.  Think of it as the similarity heuristic.  The idea is that when asked to judge how likely it is that A belongs to category B, people (and especially their Automatic Systems) answer by asking themselves how similar A is to their image or stereotype of B (that, how “representative” A is of B).

The fact is that the use of the representativeness heuristic can cause people to confuse random fluctuations with causal patterns.

Optimism and Overconfidence

The “above average” effect is pervasive.  Ninety percent of all drivers think they are above average behind the wheel.

People are unrealistically optimistic even when the stakes are high.

Unrealistic optimism can explain a lot of individual risk taking, especially in the domain of risks to life and health.

Lotteries are successful partly because of unrealistic optimism.

Unrealistic optimism is a pervasive feature of human life; it characterizes most people in most social categories.  If people are running risks because of unrealistic optimism, they might be able to benefit from a nudge.  In fact, we have already mentioned one possibility: if people are reminded of a bad event, they may not continue to be so optimistic.
Gains and Losses

People hate losses.  Roughly speaking, losing something makes you twice as miserable as gaining the same thing makes you happy.  People are “loss averse.”
Loss aversion helps produce inertia, meaning a strong desire to stick with your current holdings.  Loss aversion operates as a kind of cognitive nudge, pressing us not to make changes, even when changes are very much in our interests.

Status Quo Bias

Loss aversion is not the only reason for inertia.  For lots of reasons, people have a more general tendency to stick with their current situation.

Status quo bias is easily exploited.


One of the causes of status quo bias is a lack of attention.

The combination of loss aversion with mindless choosing implies that if an option is designated as the “default,” it will attract a large market share.  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 or someone else.  Setting the best possible defaults will be a theme we explore often in the course of this book.

Framing

Framing matters in many domains.  The idea is that choices depend, in part, on the way in which problems are stated.

Framing works because people tend to be somewhat mindless, passive decision makers.  Their Reflective System does not do the work that would be required to check and see whether reframing the questions would produce a different answer.  One reason they don’t do this is that they wouldn’t know what to make of the contradiction.  This implies that frames are powerful nudges, and must be selected with caution.

The picture that emerges is one of busy people trying to cope in a complex world in which they cannot afford to think deeply about every choice they have to make.  The bottom line, from our point of view, is that people are, shall we say, nudge-able.
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RESISTING TEMPTATION

Temptation

In the language of economics, the group is said to display behavior that is dynamically inconsistent.

Two factors must be introduced – temptation and mindlessness.  What does it mean for something to be “tempting”?  Our preferred definition requires recognizing that people’s state of arousal varies over time. To simplify things, we will consider just the two end points: hot and cold.  We will call something “tempting” if we consume more of it when hot than when cold.
Self control issues arise because we underestimate the effect of arousal.  When in a cold state, we do not appreciate how much our desires and our behavior will be altered when we are “under the influence” of arousal.

Self control problems can be illuminated by thinking about an individual as containing two semiautonomous selves, a far-sighted “Planner” and a myopic “Doer.”  Some parts of the brain get tempted, and other parts are prepared to enable us to resist temptation by assessing how we should react to the temptation.

Mindless Choosing

The type of mindless behavior we discussed in the context of inertia.  In many situations, people put themselves into an “automatic pilot” mode, in which they are not actively paying attention to the task at hand.

Significant numbers of people could benefit from a nudge.
Self Control Strategies

Since people are at least partly aware of their weaknesses, they take steps to engage outside help.  Unfortunately, Doers are often difficult to rein in and they can foil the best efforts of Planners.

Mental Accounting

Another way to approach these problems is to adopt internal control systems, otherwise known as mental accounting.  Mental accounting is the system (sometimes implicit) that households use to evaluate, regulate, and process their home budget.

People are far more likely to splurge impulsively on a big luxury purchase when they receive an unexpected windfall than with savings that they have accumulated over time, even if those savings are fully available to be spent.

For each of us, using mental accounts can be extremely valuable.  They make life both more fun and more secure.  Many of us could benefit from a near sacrosanct “rainy day” account and from a freely available “entertainment and fun” account.  Understanding mental accounts would also improve public policy.  As we will see, if we want to encourage savings, it will be important to direct the increased savings into a mental (or real) account where spending it will not be too big a temptation.
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FOLLOWING THE HERD

Econs are pretty unsociable creatures.  They communicate with others if they can gain something from the encounter, they care about their reputations, and they will learn from others if actual information can be obtained, but Econs are not followers of fashion.  
Humans, on the other hand, are frequently nudged by other Humans.  Sometimes massive social changes, in markets and politics alike, start with a small social nudge.

Humans are easily influenced by the statements and deeds of others.
First, most people learn from others.  Learning from others is how individuals and societies develop.  But many of our biggest misconceptions also come from others.  This topic is important for our purposes is that one of the most effective ways to nudge is via social influence.
Social influences come in two basic categories.  The first involves information.  If many people do something or think something, their actions and their thoughts convey information about what might be best for you to do or think. The second involves peer pressure.  If you care about what other people think about you (perhaps in the mistaken belief that they are paying some attention to what you are doing—see below), then you might go along with the crowd to avoid their wrath or curry their favor.

The bottom line is that Humans are easily nudged by other Humans.  Why? One reason is that we like to conform.

Doing What Others Do

People become more likely to conform when they know that other people will see what they have to say.

Consistent and unwavering people, in the private or public sector, can move groups and practices in their preferred direction.

Many groups fall prey to what is known as “collective conservatism”, the tendency of groups to stick to established patterns even as new needs arise.  Once a practice has become established, it is likely to be perpetuated, even if there is no particular basis for it.

There is no question that social pressures nudge people to accept some pretty odd conclusions – and those conclusions might well affect their behavior.  An obvious question is whether choice architects can exploit this fact to move people in better directions.  A few influential people, offering strong signals about appropriate behavior, can have a similar effect.

The Spotlight Effect

One reason why people expend so much effort conforming to social norms and fashions is that they think that others are closely paying attention to what they are doing.

People are paying less attention to you than you believe.

Cultural Change, Political change, and Unpredictability

Might culture and politics be affected by conformity?  Might companies be able to make money by enlisting conformity?

Small interventions and even coincidences, at a key stage, can produce large variations in the outcome.  The effects of social influences may or may not be deliberately planned by particular people.

Social influences are often used strategically.  In particular, advertisers are entirely aware of the power of social influences.  Frequently they emphasize that Most people prefer” their own product, or that “growing numbers of people” are switching from another brand, which was yesterday’s news, to their own, which represents the future.  They try to nudge you by telling you what most people are now doing.

Do social influences matter to the economy?  There is no question.  People’s investment decisions are often influenced by the investment decisions of their friends and neighbors.

Social influences can also have significant effects on the entire market.

Social Nudges as Choice Architecture

If choice architects want to shift behavior and to do so with a nudge, they might simply inform people about what other people are doing.  Sometimes the practices of others are surprising, and hence people are much affected by learning what they are.

Either desirable or undesirable behavior can be increased, at least to some extent, by drawing public attention to what others are doing.

This unhappy fact seems to be a real obstacle to change: if people follow one another, we might end up with a vicious cycle or even a spiral.  An ingenious study suggests an affirmative answer, and it reinforces the view that the specific framing of the problem can have a powerful effect.
Smiles, Frowns, and Saving Energy

If you want to nudge people into socially desirable behavior, do not, by any means, let them know that their current actions are better than the social norm.

The more important finding was that when below average energy users received the happy emoticon, the boomerang effect completely disappeared!  When they were merely told that their energy use was below average, they felt that they had some “room” to increase consumption, but when the informational message was combined with an emotional nudge, they didn’t adjust their use upward.

Priming

Thus far we have been focusing on people’s attention to the thoughts and behavior of other people.  Priming refers to the somewhat mysterious workings of the Automatic System of the brain.  Research shows the subtle influences can increase the ease with which certain information comes to mind.  The “mere measurement effect” refers to the finding that when people are asked what they intend to do, they become more likely to act in accordance with their answers.  The mere measurement effect is a nudge, and it can be used by private or public nudgers.
A study of a nationally representative sample of more than 40,000 people asked a simple question: Do you intend to buy a new car in the next six months?  (Do you plan to take action to improve your financial security this year?)
The nudge provided by asking people what they intend to do can be accentuated by asking them when and how they plan to do it.
Often we can do more to facilitate good behavior by removing some small obstacle than by trying to shove people in a certain direction.

Or consider this one: people’s judgments about strangers are affected by whether they are drinking iced coffee or hot coffee!  Those given iced coffee are more likely to see other people as more selfish, less sociable, and well, colder than those who are give hot coffee.  This, too, happens quite unconsciously.

The three social influences that we have emphasized – information, peer pressure, and priming – can easily be enlisted by private and public nudgers.  As we will see, both business and governments can use the power of social influence to promote many good causes.
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WHEN DO WE NEED A NUDGE?

Choice architecture and its effects cannot be avoided, and so the short answer is an obvious one, call it the golden rule of libertarian paternalism: offer nudges that are most likely to help and least likely to inflict harm.  A slightly longer answer is that 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.  (Like buying insusrance!)
Benefits Now – Costs Later

We have seen that predictable problems arise when people must make decisions that test their capacity for self control.  Self control issues are most likely to arise when choices and their consequences are separated in time.  For these goods the costs are borne immediately, but the benefits are delayed.

Degree of Difficulty

We are more likely to need more help picking the right mortgage than choosing the right loaf of bread.
Frequency

Even hard problems become easier with practice.  Unfortunately, some of life’s most important decisions do not come with many opportunities to practice.  Generally, the higher the stakes, the less often we are able to practice.

Rare, difficult choices are good candidates for nudges.
Feedback

Even practice does not make perfect if people lack good opportunities for learning.  Learning is most likely if people get immediate, clear feedback after each try.

When feedback does not work, we may benefit from a nudge.

Knowing what You Like

It is particularly hard for people to make good decisions when they have trouble translating the choices they face into the experiences they will have.

When people have a hard time predicting how their choices will end up affecting their lives, they have less to gain by numerous options and perhaps even by choosing for themselves.  A nudge might be welcomed.

Markets: A Mixed Verdict

The discussion thus far suggests that people may most need a good nudge for choices that have delayed effects; those that are difficult, infrequent, and offer poor feedback; and those for which the relation between choice and experience is ambiguous.

Notice first that many insurance products have all of the fraught features that we have sketched.  The benefits from holding the insurance are delayed, the probability of having a claim is hard to analyze, consumers do not get useful feedback on whether they are getting a good return on their insurance purchases, and the mapping from what they are buying to what they are getting can be ambiguous.
Most of the time, competition ensures that price serves as a good signal of quality.  And irrational consumers will not alter the market as long as they do not predominate.
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CHOICE ARCHITECTURE

Stimulus response compatibility.  The idea is that you want the signal you receive (the stimulus) to be consistent with the desired action

Defaults: Padding the Path of Least Resistance

Many people will take whatever option requires the least effort, or the path of least resistance.  If, for a given choice, there is a default option – an option that will obtain if the chooser does nothing – then we can expect a large number of people to end up with that option, whether or not it is good for them.
Defaults are ubiquitous and powerful.  They are also unavoidable in the sense that for any node of a choice architecture system, there must be an associated rule that determines what happens to the decision maker if she does nothing.

We have emphasized that default rules are inevitable – that private institutions and the legal system cannot avoid choosing them.  In some cases, though not all, there is an important qualification to this claim.  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, favored by many who like freedom, is sometimes the best way to go.  Humans will often consider required choice to be a nuisance or worse, and would much prefer to have a good default.
Second, required choosing is generally more appropriate for simple yes or no decisions than for more complex choices.  When choices are highly complex, required choosing may not be a good idea; it might not even be feasible.

Expect Error

Humans make mistakes.  A well designed system expects its users to err and is as forgiving as possible.

Leaving the gas cap behind is a special kind of predictable error psychologists call a “postcompletion” error.  The idea is that when you have finished your main task, you tend to forget things relating to previous steps.

Give Feedback
The best way to help Humans improve their performance is to provide feedback.  Well designed systems tell people when they are doing well and when they are making mistakes.

An important type of feedback is a warning that things are going wrong, or, even more helpful, are about to go wrong.

Understanding “Mappings”: From Choice to Welfare

This relation between choice and welfare a mapping.
A good system of choice architecture helps people to improve their ability to map and hence to select options that will make them better off.  One way to do this is to make the information about various options more comprehensible, by transforming numerical information into units that translate more readily into actual use.

Often people have a problem in mapping products into money. For simple choices, of course, such mappings are trivial.

Complex pricing schemes that are neither transparent nor comprehensible to consumers.  For these and related domains, we propose a very mild form of government regulation, a species of libertarian paternalism that we call RECAP: Record, Evaluate, and Compare Alternative Prices.

The government would not regulate how much issuers could charge for services, but it would regulate their disclosure practices.  The central goal would be to inform customers of every kind of fee that currently exists.  Issuers would be required to make public their fee schedule in a spreadsheet-like format that would include all relevant formulas.

The usage disclosure requirement would be that once a year, issuers would have to send their customers a complete listing of all the ways they had used the phone and all the fees that had been incurred.
In many domains, from mortgages and credit cards to energy use to Medicare, a RECAP program could greatly improve people’s ability to make good choices.

Structure Complex Choices
People adopt different strategies for making choices depending on the size and complexity of the available options.  When we face a small number of well-understood alternatives, we tend to examine all the attributes of all the alternatives and then make tradeoffs when necessary.  But when the choice set gets large, we must use alternative strategies, and these can get us into trouble.

Note the ways they differ, and then make some decisions about the importance of such attributes as size.  This is described in the choice literature as a “compensatory” strategy, since a high value for one attribute can compensate for a low value for another.

One strategy to use is what Amos Tversky (1972) called “elimination by aspects.”  Someone using this strategy first decides what aspect is most important, establishes a cutoff level, then eliminates all the alternatives that do not come up to this standard.  The process is repeated, attribute by attribute until either a choice is made or the set is narrowed down enough to switch over to a compensatory evaluation of the “finalists.”
When people are using a simplifying strategy of this kind, alternatives that do not meet the minimum cutoff scores may be eliminated even if they are fabulous on all other dimensions.
Social science research reveals that as the choices become more numerous and/or vary on more dimensions, people are more likely to adopt simplifying strategies.  The implications for choice architecture are related.  As alternatives become more numerous and more complex, choice architects have more to think about and more work to do, and are much more  likely to influence choices.  As choices become more numerous, good choice architecture will provide structure, and structure will affect outcomes.

Get recommendations based on the preferences of others with similar tastes, a method called “collaborative filtering.”  You use the number of books or movies available in order to increase the likelihood of picking one you like.  Collaborative filtering is an effort to solve a problem of choice architecture.  If you know what people like you tend to like, you might well be comfortable in selecting products you don’t know, because people like you tend to like them.  For many of us, collaborative filtering is making difficult choices easier.
Structuring choice sometimes means helping people to learn, so they can later make better choices on their own.

Incentives

Our last topic is the one with which most economists would have started: prices and incentives.  This is as good a point as any to state for the record that we believe in supply and demand.  So choice architects must think about incentive when they design a system.  Sensible architects will put the right incentives on the right people.  One way to start to think about  incentives is to ask four questions about a particular choice architecture:

Who uses?

Who chooses?

Who pays?

Who profits?

Free markets often solve all of the key problems by giving people an incentive to make good products and to sell them at the right price.

Sometimes incentive conflicts arise.

Many markets (and choice architecture systems) are replete with incentive conflicts.  Perhaps the most notorious is the U.S. healthcare system.

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?  In free markets, the answer is usually yes, but in important cases the answer is no.  Consider the example of members of an urban family deciding whether to buy a car.  The opportunity cost of the ten thousand dollars is likely to be neglected.  (In other words, once they purchase the car, they tend to forget about the ten thousand dollars and stop treating it as money that could have been spent on something else.)
Will predict that people will underweight the opportunity costs of car ownership, and possibly other less salient aspects such as depreciation, and may overweight the very salient costs of using a taxi.  An analysis of choice architecture systems must make similar adjustments.
Of course, salience can be manipulated, and good choice architects can take steps to direct people’s attention to incentives.  Suppose the thermostat in your home was programmed to tell you the cost per hour of lowering the temperature a few degrees during the heat wave.

In some domains, people may want the salience of gains and losses treated asymmetrically.  For example, no one would want to go to a health club that charged its users on a “per step” basis on the Stairmaster.  However, many Stairmaster users enjoy watching the “calories burned” meter while they work out.

We have sketched six principles of good choice architecture.

iNcentives

Understand mappings

Defaults
Give feedback
Expect error
Structure complex choices
With an eye on these nudges, choice architects can improve the outcomes for their Human users.
Part II

MONEY

Humans differ dramatically from Econs in how they deal with money.  Econs are sensible spenders and savers.  A major goal of the next four chapters is to explore how people can do a better job at the difficult tasks of saving, investing, and borrowing.
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SAVE MORE TOMORROW

Few of the participants who say they should be saving more make any changes in their behavior.  People would be open to strategies that would help them achieve these goals.  In other words, they are open to a nudge.  They might even be grateful for one.
Forced Choosing and More Simplicity
