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N
eoclassical Versus BehaviouralEconom

ics

1. Theory of Rational Choice
• Economics, as a methodology, is about theories of decisions / choices

• How we make, or how we should make, decisions.

• Modern theories of decisions say little about what goals people will or 
should pursue.

• They simply take a set of objectives as given.

• Given these exogenous goals, the theories have much to say about 
how people will or should pursue them.

• These theories can be descriptive or normative.
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N
eoclassical Versus BehaviouralEconom

ics

1. Theory of Rational Choice
• A descriptive theory describes how people actually make decisions.
• A normative theory captures how people should make decisions.

• Consider playing poker. Would you benefit from a correct descriptive 
theory, a correct normative theory, or both?

• Some theories of decision are described as theories of rational choice
• Every theory of rational choice serves to divide decisions into one of 
two classes: rational and irrational.
• Here, rationality is best seen as a definition.

• Rational decisions are those that are in accordance with the 
theory.

• These theories can be descriptive, normative, or both.
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N
eoclassical Versus BehaviouralEconom

ics

1. Theory of Rational Choice
• Neoclassical economics – an intellectual tradition that has dominated the 
discipline – is one characterized by a commitment to a theory of rational 
choice that is presented as both normatively and descriptively correct.

• Do not assume that all people act rationally all the time, but instead 
that deviations are small, unsystematic, and negligible. 

• Alternative assumptions: see Alchian (1950) “Uncertainty, 
Evolution, and Economic Theory”

• pioneered the idea that the price system is a Darwinian 
mechanism in which efficient behaviours survive, regardless of 
the motives of economic agents.  
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N
eoclassical Versus BehaviouralEconom

ics

2. Behavioural Economics’ Extensions
• “Behavioral economics increases the explanatory power of economics by 
providing it with more realistic psychological foundations.” (Camerer and 
Loewenstein 2004 p.3)

• It is not seeking to replace the standard framework of analysis. It seeks 
to add to it. 

• “It is important to emphasize that the behavioral economics approach 
extends rational choice and equilibrium models; it does not advocate 
abandoning these models entirely.” (Ho, Lim and Camerer 2006, p. 308)

• Behavioural economics does not deny rationality, but argues deviations are 
significant and systematic enough to warrant development of new 
descriptive theories of decision.

• If correct, a descriptively adequate theory cannot simultaneously be 
normatively correct, and vice versa. 
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N
eoclassical Versus BehaviouralEconom

ics

2. Behavioural Economics’ Extensions
• Consideration of these deviations can be insightful in its own regard.

• Knowledge of their persistence can enable better decision making for 
those that understand them.  

• “Discovery commences with the awareness of anomaly, i.e. with the 
recognition that nature has somehow violated the paradigm-induced 
expectations that govern normal science. It then continues with a more 
or less extended exploration of the area of anomaly. And it closes only 
when the paradigm theory has been adjusted so that the anomalous 
has become the expected.” (Thomas Kuhn, The Structure of Scientific 
Revolutions)
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N
eoclassical Versus BehaviouralEconom

ics

3. Themes in Behavioural Economics
• It should be made clear that behavioural economists do not conform to a 
uniform school of thought.

• Three main themes in behavioural economics. (Shefrin, 2002)
• [i] People often make decisions based on approximate rules of thumb, 
not strict rational analysis. [Heuristics]

• Behavioural economics investigates outcomes of economic 
interactions in which some of the individuals involved are 
characterized by limitations and complications not typically 
accounted for in the standard model of a rational decision maker.

• [ii] The way in which a problem or decision is presented to the decision 
maker will affect the resulting action. [Framing]
• [iii] There exists significant real-world evidence contrary to predictions 
of rational expectations and market efficiency. These include 
mispricings, non-rational decision making, and market return 
anomalies.
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U
ncertainty in Com

m
on Value Auctions

4. An Illustration of Uncertainty in Auctions
• A client of yours is the Chairman of a crude oil extraction company. They 
are considering bidding in an auction. It seems that another oil company has 
gone into bankruptcy and is forced to sell off some of the land it has 
acquired for future oil exploration. There is one plot in which they are 
particularly interested. Until recently, it was expected that only three firms 
would bid for the plot, and they intended to bid $10 million. Now they have 
learned that seven more firms are bidding, bringing the total to ten.

• The question is, should they increase or decrease its bid? 
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4. An Illustration of Uncertainty in Auctions
• The Winner's Curse is a phenomenon that occurs in common value 
auctions with imperfect information.

• Common Value – Each participant in the auction has an identical 
valuation of the item on which they are bidding.

• Imperfect Information – Each participant has uncertainty regarding the 
value of the item in question.
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U
ncertainty in Com

m
on Value Auctions

4. An Illustration of Uncertainty in Auctions
• Auction of a good with common value (V).

• There are n symmetrical bidders competing in the auction. 

• No bidder knows the true value of the good. Instead, each bidder has a 
unique ‘signal’ of the value of the good, 

• These signals are drawn from a uniform distribution over the 
range [V - e, V + e] 

• (each signal in this range is equally likely)

• On average, a bidder’s signal equals the true value of the auction 
item. 
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5. Rational Bidding Strategy
• Bidding the signal value in a common-value auction leads to an expected 
value loss. 

• If all agents act identically (bid according to their signal), the chance of 
winning the auction equals 1/n. 

• (Each agent is equally likely to win the auction)
• The probability that a particular signal is higher than the actual value 
of the good equals 1⁄2.

• If there are n independent bidders receiving n independent 
signals, the likelihood of all bidders receiving a signal lower than V
equals (1⁄2)n.

• Therefore, if you are the winner, it is very unlikely that your bid (signal) 
was lower than the actual value of the good. 

• The agent has fallen victim to the Winner's Curse.
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5. Rational Bidding Strategy
• Therefore, a rational agent would attempt to avoid this curse by bidding 
lower than the signal they received. (“Bid shading”)

• This has two effects.

• [1] It decreases the chance of winning the auction.

• [2] If you do win the auction with the lower bid, it decreases the 
chance of the bid exceeding the actual value of the good.
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5. Rational Bidding Strategy
• Now, what happens to the likelihood of falling victim to the winner's curse 
as the number of agents in the auction increases?

• The probability of winning (1/n) falls. 
• However, the probability of all bids being under V (given by (1⁄2)n ) 
also falls. 
• The chance of winning the auction and avoiding the curse equals 
(1/n)(1/2)n.

• As the number of agents increases, so to does the probability of falling 
victim to the Winner's Curse when winning. In order to avoid it, as the 
number of agents increases, your bid should decrease further from your 
received signal.
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5. Rational Bidding Strategy
• Probability of winning the auction and avoiding the ”winners curse” 
(1/n)(1/2)n
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6. Lessons from the Winner’s Curse
• Increased economic uncertainty makes many strategic decisions look more 
like those characterized by imperfect information. 

• The natural tendency to respond more aggressively to increased 
competition in these environments can lead to disastrous results. 

• Empirical Evidence (“Field Evidence”)
• Capen et al. (1971)

• Consider bids of what they consider “serious competitors” for oil 
and gas drilling rights in the Gulf of Mexico. 
• Winning bids were at least twice as large as the next highest bid in 
77 percent of the tracts, and at least four times as large in 26 
percent of the tracts.

• Consistent with a Winner’s Curse scenario.
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6. Lessons from the Winner’s Curse
• Empirical Evidence (“Field Evidence”), Cont’d

• Mead, Moseidjord and Sorenson (1983)
• Examine how the leases won in the above work turned out in 
terms of return (1223 leases in total).
• Only 22 percent of the leases earned profits (revenue exceeded 
operating cost).
• In 16 percent of the leases, losses occurred.
• In 62 percent of the leases, the tract was dry!
• In all 1223 leases, firms suffered a present value loss (accounting 
for initial investment, discounting at 12.5%).
• These numbers appear despite an astonishingly unpredictable $32 
increase in the price of oil over the time considered ($35 from $3)
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6. Lessons from the Winner’s Curse
• Empirical Evidence (“Field Evidence”), Cont’d

• Mulcahy, Weeks, and Bradley (2012) [Ewing Marion Kauffman 
Foundation]

• The average venture capital fund barely broke even.
• Since the burst of the dot-com bubble in 2000, more venture 
capital was invested in start-up companies than returned to
investors through these funds; a very unattractive asset class for
institutional investors at the time.

• See also Harris, Jenkinson and Kaplan (2012) “Private Equity 
Performance: What Do We Know?” 
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Extensions: The W
inners Curse in Context

7. An Alternative Context: Corporate Takeover
• Company A (“acquirer”) considers acquiring Company T (“target”).

• The value of a share of Company T (v) depends directly on the return 
from an oil drilling project. It is uniformly distributed in the range from 
$0 to $100 [all values are equally likely].
• Company A does not know the return from the project (and hence the 
share value) when it makes its offer (x).
• The board of Company T learns about the project outcome after 
Company A has made its offer. The board accepts the offer if it is higher 
than the value of Company T.
• Company T will be worth 50 percent more in the hands of Company A 
than under its current management

• How much should Company A bid per share? The most common answer 
calls for bids between $50 and $75.
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Extensions: The W
inners Curse in Context

7. An Alternative Context: Corporate Takeover
• Consider any bid, x, such that x > 0.

• In what situations will this bid be accepted? Only ones in which the 
Company T has found itself worth less than x.

• Note that all values of v less than x are each equally likely. 
Assuming Company T accepted the offer, on average its actual 
value will be only (1⁄2)x.

• This implies that Company A may only expect to make 

( 1 + 1⁄2 )(1⁄2)x – x = -0.25x

• For any bid greater than zero, Company A will suffer a loss. A 
rational agent would not bid on this company despite the 
synergies.
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Extensions: The W
inners Curse in Context

7. An Alternative Context: Corporate Takeover
• It turns out, that this setup produces an extreme form of the Winner's 
Curse. 

• The expected value of the value Company T is irrelevant. What matters is 
the expected value of Company T when they accept your offer.

• This does not imply that you will always lose money. Only that if you expect 
to lose. If you played this situation out many times, say 30, you would 
average an overall loss.
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Extensions: The W
inners Curse in Context

7. An Alternative Context: Corporate Takeover
Firm Value Bid Profit Firm Value Bid Profit Firm Value Bid Profit

49 25 0 21 50 -18.5 45 75 -7.5
47 25 0 82 50 0 80 75 0
63 25 0 62 50 0 91 75 0
3 25 -20.5 98 50 0 88 75 0
2 25 -22 14 50 -29 89 75 0

81 25 0 95 50 0 13 75 -55.5
38 25 0 11 50 -33.5 79 75 0
37 25 0 43 50 14.5 37 75 -19.5
51 25 0 76 50 0 32 75 -27
91 25 0 64 50 0 18 75 -48
21 25 6.5 13 50 -30.5 34 75 -24
64 25 0 46 50 19 74 75 36
16 25 -1 23 50 -15.5 74 75 36
29 25 0 48 50 22 45 75 -7.5
44 25 0 28 50 -8 3 75 -70.5
65 25 0 93 50 0 98 75 0
52 25 0 50 50 0 29 75 -31.5
38 25 0 51 50 0 44 75 -9
47 25 0 25 50 -12.5 0 75 -75
7 25 -14.5 46 50 19 86 75 0

77 25 0 13 50 -30.5 67 75 25.5
72 25 0 10 50 -35 37 75 -19.5
53 25 0 46 50 19 31 75 -28.5
66 25 0 95 50 0 46 75 -6
64 25 0 98 50 0 68 75 27
93 25 0 7 50 -39.5 11 75 -58.5
57 25 0 82 50 0 46 75 -6
48 25 0 49 50 23.5 12 75 -57
77 25 0 35 50 2.5 27 75 -34.5
5 25 -17.5 98 50 0 89 75 0

AVERAGE -2.300 AVERAGE -4.433 AVERAGE -15.350
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Extensions: The W
inners Curse in Context

8. An Alternative Context: Evidence
• Empirical Evidence (“Laboratory Evidence”),

• Bazerman and Samuelson have conducted experiments with MBA 
students enrolled in microeconomics with and without using monetary 
incentives.

• Over ninety percent of the bids were nonzero. Results consistent 
between the two conditions.

• The have also conducted experiments where participants repeat the 
interaction 20 times; potential for participants to learn from previous 
experience.

• Of the sixty-nine participants, only five learned to bid $1 or less by 
the end of the experiment. On average, this occurred in the eighth 
attempt at the game. 
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Concluding Rem
arks

9. Conclusions
• The ”lesson” to be drawn from much of behavioural economics is that the 
theory of rational choice can frequently be more prescriptive than 
descriptive.

• This is especially true in situations involving judgement under 
uncertainty.

• The current economic environment is one characterized by much 
more uncertainty.

• The unevenness with which inflationary pressures transmit 
through the prices system can be uneven. Creates distortions and 
uncertainty. 

• The heuristics or intuition many decision makers rely on are not 
impervious to consistent violations of rationality. 

• Understanding of these anomalies can help prevent falling victim 
to them in different contexts. 


