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Behavior Economics 
 
While on vacation, I read a great book, “Why Smart People Make Big Money Mistakes and How to Correct Them” 

by Gary Belsky and Thomas Gilovich.  What else would an actuary read??? 

They wrote this in 1999, so some of their examples are not inclusive of the Great Recession, but still the lessons 

are invaluable. I am primarily using their examples with some updates. 

A couple of highlights for me were “Mental Accounting”, “Status Quo Bias”, “Loss Aversion” or “Sunk Cost Fallacy” 

and “Confirmation Bias”.  

Mental Accounting is when we value certain dollars more than others. How many of us keep track of our money 

differently depending upon where it came from, where it is kept or how it is spent? Take for example seeing that 

the item you are considering buying is $2-$3 above what you could buy it for somewhere else. We defer the 

purchase to get it at a more reasonable price. However, when we buy the new car, we order the upgrade of stereo, 

wheels and chrome that we did not have in our budget and it costs several thousands of dollars, especially if we 

are paying for the car over time. We have restraint when it comes to a number we know, but none when it comes 

to a number we normally don’t deal with. With investing, sometimes the numbers get so big, we lose the 

understanding that all the dollars count and it’s important to use a rational approach to our purchases and sales. 

Status Quo Bias is probably best stated as the phrase “Making no choice is a choice”. Inaction can be as costly, or 

more costly, than taking action. The hurt of losing money heavily weights the decision to pull money out of the 

market when it declines quickly. More often though, when many options are presented to us, we can’t decide, so 

status quo bias kicks in.  The authors quoted a study conducted by psychologists Sheena Setha and Mark Lepper 

who set up a booth in a high-end grocery store that offered 250 types of mustard, 75 types of olive oil and 200 

types of jam. They set up a booth for a sampler of tasters and gave a $1 coupon for any purchase on any of their 

offerings. They did one study with only 6 jams and the other with 24 jams.  More people visited the booth when 

they had more options displayed, but more people bought when they had only 6 choices. When we look at 

investment options, there are so many mutual funds, annuities, stocks, bonds and other choices, how can we ever 

select? 

Loss Aversion or Sunk Cost Fallacy is best illustrated by the following example they give by a study done by Hal 

Arkes and Chaterine Blumer of Ohio University.   

On the way home from work, you stop and buy a TV dinner on sale for $3 at the local grocery 

store. A few hours later, you decide it’s time to put the dinner in the oven. Then you get an idea. 

You call up your friend to ask if he would like to come over for a quick TV dinner and watch a good 

movie on TV. Your friend says sure. You go out to buy a second TV dinner. However, all the TV 

dinners that were on sale are gone. You therefore have to spend $5 (the regular price) for the TV 

dinner identical to the one you just bought for $3. You go home and put both dinners in the oven. 

When the two dinners are fully cooked, you get a phone call. Your friend is ill and cannot come.  

 



 
 
 

 

You are not hungry enough to eat both dinners. You cannot freeze one. You must eat one and 

discard the other. Which one do you eat? 

Several people said it didn’t make a difference, but a significant number said the $5 dinner since they paid more 

for it. How many times have we decided to repair the old car because we already sunk a lot of money into it? To 

avoid this issue, especially in regards to our investments, we should look at the investment as a current purchase, 

not something that we already paid for and maybe too much. Do we think the current investment is right for the 

future? 

Confirmation Bias is the bias that we develop to search for, treat kindly or be overly impressed by information that 

confirms our initial impressions or preferences.  The authors referenced a study done by J. Edward Russo, 

Margaret Meloy and Victoria Medvec from Cornell that provided a description of two restaurants. One was a very 

fancy restaurant and the description showed romantic settings and a nice menu. The other had a national 

reputation and was tastefully appointed with a focus on a special menu.  

In the study, the students felt that the options were weighed equally. However, when the choices were presented 

to another set of students, but this time, they revealed the attributes of each restaurant one item at a time, 84 

percent knew which restaurant they wanted. They had made a first impression choice and listened for additional 

items to confirm their choice, or confirm what they called “disconfirmation disinclination”; that is finding reasons 

to reject the other.  How many times have we heard a favorable TV advertisement or read a favorable review 

about an investment, or investment company, and either try to confirm our selection or look for “disconfirmation 

disinclination” of our other options? 

Why do I bring all this up? The importance of having an unbiased investment professional opinion becomes very 

important in our decision process so that we don’t fall trap to these and several other psychological traps we can 

fall into. It looks easy if we go to the rubber chicken dinner with a title “The Ten Ways to Avoid Outliving Your 

Money” and someone provides us with the product solution to all our worries. But it is not. It takes discipline, 

planning and a collaborative effort.  

Edu4Retirement, Inc. specializes in providing retirement education and advice to our clients along with appropriate 
investment products to assist in mitigating retirement risk. Please think of us when it comes to retirement 
planning.  We appreciate your referrals. 

 


