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“Adam Smith, behavioural economist” (Ashraf et al, 2005)

“Smith (1759) argued that behaviour was determined b y the 
struggle between …the ‘passions’ and the ‘impartial spectator’. 
The passions included drives such as hunger and sex , 
emotions such as fear and anger.

Smith viewed behaviour as under the direct control of the 
passions, but believed that people could override p assion-
driven behaviour by viewing their own behaviour fro m the 
perspective of an outsider” (Ashraf et al, 2005 p131 ). 
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“…if  all alternatives are not be examined, some crit erion must be 

used to determine that an adequate solution has bee n found. 

The Scottish word ‘satisficing’ has been revived to  denote 

decision making that sets an aspiration level, sear ches (only) 

until an alternative is found that is satisfactory,  and selects that 

alternative” (Simon, 1972). 

Bounded rationality & satisficing
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(de)Merit goods

“….the concept of merit wants is put forward to epito mize a further 
range of cases where individual preferences express ed in a 
market setting may nevertheless require correction.  

…distinction between social wants ‘where corrective policy is 
required in order to secure an allocation that is i n line with 
consumer preferences’ and merit wants ‘where the re ason for 
budgetary action is to correct individual choices’ (Musgrave, 
1959 p. 9)” (Head, 1991 p. 229). 
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Individual welfare ≠≠≠≠ individual preference

Head (1991): divergence between choice and welfare might arise due to 
ignorance and uncertainty, problems of impulsiveness and weakness 
of will, or due to “myopia or a failure to recognize the multi-period 
character and future implications of certain choices” (p. 237). 

Ng (1983):  “ revealed preferences might differ from true welfare due to 
ignorance and imperfect foresight, rigid adherence to some habit or 
principle inconsistent with welfare maximisation, or due to paralysing 
fear or overwhelming temptation” (p10). 

Consumers might make errors when they weigh the costs and benefits of 
some consumption bundles.  
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Consumer sovereignty

“…individuals are themselves the best – some might say  ‘the only’ –

judges of what contributes most to their utility an d how much 

that contribution is” (Brouwer et al, 2008 p327). 

“Every buyer determines to some degree the direction  of industry. 

The market is a democracy where every penny gives a  right of 

vote.’” (Persky, 1993 p185 citing Fetter, 1903). 
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Consumer sovereignty & WARP

Weak Axiom of Revealed Preference (WARP): If A, B feasible and A 
chosen, then at any prices and income where A, B are feasible, the 
consumer will choose A over B.

WARP says two things:

1. People choose what they prefer and so should never willingly 
choose a (divisible) consumption bundle that includ es a ‘bad’.

2. Preferences are consistent. Therefore, a single observed choice 
reveals a stable preference.
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Normative authority of WTP? 

“….amongst the decisions to be taken is one about whose values are to

be used to underpin utility and other preference- or value-based

estimates of benefit and costs…

…in extra-welfarist economics any number of stakeholders might be

regarded as appropriate sources of different values for different entities

and how they ought to be traded off against one another and compared

interpersonally…

…under extra-welfarism, policy makers become one important potential

source of values” (Brouwer et al, 2008)
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Extra-welfarism

Source: Brouwer et al, 2008 p335. 
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Govt Intervention? 

“It is one thing to argue that individuals are not perfect judg es of

their own interests, and another entirely to argue that they are not

the best judges.

…even if in certain cases there exists some person who better

knows what is good for the individual than he does himself, th ere

is an additional step in arguing that a ‘superior’ choice wil l emerge

from political processes” (Brennan & Lomasky, 1983 p. 184).
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Extra-welfarism

Source: Brouwer et al, 2008 p335. 
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Traction & progress
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Traction & progress

“Those against the use of the divergence between preference a nd

welfare as a justification for illiberal policies argue:

�that the undesirable side-effects of such policies overbal ance their

benefits; or

�that the divergence is insignificant in practice” (Ng, 1983 p12).
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Just add information
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Just add information

Question
Number of attributes 

presented
Health 

condition
Conventional choice 

# participants (%)
CAM choice  

# participants (%)

1 3 joint 28 (88) 29 (91)

2 3 insomnia 24 (75) 20 (63)

3 4 joint 26 (81) 24 (75)

4 4 insomnia 24 (75) 18 (56)

5 5 joint 13 (41) 14 (44)

6 6 insomnia 13 (41) 12 (38)

7 8 joint 13 (41) 12 (38)

8 8 insomnia 15 (47) 14 (44)

Table 1: Number of participants who attended to eve ry attribute within a choice (N=32)
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Just add information



www.buseco.monash.edu.au/centres/che

Centre for Health Economics

Govt Intervention? 

“Those against the use of the divergence between preference a nd

welfare as a justification for illiberal policies argue:

�that the undesirable side-effects of such policies overbal ance their

benefits; or

�that the divergence is insignificant in practice” (Ng, 1983 p12).



www.buseco.monash.edu.au/centres/che

Centre for Health Economics

Govt Intervention? 

“Those against the use of the divergence between preference a nd

welfare as a justification for illiberal policies argue:

�that the undesirable side-effects of such policies overbal ance their

benefits; or

�that the divergence is insignificant in practice” (Ng, 1983 p12).



www.buseco.monash.edu.au/centres/che

Centre for Health Economics



www.buseco.monash.edu.au/centres/che

Centre for Health Economics



www.buseco.monash.edu.au/centres/che

Centre for Health Economics



www.buseco.monash.edu.au/centres/che

Centre for Health Economics

References

Ashraf, Camerer & Loewenstein (2005). Adam Smith, Behavioral Economist. Journal of Economic Perspectives, 19: 131–145. 
Brennan, G. & Lomasky, L. (1983). “Institutional aspects of merit goods analysis”. Finanzarchiv, N.F., vol. 41, pp. 183 – 206.
Brouwer et al (2008). Welfarism vs Extra-welfarism. Journal of Health Economics; 27:325-38. 
Fetter LM (1903). The Principles of Economics. New York: Century. 
Head, J. G. (1991). "Merit Wants: Analysis and Taxonomy." In Eden, L. (ed.) Retrospectives on public finance: Fiscal reform in 
the developing world. Durham and London: Duke University Press, 229-252.
Kahneman, D.; Tversky, A. (1979) "Prospect Theory: An Analysis of Decisions Under Risk," Econometrica 47, 263-291
Kooreman P, Prast H. (2010). What does behavioral economics mean for policy? Challenges to savings and health policies in 

the Netherlands. De Economist 2010, 158: 101-122. 
Mann S, Gairing M. (2012). Does libertarian paternalism reconcile merit goods theory with mainstream economics? Forum for 
Social Economics, 41: 206-219. 
Mitchell, W.C. (1910). “The Rationality of Economic Activity,” Journal of Political Economy, Vol 18, pp.197-216. 
Morris, Devlin, Parkin (2012). Economic analysis in health care, John Wiley & Sons.
Ng, Y-K. (1983). Welfare economics: Introduction and development of basic concepts. London: MacMillan Press. 
Persky, J. (1993) Retrospective: Consumer Sovereignty. Journal of Economic Perspectives,  7:183–19.
Sagoff, M. (1986). “Values and preferences”. Ethics, vol. XX, pp. 301 - 316.
Sen A. (1977). Rational Fools: A Critique of the Behavioral Foundations of Economic Theory. Philosophy & Public Affairs, 6: 

317-344. 
Simon, H. A. (1955), A behavioral model of rational choice, Quarterly Journal of Economics, 69: 99-118..
Simon, H.A. (1972). Theories of bounded rationality. In: McGuire & Radner (eds). Decision and Organization. North-Holland: 

Amsterdam.
Smith, A. 1759 [1981]. The Theory of Moral Sentiments. D. D. Raphael and A. L. Macfie, eds. Liberty Fund: Indianapolis
Spinks J, Mortimer D. Can we make your decision easier? Investigating decisions to consume complementary medicines using 

in-depth interviews and eye-tracking technology. Unpublished paper. 
Stiglitz (1988). Economics of the public sector. Norton: New York. 
Zhou & Zhang (2012). The vast majority of Medicare Part D Beneficiaries still don’t choose the cheapest plans that meet their

medication needs. Health Affairs, 31: 2259-2265. 


