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What is Behavioral Industrial Organization?

Standard 10: Profit maximizing firms and expected utility maximizing
consumers with correct beliefs.

Sometimes the simplification is a bad approximation.

Behavioral 10: Enrich models with more realistic models of behavior
for market participants.
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Behavioral Industrial Organization

Behavioral Consumers

Non-Standard Preferences
Failing to choose the best price due to

Suboptimal Search
Confusopoly: Confusion Comparing Prices
Excessive Inertia

Overconfidence & Systematic Misweighting
Behavioral Managers and Firms
Firms are run by people, and people make mistakes. . .
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Behavioral Consumers: (1) Non-standard Preferences

How do profit maximizing firms respond to consumers that are
Loss averse? (Grubb, 2015¢; Heidhues and Kdszegi, 2018, 5.1)
Present biased and sophisticated? (Heidhues and Kdszegi, 2018, 5.2))
Conspicuous consumers? (Heidhues and Koszegi, 2018, 5.3))
Fairness loving?
Status-seeking?
Ambiguity averse?

Market response maybe be beneficial or exploitative.
Beneficial example: Offering commitment devices.
Seems rare in practice (Laibson, 2015).
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Example: Selling to Loss Averse Consumers |

First-order risk aversion (K&szegi and Rabin, 2007)

Consumers demand insurance for small risks
Firms charge flat rates (Herweg and Mierendorff, 2013)

Comparison Effect: Kinks in demand curves
Heidhues and Ké&szegi (2014) & Spiegler (2012):
Fixed reference point — outward kink — rigid pricing

Price increases coded as losses—Iloom larger than price cuts
Focal prices & low pass-through

Zhou (2011):

Firm set reference point — inward kink — random pricing
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Example: Selling to Loss Averse Consumers ||

Stochastic pricing: Low prices create attachment (raising WTP) and
high prices exploit
Interpretation: Hurts consumer by lowering utility of not buying
Regular prices and sales (Heidhues and Készegi, 2014)

Price with Promotion Discount
Minute Maid 640z Orange Juice (Jul. 2001 - Aug. 2002)

$3.50

$3.00 -

$2.50

$2.00 -

$1.50 -

$1.00 -

$0.50 -

$0.00 T
1 6 11 16 21 26 31 36 41 46 51 56

Week

Black Friday pricing (Rosato, 2016)

Managing expectations matters (Karle and Peitz, 2014, 2017)

Firms delay full disclosure to exploit attachment effect
Mandating early disclosure can lower prices & raise CS
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Behavioral Consumers: (2) Failing to choose the best f

Consumers tend to (Grubb, 2015a):

Search too little
Example: U.S. Mortgage market (broker segment)
Woodward and Hall (2012): gain visiting 1 more broker$1; 000
Conclusion: reject rational search

Miscompare prices or quality (confusion)
Example: U.K. electricity tari choice. Wilson and Waddams Price
(2010): 6 12% of those switching for a cheaper rate switch to a plan
dominated by original tari

Switch too little (excessive inertia)
Example: Choosing employer based health insurance plan
Handel (2013): average switching cost $2; 000
Conclusion: additional sources of inertia such as inattention (Kiss,
2014), forgetting, or procrastination (Madeira, 2015).
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Behavioral Consumers: (2) Failing to choose the best f

Lack of search & price confusidn noisy choices.
Decision errors di er across consumers
Firm perspective like spurious product di erentiation
Creates market power raises markups even with many sellers
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Behavioral Consumers: (2) Failing to choose the best f

Lack of search & price confusidn noisy choices.
Decision errors di er across consumers
Firm perspective like spurious product di erentiation
Creates market power raises markups even with many sellers

Connection to Dimitry's talk on Thursday

With di erentiated rms and/or outside option, noisy choices are alsc
allocatively ine cient (but harder to identify mistakes)
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Firms obfuscate to dampen search.

Example: Drip pricing
Lab: Drip pricing pro tably dampens search (OFT, 2010)
Field: Retailers hide price in S&H fees to defeat price comparison
engine (Ellison and Ellison, 2009)
Theory: Firm's raise own search costs in equilibrium (Wilson, 2010;
Ellison and Wolitzky, 2012).
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Confusopoly: Consumer confusion about quality
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Confusopoly: Consumer confusion about quality

Bronnenberg, Dubé, Gentzkow, and Shapiro (2015)

Were all consumers pharmacists:
Prices fall 37%
Expenditure falls 15% ($435 million)
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Which plan would you choose for Net ix on your iPad?
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7% new employees choose dominated plan (Handel 20
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Confusopoly: Price Obfuscation

Model

Homogenous good Duopoly, unit demand
Firms simultaneously choose a price and a price frame
Ex: Inclusive price ($9.99) vs. partitioned price ($1.99 plus $8 S&H)

(x;y) = Pr( can compare prices across frameandy)
Those who cannot compare prices choose randomly

Insights
Firms obfuscate

Firms may choose more complex frames and higher prices with

more competitors (Chioveanu and Zhou, 2013)
increased comparability of simple frames (Piccione and Spiegler, 201

Firm response can undermine transparency policies

Michael D. Grubb (Boston College) Behavioral 10 May 19, 2022 14/51



Behavioral Consumers: (3) Overcon dence and system
misweighting

Consumers often misweight product attributes
Example: underweight hidden fees

Themes

Behavioral First Welfare Theorem:
Competition maximizes joinperceivedsurplus

Firms exploit biases with complicated pricing features

Exploitation (intensive margin) distortion
Participation (extensive margin) distortion
Cross-subsidies & Ripo externalities
Firms can facilitate exploitation of the naive by the sophisticated
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