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Introduction

e Behavioral economics brings insights from psychology and other
socilal sciences into economic models

elLoss aversion, present Dbias, mel
[Kahneman and Tversky 1979, Thaler 1980, Rabin 1998, DellaVigna 2009]

e Behavioral economics has grown very rapidly as a subfield, but
neoclassical model remains the benchmark in most applications



Debate About Behavioral Economics

e Debate about behavioral economics is often framed as a question
about the foundational assumptions of economic models

e Are people rational? Do they optimize in market settings?

e Compelling arguments on both sides of this debate in different
settings [List 2003, List 2004, DellaVigna 2009]



A Pragmatic Perspective

e This talk approaches this debate from a more pragmatic perspective

e |l nstead of defining central resea
of the neocl assical model wvalid?o
e Ex: AHow can we I ncrease saving:

e Use behavioral economics to the extent it helps us make better
empirical predictions and improve policy

e This approach follows the widely applied methodology of positive
economics advocated by Friedman (1953)

e Treat behavioral factors like any other modeling decision, such as
assuming time-separable or quasi-linear utility



A Pragmatic Perspective

e From a pragmatic perspective, behavioral economics makes three
contributions to public policy:

1. New policy tools (e.g., defaults, framing)
2. Better predictions of effects of existing policies (e.g., taxes)
3. New welfare implications

e | illustrate these ideas using three applications focusing on major
decisions: how much to save, how much to work, and where to live

@ See paper (AER P&P 2015) and recent surveys for more examples
[Thaler and Sunstein 2008, Congdon, Kling, Mullainathan 2011, Madrian 2014]



Application 1

New Policy Tools: Increasing Retirement Saving



Policies to Increase Retirement Saving

e Growing concern that many people may not be saving adequately
for retirement [e.g., Poterba 2014]

e U.S. spends $100 billion per year on subsidies for retirement
savings accounts suchcram? 401 ( k) ¢

e |l s this the best way to achieve p
households savings rates?

e Study this question using administrative wealth data for all Danish
households [Chetty, Friedman, Leth-Petersen, Nielsen, Olsen 2014]

e Begin by analyzing the effects of a reduction in subsidy for
retrementaccounts (similar to | RAGS)
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Effects of Tax Subsidies

e Aggregate reduction is entirely driven by 19% of treated households
who completely stop contributing to pensions

e Remaining 81% do not change their retirement contributions at all

@ Points to a model in which most individuals are inattentive or
procrastinate in planning for retirement [e.g., Carroll et al. 2009]

® Moreover, 90% of the reduction in retirement contributions is offset
by more savinginnon-r et i r ement acaxwtu)t s ( i

A Each $1 of marginal expenditure on tax subsidies raises total
personal saving by approximately 1 cent

e Are there more effective policies to raise retirement saving?



Defaults

e Inattention/procrastination models point to different policy tools:
defaults and automatic enrollment

e Switching to an opt-out system increases participation rate in

401(k) plans from 20% to 80% at point of hire
[Madrian and Shea 2001, Choi, Laibson, Madrian, Metrick 2004]

e Do defaults raise total saving or do they also just shift assets?

e Study this question in Denmark by tracking savings around job
changes, exploiting variation |

e Employers and individuals contribute to the same accounts A
employer contribution is a perfect substitute for individual saving



Event Study around Switches to Firm with >3% Increase in Employer Pension Rate
Individuals with Positive Pension Contributions or Savings Prior to Switch
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Event Study around Switches to Firm with >3% Increase in Employer Pension Rate
Individuals with Positive Pension Contributions or Savings Prior to Switch
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Impacts of Employer Contributions

e Approximately 85% of individuals respond passively to changes in
employer contributions and increase total saving

@ Savings increases persist for more than a decade and lead to
greater wealth at retirement

A Defaults are a much more effective way to increase savings rates
than changes in tax subsidies



Expanding the Set of Policy Tools

® Broader lesson: defaults make it feasible to achieve outcomes that
cannot be achieved with existing policy tools

e Given an exogenous policy objective of increasing saving, this is
useful even if underlying behavioral assumptions are debated

e But theory still essential for:

1. Extrapolation: predicting effects of policies in other contexts

2.  Welfare analysis: should we be trying to make people save
more? What is the optimal savings rate and default?



Expanding the Set of Policy Tools

e Other examples of expanding the set of policy tools:

e Simplification: Limiting menu of options in health insurance plans
[Bhargava, Loewenstein, and Sydnor 2014]

e Social comparisons: Sending households information about their
energy usage relative to neighbors [Alcott 2011]

e Loss framing: framing teacher incentives as losses relative to a
higher salary rather than bonuses [Fryer, Levitt, List, Sadoff 2012]



Application 2

Better Predictions: The Effects of Income Taxation



Predicting the Effects of Existing Policies

e Even if one does not have new policy instruments, behavioral models
can still be useful in predicting impacts of existing policies

e lllustrate by characterizing effects of Earned Income Tax Credit on
labor supply decisions



Earned Income Tax Credit

e Federal government spends $60 billion per year on EITC

e 40% subsidy for earnings up to an income of $12,600 (varies with
number of children)

@ EITC amount is reduced as income rises further

e Program expanded to current form in 1996 as part of effort to
Increase return to working for low-income families



Studying Impacts of the EITC

e How has the EITC affected earnings behavior of low income families?

e Use de-identified federal income tax returns covering U.S. population,
1996-2009 [Chetty, Friedman, Saez 2013]

e /8 million taxpayers, 1.1 billion observations on income

e Il nitial research plan: exploit di

e Start by examining how income distributions vary across states
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Fraction of Tax Filers Who Report Income that Maximizes EITC Refund
in 1996
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Fraction of Tax Filers Who Report Income that Maximizes EITC Refund
in 1999

Note: Darker Color = More EITC Sharp Bunching



Fraction of Tax Filers Who Report Income that Maximizes EITC Refund
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Fraction of Tax Filers Who Report Income that Maximizes EITC Refund

in 2005
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