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Abstract 
Classical economic theory has long assumed that individuals make decisions 

through rational evaluation of information and stable preferences. However, 
interdisciplinary research demonstrates that economic choices are systematically shaped 
by cognitive biases—predictable deviations from rational judgment arising from 
heuristics, emotional influences, and bounded cognitive capacity. This paper develops 
a revised theoretical framework for understanding cognitive biases in economic 
behavior. It traces the intellectual shift from rational choice theory to bounded 
rationality, synthesizes major categories of cognitive biases, and evaluates their 
implications for consumer behavior, financial markets, labor decisions, and public 
policy. The paper also addresses methodological critiques and proposes an integrative 
behavioral–rational model. As the original document notes, cognitive biases are “not 
random mistakes but patterned and predictable tendencies,” and must be incorporated 
into modern economic theory for improved explanatory and predictive power. 
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Introduction 
Economic decision-making influences consumption, saving, investment, labor 

participation, and risk-taking—activities central to both individual welfare and 
macroeconomic outcomes. Traditional economic models, grounded in Rational Choice 
Theory (RCT), assume that individuals possess complete information, consistent 
preferences, and unlimited cognitive capacity. Yet empirical evidence increasingly 
contradicts these assumptions. Individuals frequently rely on mental shortcuts, exhibit 
inconsistent time preferences, and respond to contextual cues that should be irrelevant 
under strict rationality. As the uploaded document states, individuals often “overreact 
to recent information, undervalue long-term benefits, and [are] influenced by irrelevant 
contextual cues.” 

This paper reexamines economic decision-making through a behavioral lens, 
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emphasizing how cognitive limitations and environmental complexity shape real-world 
choices. 

Rational Decision-Making: Foundations and Limitations 
Rational Choice Theory 

RCT posits that individuals maximize utility by evaluating all available options and 
selecting the most beneficial outcome. Its assumptions—complete preferences, full 
information, and consistent decision-making—provide analytical clarity but fail to 
capture observed behavioral inconsistencies. 
Expected Utility Theory 

Expected Utility Theory (EUT) formalizes decision-making under uncertainty. 
Although normatively appealing, paradoxes such as Allais and Ellsberg reveal systematic 
violations of EUT axioms, highlighting the limits of purely rational models. 

The Behavioral Turn: Cognitive Biases in Economic Thought 
Bounded Rationality 

Herbert Simon’s concept of bounded rationality challenged the notion of perfect 
optimization. Individuals “satisfice” rather than optimize due to limited information, 
time, and cognitive capacity. This insight laid the foundation for behavioral economics. 
Heuristics and Judgment 

Kahneman and Tversky demonstrated that individuals rely on heuristics—mental 
shortcuts that simplify decision-making but introduce systematic biases. Their work 
established cognitive biases as predictable deviations from rationality. 
Biases as Predictable Patterns 

Cognitive biases are consistent and replicable across individuals and contexts. They 
arise from the interaction between cognitive constraints and complex environments, 
making them essential to understanding real-world economic behavior. 

Theoretical Foundations of Cognitive Biases 
Dual-Process Theory 

Dual-process models distinguish between: 
• System 1: fast, intuitive, automatic 
• System 2: slow, deliberate, analytical 

Economic decisions often default to System 1, increasing susceptibility to bias. 
Evolutionary Perspectives 

Many biases reflect adaptive heuristics that were advantageous in ancestral 
environments but misaligned with modern economic contexts. 
Information Processing Constraints 

Complex markets exceed human processing capacity, leading to selective attention, 
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simplification, and reliance on salient cues. 
Classification of Cognitive Biases in Economic Behavior 
Heuristic-Based Biases 

• Availability Bias: Overestimating the likelihood of easily recalled events. 
• Representativeness Bias: Judging probabilities based on similarity rather than 

base rates. 
• Anchoring Bias: Overreliance on initial reference points. 

Loss Aversion and Framing Biases 
• Loss Aversion: Losses loom larger than equivalent gains. 
• Framing Effects: Choices shift depending on how options are presented. 

Overconfidence and Attribution Biases 
Overconfidence leads to excessive trading, poor diversification, and inflated 

expectations. 
Temporal Biases 

• Present Bias: Preference for immediate rewards. 
• Hyperbolic Discounting: Inconsistent time preferences and self-control 

problems. 
Social and Contextual Biases 

• Herd Behavior: Mimicking others under uncertainty. 
• Status Quo Bias: Preference for existing conditions. 

Cognitive Biases Across Economic Domains 
Consumer Behavior 

Biases influence brand loyalty, price sensitivity, and responses to marketing. 
Anchoring and framing shape willingness to pay. 
Financial Decision-Making 

Investors exhibit loss aversion, overconfidence, and mental accounting, challenging 
assumptions of market efficiency. 
Labor Market Behavior 

Hiring, promotion, and wage negotiation are affected by stereotypes, anchoring, 
and confirmation bias. 
Public Policy 

Defaults, framing, and social norms shape tax compliance, welfare participation, 
and policy adoption. 
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Normative and Descriptive Tensions 
Behavioral models excel descriptively but complicate normative assessments of 

welfare. If individuals are biased, defining optimal outcomes becomes ethically 
complex. 

Critiques of Behavioral Approaches 
• Overemphasis on Irrationality: Critics argue individuals adapt and learn. 
• Context Dependence: Biases vary across environments. 
• Methodological Concerns: Laboratory findings may not generalize. 

Toward an Integrative Framework 
A hybrid model combining rational principles with behavioral insights offers a more 

realistic account of decision-making. Incorporating bounded rationality, learning 
mechanisms, and institutional constraints enhances predictive accuracy. 

Policy Implications 
Behaviorally informed policies—nudges, defaults, simplified choice architectures—

leverage cognitive biases to improve welfare while preserving autonomy. 

Discussion 
Cognitive biases are structural features of human cognition. Recognizing their role 

enriches economic theory and enhances policy effectiveness. 

Conclusion 
This paper demonstrates that cognitive biases fundamentally shape economic 

decision-making. Integrating behavioral insights with rational models is essential for 
developing a more comprehensive and realistic economic theory. 
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