OB Session 2 After Class Readings

CH 3.  Too Much From Too Little 

How We Know What Isn’t So – The Fallibility of Human Reason in Everyday Life
Main Idea - People’s “willingness to base conclusions on incomplete and underrepresentative information is a common cause of people’s questionable and erroneous beliefs.”  

People often try to justify their beliefs with statements about how they have seen it happen so it must be true.  Examples or evidence may suggest a truth, but they do not confirm truth.  – people cling on to their illusions of validity.  They rely on instances where the outcomes confirm the existence of a relationship, where that may be the exception, not the rule.  Necessary evidence does not equal sufficient evidence.

They make use of the basic two-way table (as seen in D&D) to illustrate the point.
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People place too much emphasis on instances that confirm a relationship –  (cell “a”).

People tend to initially focus on both cells “a” and “d”, but have cognitive difficulty with the null instances, leading to even more emphasis on “a”. 

For example it is easier to understand “all Greeks are mortals,”  than it is to understand that “all non-Greeks are non-motrals.”  People are simply more moved by affirmatives than negatives, and place too much emphasis on positive instances.  As a result, they often confirm relationships that do not exist.

People also have difficulty understanding correlations and covariation.  

When trying to test a hypothesis people seek the wrong information or ask the wrong questions, leading them to the wrong conclusions.  They ask questions that yield responses that would confirm the hypothesis, rather than seeking information which might disconfirm it.  

For example

Given: 4 Cards showing A, B, 2, and 3.  Each card has a letter on one side and a letter on the other.  

Hypothesis: Cards with even numbers have vowels on the other side.

Goal: determine if all cards with a vowel on one side have an even number on the other by turning over the appropriate cards.

Result:  most people turn over the card showing “A” and the one showing “2” which would provide evidence consistent with hypothesis.  People rarely choose the “3” which would be equally informative and could disprove the hypothesis one step if there was a vowel on the other side. 

The problem of hidden or absent data.  Many times “we do not adequately assess the validity of our hypotheses or beliefs because we do not fully utilize all the information available to us…this tendency is compounded by the fact that there are many times when important information is simply unavailable.”  

They provide an example about SAT scores as a basis to select students for college admissions, and thus to predict their future success.    It is possible to look at the success rate of admitted students.  However it is not possible to look at the success rate of those that were not admitted.  Therefore you have an incomplete data set and conclusions drawn on incomplete evidence may be weak.  

They give the case of the baseball coach who has to decide if he should take out a great pitcher before he gets too tired and begins to lose effectiveness and replace him with a fresh relief pitcher of inferior quality.  Both options are bad, so the manager may look bad no matter what.  He is accused of doing a bad job if the relief pitcher loses the game and he looks bad if he leaves in the starting pitcher too long and thus loses the game.  

Then comes the case of Vietnam.  People often criticize the decisions made with respect to leaving the troops in or pulling them out.  Sometimes the deck is just stacked against you and any policy is likely to produce unsatisfactory results.  In this case that was difficult to see because only one policy can be implemented.  You can’t go back in time and try another strategy, so you lack the set of data necessary to analyze the results against all possible outcomes.  Had we pulled out earlier, we could have been equally dissatisfied with those results.

Self-fulfilling Prophecies – a special version of the hidden data problem, our expectations change the world we observe.  Example – rumor of a banks insolvency can cause a panic that would actually result in the failure of that financial institution.  

The Goal of the Prisoner’s Dilemma – Those that viewed it as a cooperate effort wanted to maximize joint outcomes, whereas those who thought its purpose was to compete strategically acted selfishly.  If a cooperator was paired with another cooperator then their views of the world were confirmed.  However, it you have both a cooperative and a competitor, then the cooperative’s view of the world changes and his actions change as a means to avoid consistent losses.  Competitive behavior creates more competitive behavior.  A competitive person’s view that the world is full of selfish opportunists will almost always be confirmed.  

Self fulfilling prophecies tend to be based on an existing kernel of truth, turning little effects into big effects.  Most often they don’t just start from scratch. 

2 types of Self-fulfilling prophecies 

A true self-fulfilling prophecy – one’s expectations elicits the behavior that was originally anticipated.

A “seemingly” fulfilled prophecy – expectations that limit another person’s world, or limit another’s responses, in such a way that it is difficult or impossible for the expectations to be disconfirmed. 

The example given here – Little league baseball players thought to be incompetent are placed in right field where the ball is rarely hit.  Therefore, they have little chance to disprove their reputation.  Or say you don’t like someone…well, you avoid them, given them little chance to chance your opinion.  However, you give plenty of opportunity to those you liked initially to prove otherwise.  This suggests that negative assessments of people are less likely to be correct than our positive assessments of people.  

This is an expectancy effect.  The expectations result in a situation where the target person cannot be observed otherwise.  

The impact of self –fulfilling prophecies are similar to that of our confimmartory search strategies and the hidden/absent data problems in that we rely on incomplete and unrepresentative samples from which we draw conclusion.  We need to recognize these distortions so we don’t just end up believing a bunch of BS.  

After Class Reading # 2 : Judgment Under Uncertainty

The framing of information has a dramatic impact on the decisions we make, especially in the face of uncertainty.  This reading discusses perceptions of uncertainty and risk, provides a framework for approaching risk, and then identifies the systemic ways in which judgment in the face of uncertainty is likely to be biased.  

People are not consistent with the way in which they approach risk.  It is necessary to understand risk so that decisions can be evaluated based on the quality of the decision process, not the outcome.  Outcomes are often by chance and chance alone, yet people take to much credit for successes and too much blame for failures.  

Certainty Equivalent – a value that would make a decision maker indifferent between an uncertain event and that certain value.  

If certainty equivalent = expected value of outcome, then one is risk neutral

If certainty equivalent < expected value of outcome, then one is risk averse

If certainty equivalent > expected value of outcome, then one is risk seeking

NOTE :  Remember that crazy survey we all had to do…Well, all those questions appear in this reading.  I can’t summarize the results for all the questions here as this summary would be longer than the actual article.   

There are nine important questions that have to do with Framing Effects.  I am just reproducing the summary table here….

1) How are your decisions affected by the framing choices?

· Individual tend to be risk averse to positively framed choices and risk seeking to negative framed choices.

2) How are your decisions affected by the framing of the outcomes?

· After individuals gain or lose some commodity, future decisions (in the short term) are evaluated Figure 3.1 (pg. 49) in reference to the current sure loss or gain position

3) How are your decisions affected by the framed pseudocertainty and certainty of choices?

· Individuals value the reduction of uncertainty more when the outcome was initially certain than when it was merely probable.

4) How do you differentially respond to the framing of “paying premiums” versus accepting sure losses?

· Certain losses are more attractive when framed as insurance premiums than when framed as monetary losses.

5) How is your evaluation of the quality of the transaction affected by the frame in which it is presented?

· Individual purchasing behavior is affected by acquisition utility and transactional utility.  Acquisition utility is associated with the value that the individual places on the commodity.  Transactional utility refers to the quality of the deal, in reference to what the item “should” cost.

6) How are your decisions affected by the summing gains or losses?

· Individuals value a series of small gains more than a single gain of the same summed amount.  In addition, individuals lose less value by one large loss than by identical loss suffered in multiple smaller parts.

7) How does the frame of the problem affect how much your time is worth?

· Individuals value their time at extremely different rates, depending on social norms, transactional utility, anchor points based on market values, and expectations of how much “work” they should do in a given period.

8) How does ownership change your valuation of a commodity?

· Once individuals own a commodity they place a higher value on that commodity than the amount they would be willing to pay to acquire that commodity.

9) How rational are your intertemporal choices?

· Individuals show a number of inconsistencies in marketing decisions about whether to take a good thing now or delay, as well as about whether to accept a bad outcome now or delay this negative event.

