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Are you paying attention?

• In most economic analyses, it is assumed that people make full use of 
all relevant information that is available to them.

• More and more evidence suggests that when people make decisions, 
they don’t pay attention to all relevant information.

• The laboratory studies in psychology indicate that attention is a 
limited resource. That is, people have limited attention or 
limited cognitive capacity.





Nonstandard decision making: 
A simple model of attention as a scarce resource

• Consider a good whose value 𝑉 (inclusive of price) is determined by 
the sum of two components, a visible component 𝑣 and an opaque 
component 𝑜, 

𝑉 = 𝑣 + 𝑜.
• Due to inattention, the consumer perceives the value to be

&𝑉 = 𝑣 + (1 − 𝜃)𝑜.
𝜃 ≥ 0 denotes the degree of inattention.
𝜃 = 0 as the standard case of full attention



Nonstandard decision making: 
A simple model of attention as a scarce resource
• Due to inattention, the consumer perceives the value to be

!𝑉 = 𝑣 + (1 − 𝜃)𝑜
• The interpretation of 𝜃 is that each individual sees the opaque information 
𝑜, but then processes it only partially, to the degree 𝜃.

• The inattention parameter 𝜃 is itself a function 
• of the salience 𝑠 ∈ [0,1] of 𝑜 and 
• of the number of competing stimuli 𝑁.

• That is, 𝜃 = 𝜃(𝑠, 𝑁)



Salience



Nonstandard decision making: 
A simple model of attention as a scarce resource

• Due to inattention, the consumer perceives the value to be

&𝑉 = 𝑣 + (1 − 𝜃(𝑠, 𝑁))𝑜.
𝜃! < 0, 𝜃" > 0

• This model suggests some ways to test for 𝜃 > 0:

• If we observe 𝑠, test whether #
$%

#!
> 0.

• If we observe 𝑁, test whether #
$%

#"
< 0.



Plus Shipping & 
Handling



• A field experiment on eBay to investigate 
how people react to shipping prices.

• On eBay, total price equal to winning bid 
plus shipping costs.



Hossain & Morgan (BE Advances in Policy, 2006)

For each item auctioned, consider the following two treatments:
• Treatment A: Opening bid of $4.00, shipping cost of $0.00.
• Treatment B: Opening bid of $0.01, shipping cost of $3.99.

• For both treatments A and B, the effective reserve price is $4.00, and thus a 
standard model would say these auctions are equivalent . 



Hossain & Morgan (BE Advances in Policy, 2006)

• The standard model expects total price to be the same, so expect winning 
bid to be $3.99 larger in Treatment A, compared to B. 

• But perhaps people don’t fully attend to the shipping costs....



Hossain & Morgan (BE Advances in Policy, 2006)
For each item auctioned, they do so using all treatments:
• They conduct 80 auctions, 40 with CDs (4 each for 10 popular CDs) and 40 

with video games for Xbox (4 each for 10 popular games).

• For each item auctioned, all treatments use an identical description of item, 
and an identical description of shipping process (via USPS first-class mail).

• New seller ID created for each auction, each with zero feedback.







Hossain & Morgan (BE Advances in Policy, 2006)

Results:

• Comparing Treatments A & B, the latter attracts more bidders and 
more revenue for both CDs and Xbox games.



Salience & 
Taxation



Unit Tax vs. Ad Valorem Tax

• Unit tax/Specific tax: pay extra $𝑡 for each unit sold
• e.g. if buy quantity 𝑥, then consumer pays 𝑝! + 𝑡 𝑥

• Ad valorem tax: pay extra 𝑡% for total purchase price
• e.g. if total price is p"𝑥, then consumer pays p" 1 + 𝑡 𝑥



Behavioral Model

• How does the model change if the complexity/visibility of the tax 
schedule influences my behavior?

• Accommodate for possibility of under- or over-reacting to the tax 𝑡



Behavioral Model

Unit tax
• Standard budget constraint:

𝑝 + 𝑡 𝑥 + 𝑦 ≤ 𝑀

• Behavioral budget constraint: 
𝑝 + 𝜙𝑡 𝑥 + 𝑦 ≤ 𝑀

Ad valorem tax
• Standard budget constraint: 

𝑝 1 + 𝑡 𝑥 + 𝑦 ≤ 𝑀

• Behavioral budget constraint: 
𝑝 1 + 𝜙𝑡 𝑥 + 𝑦 ≤ 𝑀



Behavioral Model
𝑀𝑎𝑥!,#𝑈(𝑥, 𝑦)

Subject to 𝑝 + 𝜙𝑡 𝑥 + 𝑦 ≤ 𝑀, or
𝑝 1 + 𝜙𝑡 𝑥 + 𝑦 ≤ 𝑀

Typically refer to  𝜙 as the salience parameter
If 0 < 𝜙 < 1, then consumers under-react to the tax (i.e. the tax is not as 
salient as the regular price)
If 𝜙 > 1, then consumers over-react to the tax
If 𝜙 = 1, we are back to the standard model

Note: most of the literature finds/assumes under-reaction




