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Irrationality can be amusing or perplexing. It can also be unimaginably painful.
	 An eighteen-year-old Dan Ariely’s introduction to irrationality began on a 

Friday, when an accidental explosion of a magnesium flare, of the sort used to 
illuminate battlefields, left him with third-degree burns over 70 percent of his 
body. The aftermath was an excruciating three-year recovery, and an up-close 
and prolonged experience with pain that caused Ariely to question the logic— 
or potential lack thereof—of several techniques associated with the treatments 
given to burn victims and others facing protracted treatments involving pain. 	
	H is research led to the idea that we “repeatedly and predictably make the 
wrong decisions in many aspects of our lives.” Based on his experiences, Ariely 
set out to describe how we can make better decisions, given what we can learn 
about the often irrational patterns of human behavior. 
	A  behavioral economist, Ariely is the New York Times-bestselling author of 
Predictably Irrational: The Hidden Forces That Shape Our Decisions (Harper, 
2008). He is the Alfred P. Sloan Professor of Behavioral Economics at the Mas-
sachusetts Institute of Technology, where he holds a joint appointment between 
MIT’s Media Laboratory and the Sloan School of Management, and is a re-
searcher at the Federal Reserve Bank of Boston. In January 2008, he addressed 
the World Economic Forum in Davos, Switzerland.
	 Through rigorous experimentation, Ariely studies how people act in the 
marketplace – not according to theory, but in controlled and realistic situations. 
Whether the topic is beer, procrastination or white-collar crime, his experiments 
reveal a human mind that confounds economists, but one that is ultimately com-
prehensible on its own terms.

Jon Warshawsky: 	 You describe us all as irrational in the  

title of your book. Aren’t we all to some 	

degree economists at heart? We seem to 

make rational decisions most of the time 	

and have a good idea of what things are 	

worth.

Dan Ariely: 	Y es and no. I think we assume or believe that we 
are rational but we’re not. The interesting thing 
about irrationality is that it works on us in ways that  
we don’t recognize. And part of the issue is that we have 
very few opportunities to see the mistakes we make.
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	 Imagine that you go on a date, and it’s a terrible date, and you think 
you really hate this person. What are the chances you’ll go on a second 
date with them just to figure out if you’re a good judge of character on 
the first meeting? Not very high. You’ll cross them off your list. You’ll 
never meet them again, and so you’ll never get a chance to test if your 
first impression was correct or not.

		  The same thing happens in business. If you interview somebody 
and you think they’re awful, what’s the chance that you’ll try them 
anyway just to see if your first impression was wrong?

		  So we have this belief, for example, in our ability to have accurate 
first impressions about people, but we never really test those out. So we 
believe we’re good, we assume we are, but often we’re not.

JW: 	Wha t’s the significance of being ‘predictably irratio-

nal’? Are we flawed or just a poor match for the deci-

sions we face?

DA: 	 There are two points here. First, what does it mean to be predictably 
irrational? Economists sometimes acknowledge that people make mis-
takes, but they assume that one person will make Mistake A, another 
person will make Mistake B and, overall, in the market, the mistakes 
will cancel each other out.

		  The kind of irrationality I talk about is not that type. It is the mis-
take that we make repeatedly as individuals, and different people make 
similar mistakes across time and across situations. Therefore, they will 
not necessarily cancel each other out.

		  Is this foolish? What’s even stranger than the fact that we are ir-
rational is that we assume that we’re rational. Where is this assumption 
coming from? When we look at our physical existence, we don’t assume 
that we can jump tall buildings and lift everything. We’re realistic be-
cause we have a physical reality and we realize what we can do and can’t 
do. But when it comes to our minds, we assume that we’re intellectual 
supermen. And that’s a very strange and dangerous idea.

		  Evolution has really not prepared us for the particular economy 
we live in. Think about the roles of emotion. If you were in the jungle 
250,000 years ago and you saw a tiger, what would you want to do? Start 
thinking carefully, should I stay, should I run, what’s the cost, what’s 
the benefit? Of course not. You want a system that would take over and 
would make you run as fast as you can and in fact divert blood to the 
essential organs to achieve that.

		N  ow it turns out we still have these emotions and they still work 
the same way. We just don’t have the jungle anymore. Now we get 
frightened by the stock market and annoyed by somebody cutting us 
off in traffic.

JW: 	 So you could say the environment is almost a bad fit for 

our emotions.
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DA: 	 That’s right. And if you ask me, I think the big promise of behavioral 
economics is that it gives us a better understanding of how we want to 
control our environment. Again, this is very clear in the physical envi-
ronment. We create bicycles, roads, cars, tall buildings, computers and 
so on, and we take most of our physical limitations into account.

		  We also create our mental environment. We create the stock mar-
ket, health insurance plans, and we create retirement savings, and while 
those things don’t have any physical association, they nevertheless re-
quire our thinking.

		  To the extent that we would recognize the limitations we have in the 
mental domain in the same way that we understand the limitations in 
the physical domain, we might actually create products and an environ-
ment that would be more useful to us.

JW:  	L et me push you on that. Health insurance, for example— 

this is a confusing topic. A lot of people make bad 

decisions.

DA:	 First, there are a lot of ways to be 
irrational, right? There’s one way 
to be rational and many ways to 
be irrational, so I don’t want to 
say that there’s going to be a silver 
bullet that could fix everything.

		  But we might be able to fix a 
few things. Imagine that I sched-
ule for you a colonoscopy at the end 
of June. What’s the chance you’ll 
wake up that morning and feel it’s 
a good day for a colonoscopy?

JW:	V ery slim.

DA:	 What about if today, when I schedule it for you, I said, “Look, why don’t 
you give me a check for $500 and I’m going to deposit this check only if 
you don’t show up for the exam on time?” The first question is whether 
that will make you show up on time, and I think the answer is yes. And 
when you wake up on the day of the exam, you still won’t feel like doing 
it, but you really don’t want to lose that $500.

		  The second thing is whether you would be willing to sacrifice this 
money to force yourself to behave this way later. And about 50 percent 
of the people are willing to do it. Now, so far we haven’t done this ex-
periment for real; we just asked people, in a survey, whether they would 
prefer this feature to a health care account that didn’t have this feature 

– and about 50 percent said yes.
		  That means that people are willing to sacrifice something in terms 

of the utility – risking money. After all, on the day of the exam, you could 

“Evolution has really 
not prepared us for the 
particular economy we live 
in. Think about the roles of 
emotion. If you were in the 
jungle 250,000 years ago 
and you saw a tiger, what 
would you want to do? 
Start thinking carefully, 
should I stay, should I run, 
what’s the cost, what’s the 
benefit? Of course not.” 
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“So remember Ulysses tied 
himself to the mast, right? 
That’s kind of the ultimate 
example of self-control – 
you say I want to make sure 
that, in the future, when I’m 
tempted, I’m not going to 
act a certain way.” 

be sick, or late, or in a car accident or something. But people are willing 
to take that chance to get themselves to behave better. If we understand 
these issues better, I think we will have a much brighter future. 

JW:	 How is white-collar crime different from ‘common’ 

crime? Or is it all about how we rationalize it?

DA:	 I think there are two types of crimes. There are crimes by people who 
plan to take an illegal action and do it, and then there are the crimes by 
people who do them and still think of themselves as good people. In real-
ity, I think it’s the second type that we don’t think about very deeply in 
society. But it’s the second type that is much more prevalent and much 

more costly for society. My guess is that the 
amount of money we lose as a society to in-
flated expense reports is much higher than 
what we lose for burglary and arson put to-
gether. We know for sure that what we lose 
for shrinkage is larger than that of regular 
crime.

JW:	 Shrinkage is just theft, though.

DA:	 But it’s not theft with money. It’s ra-
zor blades and cameras and all of those things. It’s incredibly common-
place. We just don’t understand the extent of it, and we don’t understand 
how good people can carry out these crimes and still feel good about 
themselves. 

JW:	Why  is it commonplace, and why are we able to ration-

alize it so easily? Obviously, people are taking pencils, 

people are inflating expense reports, and not wallow-

ing in guilt over it.

DA:	 Think about taking a pencil from work. How many stories can you tell 
yourself about this being okay? You can say everybody’s doing it and you 
can say, well, I’ll actually get more work done at home as a consequence 
of this; you can say it’s expected of me and you can say, well, I brought 
my own pencil last time, and so on and so forth. So all of those opportuni-
ties to tell stories is really the issue here. We’re incredibly good at telling 
ourselves stories, and these help us feel as if we are honest even when 
we act dishonestly.

JW:	T ell me about Dr. Jekyll and Mr. Hyde. You’ve said that we 

have this split personality. We know right from wrong, 

but all that wisdom goes out the window when emotion 

takes over.
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DA:	 I think we can fight emotions to some degree, but we actually have to do 
it in a smart way. Part of the issue is that once we get into an emotional 
situation, it’s too late. If you get ignited by passion, you start to fight 
with your wife, you’re getting aroused at a party – you’ve most likely lost 
the battle.

		  It’s also very hard to educate yourself because you’re mostly educat-
ing the wrong self. If you think about yourself as having the cold self and 
the hot self, it’s very hard to educate the hot self, so you educate the cold 
self, but this is not very relevant.

		  The interesting thing is you can take some action in a cold state to 
force yourself to behave a certain way.

		  So remember Ulysses tied himself to the mast, right? That’s kind 
of the ultimate example of self-control – you say I want to make sure 
that, in the future, when I’m tempted, I’m not going to act a certain way. 
There are all kinds of interesting market mechanisms for that. You’ve 
seen the recent 100-calorie cookie packs? We pay quite a huge premium 
for that. The idea? You’re going to force yourself to eat just a bit. It’s 
actually quite sophisticated of people to use that. And so while you can’t 
turn off passion when it starts, you can limit your opportunities.

JW:	 Procrastination is a huge issue for a lot of people. You 

mentioned self-imposed deadlines in your book. Is it re-

alistic in business to ask everyone to create their own 

deadlines?

DA:	 The interesting thing is how self-created deadlines can be helpful. No 
student has ever come to me and said, “Could you make the deadlines 
earlier?” But the moment I gave them a mechanism that allowed them 
to decide to set earlier deadlines, they almost all took it, and they almost 
all did better. So you need a mechanism to help people think about this 
problem and use it to take action in order to behave better.

		  For example, we may want people to announce the deadlines on a 
common board or to have prearranged penalties if they don’t adhere 
to them. The issue of self-control is to create penalties and conditions 
under which these penalties would take effect.

JW:	L et’s talk pricing. What are some of the key lessons 

about pricing from a consumer perspective?

DA:	 The general answer is that pricing is incredibly hard. We think of con-
sumers as having a demand function, but in fact, if you think about it for 
five minutes, you’ll realize how difficult it is. For example, think about 
something as simple as a cup of coffee or a Popsicle, and then I ask you 
how much this is worth to you in terms of money. This is an incredibly 
difficult judgment to make. Imagine, right now, here’s a cup of coffee. 
How much pleasure is it giving you in terms of money? This is very, very 
difficult. So what do people do instead? They resort to responses that 
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they can more easily compute. We look at how much it cost us last week 
or last month.

JW:	 Historical data.

DA:	Y es, we base many of our pricing decisions on historical data. Because 
solving the computation for real is just too hard. So that’s the first les-
son. I think nowhere was it more apparent than in the mortgage market. 
When you ask people, “How much should you be borrowing?” nobody 
can tell you. My wife and I just changed our house and we got a differ-
ent mortgage. I can’t tell you the right amount for us to borrow. That’s 
incredibly difficult.

		  So what do we do instead? Somebody tells us how much we can bor-
row, and that is what we borrow. But this is confusing two questions. The 
question you should ask is how much should I borrow. The question the 
bank is willing to answer is how much they will lend me. But they’re not 
answering the relevant question. What the bank tells me defines the max-
imum that I can borrow, but it doesn’t mean it’s the optimal amount.

		  But most people, because they can’t figure out the right amount, 
take the wrong answer and they just borrow based on that. It’s the right 
answer to the wrong question.

JW:	 How important is anchoring in terms of pricing? Should I 

be thinking, well, I need to price this as high as I possibly 

can now because I can’t go up?

DA:	 Well, this line of thinking is centrally important. So one of the lessons, 
if you think seriously about the usage of historical prices, is that com-
panies, when they introduce a new product to market, can determine 
historical prices.

		  That’s incredibly powerful and particularly useful for new products. 
If you introduce another VCR into the market tomorrow, you don’t have 
much leeway. But think about the guys who introduced TiVo. They could 
have introduced TiVo at $200 in the beginning, or $1000.

		N  ow both of those could have made sense, but once they’ve done it, 
imagine that in these two universes they decide to go to $500. The claim 
would be that in the world in which it went from $1000 to $500, the 
people would think of it as a great deal and start buying it like hotcakes. 
On the other hand, in the world in which it went up from $200 to $500, 
people would not buy anything.

JW:	Wh en Steve Jobs and Apple lowered the price on the  

iPhone, was that a good move in terms of anchoring? Some 

early customers were angry, so they offered a $100 rebate.

DA:	 It’s a very interesting question and I don’t know the real answer, of course, 
but one idea is that the prices you establish in the eyes of consumers 
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“Medicine used to be all 
about placebos until the 
FDA came and forced us to 
do experiments. It used to 
be all about intuitions about 
what’s the right treatment – 
but where did our intuitions 
lead us? To leeches and 
eyes of frogs and all kinds 
of stuff like that.”

early on could have a long-term effect. So this phone started at $599 and 
then it went to $399. Now if I buy for $599 and it goes down, I’m clearly 
upset. But if I didn’t buy one and all of sudden I see this phone at $399 
now, doesn’t it look to me like a great deal all of a sudden?

		  By doing this, Jobs might have upset some people, and I think he did, 
but presumably these were the most loyal Apple customers who are not 
going to do anything differently anyway. And now he created a situation 
in which we all think that buying this phone for $400 is a steal.

JW:	W e haven’t talked about beer yet. I would have guessed 

that if four of us sat down at a bar we would just get 

what we like. That’s rational. But in your study you found 

that even in this situation — which should be among the 

simplest ones we deal with — we behave irrationally.

DA:	 What happens is that we have two competing incentives when we order 
food and drinks at restaurants. We want to get what we like, but we also 
want to portray something to other people. And in particular we have 
this thing called a need for unique-
ness, where people who are high on 
this trait want to show how unique 
and different they are. When peo-
ple order aloud, they’re basically 
torn between those two; they try 
to portray uniqueness by ordering 
items that are different from what 
people have ordered before them, 
therefore changing their intended 
order and getting something they 
like less.

JW:	 Self-deprivation?

DA:	Y es, it is.  It means that there’s a trade-off between how much less 
you’re willing to enjoy the food or the drinks to show other people that 
you’re unique.

		  By the way, it’s interesting—and this is not my research—but stud-
ies have shown that indeed if you order more variety, people think more 
highly of you. So in some sense it might be a reasonable idea to signal 
uniqueness to others. 

		  The complete story is a bit more complex. We also ran this experi-
ment in Hong Kong and there we found in some way the same results and 
in some ways the opposite. The results were the same in the sense that 
when people ordered out loud, they were influenced by the first person, 
and they also got things they liked less in order to convey something 
about themselves. But in Hong Kong they wanted to convey conformity 
and not uniqueness.
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JW:	 You’ve talked about social norms and market norms. 

Market norms—money for goods—are straightforward. 

But how do social norms factor into business?

DA:	 I think an interesting perspective of social norms comes into play very 
strongly in business, and it is amazing how little we understand about 
them and their power. 

		  These days, companies want more and more of a social contract. 
How many companies want people to stop working at five, and not an-
swer their emails at night, and not think about work while they drive 
and while they’re on vacation, and not mix business and pleasure, and 
not talk to people that they meet socially about work, and so on–very few, 
right?

		N  ow if you pay people by the hour, it will be very hard to achieve 
that commitment. So what do businesses do? They obfuscate this rela-
tionship. They pay people by the month. But the real way to achieve a 
social contract is to create a relationship like the one you have with your 
spouse, which is a deep trusting relationship that relies on a somewhat 
ill-defined give and take.

		H  ealth care benefits are the deepest type of exchange that a com-
pany can have for its employees. It’s basically saying: trust me, when 
things go really bad we’ll be here to take care of you.

		  But some companies put it back on your paycheck to show you how 
much they’re paying for it. I think that’s a bad idea because all of a sud-
den they’re taking something that they’re doing to make you feel good 
and trusting and caring, and saying, here’s what it’s worth. Even worse, 
some companies are offering people money instead of benefits.

		  So imagine I asked whether you would rather I give you health 
insurance or a $15,000 increase in your salary. You can probably buy 
health insurance for less than $15,000. So it might seem to be a good 
financial deal to go for the cash. You might actually go and find insur-
ance for $14,000 or $12,000 and have a positive financial outcome. But 
what would happen to your loyalty to the company? Your motivation? 
Your caring?

JW:	I t pulls it out of the social and puts it into the market.

DA:	 That’s right. As an analogy, imagine I offered you either a $1000 vaca-
tion that the company will send you on in the Bahamas or you can get 
$1000 in cash? The Bahamas might not be the ideal way for you to spend 
your vacation, so you are likely to ask for the cash and spend it better. 
After all, you can go to the Jersey shore and get an iPod for this price.

		  But I guess that your loyalty to the company, your willingness to 
work an extra weekend or stay late at night, would be higher after the 
gift than after the money. What businesses don’t understand is that they 
are in this strange place between social relationships and market rela-
tionships and the value they can get from the social exchange.
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JW:	O nce you take something out of the social norm and 

cast it in terms of the market norm, can you go back?

DA:	 It’s very, very hard to go back.

JW:	 What are the big implications of predictable irrational-

ity for business?

DA:	 One thing is to realize that we often have bad intuitions about what 
drives us. And the only way to really, really know about this is to carry 
out some experiments. Relying on intuitions is a recipe for a lack of 
knowledge. Think about medicine as an example here. Medicine used 
to be all about placebos until the FDA came and forced us to do experi-
ments. It used to be all about intuitions about what’s the right treat-
ment – but where did our intuitions lead us? To leeches and eyes of frogs 
and all kinds of stuff like that.

		  What we need to do is to be more systematic about experimenta-
tions. We need to understand what assumptions we’re making when 
we’re offering a product or a package. We need to go ahead and test 
those assumptions in a systematic way.

		U  ntil business adopts something like that, I think it is likely to 
be much like medicine in the Middle Ages. There’s no other way to 
get out of that trap of bad intuition. And focus groups don’t help 
because focus groups just mean that you get the intuition of people 
who are not experts.

		  So, I think that the first point of the big message is that, if we ac-
cept that we’re limited, we also need to accept that we don’t know where 
we’re limited and we need to do systematic testing. As a culture within 
a company, people need to start evaluating their assumptions.

		  The second thing is to think about what I call “free lunches.” How 
do we think about behavioral economics as a competitive advantage? 
How do we get a better understanding of the consumer, the user, the 
employee, the investor? We need to understand more completely our cog-
nitive limitations, and once we do, we need to use them as a competitive 
advantage. Based on this understanding we can better think about creat-
ing products and services that are compatible with our real abilities. 

Jon Warshawsky is the editor of Deloitte Review and a senior manager with Deloitte Services LP.
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