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conomics shapes our lives, from global
E policy to how much you pay for a new
pair of shoes made in China to whether
you will survive your bypass surgery. For example,
do you know how fitness studios earn most of
their money?—From the laziness and irra-
tionality of their customers. Why are women
more successful investors?—Because they are
more humble and less interested in finance.

Featuring recent work from top thinkers in
the economics field from around the world,
such as Philippe Aghion, Paul Krugman,
George Akerlof, Gary Becker, and George
Loewenstein, the book includes chapters on the
rationality versus the irrationality of financial
markets, the subprime crisis, globalization, and
the methods marketers are using to sell us
products we don't need.

Economics 2.0 makes an impressive case for
the argument that economics is not a dry science
and that economic principles are constantly
exerting their influence. Completely without
formulas or theoretical ballast, Norbert
Hiring and Olaf Storbeck present the current
findings of prominent economists, helping to
expand both our knowledge and our appre-
ciation of the economics that impact and
shape our lives.
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Preface

This book was written not only to entertain, but also to help
expand the reader’s horizons. Even those who have learned
a proper profession should for once have a chance to see the
world from the vantage point of an economist. It is an expe-
rience not unlike looking through a thermal imaging camera:
Many things appear blurred and distorted, yet certain features
come into view that the naked eye would never catch. And it is
certainly interesting.

The book is also meant to educate. Readers studying
economics, or who have done so in the past or intend to do so,
will obtain an overview of the many directions the discipline
has taken. Especially in recent years, economics and business
studies have made huge strides. They have become more
empirical, more realistic. It is this type of a contemporary
economic science which we refer to as Economics Version 2.0.

Mathematical formulae and abstract graphs facilitate scien-
tific analysis. Alas, they have limited entertainment value and so
you will find none of them in this book. Those who cannot do
without may read up on them in the original scientific texts this
book draws from. All sources are listed. Exceptionally trustful
or highly skeptical types may want to peruse the detailed point-
ers in the last chapter first.

—Norbert Héring and Olaf Storbeck,
December 2008
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From Dogma to Data—
An Introduction

Axel Ockenfels
Professor of Economics, University of Cologne, Germany

“How many economists does it take to change a light bulb?
Answer: not a single one. If a new light bulb was needed, the
market would have taken care of it.” These kinds of hackneyed
jokes about economists come by the dozen. The spectrum reaches
from one-liners (“Economists predicted nine out of the last five
recessions”) to intellectually glib aphorisms (“Economics is the
only discipline where two scientists are awarded the Nobel Prize
because they came to diametrically opposite conclusions”).
Yet all these jokes shine a spotlight on the public perception
of what economics really stands for. Economists are frequently
depicted as removed from reality and vague by design, enam-
ored with the market as they obsess about models and charts.
Criticism of economics is as old as the discipline itself. As early
as the nineteenth century, Thomas Carlyle described the profes-
sion as “the dismal science,” a characterization that has stuck
to this day. Economists, as the saying goes, know the price of
everything and the value of nothing. Scientists from outside
of the profession even accuse our profession of “imperialism,”
because as economists, we are wont to stick our noses into
matters supposedly alien to us, from family life and happiness



ECONOMICS 2.0

to health. In the past, such criticism may have been partially
deserved. Over the last two decades, though, economics has
undergone an exciting shift: the profession has moved closer to
people and their problems. With increasing frequency, the often-
decried gap between science and “real life” is being bridged.
Data instead of dogma is the common denominator for modern
economics. The engine for such development was the discov-
ery and use of two new scientific methods: game theory and
its empirical counterpart, experimental economics. Both fields
of research have jointly revolutionized economics and its expo-
nents’ view of human behavior. Concurrently, they furnished
means to economists that enabled them, not unlike design engi-
neers, to build more effective institutions and arrive at better
decisions. Game theory is a mathematically rigorous tool for
analysis of a given strategic interaction. Prior to its “invention”
around the middle of the last century by John von Neumann,
Oscar Morgenstern, and John F. Nash, economic theory had
traditionally assumed that there were so many players active
in a marketplace that the response of each of them to another’s
actions was essentially negligible to that other player. This may
be an acceptable simplification for the purchase of, say, a carton
of milk in the supermarket; however, when it comes to labor
and environmental negotiations, the regulating of infrastruc-
tural markets, or oligopolistic competition and other forms of
conflict and cooperation, such models are obviously of very little
help. Game theory frees us of such methodological constraints.
It affords us the analysis of economic, social and political inter-
action inside and outside of markets by use of transparent meth-
ods. It lets us detect interdependencies of economic and social
behavior and helps us better understand the influence market
rules and the rules governing other types of interaction have on
decision making.

Game theory proves to be a highly effective advisor where
incentives and behavioral strategies are concerned. Nevertheless,

xii
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it has its limits. Players populating the virtual worlds of game
theory generally act without any cultural or social backdrop,
but with unlimited capacity for computation. While such sim-
plistic assumptions may be useful at times, they can easily lead
to conclusions that are fundamentally wrong. One example
may illustrate this point: From the angle of game theory, chess
is a totally boring game. Since there are no uncertainties about
the opponent’s strategic options, and all moves can be exactly
observed and verified, a perfectly rational player knows pre-
cisely how the opponent will react to any possible move. In
other words, both players know before the first move how the
game will unfold and what its outcome will be. Using game-
theoretical methods, it is fairly easy to prove that the victorious
side is determined prior to the first move, assuming rational
behavior on both parts. On the other hand, it is equally cer-
tain that no mathematical capability of either man or machine
would be enough to play chess rationally. So, how do individu-
als act in complex situations?

The second novelty, experimental economic research, rang in
a new era for economics science. As early as in the late 1950s,
economists began testing economic phenomena in laboratory
experiments. The leading pioneers at the time were the later
Nobel laureates in economics, Vernon Smith and Reinhard
Selten. Yet decades would pass before the new methods became
widely accepted. The preconception that experiments are
impracticable in economic research was thoroughly entrenched
in experts’ minds. Today, experimental economics research is
one of the most successful sectors within the science of econom-
ics. Hardly any faculty worth its salt can afford to do without
a test lab.

Experimental economic research can be considered comple-
mentary to game theory, in that it concerns itself with the behav-
ior of flesh-and-blood humans. And—lo and behold!—humans
will act totally differently from what traditional economics asserts.

xiii
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Fairness in negotiations, for instance, can be a great motivator
and play an important role; cognitive constraints will induce
systematic errors in financial market dealings, and past experi-
ences may well skew future behavior. (This book is a goldmine
for anyone wishing to delve deeper into those phenomena.)

The systematic investigation of such phenomena in tightly
controlled, experimental environments reveals that individu-
als do not act irrationally or even chaotically. Flesh-and-blood
humans hew to their own rationales. This may not always
be in agreement with those of the “homo oeconomicus,” but
they behave in a generally systematic and predictable fashion
that can be described by economic models. This fact enables
economists to leave well-trodden paths behind and develop new,
descriptively relevant theories of behavior. Some of them turned
out to be surprisingly robust and empirically productive. They
represent the foundation of a new kind of economics we call
“behavioral economics.”

The renewed vigor that game theory and experimental eco-
nomics has brought to the science is further enhanced by excit-
ing developments in related fields. Psychology, in particular, has
greatly enriched economics over the past decades. It is for good
reason that Daniel Kahneman became the first psychologist to
receive the Nobel Prize in economics for his Prospect Theory,
developed in collaboration with Amos Tversky, as it provided
the basis for the emergence and popularity of the discipline of
“behavioral finance.” Lately, economists have been attempting
to pry even deeper into the workings of the mind, as it were.
Neuro-economics combines the methods of neuroscience with
those of economics. It especially seeks to identify and understand
processes taking place inside the brain that go hand-in-hand with
the formation of perceptions and decisions.

Innovations in mathematical methods are another factor that,
over the past two decades, contributed to the advancement of the
science of economics. Economic theory and statistics continue

Xiv
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to develop ever more refined and complex models and methods
of analysis. Concomitant with it, economics has profited from
technological progress. Computing power has exploded since
1980. With the press of a button, simple personal computers
are able to perform complex arithmetical operations, which
would have required entire computer farms two decades ago,
and a tremendous amount of money and time.

An increasing reliance on mathematics, though, is not univer-
sally welcomed, even within the profession. The American econ-
omist Alan Blinder speaks of a mathematics race and complains
about economics having become more math-dependent than
physics. Indeed, there has been a time when our profession was
in thrall to mathematics. This time is over now—at least as far
as applied economics are concerned. Though modern economics
cannot function without mathematics, today its methods are in
thrall to us, helping us get a better grip on the economic problems
of real life. How should the electric-power market be structured
to achieve optimal efficiency? What tools of economic policy can
help solve the unemployment problem? What are the effects of
a minimum wage policy? How do cooperation, trust, and com-
petition interact in anonymous online markets? Which incentive
systems motivate people, which might have the opposite effect?
How should places at day care centers or organs for transplanta-
tion be allocated? How should UMTS frequency blocks be auc-
tioned off?

Modern economics seeks to answer these and similar ques-
tions. Rather than continuing to derive answers from its fount of
eternal truths, it now employs a variety of methods and a clear
focus in developing and verifying its theories. Modern economists
are no longer content with just having an understanding of the
markets—they are eager to use their expertise to actually improve
them. Based on the latest advances in terms of methods and sub-
stance, it is becoming increasingly feasible indeed to dissect and
control behavior and institutions. Innovative testing technologies

X




ECONOMICS 2.0

allow for a seamless transition from lab studies to the field. Even
highly complex, genuine markets such as the electricity market
or electronic auctions, can be made accessible and manageable
in the wake, as it were, of a profound scientific investigation. The
gap between basic research and reality disappears, with positive
results for the economy and society at large.

With this book, Olaf Storbeck and Norbert Hiring provide
an overview of the exciting developments and insights of mod-
ern economic science, easy to understand even for the uniniti-
ated reader. Not only do the authors analyze the relevant—and
sometimes hardly digestible—scientific literature in great detail,
they also challenge its claims and conclusions with an unfail-
ing journalistic instinct for what is crucial. The result is an
exceptionally competent and elegant review of state-of-the-art
research. The book is perfectly suited to soften any prejudices
held about economics, and to strengthen our intuitive compre-
hension of economic causality. With scientific journalism of this
quality, we have reason to hope that soon those economist jokes
mentioned earlier will no longer be understood.
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Man—An Economic Animal?

The machine sits deep below ground, in a windowless room on
the second basement level of the Zurich University hospital. The
way there leads through long halls lit by cold fluorescent tubes.
“Caution: Powerful magnetic field,” a sign warns at the last hurdle,
a four-inch-thick steel door. Before entering the visitor is asked to
hand over all metallic objects. Located behind the door is an appa-
ratus taller than a man that resembles a computer tomography
machine. It enables you to watch people thinking—it is a brain
scanner made by Philips.

One wouldn’t expect to meet economists at a place like this. Yet
the Zurich economist Ernst Fehr conducts his research here, deep
underground together with brain researchers and psychologists.
The research team works on unlocking fundamental questions
of human behavior and social interaction: When do individuals
trust one another? When do they cooperate? What causes them
to act selfishly and when do they care for more than their own
narrow benefits? What conditions prompt individuals to break
social norms?

A scientific revolution, at least for traditional economists.
Until recently economists have not asked these types of ques-
tions. True, economics is the science of economic decisions
and of dealing with resource shortages, but man himself, his
likes and dislikes and the motives governing his decisions, has




PRAISE FOR

ECONOMICS 2.0

“Economics 2.0 is a very readable and timely collection by two of
Europe’s best economic journalists, covering topics that range from the
nature of happiness to the origins of the current financial crisis. Each
chapter seamlessly blends field research in the Freakonomics tradition with
laboratory research, and entertains while it enlightens.”

—DANIEL FRIEDMAN, Professor of Economics, UC Santa
Cruz and author of Morals and Markets

“The nature of economic research has changed drastically over the
last years, revoking the mantra of rationality, exploring creative new data
sources and venturing into topics far from the classical bundle of themes.
This book provides a very entertaining and insightful overview of
where modern economics stands today.”

—ULRIKE MALMENDIER, Associate Professor of Economics,
University of California, Berkeley
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“The book is very accessible, yet precise and balanced in its account of what
economics can teach us about the real world.”
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