Eliminating Options

Normally, you benefit from choices. We usually think that the more options we have, the more ways we might profit. The existence of some choices, however, increases the difficulty of issuing credible threats. Consequently, eliminating options can increase your payoff.

Imagine that you’re a medieval military commander seeking to capture the castle depicted in Figure 2. Your troops

have just sailed over on boats to the castle’s island. Everybody knows that if you were determined to fight to the end, then your army would ultimately be victorious. Unfortunately, the battle would be long and bloody. You would lose much of your army in a full-blown battle for the castle, so you desperately pray for your enemy’s surrender. Since the enemy knows that it would lose the battle, one might think that it indeed should surrender.

Unfortunately, your enemy has heard of your compassion. You don’t care at all about the welfare of the enemy, but you do worry about the lives of your own soldiers (perhaps for selfish reasons). The enemy correctly suspects that if it holds out long enough, you will be sickened by your losses and retreat, for although you desire the castle, you wouldn’t decimate your army to obtain it.

Your opponents would immediately capitulate if they believed you would fight to the end, so if you could make a believable threat to fight until victory, they would give up and you would not have to risk your troops. Unfortunately, a mere threat to fight to the finish lacks credibility, so what should you do? 

You should burn your own boats! Imagine that if your boats were burned, it would take many months for your allies to bring new boats to the island to rescue your army. Meanwhile, you would perish if you did not occupy the castle. Losing your boats would compel you to fight on until victory. More important, your enemy would believe that with your boats burned you would never retreat. Surrender is the optimal response of the enemy to the burning of your boats. By destroying your boats, you limit your choices. You can no longer take the easy way out of the battle by retreating. Eliminating the option of retreating makes your threat credible and allows you to win a bloodless victory.

Cortez, conqueror of the Aztecs, employed this boat-burning tactic.[2] Shortly after landing in Mexico, Cortez destroyed his ships, thus showing his potential enemies and allies that he would not be quickly driven back to Europe. Consider the effect this tactic had on local tribes that were considering allying with Cortez against the powerful Aztecs. No tribe would want to ally with Cortez if it thought that he might someday abandon his fight against the Aztecs and return to Europe, for then the tribe would be left to the mercy of their mighty human-sacrificing neighbors. Cortez would likely have promised local tribes that regardless of how poorly he did in his fight against the Aztecs he would not leave until they were vanquished. Such a promise, by itself, was not believable. If Cortez had not burned his ships, his potential allies would have thought that Cortez would run away if he suffered an early defeat. By burning his ships and eliminating the option of quickly retreating to Europe, Cortez guaranteed that he wouldn’t leave his allies.

Relinquishing Control

Giving up control of events can also strengthen your negotiating position. Imagine that you’re now a manager trying to resist wage increases. Your employees are extremely valuable to you, but unfortunately your workers are aware of their importance and know that you would be reluctant to lose them. You consequently have a weak negotiating position, for if your employees could ever convince you that they would leave if not given a raise, then you would give in to their salary demands. Giving up control of salary decisions could free you from this dilemma. Relinquishing control allows you to credibly claim that you can’t increase wages.

Of course, your precious employees could play their games with the people who now make the salary decisions. But these new salary setters might not care if an employee left. For example, the loss of an efficient secretary who understands your routine would be devastating. If the secretary grasps his importance, he has a very strong negotiating position if you have the power to grant him a raise. A manager in human resources, however, might not care if your efficient secretary quit. If your secretary had to negotiate with this indifferent manager, then his position would be weakened because the HR manager would be more willing to allow your secretary to leave the company than you would.

Cutting off communications

Giving up control by cutting off communications would also help you capture our hypothetical castle. Recall that in the battle for the castle your enemies will surrender only if they believe you will fight until victory. To credibly commit tonever retreating, you could first order your troops to fight to the death, then leave your troops behind on the island. If your enemies see you leave and believe that no one else on the island has the ability to call off the attack, then theywill think that your troops will fight to the end.

Cutting off communications can be useful in business negotiations as well. For example, imagine facing a buyer who won’t accept your current offer because she believes you will soon make a better one. To credibly convince this buyerthat you won’t lower your price, you could make one final offer, walk away from the negotiations, and then not return the buyer’s calls, faxes, or e-mails. Refusing contact can enhance credibility.

In a 1965 prison riot a warden refused to listen to prisoner demands until they released the guard hostages.[4] By

refusing to even listen to the prisoners, the warden made credible his implicit promise never to give in.[5] Likewise, ifan employee constantly pesters you for a salary increase, refusing to even listen to her demands credibly signals that she has no chance of prevailing.

A Billionaire’s Political Strategy

Warren Buffett once proposed using dominant and strictly stupid strategies to get both the Republicans and

Democrats to support campaign finance reform.[4] He suggested that some eccentric billionaire (not himself) propose a campaign finance bill. The billionaire promises that if the bill doesn’t get enacted into law, then he will give $1 billion to whichever party did the most to support it. Figure 15 presents this game where each party can either support or not support the bill. Assume that the bill doesn’t pass unless both parties support it. The boxes show the outcome rather than each party’s score.
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Figure 15

In the game that Buffett proposed, supporting the bill is a dominant strategy, and not supporting it is strictly stupid. If the other party supports the bill then you have to as well or else they get $1 billion. Similarly, if they don’t support the reform, you should support the bill, and then use your billion dollars to crush them in the next election. Buffet’s plan would likely work, and not even cost the billionaire anything, because both parties would always play their dominant strategy.

Do the Rich Always Want To Win Legal Cases?

Some leftist legal scholars argue that the U.S. legal system is biased because “the rich guys always win.”[7] Let’s

pretend that the wealthy are in complete control of the U.S. courts and could ensure victory in every case. Would the rich always want to win? If the rich always won, no one would ever trust them because they could renege on any deal Because fairly administered contract law allows parties to avoid prisoners’ dilemma, the rich would actually be worse off if others thought that wealth would always prevail.
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Smoking gives pleasure today and causes health problems in the future. Smoking can be a rational decision for  someone who places far greater value on the present than the future. Like smoking, betraying someone in a repeated prisoners’ dilemma game helps you today but harms you in future periods. Thus, the less someone cares about thefuture the more likely he is to betray you in a repeated prisoners’ dilemma game. For example, a supplier who might go bankrupt or a lawyer considering retirement would value the present more than the future because he won’t be playing in future periods. You should consequently place greater trust in someone who has a long time horizon.

Envy, the Deadliest of Sins
The goal of business is profit maximization, not making more money than your competitor. To maximize your profit in a repeated prisoners’ dilemma, you must cooperate with your competitor. If both players’ objective is a higher payoff, however, then cooperation is unachievable since then only one can win.

Anything that helps your opponent in chess hurts you because chess is a fixed-sum game. Games like chess, football,and poker are called fixed-sum because whenever one person wins, another necessarily loses. Consequently, you should never bother cooperating with your opponent in a fixed-sum game because your interests are diametrically opposed. While business games usually aren’t fixed-sum, they can be transformed into fixed-sum games by envy. If both players perceive that their opponent’s gain is their loss, then their game will always be fixed-sum. Since in a fixed-sum game there is no benefit to cooperating, envious players in a repeated prisoners’ dilemma game will always be trapped in the mean, mean outcome.

Just as you should be less trusting of smokers, you should also be wary of envious players. Consider how envy affects the cost/benefit calculation of optimal betrayal. The benefit of betrayal is a higher payoff this period while the cost is a lower payoff in future periods. For envious players, however, a further benefit of betrayal is that your opponent gets a lower payoff. Since envious players get a higher benefit from betrayal, they are more likely to engage in it. Therefore, you should be less trusting of envious people and others should have less trust in you if they perceive you as envious.

Implicit agreements

How do you achieve a good outcome in a repeated prisoners’ dilemma game which has no last period? If possible,

you should talk to your fellow player and convince him that both of you should play nice. Unfortunately, for two firms in a pricing dilemma it would be a violation of antitrust laws for them to explicitly agree to maintain high prices. Fear not, however, for in game theory land actions dominate words.

Imagine that you’re repeatedly playing the game in Figure 42 with another firm. Currently, both firms charge low prices.Figure 42 is a prisoners’ dilemma game in which individually you are both better off charging low prices, but

collectively you would both benefit by jointly charging high prices. If you explicitly proposed to your competitor that both firms raise prices, you could go to jail. You should instead send a legal signal to your competitor, such as unilaterally raising prices this period. [image: image3.png]Player 1
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Figure 42 

For the game in Figure 42, charging high prices always makes you worse off this period. Thus, if your rival has always charged low prices, what possible motive could he assign to your setting high prices? He should interpret your price increase as an invitation for both of you to permanently raise prices. Of course, your rival might choose to temporarily take advantage of your high prices to make a high profit for himself. Your competitor might, however, accept your implicit invitation to move to a better outcome.

Let’s imagine that your rival joins you and increases his prices, too. Several periods go by while you both earn higher profits by jointly charging high prices. Why is your rival continuing to charge high prices? Is it because since you were nice to him he feels obligated to be nice to you? The only reason your rival would charge high prices in this game is because he fears that if he lowers his prices, you will too. Fear of retaliation, not obligation or kindness, keeps your rival in line.

Having a reputation for swift retaliation is vital to being able to sustain a good outcome in repeated prisoners’ dilemma games. Wimps can never achieve the “nice, nice” outcome, for their rivals will always exploit them. If others fear your wrath, however, the nice, nice outcome becomes obtainable since fellow players will grasp the consequences of betraying you.

Most favored-customer agreements

Your supplier could get smart and protect itself from chaos by adopting most-favored-customer agreements. Under these agreements you promise a customer that you will never sell to him for a price more than what you sell to any other customer for.

If a supplier gave all of his customers most-favored-customer status, it would be much harder for him to secretly lower his prices, because he would have to lower prices for all customers if he did so for just a few. He wouldn’t be able to offer lower prices to just those customers he was trying to steal from his rival. Furthermore, it’s much easier to determine if a firm is giving discounts to all its customers rather than if it is just cutting prices for some. When one supplier issues most-favored-customer agreements, therefore, its rival can have much more confidence that it is not being betrayed. So, even though most-favored-customer agreements sound like they favor customers, they can really help producers by reducing price competition.

Chaos & the mistrust multiplier

Chaos is your friend when seeking lower prices. If you are an important customer to your suppliers, then they strongly benefit from charging you high prices. Whenever suppliers are charging you high prices they are in a repeated prisoners' dilemma game. All suppliers know that they could significantly increase their sales to you by low​ering their prices a bit. Fear of retaliation may prevent a supplier from cutting its price. Each supplier, however, also knows that if it could secretly charge you a lower price, then perhaps it could increase its sales without having other firms lower their prices too. Since all sup​pliers realize the game they're in, they should never fully trust each other. Random fluctuations in prices could cause a supplier to believe it is being betrayed. If market prices just happen to fall, a supplier might suspect its rival is giving secret discounts and respond by low​ering its price. To multiply suppliers' mistrust you should do some​thing strange like giving all your business to just one supplier so the other suppliers might suspect treachery. Perhaps you should even give all of your business to the supplier who appears to be charging the most. The other suppliers might then become convinced that they are being taken advantage of; otherwise why would the high-price supplier be getting all of your business? By creating chaos you can multiply the mistrust the suppliers have toward each other and perhaps cause them to betray their competitors by decreasing prices.

Adverse Selection

Employers also need to worry about adverse selection. Imagine that your company advertises to hire a computer programmer for $80,000 a year. Twenty people apply for the position. Which of these twenty would most want the job?

The answer is, obviously someone whose talent would ordinarily bar him from making anywhere near $80,000. Adverse selection would manifest because the least qualified person would have the greatest desire to get hired. The person you would most want to hire would probably not even bother applying because she would be such a talentedprogrammer that she could easily make more that $80,000.

To combat the appearance of adverse selection, a job candidate should avoid appearing overeager. Rather, a candidate should consider playing hard to get and let his prospective employer believe that he has many attractive offers. If a job candidate really is hard to get, then he is not desperate, and an employer doesn’t have to worry about adverse selection.Hidden information causes adverse selection.
 Example:Used Cars
Adverse selection should make you wary of used-car sellers as well as telemarketers. When buying a used car you should most want to attract sellers of very high quality automobiles. Alas, sellers would most want to part with pre-owned vehicles of low quality. Used-car buyers need to take adverse selection into account and question the motives of used car sellers.
To simplify matters, assume that you are considering buying a 1996 Honda Civic that will necessarily be of either excellent or low quality. The car’s quality determines its value to you.

Table 2

Car’s Quality Car’s Value to You

	Excellent
	$10,000

	Poor
	$3,000


A mechanic who can determine the value of the car need not worry about adverse selection because he won’t care why the car is being sold. Hidden information about the car’s quality causes adverse selection. If you’re not a mechanic, then you should worry that the seller most wants to sell his car when its quality is poor. Consequently, you should be reluctant to pay more than $3,000 for it.
Iteration magnifies the power of adverse selection. Assume that 90 percent of all 1996 Honda Civics are of excellent quality. Further assume that current owners know their car’s quality, but prospective buyers don’t. You would err in thinking that if you bought a used 1996 Honda Civic, there would be a 90 percent chance of getting one in excellent condition, since owners of poor quality cars will most desire to sell you their automobile. If all buyers are aware of adverse selection, then the price of used cars will be far from $10,000. Of course, this low price for used cars will mean that owners of excellent cars will be even less willing to sell them. Adverse selection thus creates a vicious circle.
As adverse selection lowers the price of used cars, fewer used cars of excellent quality are sold, which by definition increases the strength of adverse selection, which further lowers the price of used cars, which causes even fewer used cars of excellent quality to be sold, which . . .
As a result, even though 90 percent of 1996 Honda Civics are of excellent quality, almost all of the used cars on the market will be of poor quality.
 What if an owner of an excellent quality used car wants to sell his vehicle? An owner unwilling to accept a low payment needs to convince the buyer of the car’s high quality. The buyer or seller could pay for an independent mechanic to inspect the vehicle. An inspection removes the hidden information that causes adverse selection. The owner could also perhaps explain his reason for selling the car. For example, if the seller could prove that he had to sell the car because he was moving to a different continent, then the buyer might believe that adverse selection isn’t the reason the owner put his car on the market. The seller could also offer a warranty that covered some repair costs. The warranty would reduce the harm of hidden information because if if the car was not of excellent quality and consequently broke down, the buyer would receive some compensation.
.

Warranties

Warranties and money-back guarantees act as powerful signals about your product’s quality. Imagine that there are two types of cars a buyer could purchase from a used car dealer: lemons and high-quality vehicles. A lemon would require a lot of future repair work while a high-quality car would require little or none. Assume that the dealer, but not the buyer, knows the car’s quality. If the seller knows that his car is of high quality, he should offer a free warranty, promising to pay all repair costs. The seller of a lemon would be reluctant to offer a warranty that would impose expensive obligations upon him. The buyer should thus believe that a free warranty offer signals that the car is no lemon. Note that if the car is of high quality, the warranty will cost the seller nothing and provide no benefit to the buyer once the car is purchased. The warranty would still, however, serve an important function. It would signal the car’s quality.
Celebrity Endorsements

Why do some companies pay celebrities piles of money for product endorsements when the celebrities usually aren’t qualified to evaluate the products? Celebrity endorsements resemble flowers on Valentine’s Day: a costly method of signaling. Celebrities are expensive to rent. A company would be willing to spend lots of money only on a product it was devoted to. Consequently, a celebrity endorsement signals commitment
Signal Jamming
Sometimes you want to prevent your competitor from acquiring useful information. Imagine that a potential business rival test-markets his product in a few stores in your area. The results of these tests will provide your rival with a signal as to whether he should enter your market. When should you interfere with these tests? If you could secretly interfere, then you could always forestall competition by surreptitiously causing your rival’s test marketing to fail. But what if you couldn’t interfere without your rival finding out?

Say the only way that you could mess with his test marketing would be to drastically alter your prices in the stores in which he was selling his products. By randomly varying your prices, you prevent your rival from getting any useful information from his test marketing. Before engaging in visible signal jamming, however, you need to determine what your rival will do in the absence of any new information. Perhaps he is 90 percent sure he should enter. He is just test marketing to guarantee that he is not making a mistake. In this case, visible signal jamming would just ensure that he would enter. What if your rival is almost certain that he should not enter, but is test marketing to see if you are weaker than he previously thought? If he was almost certain that he shouldn’t compete, and you prevent him from acquiring any new information, will he now stay out of your market? Unfortunately, if you visibly interfere with his test marketing,your rival would necessarily gain valuable information. He would learn that you are scared enough of him to go to the trouble to mess with his signal. Your rival might interpret your signal jamming as a sign that you are weak, and he should enter.

Signal jamming is most effective when your rival hopes to receive a multidimensional signal. Let’s assume that there are many different types of products your rival could sell, but he’s not sure which to offer in your market. At a significant expense, he manufactures multiple prototypes and sells each type in a separate store. If you now were to signal-jam by, say, radically lowering prices in some stores and raising them in others, you would make it very difficult for your rival to formulate an entrance strategy. He wouldn’t know which prototype would sell best in your area. When your rival’s decision is binary, enter or not, it’s difficult to visibly signal-jam, for such jamming tells him that he should enter. If your rival’s decision is multifaceted, then signal jamming can be very effective because while it does show your fear, it also prevents your rival from determining how to best compete against you.

Price discriminating

Imagine that Tom is willing to pay $20 for your product, whereas Jane will pay at most $15. If you don’t price discriminate, then you obtain the maximum revenue by charging both people $15. By price discriminating you can make an extra $5 by selling your product to Tom for $20 while still getting $15 from Jane
.
Many businesses price discriminate through customer self-selection.
Coupons are a brilliant means of getting customers to self-select into two groups: (1) price-sensitive customers and  price-insensitive customers. Superficially, coupons seem silly. In return for slowing up the checkout line and turning in some socially worthless pieces of paper you get a discount. Coupons, however, effectively separate customers and give discounts to the price sensitive .Coupons allow customers to trade time for money.
Airlines too rely upon self-selection to price discriminate. It’s usually much cheaper to fly if you stay over a weekend.Business travelers generally don’t want to spend weekends away from home, and thus by giving discounts to those who do stay over a weekend, airlines effectively charge business customers more than other travelers. Business travelers usually have more fixed schedules than other airline customers; consequently they are, on average, less price sensitive. Airlines, therefore, increase their profits by charging business travelers more than other flyers
Book publishers get buyers to self-select based upon impatience. Books frequently come out in paperback about one year after they are first published in hardcover. Paperback books are significantly cheaper than hardcovers. Only a tiny bit of the difference comes from the extra cost of producing hardcovers. Publishers assume that customers who are most eager to buy a book are the ones willing to pay the most. Publishers make impatient customers, who are less price sensitive, buy expensive hardcover books and allow patient readers to acquire relatively inexpensive paperback copies.
All-you-can-eat pricing plans naturally cause your customers to consume more of your product. Consequently, the main danger of all-you-can-eat plans for most goods is that they will cost you too much to supply the items. These plans are therefore best suited for products that are cheap to replicate. Therefore, as information goods become more important to our economy, I predict that these types of plans will proliferate.
When Bundling Can Be Profitable

Imagine that two customers place different values on products X and Y.

Table 5: 
	Product
	Value to Abe
	Value To Bill

	X
	100
	40

	Y
	40
	100


Assume that the firm can’t price discriminate. If the firm sold only product X, it could sell either to just Abe for $100 or to both Abe and Bill for $40 each. 

Consequently, by selling both products separately the most revenue the firm could get would be $200, which would be achieved by selling both goods for $100 to one customer each. Now imagine that the seller bundles the two products and charges $140 each. Both consumers would be willing to pay $140 for this package, so bundling could gross this firm $280 .
If some customers greatly value X and others place a high value on Y, then bundling can help a firm extract more total profits from its customers. The bundling doesn’t increase the value of the product to one particular customer but rather evens out how much customers are willing to pay.

This type of bundling is most profitable when a company sells an easy-to-replicate good. Imagine that a company sells many different types of software packages. Each package has a small value to many and a large value to a few. Without bundling, this company faces a difficult choice. It can either set a high price and attract a few customers or a low price and attract many. Its best option would be to bundle all the software into a single package. True, many customers would get software they don’t place a high value on, but since it’s so cheap to give customers copies of software, software bundling doesn’t significantly increase a company’s cost. Microsoft’s bundling of so much software into its operating system can be explained not as an attempt to expand a monopoly, but rather as an attempt to put in something everybody likes. customers would get software they don’t place a high value on, but since it’s so cheap to give customers copies of software, software bundling doesn’t significantly increase a company’s cost. Microsoft’s bundling of so much software into its operating system can be explained not as an attempt to expand a monopoly, but rather as an attempt to put in something everybody likes.
Spending other people’s money
It is rather a pleasant experience to be alone in a bank at night.

Willie Sutton, bank robber[1]

Buying stuff is more fun when it’s done with other people’s money. Most of us like nice things, but we don’t like paying for them. Consequently, when we are spending other people’s money, we often buy goods we wouldn’t ordinarily purchase.
Examples of spending other people’s money

· A few years ago The Wall Street Journal ran an interesting article on how airline refuelers bribe pilots of corporate jets.[2] Since corporate jets can be refueled at multiple airports along their routes, there is intense competition for their business. Normally, you might think that these refuelers would compete on price. These refuelers, however, realize that the pilots decide where to refuel, but the jets’ owners pay for the gas. The refuelers take advantage of the pilots’sending other people’s money by bribing the pilots. One company “hands out one 8-ounce steak for every 100 gallons of fuel purchased.”[3] The steaks are given to the pilots by attractive, scantily clad women. The pilots are usually given their freebies only “if [they] forgo discounts on fuel.”[4] The refuelers are careful to give the pilots their freebies secretly, thus proving that the pilots and refuelers fully understand the game being played. Why don’t the refuelers simply give direct cash bribes to pilots? These bribes would probably be illegal, so pilots, fearing criminal prosecution, would be reluctant to accept them. Bribing pilots with meat is more effective because it’s legal.

· Many businesses forbid their employees to accept gifts from suppliers. Suppliers, of course, attempt to circumvent restrictions by making their gifts seem business related. For example, imagine that Maria negotiates with several suppliers to buy expensive equipment for her company. Maria’s company would probably be smart enough to not let her accept free tickets to Hawaii from a supplier. What if, however, a supplier held a conference in Hawaii and offered to send Maria there for free?
· Many consider corporate charity a noble undertaking. When you consider who really pays for this charity, however, its morality becomes questionable. Charitable donors usually get both pleasure and pain. The pleasure results from knowing you have helped someone and from getting recognition for your good deeds. The pain comes from actually having to give away your own money. When you give away other people’s money, however, it’s all pleasure.
Knowing that it’s easier to give away other people’s money than one’s own, charitable groups often look to corporations for money. Charities often reward those who contribute to them. When charities seek corporate money, however, they should focus more on rewarding the giver than the stockholders. After all, the person who controls the money is far more important than the person who merely owns it.
· Politicians get to spend taxpayers’ money. Imagine that the U.S. Congress is considering awarding your company a contract worth $10 million in profit. How much money would you be willing to pay to get this contract? Obviously, if you paid anything under $10 million, you would come out ahead. Such is the reason why corporations are so willing to donate money to politicians
· Are you willing to bet that your house will burn down? You are if you own fire insurance. Buying insurance constitutes gambling. When you purchase fire insurance, you are betting with the insurance company that your home will burn down. If it burns down, you win, and the insurance company pays off. If your house doesn’t go ablaze, you lose your bet, and the insurance company keeps your premium payments and gives you nothing. 

Although insurance is gambling, it’s a form of gambling that actually reduces your risk. Imagine that for some strange reason you were forced to bet $50,000 that the Buffalo Bills will win their next football game. This bet is obviously very risky. If you can’t cancel this bet, another way to reduce your risk would be to make another $50,000 bet that the Buffalo Bills will lose their next game. If you bet $50,000 that the Bills will both win and lose the game, then you are assured of breaking even. Your two bets cancel out and you have eliminated the risk from the first bet. When gambling, two bets are sometimes safer than one.
Deposit Insurance

The U.S. savings and loan crisis of the 1980s was caused by deposit insurance. Imagine that I was the type of person who liked to make very risky and sometimes silly investments. Would you be willing to lend me money? Now imagine that the government promised to repay your loan to me if I couldn’t repay. This governmental guarantee would mean that you wouldn’t have to worry about my solvency. With the guarantee, you could feel comfortable lending me money, even if you knew that I would squander it.

Savings accounts in U.S. banks are guaranteed by federal deposit insurance. When you put your money in a savings account, the bank uses it to finance investments. If these investments go bad, the bank might not have the funds to give you back your money. Because of deposit insurance, however, the government guarantees to pay depositors of insolvent banks. Consequently, deposit insurance allows banks to attract depositors even if the bank makes extremely risky investments.

Imagine you were about to go gambling and a rich friend promised to pay any of your losses. If you won $10,000, you could keep the money. If you lost $15,000, your friend would compensate you for your loss so you would break even. Your friend’s guarantee would create incentive for you to take massive risks. You should bet everything you have because if you win, you win big, whereas if you lose, you always break even. Deposit insurance causes banks to take risks because it guarantees that at worst depositors break even. Consequently, banks have incentives to take depositors’ money and make huge gambles. If the investments pay off, everyone gets rich. If they fail, the taxpayers pay.

To combat the ills of deposit insurance, the federal government must constantly monitor banks to ensure that they don’t make overly risky investments. Sometimes, however, federal oversight fails, as it did in the savings and loan crisis. In this crisis savings and loan institutions made risky real estate gambles and lost, costing U.S. taxpayers billions.

Power of the purse

Businesses often must give others the ability to spend their money. You can never completely eliminate people’s desire to waste and misappropriate your funds, but you can mitigate the harm by instituting appropriate safeguards.

Appropriate motivation

Companies often tax their employees. For example, imagine that you rent land to a farmer. You are considering three ways of extracting money from your worker:

1. You pay the farmer a fixed amount to work for you, but you keep all of the crops he grows.

2. The farmer gives you a percentage of everything he grows.

3. The farmer pays you a fixed fee, but he keeps everything that he grows.

The farmer has the least incentive to work when paid a fixed fee. Under the first scheme, the farmer gets paid the same amount regardless of his effort, so it’s in his self-interest to work as little as possible. Taking a percentage of what the farmer grows it the equivalent of taxing him. Under the second plan the farmer still has some incentive to work, but this incentive is greatly reduced by your implicit tax. The farmer has the greatest incentive to work if he must pay you a fixed fee. Under this scheme, if the farmer works a little harder, he captures all of the benefits of his efforts. 

Imagine that the farmer could work an extra hour and produce $30 more in crops. Under plan (1) he would get none of this extra money, under plan (2) he would get some of it, while under plan (3) he would get the full $30. It might therefore seem then that you should always use plan (3) and have the farmer pay you a flat fee. The problem with the third plan, however, is that it puts all the risk of crop failure on the farmer. If he has a bad year, the farmer absorbs all of the losses. Since most workers dislike risk, workers usually accept risk only if they are compensated for assuming it. The farmer will agree to the third plan, therefore, only if he gets a high average income. Under plan (3) the farmer must expect to make a lot of money in good years to be compensated for a low income in bad years.

This tradeoff between risk and work always exists for employers. To motivate employees to work, you usually need to make their salary dependent on how well they perform. Employees, though, usually dislike risk and prefer steady, consistent paychecks. Firms face a difficult choice. If a firm forces its workers to take on high risk, the workers will be motivated to work, but will dislike this risk. If the firm pays employees a constant amount, the workers will be happy with their safe jobs but may have little incentive to work hard. 
The one way around the risk/motivating tradeoff is for employers to carefully monitor efforts, not outcomes. In the previous game, you could achieve an ideal result if you paid the salesman based on how hard he worked, not his total sales. An employee willing to work hard would then face no risk. Unfortunately, determining effort is always subjective and much more challenging than monitoring outcomes. There is consequently no always-right solution to the risk/motivation problem; rather, each company must accept that any pay structure will cause some inefficiency and seek to determine which inefficiencies cause the least harm.
One of the original ideas was the bonus, predicated on performance. Of course, you can’t just say “performance”; you have to give a metric, or a combination of them, that dictates what performance is. And there’s the rub. They tried all sorts of things. If revenue growth was used, you got revenue growth—but much of that revenue was unprofitable, as the executives slashed margins to move product. Tell them to cut costs, and they’d stop making stuff to sell. Tell them they had to improve net income, and games were played with the financial statements to maximize net income
So what became popular? Stock price. Seemed perfect; put the bulk of an executive’s compensation in company stock, and watch those incentives align! 

Well, not quite.
Free rider games and communism

Most people like material goods but prefer not to work for them. Many humans besides me are both lazy and greedy. This dangerous combination creates trouble when people work in teams. Everyone benefits when a team succeeds, but most everyone would prefer if the team succeeded based on the hard work of others. People living together often are supposed to work as a team.
No one likes cleaning bathrooms, but most people like their bathrooms to be clean. When several people share a bathroom, a free rider game is consequently created. As its name suggests, free rider games manifest themselves when someone attempts to free ride on another’s efforts. There are three outcomes to the bathroom free rider game:

1. Everyone shares the work.

2. One person gives in and does all the cleaning.

3. The sanitary conditions in the bathroom steadily deteriorate.

As of this writing, my fiancée is concerned that when we get married and live together I will have the advantage in this game since I’m vastly more willing to tolerate outcome (3) than she is. Of course, dirty bathrooms are far from the worst consequences that arise from free rider games.

Imagine life on some perfectly egalitarian agricultural commune where all the food produced is equally divided up among members. Let’s say there are 10,000 people, and each tills a small share of land. When the harvest comes, all the food is brought to the center of town and distributed evenly. How much should each farmer work? The more you work, the more food everyone has. If you grow, say 10,000 carrots, however, you get to keep only one of them. True, you will also get some carrots that other people grow. Under the rules of egalitarianism, though, you get the carrots other people grow regardless of whether you grow any yourself. If you live to serve the collective good, then you will produce as much as possible. Outside of a socialist fantasyland, however, people care mostly about themselves and their families. The cost to you of growing 10,000 carrots will be the large amount of effort their production requires. The benefit to you is only one carrot. A self-interested person would probably not go to the effort of growing 10,000 carrots just to keep one.

I suspect some readers are thinking that this analysis can’t be right because if everyone on the commune thought this way, no one would produce anything, resulting in mass starvation. Actually, when collective agriculture was tried in China under Mao and the Soviet Empire under Stalin, the result was mass starvation. Was this just because the farmers did not realize the game they were playing and thus didn’t grow enough food? Actually, the economic system destined them to die.

Imagine you were one of these farmers and realized that if everyone were lazy, many (possibly even you) would perish. What could you do? The best option, actually, would be to emigrate to America, but let’s stay within the context of this game. What if you decided to grow lots of carrots? Your efforts would increase your food allotment by only a trivial amount. It would also make you more tired, so you would probably now be among the first to die. Your best chance at survival would lie in working as little as possible while praying that you survive to play another game. Of course, since everyone will probably follow this strategy, little food will be produced. If only Mao and Stalin had understood game theory, millions of lives could have been saved!
Underlying the theory of communism is the assumption that people will work for the common good, not their self-interest. Communists like Mao and Stalin presumably believed that a worker would be at least as motivated to work for the common good as he would to work to fill his own stomach. Since most people primarily care about themselves and their families, however, communism failed.
Communism caused economic ruin because it failed to take into account that most people are self-interested. Companies too can err when they don’t consider how self-interest motivates workers
The Benefits of Trade and Optimal Allocation of Employees

After Adam Smith’s paradigm of the invisible hand, the most influential concept ever developed by an economist was probably David Ricardo’s theory of comparative advantage. Comparative advantage explains why countries always benefit from free trade. His theory, however, also has applications for how businesses should allocate their employees.

To understand comparative advantage, consider the following:
	
	Jane
	Bill



	Time it takes to cook
	10 hours
	5 hours



	Time it takes to clean
	5 hours
	10 hours




In this example Jane and Bill live in adjoining apartments. It takes 15 hours for both people to do all their cooking and cleaning. Jane, however, is better at cleaning, and Bill is better at cooking. If the two work together, and have Jane do all the cleaning and Bill, all the cooking, then it will take each only 10 hours to do their work. This result may seem unimportant, but it’s really magical!

Think: By trading their services, each person can save 5 hours. No one besides these two people need get involved, and obviously no one gets hurt. Just by trading, these two can be made better off. This result has widespread implications for companies and countries. When you have two people, each of whom is best at one particular task, there are considerable benefits to specializing. Each should do what he is best at. Similarly, when countries trade, each country can specialize in what it does best, and both can be better off.
In the previous example one party was absolutely better at cleaning and the other at cooking. What would happen if, as in the following example, Bill was better at both cooking and cleaning?

	
	Jane
	Bill



	Time it takes to cook
	5 hours
	1 hours



	Time it takes to clean
	3 hours
	2 hours




Could the parties still benefit from trading their services? After all, since Bill is now better at both cooking and cleaning,does he have anything to gain by working with Jane? Actually, yes. If the parties work alone, it takes Jane eight hours to complete her chores and Bill three hours to complete his. But, if Bill does all the cooking and Jane does all the cleaning, it takes Jane six hours and Bill only two. Both parties can still benefit by trading services.

What is going on here is that Bill is comparatively better at cleaning than Jane is. True, in an absolute sense Bill can complete both tasks faster than Jane can. It takes Bill twice as long to clean as it does for him to cook. Jane, however, is better at cleaning than cooking. Thus the two parties can still benefit from trade. 
This example shows that even when one person is better at everything than another, the two can still benefit from trade if each specializes in what he does best. The strength of this simple argument is why virtually all economists support free trade. Even when a productive country like the United States trades with a third-world nation, both can benefit from trade even if the United States is better at doing everything.

Consider the benefits of trade for a company. Assume that your company produces both widgets and sprockets, and the following holds:

In one day Jane can make either one widget or one sprocket.

In one day Bill can make either two widgets or seven sprockets.

Again, Bill is better at everything. Bill is clearly a more valuable worker than Jane is. Imagine that you are considering firing Jane. You should first determine her exact value to you. Consider this: What can Jane produce over a two-day period? The answer seems simple. It seems that over two days she could produce either two widgets, two sprockets, or one of each. Actually, Jane could do better. Through the magic of trade Jane could also produce seven sprockets over a two-day period.

Seven sprockets: how is this possible? Imagine your company has only Bill, and you develop an urgent need for two widgets. Obviously Bill would need to spend one day making them. This would mean that Bill does not spend that day making sprockets. Thus, the cost to your company of producing two widgets is seven sprockets. Now, assume that you hire Jane. Jane could spend these two days making two widgets. This would free up Bill to make seven sprockets Two days of Jane’s time allows your company to produce an extra seven sprockets, so this is what she is worth to your company.
The lesson from this example is that when considering what an employee can do, you should look at not only what she can accomplish, but also at what she can help other people accomplish by freeing up their time
Negotiations
The two of you can share a pie but only after agreeing on how to divide it. Often it’s clear that players would benefit  from collaborating, but it’s not obvious how the fruits of this collaboration should be shared. Consider a simple game where a seller owns a good that is worth $1000 to him but $1300 to a buyer.

Value of Good to the Buyer = $1300

Value of Good to the Seller = $1000
We can make two inferences about negotiations between these parties:

Both parties have the potential to benefit from trade.
If the buyer acquires the good, he will pay between $1000 and $1300.
Since neither party will agree to an arrangement that makes him worse off, the seller will never accept less than

$1000, and the buyer won’t ever pay more than $1300. The amounts of $1300 and $1000 represent the buyer’s and seller’s respective walking away prices. Assuming that the two parties come to a deal, neither party will ever have to walk away. What would have happened if a party had walked away, however, is critical in determining the parties’ negotiating strength. Consequently, the party who cares least about the negotiations succeeding has an advantage, for he would be hurt less by walking away.
Take-it-or-leave-it  offers

What would happen in our example if the seller could make a take-it-or-leave-it offer to the buyer?
Example 

Imagine you’re negotiating a business deal that must be concluded within the next 24 hours, and you would like to propose a take-it-or-leave-it offer. You are certain that if your prospective partner was forced to either (1) accept the offer or (2) walk away from the deal, then she would accept. Unfortunately, you suspect that your prospective partner will respond to your offer with a somewhat less favorable counteroffer. You can make a take-it-or-leave-it offer only if you can credibly threaten never to consider any other offers if yours is rejected. If your prospective partner believes that you really want the deal to succeed, then she will also know that you would be unwilling to walk away from her counteroffer. You could greatly improve your negotiating position by eliminating the possibility of your ever hearing her counterproposal. You could, for example, mail her an offer and then leave town for a vacation.  By reducing your options, you would be reducing hers. If you could not respond to a counteroffer, then your potential partner would either have to either accept your offer or walk away
Bring another party in the negotiations 

Ie a second buyer. Then the price would be set between the perceived prices of the 2 buyers.
Example

In his negotiations with CBS, David Letterman exploited the tactic of increasing the number of buyers. David Letterman hosts a late night comedy show for CBS, and his contract was about to expire. CBS, reportedly, told the talk show host that he had no other place to take his show if he didn’t renew with CBS. David Letterman’s show plays best from about 11:30 to 12:30 p.m., during which time NBC runs the popular Tonight Show and ABC runs the highly respected Nightline. ABC, however, indicated that it would consider dumping Nightline and running Letterman’s show instead. Although Letterman ultimately renewed his contract with CBS, getting ABC to express interest in him no doubt strengthened his bargaining position.
Giving up control

Giving up control to an agent who has a different objective than you can often enhance your negotiating position. Imagine that in the above game the buyer hires a professional negotiator who has a reputation for either getting a great deal or walking away from the negotiations. Although the buyer would be better off paying $1250 than not getting the good, the agent would prefer to terminate negotiations than ruin his reputation by getting a poor deal. If the seller knows about the agent’s reputation, then the possible price range should shift in the buyer’s favor.
Goals of negotiations

When you are about to commence negotiations, always determine what you and your potential partner would get if

negotiations fail, for this determines the possible range of settlement. During negotiations, consider what credible

threats you could execute to improve this range in your favor.
Auctions

Winners curse

Sometimes winning an auction signals that you lost. Although in the previous sections it was assumed that you knew how much the good was worth to you, sometimes you don’t have full information about the good’s quality. For example, imagine that several oil companies are bidding for the mineral rights to some land. Each oil company sends a team of geologists to determine the likelihood of the land having oil. No company knows everything, and all companies unearth some slightly different information. Let’s say 10 companies bid, including yours. You win, and It turns out you bid far more than most people. This means that your geologists thought that the land was more valuable than the geologists at the other companies did. There are now two possibilities: Everyone else is wrong and your geologists correctly determined the value of the land, or everyone else is correct and you overbid. While your geologists might be the best, the odds favor your having made a mistake.

Consider a simple analogy. You are in a room with 10 other people. You ask each person to guess your weight. Chances are that the person who guesses the highest overestimated your weight. The winner of an auction is the person who guessed that the good being sold has the highest value, and so odds are that he overestimated the good’s value.

Winner’s curse applies only when you are uncertain of the good’s value. Imagine that you are determined to buy my book, which is being sold for, say, $30 at your local store. Before purchasing it, you decide to check for a copy on eBay. If you are definitely going to buy my book, you know it’s worth paying up to $30 because that’s how much getting the book on eBay would save you. There can be no winner’s curse in this example because if you pay less than $30 (including shipping), you are better off.
Now imagine that you first encounter my book on eBay. Many people place bids, but you win. You must have a higher estimate of my book’s value than any other seller does. Maybe you have insight into my brilliance that others lack. But perhaps you have overestimated my literary worth. 

When you are uncertain of a good’s value, then you learn something from everyone else’s bid. High bids signal that others greatly value the good, while low bids show that your fellow bidders don’t think the item has much worth. If the other bidders might know something about the auction item that you don’t, then their bids should influence how much you are willing to pay.

Winner’s curse afflicts sellers as well as buyers. When buyers are uncertain of a good’s value, then they fear paying too much. Winner’s curse will cause all buyers to bid less and will consequently reduce the seller’s take. To combat winner’s curse, sellers need to provide information about their goods so that buyers will realize the good’s value and won’t fear the winner’s curse.
Internal auctions

You can use auctions to reward and motivate employees. We have previously discussed the difficulty of determining quotas for salespeople when you don’t have enough information to figure out how much each should sell. You could use auctions rather than quotas to assign sales areas. For example, if a new area opens up, you could auction it off to all your salespeople, with the person willing to pay the most getting the area. The auction would not only bring in money but would also result in the area going to the most confident salespeople.
Negative auctions

You can use negative auctions to dispose of goods that no one wants. Imagine that you need to send some employee to Buffalo, New York, for a week, but no one wants to go, You’re unwilling to force someone to attend. You could hold a negative auction, where each employee bids for the minimum amount you would have to pay him to attend. The person bidding the least gets the money and the trip.
Benefit from auctions

Consider if your business would benefit from using (more) auctions. Auctions are an informationally cheap means of selling goods to consumers or of allocating tasks among employees. The results of consumer auctions also provide you with valuable data about the demand for your goods.
Stockmarket

The Future Is Now

As the following game illustrates, stock prices respond very quickly to new information. Pretend you have an asset that is useless to anyone but me. Next week I will be willing to pay $60 for this asset. How much is this asset worth today? Obviously, it’s worth $60, yet many investors seem not to understand this game. Imagine investors believe that the Federal Reserve Board will cut interest rates next week. For reasons I won’t detail, interest rate cuts help stocks. Does this mean that next week stock prices will rise when interest rates fall? Of course not. Say a stock is worth $58 if interest rates are not cut and $60 if they are. If it is known that interest rates will be cut next week, then the value of the stock will increase to $60 today; the market won’t wait for next week. Next week, when interest rates do change, they will not influence stock prices. Interest rate cuts increase stock prices only when first anticipated.
Short-Run Holders Should Care About the Long Term Too
Short-term traders should care about the future exactly as much as long-run investors do. If this were not true, short and long-term traders would place different values on the same stock. If the short-run people valued the stock less, they would never buy the stock, and the market would rightly ignore their preferences. Market prices would then reflect long-run evaluations. If short-term traders valued it more, then they would be in trouble because if the short-term investors paid more than the long-run investors thought the stock was worth, then the short-term investors would be able to profitably sell the stock only to other short-run investors. But since short terms become long runs, these traders would eventually have to sell for a loss.

Risk Versus Return

Investors can either put their money in U.S. government bonds where they are guaranteed a certain rate of return, or they can buy stocks. Stocks are much riskier than government bonds. Would it make sense to live in a world where on average stocks and government bonds gave the same return? If they did offer the same return, everyone would buy the government bonds. The only reason anyone willingly takes a chance on stocks is because on average they yield a higher return. For our economy to survive, people need to buy both stocks and government bonds. Market forces ensure that the prices of stocks adjust until investors are willing to buy both stocks and government bonds. The market induces investors to buy both financial products by giving stock investors on average higher returns.

Survivorship Bias in Mutual Fund Reports

Poorly performing mutual funds, however, are often closed down, making the ones that are kept operating seem better than they really are. For example, imagine that this year 100 new mutual funds are started. Further imagine that each fund manager makes his investment decisions by throwing darts at a newspaper listing of stocks. After a year the funds that do poorly are closed down. On average, the surviving funds’ performances will be well above average. This doesn’t mean that these funds’ managers have any skill at picking investments, but rather that survivorship bias makes past performance misleadingly attractive.
