


[image: images]






[image: images]





TO MONEY


For the wonderful things you do for us, the terrible things


you do to us and all the grey matter in between




CONTENTS


INTRODUCTION


PART I


[image: image]


WHAT IS MONEY?


1 DON’T BET ON IT


2 OPPORTUNITY KNOCKS


3 A VALUE PROPOSITION


PART II


[image: image]


HOW WE ASSESS VALUE IN WAYS THAT HAVE LITTLE TO DO WITH VALUE


4 WE FORGET THAT EVERYTHING IS RELATIVE


5 WE COMPARTMENTALIZE


6 WE AVOID PAIN


7 WE TRUST OURSELVES


8 WE OVERVALUE WHAT WE HAVE


9 WE WORRY ABOUT FAIRNESS AND EFFORT


10 WE BELIEVE IN THE MAGIC OF LANGUAGE AND RITUALS


11 WE OVERVALUE EXPECTATIONS


12 WE LOSE CONTROL


13 WE OVEREMPHASIZE MONEY


PART III


[image: image]


NOW WHAT? BUILDING ON THE SHOULDERS OF FLAWED THINKING


14 PUT YOUR MONEY WHERE YOUR MIND IS


15 FREE ADVICE


16 CONTROL YOURSELF


17 IT’S US AGAINST THEM


18 STOP AND THINK


Thanks


Notes


Index


About the Authors




INTRODUCTION
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In 1975, Bob Eubanks hosted a short-lived TV game show called The Diamond Head Game. Taped in Hawaii, it featured a unique bonus round called “The Money Volcano.” Contestants were put in a glass box that quickly transformed into a furious wind tunnel of flying money. Notes whirled, spun and flapped all around as the players scrambled to grab as much as they possibly could before time ran out. They went absolutely bonkers inside the Money Volcano, reaching, clutching, spinning, flailing about inside a tornado of cash. It was great entertainment: For fifteen seconds it was clear that nothing in the world was more important than money.


To a certain extent, we are all inside the Money Volcano. We are playing the game in a less intense and visible manner, but we have been playing, and being played, for many years, in countless ways. Most of us think about money a lot of the time: how much we have, how much we need, how to get more, how to keep what we have and how much our neighbours, friends and colleagues make, spend and save. Luxuries, bills, opportunities, freedom, stress: Money touches every part of modern life, from family budgets to national politics, from shopping lists to savings accounts.


And there’s more to think about every day, as the financial world becomes more advanced; as we get more complex mortgages, loans and insurance; and as we live longer into retirement and face new financial technologies, more complex financial options and greater financial challenges.


Thinking a lot about money would be fine if by thinking more about it we were able to make better decisions. But that’s not the case. The truth is, making bad money decisions is a hallmark of humanity. We’re fantastic at messing up our financial lives. Congratulations, humans. We’re the best.


Consider these questions:




[image: image]   Does it matter if we use credit cards or cash? We spend the same amount either way, right? Actually, studies show we are more willing to pay more when we use a credit card. We make bigger purchases and leave larger tips with credit cards. We’re also more likely to underestimate or forget how much we spend when – you guessed it – using the payment method we use most: a credit card.


[image: image]   What’s a better deal, a locksmith who opens a door in two minutes and charges $100 or one who takes an hour and charges the same $100? Most people think the one who took longer is the better deal, because he put in more effort and he cost less per hour. But what if the locksmith who took longer had to try several times and broke a bunch of tools before he succeeded? And charged $120? Surprisingly, most people still think this locksmith is a better value than the speedy one, even though all he did was waste an hour of our time with his incompetence.


[image: image]   Are we saving enough for retirement? Do we all know even vaguely when we’ll stop working, how much we’ll have earned and saved by then, how our investments will have grown and what our expenses will be for the exact number of years we’ll live after that? No? We’re so intimidated by retirement planning that, as a society, we’re saving less than 10 per cent of what we need, aren’t confident we are saving enough, and believe we’ll have to work until we’re eighty even though our life expectancy is seventy-eight. Well, that’s one way to cut down on retirement expenses: Never retire.


[image: image]   Do we spend our time wisely? Or do we spend more time driving around looking for a petrol station that will save us a few pence than we spend trying to find a cheaper mortgage?





Not only does thinking about money not improve financial decision-making, but sometimes the simple act of thinking about money actually changes us in deep and troublesome ways.1 Money is the top reason for divorce2 and the number one cause of stress in Americans.3 People are demonstrably worse at all kinds of problem solving when they have money problems on their mind.4 One set of studies showed that the wealthy, particularly when reminded they are wealthy, often act less ethically than the average person,5 while another study found that just seeing images of money makes people more likely to steal from the office, hire a shady colleague or lie to get more money.6 Thinking about money literally messes with our heads.


Given the importance of money – for our own lives, for the economy, and for society – and given the challenges we have thinking about money in rational ways, what can we do to sharpen the way we think? The standard answer to this question is usually “financial education” or the more sophisticated term, “financial literacy.” Unfortunately, financial literacy lessons, like how to buy a car or get a mortgage, tend to fade quickly, with almost zero long-term impact on our actions.


So, this book is not going to “financially literate” us or tell us what to do with our money every time we open our wallets. Instead, we’ll explore some of the most common mistakes we make when it comes to money, and, more important, why we make these mistakes. Then, when we face our next financial decision, we might be better able to understand the forces at play and, hopefully, make better choices. Or at least more informed ones.


We’re going to introduce a bunch of people and share their money stories. We’ll show what they did in certain financial situations. Then we’ll explain what science tells us about their experiences. Some of these stories are real, while some are, like the movies, “based upon a true story.” Some of the people are reasonable. Some are fools. They might seem to fit certain stereotypes because we’ll emphasize, even exaggerate, some of their characteristics in order to highlight certain common behaviours. We hope everyone recognizes the humanity, the mistakes and the promise in each of their stories and how they echo in our own lives.


This book reveals how we think about money and the mistakes we make when we do. It’s about the gaps between our conscious understanding of how money works, the way we actually use money and how we should rationally think about and use money. It’s about the challenges we all have reasoning about money, and the common mistakes we make spending it.


Will we be able to spend our money more wisely after reading this book? For sure. Maybe. A little bit. Probably.


At a minimum, we believe that revealing the complex forces behind the money choices that consume our time and control our lives can improve our financial affairs. We also believe that by understanding money’s impact on our thinking, we will be able to make better non-financial decisions. Why? Because our decisions about money are about more than just money. The same forces that shape our reality in the domain of money also influence how we value the important things in the rest of our lives: how we spend our time, manage our career, embrace other people, develop relationships, make ourselves happy and, ultimately, how we understand the world around us.


Put more simply, this book is going to make everything better. Isn’t that worth the cover price?
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PART I


WHAT IS MONEY?
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DON’T BET ON IT


[image: image]


George Jones* needs to blow off some steam. Work is stressful, the kids are fighting and money is tight. So on a company trip to Las Vegas he heads to a casino. He parks, for free, in the car park at the end of a remarkably well-kept, publicly financed road and wanders aimlessly, head down, into the alternate universe of the casino.


The sound wakes him from his stupor: eighties music and cash registers mixed with clinking coins and the dinging of a thousand slot machines. He wonders how long he’s been at the casino. There are no clocks, but judging by the old people slumped at the slot machines, it might have been a lifetime. It was probably five minutes. He couldn’t be far from the entrance. But, then again, he can’t see the entrance . . . or the exit . . . or any doors or windows or hallways or means of escape whatsoever. Just flashing lights, scantily clad cocktail servers, dollar signs and people who are either ecstatic or miserable . . . but never anything in between.


Slot machines? Sure, why not? His first spin just misses a big score. So he spends fifteen minutes pumping in dollar notes to catch up. He never wins, but he does just miss quite a few more times.


Once his wallet is emptied of those pesky small-denomination notes, George grabs two hundred bucks at the ATM – not worrying about the $3.50 service fee because he’ll cover that with his first winning hand – and sits down at a blackjack table. In exchange for ten crisp $20 notes, the dealer gives him a colourful pile of red plastic chips. There’s a picture of the casino on them, with some feathers and an arrow and a teepee. They say $5, but they certainly don’t feel like money. They feel like toys. George twirls them in his fingers, bounces them off the table, watches everyone’s piles fluctuate and covets the dealer’s rainbow stash. George asks her to be kind to him. “Honey, as far as I’m concerned, you can have all of it – it ain’t mine.”


A cute, friendly server brings George a free drink. Free! What a deal! He’s already winning. He tips her one little plastic toy chip.


George plays. George has some fun. George has some of the opposite of fun. He wins a little, loses more. Sometimes, when the odds seem to be in his favour, he doubles down or splits his cards, risking four chips instead of two, six instead of three. He ends up losing his $200. Somehow he avoids duplicating his tablemates’ feats of amassing giant stacks of chips one minute, then unfurling reams of notes to buy more the next. Some of them are good-natured, some get angry when others “take their card,” but none seem like the type who can afford to lose $500 or $1,000 in an hour. Still, this happens time and time again.


Earlier that morning, George had turned around just ten steps from his local café because he could save $4 by brewing coffee back at his hotel room. This evening, he tossed away forty $5 chips without blinking. Heck, he even gave the dealer one for being so nice.


WHAT’S GOING ON HERE?


Casinos have perfected the art of separating us from our money, so it’s a little unfair of us to start here. Nonetheless, George’s experience gives us a quick glimpse into some of the psychological mistakes we make, even in less malicious settings.


The following are a few of the factors at play under the dazzling lights of the casino floor. We’ll get into each of these in much more detail in the chapters to come:




Mental Accounting. George is worried about his finances – as evidenced by his decision to save money on coffee in the morning – yet nonchalantly spends $200 at the casino. This contradiction occurs, in part, because he puts that casino spending into a different “mental account” than the coffee. By taking his money and converting it into pieces of plastic, he opens an “entertainment” fund, while his other spending still comes out of something like “daily expenses.” This trick helps him to feel differently about the two types of spending, but they’re all really part of one account: “George’s money.”


The Price of Free. George is excited to get free parking and free drinks. Sure, he’s not paying for them directly, but these “free” things get George to the casino in a good mood and impair his judgement. These “free” items, in fact, extract a high cost. There is a saying that the best things in life are free. Maybe. But free often ends up costing us in unexpected ways.


The Pain of Paying. George doesn’t feel like he’s spending money when he uses the colourful casino chips to gamble or tip. He feels like he’s playing a game. Without feeling the loss of money with every chip, without being fully aware that he’s spending it, he becomes less conscious of his choices and less considerate of the implications of his decisions. Spending plastic doesn’t feel real the way that handing over paper notes would, so he keeps tossing them away.


Relativity. That $5 tip George gave the server – on a free drink – and his $3.50 ATM fee don’t seem consequential compared to the stacks of chips surrounding him at the blackjack table or the $200 he was simultaneously taking out at the ATM. Those are relatively small amounts of money, and because he is thinking about them in relative terms, it is easier for him to go ahead and spend. Earlier in the day, on the other hand, the $4 coffee, compared to the $0 coffee at his hotel room, felt relatively too much to spend.


Expectations. Surrounded by the sights and sounds of money – cash registers, bright lights, dollar signs – George fancies himself a James Bond, 007, inevitable, suave victor over long casino odds and supervillains alike.


Self-Control. Gambling, of course, is a serious issue – an addiction, even – for many people. For our purposes, however, we can simply say that George, influenced by his stress and surroundings, the friendly staff and “easy” opportunities, has a hard time resisting the immediate temptations of gambling for the distant benefits of having $200 more when he retires.




All of these mistakes may seem like they’re unique to a casino, but in truth, the whole world is a lot more like a casino than we’d like to admit: In 2016, America even elected a casino owner as president, after all. Although we don’t all blow off steam by gambling, we do all face similar decision-making challenges in terms of mental accounting, free, the pain of paying, relativity, self-control and more. The mistakes George makes in the casino happen in many aspects of our daily lives. These mistakes are fundamentally rooted in our basic misunderstanding of the nature of money.


Although most of us probably believe we have a decent grasp of money as a topic, the surprising truth is, we really don’t understand what it is and what it does for us, and, more surprisingly, what it does to us.
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OPPORTUNITY KNOCKS


[image: image]


So, what exactly is money? What does it do for us and to us?


Those thoughts surely never crossed George’s mind at the casino, and rarely, if ever, do they cross our minds. But they are important questions to ask and a great place to start.


Money represents VALUE. Money itself has no value. It only represents the value of other things that we can get with it. It’s a messenger of worth.


That’s great! Money makes it easy to value goods and services, which makes it easy to exchange them. Unlike our ancestors, we don’t have to spend a lot of time bartering, plundering or pillaging to get basic necessities. That’s good, because few of us are handy with a crossbow or a catapult.


There are certain special features of money that make it extra useful:




[image: image]   It is general: We can exchange it with almost everything


[image: image]   It is divisible: It can be applied to almost any item of any size, no matter how large or small.


[image: image]   It is fungible: We don’t need a specific piece of currency, because it can be replaced by any other piece representing the same amount. Any $10 note is as good as any other $10 note, no matter where and how we get it.


[image: image]   It is storable: It can be used at any time, now or in the future. Money doesn’t age or rot, unlike cars, furniture, organic produce or college T-shirts.




In other words, any amount of any money can be used at any time to buy (almost) anything. This essential fact helped us humans – Homo irrationalis – to stop bartering with each other directly and, instead, use a symbol – money – to exchange goods and services with much greater efficiency. That, in turn, gives money its final and most important feature: It is a COMMON GOOD, which means it can be used by anyone and for (almost) anything.


When we consider all of these characteristics, it is easy to see that there would be no modern life as we know it without money. Money allows us to save, to try new things, to share and to specialize – to become teachers and artists, lawyers and farmers. Money frees us to use our time and effort to pursue all kinds of activities, to explore our talents and passions, to learn new things and to enjoy art and wine and music, which themselves would not exist to any great extent without money.


Money has changed the human condition as much as any other advance – as much as the printing press, the wheel, electricity or even reality television.


While it is important to recognize how important and useful money is, unfortunately some of money’s benefits are also the source of its curses. They create many of the difficulties that come with it. As the great philosopher Notorious B.I.G. said, “Mo’ Money Mo’ Problems.”


To consider the blessings and curses of money – that indeed there are two sides to every coin, pun intended – let’s think about the general nature of money. There is no question that the ability to exchange money with an almost infinite variety of things is a crucial and wonderful thing, but it also means that the complexity of making decisions about money is incredibly high.


Despite the popular expression, comparing apples to oranges is actually quite easy. If we’re standing next to a fruit plate with an orange and an apple, we know exactly which one we want at any particular moment. If money is involved, however, and we must decide if we’re willing to pay $1 or 50 cents for that apple, it is a harder decision. If the price of the apple is $1 but the orange costs 75 cents, the decision gets even more complex. Whenever money is added to any decision, it gets more complex!


OPPORTUNITY LOST


Why do these money decisions become more complicated? Because of OPPORTUNITY COSTS.


When we take the special features of money into account – that money is general, divisible, storable, fungible and, especially, that it is the common good – it becomes clear that we really can do almost anything with money. But just because we can do almost anything with it, that doesn’t mean we can do everything. We must make choices. We must make sacrifices; we must choose things not to do. That means, we absolutely must, consciously or not, consider opportunity costs every time we use money.


Opportunity costs are alternatives. They are the things that we give away, now or later, in order to do something. These are the opportunities that we sacrifice when we make a choice.


The way we should think about the opportunity cost of money is that when we spend money on one thing, it’s money that we cannot spend on something else, neither right now nor anytime later.


Imagine, once again, that we’re in front of that fruit plate, but now we’re in a world that has only two products – an apple and an orange. The opportunity cost of buying an apple is a forgone orange, and the opportunity cost of buying an orange is the forgone apple.


Similarly, the $4 our casino friend George might have spent at his local café could be bus fare, or part of lunch, or snacks at the Gamblers Anonymous meetings he’ll attend in a few years. He wouldn’t have been giving up $4; he would have given up opportunities that those dollars could have provided either now or in the future.


To get a better idea of both the importance of opportunity cost and why we fail to take it sufficiently into account, pretend you’re given $500 each Monday and that that is all the money you can spend that week. In the beginning of the week, you may not consider the consequences of your decisions. You don’t realize what you are giving up when you buy dinner and have a drink or buy that beautiful shirt you’ve had your eye on. But as the $500 dwindles and Friday rolls around, you find yourself with only $43 left. Then it becomes much clearer that opportunity costs exist and that what you spent early in the week is now affecting what you have left to spend. Your decision to pay for dinner, drinks and the snazzy shirt on Monday leaves you with a tough choice on Sunday – you can afford to either buy the newspaper or eat a bagel with cream cheese, but not both. On Monday, you had an opportunity cost to consider, but it wasn’t as clear to you. Now, on Sunday, when the opportunity cost is finally clear, it is too late (though, on the bright side, at least you probably look good reading the sports section on an empty stomach).


So, opportunity costs are what we should think about as we make financial decisions. We should consider the alternatives we are giving up by choosing to spend money now. But we don’t think about opportunity costs enough, or even at all. That’s our biggest money mistake and the reason we make many other mistakes. It is the shaky foundation upon which our financial houses are built.




A BIGGER PICTURE


Opportunity costs are not restricted to the realm of personal finance. They have global ramifications, as President Dwight Eisenhower noted in a 1953 speech about the arms race:




Every gun that is made, every warship launched, every rocket fired signifies, in the final sense, a theft from those who hunger and are not fed, those who are cold and are not clothed. This world in arms is not spending money alone. It is spending the sweat of its labourers, the genius of its scientists, the hopes of its children. The cost of one modern heavy bomber is this: a modern brick school in more than thirty cities. It is two electric power plants, each serving a town of sixty thousand population. It is two fine, fully equipped hospitals. It is some fifty miles of concrete pavement. We pay for a single fighter plane with a half million bushels of wheat. We pay for a single destroyer with new homes that could have housed more than eight thousand people.




Thankfully, most of our personal dealings with opportunity costs lie closer to the price of an apple than the cost of war.




A few years ago, Dan and a research assistant went to a Toyota dealership and asked people what they would give up if they purchased a new car. Almost no one had an answer. None of the shoppers had spent any significant time considering that the thousands of dollars they were about to spend on a car could be spent on other things. So, Dan tried to push a little bit further with the next question, and asked what specific products and services they wouldn’t be able to get if they went ahead and bought that Toyota. Most people answered that if they bought a Toyota, they wouldn’t be able to buy a Honda, or some other simple substitution. Few people answered that they wouldn’t be able to go to Spain that summer and Hawaii the year after, or that they wouldn’t go out to a nice restaurant twice a month for the next few years, or that they would be paying their student loans for five more years. They were seemingly unable or unwilling to think of the money they were about to spend as their potential ability to buy a sequence of experiences and goods over time in the future. This is because money is so abstract and general that we have a hard time imagining opportunity costs or taking them into account. Basically, nothing specific comes to mind when we spend money except the thing we’re contemplating buying.


Our inability to consider opportunity costs, as well as our general resistance to considering them, is not limited to car shopping. We almost always fail to fully appreciate alternatives. And, unfortunately, when we fail to consider these opportunity costs, the odds are that our decisions are not going to be in our best interests.


Consider the experience of buying a stereo system, as conveyed by Shane Frederick, Nathan Novemsky, Jing Wang, Ravi Dhar, and Stephen Nowlis in an aptly named paper, “Opportunity Cost Neglect.” In their experiment, one group of participants was asked to decide between a $1,000 Pioneer and a $700 Sony. A second group was asked to pick between the $1,000 Pioneer and a package deal where for $1,000 they could get the Sony plus $300 to be spent only on CDs.


In reality both groups were choosing between different ways of spending that $1,000. The first group chose between spending all of it on a Pioneer or spending $700 on a Sony and $300 on other things. The second group chose between spending all of it on a Pioneer or spending $700 on a Sony and $300 on music. The results showed that the Sony stereo was a much more popular choice when it was accompanied by $300 of CDs than when it was sold without them. Why is this odd? Well, strictly speaking, an unconstrained $300 is worth more than $300 that must be spent on CDs because we can buy anything with the unconstrained money – including CDs. But when the $300 was framed as being dedicated to CDs, the participants found it more appealing. That’s because $300 worth of CDs is much more concrete and defined than just $300 of “anything.” In the $300-for-CD case we know what we’re getting. It is tangible and easy to evaluate. When the $300 is abstract and general, we don’t conjure up the specific images of how we’re going to spend it, and the emotional, motivational forces on us are less powerful. This is just one more example of how when we represent money in a general way, we end up undervaluing it compared to when we have a specific representation of that money.1


Yes, CDs are the example here, which nowadays is like thinking about the gas efficiency of a stegosaurus, but the point remains: People are somewhat surprised when we simply remind them that there are alternative ways to spend money, whether it’s on a holiday or on a pile of CDs. That surprise suggests that people don’t tend to naturally consider alternatives, and without considering alternatives, we can’t possibly take opportunity costs into account.


This tendency for neglecting opportunity costs shows us the basic flaw in our thinking. It turns out that the wonderful thing about money – that we can exchange it for so many different things now and in the future – is also the biggest reason that our behaviour around money is so problematic. While we should be thinking about spending in terms of opportunity cost – that spending money now on one thing is a tradeoff for spending it on something else – thinking this way is too abstract. It’s too hard. So we simply don’t do it.


To make matters worse, modern life has given us endless financial instruments, such as credit cards, mortgages, car payments and student loans, which further – and often purposefully – obscure our ability to understand the future effects of spending money.


When we cannot, or will not, think about money decisions the way we should, we fall back on all kinds of mental shortcuts. Many of these strategies help us deal with the complexity of money, though they don’t necessarily help us do so in the most desirable or logical ways. And they often lead us to value things incorrectly.
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A VALUE PROPOSITION






[image: image]








Jeff’s young son recently asked him for a story while they were on a plane. The children’s books were in the checked bags – even though his wife had explicitly said to put them in the carry-on! So Jeff made up the following derivative of Dr. Seuss’s There’s a Wocket in My Pocket!




How much would you pay for a dribble? A zabble? A gnabble? A quibble?


What about zork? A nork? An imported Albanian three-toed blork?




While it may seem like Jeff was just torturing nearby passengers (not to mention his kid), how different are those questions from those we face in real life?


How do we know what we’d pay for a “Coca-Cola,” or a month of “Netflix,” or an “iPhone”? What are these words? What are these things? How do we value items that, to a visitor from another planet, would seem as nonsensical as a Zamp behind a Lamp or a Yottle in a Bottle? If we had no idea what something was, what the price was or what other people had actually paid for it, how would we know what to pay for these things?


What about art? How is a Jackson Pollock painting any different from an imported Albanian three-toed blork? It’s just as unique and unusual . . . and probably just as practical. Yet art somehow has a price. In 2015, a buyer spent $179 million on what the New Yorker called “a so-so Picasso, from his just-O.K. later period.”1 Another guy took people’s Instagram pictures – posted online and viewable for free – blew them up, and sold them for $90,000.2 There was even a photograph of a potato that sold for 1 million euros. Who sets these prices? How are these values determined? Would anyone like to buy a picture of some potatoes we just took with our phone?


We’ve all undoubtedly heard a lot about “value.” Value reflects the worth of something, what we might be willing to pay for a product or service. In essence, value should mirror opportunity cost. It should accurately reflect what we’re willing to give up in order to acquire an item or experience. And we should spend our money according to the actual value of different options.


In an ideal world, we’d accurately assess the value of every purchase. “What is this worth to me? What am I willing to give up for it? What is the opportunity cost here? That is what I will pay for it.” But, as fitness magazines remind us, we don’t live in an ideal world: We don’t have six-pack abs and we don’t accurately assess value.


Here are just a few of the historical ways in which humans have valued things incorrectly:




[image: image]   The Native Americans sold Manhattan for some beads and guilders. How could they have known how to value something – property – that they had never heard of, and for which they had no context?


[image: image]   The cost to rent an apartment in some major cities can climb to more than $4,000 per month, and we don’t seem to blink. The price of petrol rises 15 cents, and it can swing a national election.


[image: image]   We pay $4 for a coffee at a “café” when the same basic drink is available for $1 in a corner shop next door.


[image: image]   Start-up tech companies with no revenue are regularly valued to be worth hundreds of millions, even billions, of dollars, and we act surprised when they don’t live up to these expectations.


[image: image]   Some people go on a $10,000 holiday but spend twenty minutes each day looking for free parking.


[image: image]   We comparison shop for smartphones. We think we have an idea of what we’re doing, and at the end, we feel we have made the right choice.


[image: image]   King Richard III was willing to sell his kingdom, his entire kingdom, for a horse. His kingdom for a horse!




We have always assessed value in ways that are not necessarily connected to value at all.


If we were perfectly rational creatures, a book about money would be about the value we place on products and services because, rationally, money equals opportunity costs equals value. But we are not rational, as noted in Dan’s other books (Predictably Irrational, The Upside of Irrationality, Hey Guys! We Are Sooooo Not Rational!*). Rather, we use all kinds of quirky mental tricks to figure out how much we value things – that is, how much we are willing to pay. Thus, this book is about the odd, wild and, yes, completely irrational ways we approach spending decisions and about the forces that cause us to overvalue some things and undervalue others.


We think of these forces, these tricks and shortcuts, as “value cues.” They are cues that we believe are associated with the real value of a product or service but often are not. Sure, some value cues are fairly accurate. But many are irrelevant and misleading and others are intentionally manipulative. And yet, we allow these cues to change our perception of value.


Why? It’s not because we like making mistakes or inflicting pain on ourselves (although there are places where we can pay for that, too). We follow these cues because it is so hard to consider opportunity costs and assess real value. Moreover, it becomes ever harder to figure out how much we are willing to pay for something when the financial world is trying to confuse and distract us.


This dynamic is key: We are, of course, constantly fighting the complex nature of money and our own failure to consider opportunity costs. Worse, we are also constantly fighting external forces trying to get us to spend more, more frequently, and more freely. There are numerous forces that want us to incorrectly assess true value, because it profits them when we spend irrationally. Given all the challenges we face, it’s a wonder we’re not all wandering around billion-dollar studio flats drinking Yottle in a Bottle from a thousand-dollar Blork.




[image: image]


PART II


HOW WE ASSESS VALUE IN WAYS THAT HAVE LITTLE TO DO WITH VALUE
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WE FORGET THAT EVERYTHING IS RELATIVE
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Susan Thompkins is somebody’s Aunt Susan, and everyone has a version of someone like Aunt Susan. Aunt Susan is a genuinely happy and loving woman, who also buys gifts for her nephews and nieces whenever she shops for herself and her kids. Aunt Susan loves shopping at JCPenney. She’s been shopping there since she was a child, going with her parents and grandparents, helping them spot bargains. There were always so many great deals to be found. It was a fun game, running around, looking for the highest number next to the per cent symbol, proud of spotting the secret stash.


In recent years, Aunt Susan would drag along her brother’s kids, showing them ugly sweaters and mismatched outfits that they just “couldn’t pass up because they’re such great deals!” While the kids didn’t love it, she did. Getting the great bargains at JCPenney was still a big thrill for Aunt Susan.


Then, one day, Ron Johnson, JCPenney’s new CEO, got rid of all of the deals. He instituted what he called “fair and square” pricing across the board. No more sales, bargains, coupons or discounts.


Suddenly Susan was sad. Then she was angry. Then she stopped going to JCPenney entirely. She even formed an online group with her friends called “I hate Ron Johnson.” She wasn’t alone. Many customers left JCPenney. It was a bad time for the company. It was a bad time for Susan. It was a bad time for Ron Johnson. It was a bad time for the ugly sweaters, too: They couldn’t buy themselves. The only ones having a good time? Susan’s nephews.


A year later, Aunt Susan heard discounts had returned to JCPenney. Cautiously, with her guard up, she returned. She hunted through a rack of trouser suits, examined some scarves and checked out a paperweight display. And she looked at the prices. “20% off.” “Marked down.” “For sale.” She bought just a couple of things that first day, but since then, she’s returned to her old JCPenney self. She’s happy again. And that means more shopping trips, ugly sweaters and awkward thank-yous from her loved ones. Hooray.


A JCPENNEY FOR YOUR THOUGHTS


In 2012, Ron Johnson, the new CEO of JCPenney, did scrap Penney’s traditional, and yes, slightly deceptive practice of marking products up and then marking them back down. In the decades before Johnson’s arrival, JCPenney always offered customers like Aunt Susan coupons, deals and in-store discounts. These reduced Penney’s “regular prices,” which were artificially inflated, to appear to be “bargain deals,” but in fact, after the discounts, their prices were in line with prices everywhere else. In order to get to the final, retail price of an item, customers and the store would perform this Kabuki theatre of raising prices at first and then lowering them in all kinds of creative ways, with different signs and percentages and sales and discounts. And they played this game over and over again.


Then Ron Johnson made the store’s prices “fair and square.” No more coupon cutting, bargain hunting and sale gimmicks. Just the real price, roughly equal to those of its rivals and roughly equal to their previous “final” prices – after raising and discounting them. Johnson believed his new practice was clearer, more respectful and less manipulative for his customers (and he was right, of course).


Except that loyal customers like Aunt Susan hated it. They detested “fair and square.” They abandoned the chain, grumbling about feeling cheated, being misled and betrayed by the real and true cost, and not liking the honest, fair-and-square pricing. Within a year, JCPenney lost an amazing $985 million and Johnson was out of a job.


Almost immediately after his firing, the list price of most items at JCPenney rose by 60 per cent or more. One side table that cost $150 rose to an “everyday price” of $245.1 Not only were the regular prices higher, but there were more discount options: Instead of just a single dollar amount, the store offered “sale,” “original,” and “appraised at” prices. Of course, when we factor in the discounts available – by sale, or coupon, or special deal – the prices pretty much stayed the same. They just didn’t look that way. Now it looked like JCPenney was once again offering really great deals.


Ron Johnson’s JCPenney offered products at more honest prices and was rejected in favour of sales gimmicks. Aunt Susan still hates him. Think about that: JCPenney’s customers voted with their wallets and they elected to be manipulated. They wanted deals, bargains and sales, even if it meant bringing back inflated regular prices – which is exactly what JCPenney eventually did.


JCPenney – and Ron Johnson – paid a high price for failing to understand the psychology of pricing.* But the company ultimately learned that it could build a business based upon our inability to assess value rationally. Or, as H. L. Mencken once said, “No one ever went broke underestimating the intelligence of the American public.”


WHAT’S GOING ON HERE?


The story of Aunt Susan and JCPenney shows some of the many effects of RELATIVITY, one of the most powerful forces that make us assess value in ways that have little to do with actual value. At JCPenney, Aunt Susan assessed value based upon relative value, but relative to what? Relative to the original posted price. JCPenney helped her make the comparison by posting the discount as a percentage and adding notes like “sale” and “special” to help focus her attention on the amazing relative price they offered.


Which would you buy? A dress shirt priced at $60 or the very same dress shirt, priced at $100, but “On Sale! 40% off! Only $60!”?


It shouldn’t matter, right? A $60 shirt is a $60 shirt, no matter what language and graphics are on the price tag. Yes, but since relativity works on us at a very deep level, we don’t see these two in the same way, and if we were a regular like Aunt Susan, we would buy the on-sale shirt every time – and be outraged by the mere presence of the straight-up $60 one.


Is this behaviour logical? No. Does it make sense once you understand relativity? Yes. Does it happen frequently? Yes. Did it cost an executive his job? Absolutely.


We often cannot measure the value of goods and services on their own. In a vacuum, how could we figure the cost of a house or a sandwich, medical care or an Albanian three-toed blork? The difficulty of figuring out how to value things correctly makes us seek alternative ways to measure value. That’s where relativity comes in.


When it is hard to measure directly the value of something, we compare it to other things, like a competing product or other versions of the same product. When we compare items, we create relative values. That doesn’t seem too problematic, right?


The problem isn’t with the concept of relativity itself, but with the way we apply it. If we compared everything to all other things, we would consider our opportunity costs and all would be well. But we don’t. We compare the item to only one other (sometimes two). This is when relativity can fool us.


Sixty dollars is relatively cheap compared to $100, but remember opportunity costs? We should be comparing $60 to $0, or to all of the other things we could buy with $60. But we don’t. Not when, like Aunt Susan, we use relative value to compare the current price of an item to the amount it used to cost before the sale (or was said to cost) as a way to determine its value. This is how relativity confounds us.


JCPenney’s sale prices offered an important value cue to customers. Not just an important cue, but often the only cue. The sale price – and the savings JCPenney touted – provided customers context for how good a deal each purchase was.


JCPenney’s sale signs provided customers with context, and without context, how could we determine the value of a shirt? How could we know whether it’s worth $60 or not? We can’t. But compared to a $100 shirt, a $60 one sure seems like a great value, doesn’t it? Why, it’s almost like getting $40 for free! Let’s all buy one so our nephews can be mocked at school!


By eliminating the sales and “savings,” JCPenney removed an element that helped their customers feel that their decisions were the right ones. Just looking at a sale price next to a “regular” price gave them some indication that they were making a smart decision. But they weren’t.


RELATIVELY SPEAKING


Let’s step away from our wallets for a second and consider the principle of relativity more generally.


One of our favourite optical illusions is this image of black and grey circles:






[image: image]










It’s pretty obvious that the black circle on the right is smaller than the one on the left, right? The thing is, it’s not. Both black circles are exactly, and almost unbelievably, the same size. Go ahead, disbelievers: Cover up the grey circles and compare. We’ll wait.


The reason this illusion fools us is that we don’t compare the two black circles directly to each other, but rather to their immediate surroundings. In this case, that’s the grey circles. The black on the left is large compared to its grey circles and the black on the right is small compared to its circles. Once we’ve framed their sizes this way, the comparison between the two black circles is between their relative, rather than absolute, size. That’s visual relativity.




And because we love visual illusions so much, here is another one of our favourites, the Adelson checker illusion. It involves a basic chess board with a cylinder on one side casting a shadow over the squares. (In keeping with the theme of this chapter, our version uses an ugly sweater instead of a cylinder.) Two squares are labelled. Square A lies outside the shadow, while B is inside. When we compare them, it’s quite clear that A is much darker, right? The thing is, it’s not. A and B are exactly, and almost unbelievably, the same shade. Go ahead, disbelievers: Use something to cover all the other squares. Now compare A and B. We’ll wait.
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Relativity works as a general mechanism for the mind, in many ways and across many different areas of life. For example, Brian Wansink, author of Mindless Eating,2 showed that relativity can also affect our waistlines. We decide how much to eat not simply as a function of how much food we actually consume, but by a comparison to its alternatives. Say we have to choose between three burgers on a menu, at 8, 10, and 12 ounces. We are likely to pick the 10-ounce burger and be perfectly satisfied at the end of the meal. But if our options are instead 10, 12, and 14 ounces, we are likely again to choose the middle one, and again feel equally happy and satisfied with the 12-ounce burger at the end of the meal, even though we ate more, which we did not need in order to get our daily nourishment or in order to feel full.


People also compare food to other objects in their environments. For instance, people compare the amount of food to the size of the plate. In one of Brian’s experiments, he connected soup bowls to the table, asking people to eat soup until they had had enough. Some people simply ate soup until they did not want anymore. But one group of participants were unknowingly eating from bowls that had tiny hoses connected to the bottom. As they ate, Brian was slowly pushing a bit of soup into their bowls at an imperceptible rate. Every spoon of soup out, a bit of soup went in. In the end, those who got the endless soup bowls ate much more soup than those with normal, non-replenishing bowls. And when he stopped them after they ate a lot of soup (and he had to stop them), they said that they were still hungry. The endless-soup-bowl recipients didn’t get their cues for satisfaction from how much soup they’d consumed or how hungry they felt. Rather, they judged their satisfaction by the level of reduction they saw relative to the bowl. (Speaking of relatives, were we to conduct a similar experiment around family gatherings, many of us might keep eating just so we didn’t have to talk to our cousins, uncles, aunts, parents and grandparents. But that’s a different kind of relativity.)


This kind of comparison isn’t confined to objects in the same basic category, like soup or hamburgers, either. When Italian diamond dealer Salvador Assael first attempted to sell the now-popular Tahitian black pearls, not a single buyer bit. Assael did not give up, nor did he merely throw some black pearls in with shipments of white ones, hoping they might catch on. Instead, he convinced his friend, jeweller Harry Winston, to feature the black pearls in his Fifth Avenue store window surrounded by diamonds and other precious stones. In no time, the pearls were a hit. Their price skyrocketed. A year earlier, they were worth nothing – probably less than the oysters they came from. Suddenly, however, the world believed that if a black pearl is deemed classy enough to be exhibited next to an elegant sapphire pendant, it must be worth a lot.


These examples show that relativity is a basic computation of the human mind. If it affects our understanding of value of concrete things like food and luxury jewellery, it also probably informs the way we think about what to do with our money in very powerful ways.


RELATIVELY COMMON FINANCIAL RELATIVES


Besides Aunt Susan’s bargain obsession, let’s think about a few of the many ways in which we might let relative value obscure real value.




[image: image]   At a car dealership, we get offered add-on options like leather seats and sunroofs, tyre insurance, silver-lined ashtrays, and the useless pitch of the stereotypical car salesmen: undercoating. Car dealers – perhaps the most devious group of amateur psychologists this side of mattress salesmen – know that when we’re spending $25,000, additional purchases, like a $200 CD changer, seem cheap, even inconsequential, in comparison. Would we ever buy a $200 CD changer? Does anyone even listen to CDs anymore? No and no. But at just 0.8 per cent of the total purchase price, we hardly shrug. Those hardly-shrugs can add up quickly.


[image: image]   When holidaying at a posh resort, we often don’t get upset when we’re charged $4 for a soft drink, even though it costs $1 elsewhere. In part, this is because we’re lazy and like to lounge around like beached royalty. But it’s also because, compared to the thousands of dollars we’re spending on the rest of our tropical getaway, $4 seems like relatively small change.


[image: image]   Supermarket checkout queues dare us to resist trashy tabloids and sugary sweets, using the same approach. Compared to $200 for a week of food, $2 for a box of Tic Tacs or $6 for a magazine of Kardashians seems to be no big deal.


[image: image]   Don’t forget the wine! Fine vino in restaurants costs a lot more than it does in a wine shop. It’s logical to pay more for the convenience of wine with dinner – we don’t want to take a bite, then have to run to our car to swig from our corner-shop Beaujolais – but it’s also a tribute to relative versus absolute value. We might not pay $80 for a mid-level bottle of wine when we’re also buying nachos and processed cheese, but if we’re dining at the exclusive French Laundry, paying several hundred dollars for the food, $80 doesn’t seem like that much more for a drink. If you do manage to get a reservation at the famous California restaurant, however, it would be best to invite the authors of this book to join the dinner, just to confirm this hypothesis.
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