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				IN THIS REVISED AND UPDATED EDITION of Steven Landsburg’s hugely popular book, he applies economic theory to today’s most pressing concerns, answering a diverse range of daring questions, such as:

				    Why are seat belts deadly? • Why do celebrity endorsements sell products? • 
				        Why are failed executives paid so much? • Who should bear the cost of oil spills? • 
				        Do government deficits matter? • How is workplace safety bad for workers? • 
				        What’s wrong with the local foods movement? • Which rich people can’t be taxed? • 
				        Why is rising unemployment sometimes good? • 
Why do women pay more at the dry cleaner? • Why is life full of disappointments?

Whether these are nagging questions you’ve always had, or ones you never even thought to ask, this new edition of The Armchair Economist turns the eternal ideas of economic theory into concrete answers that you can use to navigate the challenges of contemporary life.


		

	
		
				
PRAISE FOR THE ARMCHAIR ECONOMIST


“A wonderful little book. . . . Landsburg presents fascinating concepts in a form easily accessible to noneconomists.”
—Erik M. Jensen, Cleveland Plain Dealer




“Enormous fun from its opening page. . . . Landsburg has done something extra-ordinary: He has expounded basic economic principles with wit and verve.”
—Dan Seligman, Fortune




“An ingenious and highly original presentation of some central principles of economics for the proverbial Everyman. Its breezy tone conceals the subtlety of the analysis. Guaranteed to puncture some illusions and to make you think.”
—Milton Friedman
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				STEVEN E. LANDSBURG is a professor of economics at the University of Rochester. He is the author of Fair Play, More Sex Is Safer Sex, The Big Questions, two textbooks on economics, a textbook on general relativity and cosmology, and more than thirty journal articles on mathematics, economics, and philosophy. For more than ten years he wrote the monthly Everyday Economics column in Slate magazine. He has written regularly for Forbes and occasionally for the New York Times, the Wall Street Journal, and the Washington Post. He blogs at www.TheBigQuestions.com.
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				PREFACE TO THE SECOND EDITION

				One day in 1991, I walked into a medium-size bookstore and counted over 80 titles on quantum physics and the history of the universe. A few shelves over I found Richard Dawkins’s bestseller The Selfish Gene, along with dozens of others explaining Darwinian evolution and the genetic code.

				In the best of these books, I discovered natural wonders, confronted mysteries, learned new ways of thinking, and felt I had shared in a great intellectual adventure founded on ideas that are dazzling in their scope and their simplicity.

				Economics too is a great intellectual adventure, but in 1991 I could find not a single book that proposed to share that adventure with the general public. There was nothing that revealed the economist’s unique way of thinking, using a few simple ideas to illuminate the whole range of human behavior, shake up our preconceptions, and jolt us into new ways of seeing the world.

				I resolved to write that book. The Armchair Economist was published in 1993 and attracted a large and devoted following. In the intervening 20 years, it has earned much high praise. But what I take most pride in is that The Armchair Economist is still widely recognized among economists as the book to give your mother when she wants to understand what you do all day.

				A lot has changed in that 20 years. Today no bookstore patron could complain about a paucity of titles in the popular economics section. Some of the new titles are quite good. Several, I daresay, were inspired by Armchair. The most well-known of the recent titles is Levitt and Dubner’s Freakonomics, which I think is a rollicking good read (and I said so when I reviewed it for the Wall Street Journal ). But for all its merits, Freakonomics is more a collection of wonderful and enlightening anecdotes than a guide to understanding economics. Freakonomics is out to dazzle you with facts; The Armchair Economist is out to dazzle you with logic.

				Logic matters. It leads us from simple ideas to surprising conclusions. A simple idea is that people respond to incentives. A surprising conclusion is that when drivers are protected by air bags, they drive more recklessly and have more accidents. A simple idea is that when the price of something goes down, suppliers provide less of it. A surprising conclusion is that recycling programs, which reduce the price of timber, ensure that fewer trees are planted and forests shrink. A simple idea is that monopolists charge whatever price the market will bear for their output. A surprising conclusion is that when oil supplies are interrupted, steep price hikes are evidence of competition, not monopoly; a monopoly oil company wouldn’t wait for a supply interruption to raise the price.

				Evidence matters too, but logic can be powerful all on its own. Take, for example, the argument about recycling and the size of forests. If I wrote that the reason we have large cattle herds in this country is that people eat a lot of meat, few readers would demand detailed numerical evidence to support that conclusion. The idea itself is too powerful and too compelling. It’s instructive, then, to realize that the same powerful and compelling idea tells us that one reason we have large cultivated forests is that people use a lot of paper. Of course, ideas can always be misleading—but then so can numbers. Still, we advance by learning new ways to think, even if those ways are not infallible.

				Much else has changed since 1991. When I wrote The Armchair Economist, I envisioned a “computer game of life,” where nobody ever tells you whether you won or lost. You live and you die, and if you play well you collect rewards. If you decide it’s not worth the trouble to play well, that’s fine too. Today that game exists, and over 20 million people have played it. It’s called Second Life. In 1991, when I wanted an example of a crazy entrepreneurial wild goose chase, I invented a story about a CEO who wanted to build a computer you could carry in your pocket. Perhaps you’re now reading these words on that computer.

				There’s also much that hasn’t changed. The basic principles of economics continue to surprise, delight, and edify, and they’re much the same as they were in 1991, though there are always new applications.

				In updating The Armchair Economist for the 21st century, I’ve culled the Internet, the media, and my own experience of life for good contemporary applications of the eternal ideas of economic theory. As a result, some chapters—those where the examples were starting to seem a little musty—have been almost entirely rewritten. Others have been updated to put more emphasis on today’s concerns. I’ve excised all references to cassette tapes, Polaroid film, and Walter Mondale.

				This edition has also benefited enormously from the critical eye of Lisa Talpey, who read multiple drafts of every chapter and wouldn’t let me stop revising until I’d met her extremely high standards for clarity. Until Lisa got her hands on this manuscript, I’d had no idea how much room there was for improvement.

				One other thing has changed since 1991: The world has become a more ideological place. Nowadays it’s almost impossible to explain a noncontroversial bit of economic reasoning without being suspected of some ulterior ideological agenda. So let me be up-front about this: I do have opinions. Speaking very broadly, I tend to be optimistic about the power of markets to do good, and skeptical of the power of governments to do better. And I am sure there’s an occasional passage in this book where I’ve failed to restrain myself from betraying those prejudices. But this book is not a work of ideology. It is, with rare exceptions, about the basic principles that guide the work of almost all economists, regardless of where they lie on the political spectrum. There is some disagreement among economists about which of these ideas are most important, but very little disagreement that they are basically correct. Economists from the far left to the far right have praised The Armchair Economist for its accurate portrayal of the ideas we all have in common, and in this new edition I’ve aimed to continue deserving that praise.

			

		

	
		
			
				INTRODUCTION

				Shortly after I arrived at the University of Chicago to begin my graduate studies, the Wall Street Journal published a list of “ways to stump an economist.” It was written by a man named John Tracy McGrath, who raised a series of embarrassingly simple questions about everyday life that he thought economists would be unable to answer: Why does a pack of cigarettes bought from a cigarette machine cost more than a pack of cigarettes bought from the man at the candy store? Why can’t racetracks make change in less than 20-cent increments? Why does orange soda cost four times as much as gasoline?

				That night over dinner, my friends and I—first-year graduate students all—had quite a laugh at McGrath’s expense. With just a little knowledge of economics, all of his questions seemed easy.

				Today, with over 30 years of additional knowledge, I think that all of McGrath’s questions are both fascinating and difficult. In my recollection, the answers that came so easily over dinner consisted of nothing more than refusals to take the questions seriously. I believe that we dismissed most of them with the phrase “supply and demand,” as if that meant something. Whatever we thought it meant, we were sure that it was what economics was about.

				Here is what I now think economics is about. First, it is about observing the world with genuine curiosity and admitting that it is full of mysteries. Second, it is about trying to solve those mysteries in ways that are consistent with the general proposition that human behavior is usually designed to serve a purpose. Sometimes the mysteries themselves—like McGrath’s—are hard to solve, so we practice by trying to solve similar mysteries in fictional worlds that we invent and call models. If the goal is to understand why orange soda costs more than gasoline, we might begin by thinking about a world where the only things that anybody ever buys are orange soda and gasoline. If the goal is to understand why particular constituencies want to outlaw silicone breast implants, we might begin by thinking about a world where men choose their marriage partners exclusively on the basis of breast size.

				We think about models not because they are realistic, but because thinking about models is a good warm-up exercise for thinking about the world we live in. The goal, always, is to understand our own world. The first step toward understanding—and the step that we had not yet taken when we started graduate school—is to admit that the world is not always easy to understand.

				This book is a compendium of essays about how economists think. It is about the things that we find mysterious, why we find them mysterious, and how we try to understand them. It describes some mysteries that I think are solved and others that I think are not. There are a lot of good reasons to learn about economics, but the reason I have tried to stress in this book is that economics is a tool for solving mysteries, and solving mysteries is fun.

				For most of my adult life, I have had the splendid privilege of eating lunch every day with an extraordinary group of economic detectives who never fail to inspire me with their incisiveness, their whimsy, and their capacity for wonder. Almost daily someone arrives at lunch with a new mystery to solve, a dozen brilliant and original solutions are proposed, and a dozen devastating objections are raised and occasionally overcome. We do it for sheer joy.

				This book is largely a chronicle of what I have learned at lunch. I am sure that some of the ideas are original with me, but I am no longer sure which ones. Many others I learned from Mark Bils, John Boyd, Marvin Goodfriend, Bruce Hansen, Hanan Jacoby, Jim Kahn, Ken McLaughlin, Alan Stockman, and the others who have come and gone over the years. With profound thanks for taking me along on their roller-coaster ride, this book is dedicated to the lunch group.

				A NOTE ON THE CHAPTERS

				These chapters give a sampling of how economists see the world. For the most part, they can be read in any order. Some chapters refer to ideas from earlier chapters, but these references are never essential to the flow of things.

				The ideas expressed in this book are intended to give a fair representation of how mainstream economists think. Of course, there is room for disagreement over specifics, and any particular economist would surely want to dissent from some of the things that I say. But I believe that most economists who read this book will agree that it accurately reflects their general viewpoint.

				

				Attentive readers will observe that this book applies economic reasoning to a vast array of human (and sometimes nonhuman) behavior. They will note also that when a question arises regarding the range of applicability of an economic principle, the author always prefers to risk error in the direction of being overly inclusive. I believe that the laws of economics are universal; they are blind to race and blind to gender. I am therefore confident that no attentive reader will mistake my occasional use of the generic pronouns “he,” “him,” and “his” for the exclusively masculine pronouns with the same spellings and pronunciations.
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				What Life Is All About

			

		

	
		
			
				CHAPTER 1

				THE POWER OF INCENTIVES

				How Seat Belts Kill

				Most of economics can be summarized in four words: “People respond to incentives.” The rest is commentary.

				“People respond to incentives” sounds innocuous enough, and almost everyone will admit its validity as a general principle. What distinguishes the economist is his insistence on taking the principle seriously at all times.

				I am old enough to remember the late 1970s and waiting half an hour to buy a tank of gasoline at a federally controlled price. Virtually all economists agreed that if the price were allowed to rise freely, people would buy less gasoline. Many noneconomists believed otherwise. The economists were right: When price controls were lifted, the lines disappeared.

				Perhaps each generation has to learn this lesson anew. When gas prices spiked in the summer of 2008, journalists predicted that petroleum-addicted Americans would pay any price necessary to maintain their old habits. Economists were certain that gas consumption would fall. Once again the economists were right. By August 2008, gas consumption had fallen by about 8.5 percent, which (not coincidentally) was just about exactly the consensus forecast among economists.

				The economist’s faith in the power of incentives serves him well, and he trusts it as a guide in unfamiliar territory. Back when seat belts (or air bags or antilock brakes) were first introduced, any economist could have predicted one of the consequences: The number of car accidents increased. That’s because the threat of being killed in an accident is a powerful incentive to drive carefully. But a driver with a seat belt or an air bag faces less of a threat. Because people respond to incentives, drivers are less careful. The result is more accidents.

				The governing principle is precisely the same one that predicts behavior at the gas pump. When the price of gasoline is low, people choose to buy more gasoline. When the price of accidents (e.g., the probability of being killed or the expected medical bill) is low, people choose to have more accidents.

				You might object that accidents, unlike gasoline, are not in any sense a “good” that people would ever choose to purchase. But speed and recklessness are goods in the sense that people seem to want them. Choosing to drive faster or more recklessly is tantamount to choosing more accidents, at least in a probabilistic sense.

				An interesting question remains: How big is the effect in question? How many additional accidents are caused by seat belts, air bags, and other safety equipment? Here is a striking way to frame the question: Seat belts tend to reduce the number of driver deaths by making it easier to survive an accident. At the same time, seat belts tend to increase the number of driver deaths by encouraging reckless behavior. Which effect is the greater? Is the net effect to decrease or to increase the number of driver deaths?

				This question can’t be answered by pure logic. One must look at actual numbers. The first person to do that was Sam Peltzman of the University of Chicago. He found that the two effects are of approximately equal size and therefore cancel each other out. When seat belts were first introduced (along with padded dashboards and collapsible steering columns) there were more accidents and fewer driver deaths per accident, but the total number of driver deaths remained essentially unchanged. Pedestrian deaths, however, appear to have increased—pedestrians, after all, are not equipped with padded dashboards. Subsequent studies have found comparable results for air bags and antilock brakes.

				I have discovered that when I tell noneconomists about Peltzman’s results, they find it almost impossible to believe that people would drive less carefully simply because their cars are safer. Economists, who have learned to respect the principle that people respond to incentives, do not have this problem.

				If you find it hard to believe that people drive less carefully when their cars are safer, consider the proposition that people drive more carefully when their cars are more dangerous. This is, of course, just another way of saying the same thing, but somehow people find it easier to believe. If I took the seat belts out of your car, wouldn’t you be more cautious when driving? What if I took the doors off?

				Carrying this logic to its extreme, we could probably cut the accident rate dramatically by requiring each new car to have a spear mounted on the steering wheel, pointing directly at the driver’s heart. I predict there would be a lot less tailgating.

				At the other extreme, NASCAR drivers have cars so safe that they can generally crash into concrete walls at high speeds and walk away with no injuries. How do they respond to all that safety? In the words of the economists Russell Sobel and Todd Nesbit, “They race them at 200 miles per hour around tiny oval racetracks only inches away from other automobiles—and have lots of wrecks.” And when the cars get safer, they have even more wrecks. NASCAR introduces hundreds of safety-related rule changes every year, which has allowed Sobel, Nesbit, and others to test and confirm this prediction.

				One of the most dramatic rule changes followed the tragic crash that killed Dale Earnhardt Sr. at the Daytona 500 in 2001. Drivers are now required to wear a head and neck restraining system, or HANS device, which affords considerable protection in the event of a crash. According to the economists Adam Pope and Robert Tollison, the HANS device has increased the frequency of crashes by roughly 2 percent. Driver deaths and injuries are down, but pit crew injuries are up.

				It is in no sense foolhardy to take more risks when you have a seat belt. Driving recklessly has its costs, but it has its benefits too. You get where you are going faster, and you can often have a lot more fun along the way. “Recklessness” takes many forms: It can mean passing in dangerous situations, but it can also mean letting your mind wander or fiddling with your iPod. Any of these activities might make your trip more pleasant, and any of them might be well worth a slight increase in accident risk. So it would be a mistake to conclude that seat belts are counterproductive. They’re definitely good for drivers, just not necessarily in the way you might expect.

				Occasionally people are tempted to respond that nothing—or at least none of the things I’ve listed—is worth any risk of death. Economists find this objection particularly frustrating, because neither those who raise it nor anybody else actually believes it. All people risk death every day for relatively trivial rewards. Driving to Starbucks for a Mocha Frappuccino involves a clear risk that could be avoided by staying home, but people still drive to Starbucks. We need not ask whether small pleasures are worth any risk; the answer is obviously yes. The right question is how much risk those small pleasures are worth. It is perfectly rational to say, “I am willing to fiddle with my iPod while driving if it leads to a one-in-a-million chance of death, but not if it leads to a one-in-a-thousand chance of death.” That is why more people fiddle with their iPods at 25 miles per hour than at 70.

				Peltzman’s observations reveal that driving behavior is remarkably sensitive to changes in the driver’s environment. This affords an opportunity for some drivers to influence the behavior of others. Fans of The Simpsons might recall that Homer and Marge once posted a “Baby on Board” sign in their rear window so that other drivers would stop intentionally ramming their car. Even outside cartoons, people use those signs to signal other drivers to use extraordinary care. I know drivers who find these signs insulting because of the implication that they don’t already drive as carefully as possible. Economists will be quite unsympathetic to this feeling, because they know that nobody ever drives as carefully as possible (do you have new brakes installed before each trip to the grocery store?) and because they know that most drivers’ watchfulness does vary markedly with their surroundings. Virtually all drivers would be quite unhappy to injure the occupants of another car; many drivers would be especially unhappy if that other car contained a baby. That group will choose to drive more carefully when alerted to a baby’s presence and will be glad to have that presence called to their attention.

				This, incidentally, suggests an interesting research project. Economics suggests that many drivers are more cautious in the presence of a Baby on Board sign. The project is to find out how much more cautious by observing accident rates for cars with and without the signs. Unfortunately, accident rates can be misleading for at least three reasons. First, those parents who post signs are probably unusually cautious; they have fewer accidents just because they themselves are exceptionally careful drivers, independently of how their sign affects others. Second (and introducing a bias in the opposite direction), those parents who post signs know that the sign elicits caution from others, and they can therefore afford to be less vigilant themselves. This would tend to involve them in more accidents and at least partially cancel the effects of other drivers’ extra care. Third, if Baby on Board signs really work, there is nothing to stop childless couples from posting them dishonestly. If drivers are aware of widespread deception, they will tend to suppress their natural responses.

				This means that raw accident statistics cannot reveal how drivers respond to Baby on Board signs. The problem is to find a clever statistical technique to make all the necessary corrections. I do not propose to solve that problem here, but I offer it as an example of a typical difficulty that arises in empirical economic research. Many research projects in economics revolve around creative solutions to just such difficulties.

				

				After this slight digression into the challenges of empirical research, let me return to my main topic: the power of incentives. It is the economist’s second nature to account for that power. Will the invention of a better birth control technique reduce the number of unwanted pregnancies? Not necessarily: The invention reduces the “price” of sexual intercourse (unwanted pregnancies being a component of that price) and thereby induces people to engage in more of it. The percentage of sexual encounters that lead to pregnancy goes down, the number of sexual encounters goes up, and the number of unwanted pregnancies can go either down or up. Will energy-efficient cars reduce our consumption of gasoline? Not necessarily: An energy-efficient car reduces the price of driving, and people will choose to drive more. Statin drugs like Lipitor lower the price of being a couch potato and could therefore lead to more heart attacks. Low-tar cigarettes could increase the incidence of lung cancer. Better football helmets can mean more football injuries. Low-calorie synthetic fats could partly account for the obesity epidemic.

				Criminal law is a critical area for understanding how people respond to incentives. To what extent do harsh punishments deter criminal activity? The death penalty is of particular interest. The deterrent effect of the death penalty has been studied intensely by innumerable government commissions and academic scholars. Often their studies consist of nothing more than examining murder rates in states with and without capital punishment laws. Economists tend to be harshly critical of these studies because they fail to account for other important factors that help to determine murder rates. (Often they fail even to account for how stringently the death penalty is enforced, although this varies appreciably from state to state.) On the other hand, the refined statistical techniques collectively known as econometrics are designed precisely to measure the power of incentives. This makes it natural to apply econometrics in examining the effect of the death penalty. One of the leaders in this effort has been Isaac Ehrlich of the State University of New York at Buffalo, whose pioneering research led him to a striking conclusion: During the 1960s (the last decade before the U.S. Supreme Court declared a moratorium on the death penalty), each execution prevented approximately eight murders. After the death penalty was reinstated, subsequent research found comparable numbers for more recent periods.

				The details of Ehrlich’s methods have been widely criticized by other economists, but it is possible to make too much of this. Most of the criticisms involve esoteric questions of statistical technique. Such questions are important. But there is widespread agreement in the economics profession that the sort of empirical study that Ehrlich undertook is capable of revealing important truths about the effect of capital punishment.1

				Edward Leamer of the University of California at Los Angeles once published an amusing article titled “Let’s Take the Con out of Econometrics,” in which he warned that the prejudices of the researcher can substantially affect his results. He showed that a simple econometric test, with a pro–death penalty bias built in, could demonstrate that each execution prevents as many as 13 murders. The same test, with an anti–death penalty bias built in, could demonstrate that each execution actually causes as many as 3 additional murders. Still, unless one goes very far in the direction of building in a bias against the death penalty, most econometric research reveals a substantial deterrent effect of capital punishment. Murderers respond to incentives.

				How can this be? Are not many murders crimes of passion or acts of irrationality? Perhaps so. But there are two responses to this objection. First, Ehrlich’s results indicate that each execution prevents eight murders; it does not indicate which eight murders are prevented. As long as some murderers can be deterred, capital punishment can be a deterrent. The second response is this: Why should we expect that people engaged in crimes of passion would fail to respond to incentives? We can imagine a man who hates his wife so much that under ordinary circumstances he would do her in if he thought he had a 90 percent chance of escaping execution. Perhaps in a moment of rage, he becomes so carried away that he will kill her even if he has only a 20 percent chance of escaping execution. Then even in the moment of rage, it matters very much whether he perceives his chances to be 15 percent or 25 percent.

				(Let me mention a third response as well. Ehrlich did not just make up the number eight; he arrived at it through a sophisticated analysis of data. Skepticism is fine, but it is incumbent on the serious skeptic to examine the research with an open mind and to pinpoint what step in the reasoning, if any, he finds suspicious.)

				There is evidence that people respond significantly to incentives even in situations where we don’t usually imagine their behavior to be calculated or even rational. Apparently psychologists have discovered that if you hand people unexpectedly hot cups of coffee, they typically drop the cup if they believe it’s cheap but manage to hang on if they believe the cup is valuable.

				Due to some combination of arthritis (which makes it difficult for me to turn my head to the right) and irresponsibility, I had a years-long habit of backing the right rear corner of my car into lampposts, trees, and other stationary obstructions. Often enough so the body shop owner joked about giving me a quantity discount, I paid $180 to get my bumper repaired, and I came to think of this as an unavoidable expense. Then in 2002 I got a new car with a fiberglass bumper, backed it into a tree, and discovered that this repair was going to cost me over $500. I have not backed into anything since. Even economists respond to incentives.

				Indeed the response to incentives may be as innate as any other instinctive behavior. In a series of experiments at Texas A&M University, researchers allowed rats and pigeons to “purchase” various forms of food and drink by pushing various levers. Each item has its price, such as 3 lever pushes for a drop of root beer or 10 for a piece of cheese. The animals are given “incomes” equal to a certain number of pushes per day; after the income is exhausted the levers become inoperable. In some versions of the experiments the animals can earn additional income by performing various tasks. They earn additional lever pushes at a fixed wage rate for each task they perform.

				The researchers have found that rats and pigeons respond appropriately to changes in prices, changes in income, and changes in wage rates. When the price of root beer goes up, they buy less root beer. When wage rates go up, they work harder—unless their incomes are already very high, in which case they choose to enjoy more leisure. These are precisely the responses that economists expect and observe among human beings.

				Incentives matter. The literature of economics contains tens of thousands of empirical studies verifying this proposition, and not one that convincingly refutes it. Economists are forever testing the proposition (while perhaps secretly hoping to make names for themselves by being the first to overturn it) and forever expanding the domain of its applicability. Whereas we used to think only about shoppers responding to the price of meat, we now think about drivers responding to seat belts, murderers responding to the death penalty, and rats and pigeons responding to wage, income, and price changes. Economists have studied how people choose marriage partners, family sizes, levels of religious activity, and whether to engage in cannibalism. (This trend has gone so far that the Journal of Political Economy published a satirical article on the economics of toothbrushing, which “predicted”—on the basis of certain assumptions about how the cleanliness of your teeth affects your wages—that people spend exactly half their waking hours brushing their teeth. “No sociological model,” boasted the author, “can yield such a precise conclusion.”) Through all the variations, one theme recurs: Incentives matter.

			

		

	
		
			
				CHAPTER 2

				RATIONAL RIDDLES

				Why U2 Concerts Sell Out

				Economics begins with the assumption that all human behavior is rational. Of course, this assumption is not always literally true; most of us can think of exceptions within our immediate families.

				But the literal truth of assumptions is never a prerequisite for scientific inquiry. Ask a physicist how long it will take a bowling ball to land if you drop it from the roof of your house. He will happily assume that your house is located in a vacuum, and then proceed to calculate the right answer. Ask an engineer to predict the path of a billiard ball after it is struck at a certain angle. He will assume that there is no such thing as friction, and the accuracy of his prediction will give him no cause for regret. Ask an economist to predict the effects of a rise in the gasoline tax. He will assume that all people are rational and give you a pretty accurate response.

				Assumptions are tested not by their literal truth but by the quality of their implications. By this standard, rationality has a pretty good track record. It implies that people respond to incentives, a proposition for which there is much good evidence. It implies that people will be willing to pay more for a 26-ounce box of cereal than for an 11-ounce box, that highly skilled workers will usually earn more than their unskilled counterparts, that people who love life will not jump off the Golden Gate Bridge, and that hungry babies will cry to announce their needs. All of these things are usually true.

				When we assume that people are rational, we emphatically do not assume anything about their preferences. De gustibus non disputandum est—there’s no accounting for tastes—is one of the economist’s guiding principles. Some musical theatergoers prefer brilliant scores, exquisite lyrics, dazzling performances, memorable characters, celebrations of life, and new ways to see the world. Others find it more satisfying to hear a Muppet say “Fuck.” We pronounce neither group irrational. Nor do we pronounce it irrational when people attend their second-, third-, or last-choice show to please a companion or to impress a friend. When we assert that people are rational, we mean only this: By and large, people who prefer to see Avenue Q, and who are not attempting to compromise, and who feel no urge to deceive anyone about their theatrical tastes, and who have no other good reason to buy a ticket for A Little Night Music instead of Avenue Q, will not buy tickets for A Little Night Music instead of Avenue Q. And most of the time, this is true.

				Likewise, when a woman pays $1 for a lottery ticket that gives her one chance in 10 million of winning $5 million, we see no evidence of irrationality. Neither do we see irrationality in her twin sister, who chooses not to play. People have different attitudes toward risk, and their behavior appropriately differs. If a lottery player chose to play for $5 million instead of $8 million in another lottery with identical odds, then we would call her irrational. Our expectation is that such behavior is rare.

				Still, much human behavior appears on the face of it to be irrational. When a celebrity endorses a product, sales increase even though the endorsement appears to convey no information about quality. Rock concerts and Broadway shows predictably sell out weeks in advance, and would still sell out even if the promoters raised ticket prices, but the prices aren’t raised. Sales of earthquake insurance increase following an earthquake, even though the probability of a future earthquake may be no different than it was before. People take time off to vote in presidential elections, even though there is no perceptible chance that one vote will affect the outcome.

				How should we respond to such phenomena? One eminently sensible response is to say, Well, people are often rational, but not always. Economics applies to some behavior, but not to all behavior. These are some of the exceptions.

				An alternative response is to stubbornly maintain the fiction that all people are rational at all times, and to insist on finding rational explanations, no matter how outlandish, for all of this apparently irrational behavior.

				Economists choose the latter course.

				Why?

				Imagine a physicist, well versed in the laws of gravity, which he believes to be excellent approximations to the ultimate truth. One day he encounters his first helium-filled balloon, a blatant challenge to the laws he knows so well. Two courses are open to him. He can say, “Well, the laws of gravity are usually true, but not always; here is one of the exceptions.” Or he can say, “Let me see if there is any way to explain this strange phenomenon without abandoning the most basic principles of my science.” If he takes the latter course, and if he is sufficiently clever, he will eventually discover the properties of objects that are lighter than air and recognize that their behavior is in perfect harmony with existing theories of gravity. In the process he will not only learn about helium-filled balloons; he will also come to a deeper understanding of how gravity works.

				Now it might very well be that there are real exceptions to the laws of gravity, and that our physicist will one day encounter one. If he insists on looking for a good explanation without abandoning his theories, he will fail. If there are enough such failures, new theories will eventually arise to supplant the existing ones. Nevertheless the wise course of action, at least initially, is to see whether surprising facts can be reconciled with existing theories. The attempt itself is a good mental exercise for the scientist, and there are sometimes surprising successes. Moreover, if we are too quick to abandon our most successful theories, we will soon be left with nothing at all.

				So economists spend a lot of time challenging each other to find rational explanations for seemingly irrational behavior. When two or more economists meet for lunch, the chances are excellent that one of these riddles will come up for discussion. I’ve been at countless such lunches myself and have a few examples I’d like to share.

				

				Rock concerts starring major attractions sell out far in advance; tickets go on sale, and there’s a brief window before they’re gone. To get a ticket you’ve got to hop on the Internet at exactly the right moment and then keep refreshing your browser until you get lucky. If the price were higher, the window of availability might widen, but the tickets would still sell out. So why doesn’t the promoter raise the price?

				This particular question is a perennial among economists. The most common answer is that stories about the difficulty of procuring tickets are a form of free advertising, keeping the band in the public eye and prolonging its popularity. Promoters don’t want to sacrifice the long-term value of this publicity for the short-term advantage of raising prices.

				I personally find this story unsatisfying. It seems to me that there is also valuable publicity to be had from letting it be known that you’ve sold out a concert hall at $300 a ticket. Why should quick sellouts be better advertising than high-priced sellouts?

				The best answer I’ve heard came from my friend Ken McLaughlin, and here it is: The promoters don’t want rich audiences; they want fanatic audiences, the kind of audiences who won’t leave the concert hall without loading up on CDs, T-shirts, and other merchandise. By and large, those are the sort of people who follow the band closely enough to know when tickets go on sale, and then rearrange their schedules to be online at the right time. In other words, they’re people who will jump through hoops to get into a U2 concert. Low prices mean quick sellouts, and quick sellouts guarantee an audience that jumped through a lot of hoops.

				This story rings true and provides a rational explanation of the promoters’ behavior. Unfortunately, I think it fails to explain other similar phenomena: Hit Broadway shows seem to sell out predictably without prices being raised, as do blockbuster movies in their first week or two.2 Can some variant of the same story work? I don’t know.

				Finding a theory like McLaughlin’s is one goal of the game we play. There is also another goal. The unwritten rules specify that a theory must come packaged with a nontrivial prediction. In principle, the prediction could be used to test the theory. In this case, we predict low ticket prices and brief windows of availability for performers who sell a lot of music and T-shirts; high prices and easy availability for those who don’t. I do not know whether this prediction is borne out, but I am eager to learn.

				

				My next riddle is about product endorsements. It isn’t hard to understand why people might be more attracted to movies that have been endorsed by Roger Ebert, whose career depends on his reputation for accuracy. That’s why he gets quoted in movie ads.

				But a lot of products are endorsed by celebrities with no particular expertise in the product and who are obviously being paid for their testimony. Well-known actors endorse Internet service providers; ex-politicians endorse prescription medicines. Pope Leo XIII once endorsed a cocaine-based patent medicine. Even Nobel prize–winning economists have gotten in on the act. People respond to these ads, and sales increase.

				What useful information can there be in knowing that your luggage provider paid a six-figure fee to feature a famous person in a viral video? How can it be rational to choose your luggage on this basis?

				Let me suggest an answer. A lot of people make luggage, and they pursue different formulas for success. Some go for the quick killing, turning out a cheap product and expecting to leave the market when its low quality becomes widely recognized. Others have a long-term strategy: Produce quality goods, let the market learn about them, and reap the eventual rewards. Those in the latter group want to be sure that consumers know who they are.

				One way for a firm to do this is to very publicly post a bond to guarantee its continued existence: It places $500,000 on account in a bank and is allowed to recover $100,000 per year for five years; if the firm goes out of business in the interim, the owners sacrifice the bond. Only the high-quality firms would be willing to post these bonds. The rational consumer would prefer to patronize those firms.

				Hiring a celebrity to endorse your product is like posting a bond. The firm makes a substantial investment up front and reaps returns over a long period of time. A firm that expects to disappear in a year won’t make such an investment. When I see a celebrity endorsement, I know that the firm has enough confidence in the quality of its product to expect to be around a while.

				This theory also makes a testable prediction: Celebrity endorsements will be more common for goods whose quality is not immediately apparent.

				The same reasoning can explain why bank buildings tend to have marble floors and Greek columns, particularly those that were built in the days before federal deposit insurance. Imagine a frontier con man who moves from town to town setting up banks and absconding with the money after a few months. Unlike the Wells Fargo Company, which plans to be in business permanently, he cannot afford to construct a magnificent building every place he goes. Other things being equal, rational townsfolk choose the bank with the nicer building—and a rational Wells Fargo company invests in a flamboyant display of its permanence.

				This explains why banks have fancier architecture than grocery stores. It’s a lot more important to know that your banker will be there next week than that your grocer will.

				

				Here’s an old favorite: Why are so many items sold for $2.99 and so few for $3.00? There is an enormous temptation to attribute this phenomenon to a mild form of irrationality in which consumers notice only the first digit of the price and are lulled into thinking that $2.99 is “about $2.00” instead of “about $3.00.” In fact, this explanation seems so self-evident that even many economists believe it. For all I know, they could be right. Perhaps someday a careful analysis of such behavior will form the basis for a modified economics in which people are assumed to depart from rationality in certain systematic ways.3 But before we abandon the foundations of all our knowledge, it might be instructive to consider alternatives.

				As it happens, there is at least one intriguing alternative available. The phenomenon of “99-cent pricing” seems to have first become common in the 19th century, shortly after the invention of the cash register. The cash register was a remarkable innovation; not only did it do simple arithmetic, it also kept a record of every sale. That’s important if you think your employees might be stealing from you. You can examine the tape at the end of the day and know how much money should be in the drawer.

				There is one small problem with cash registers: They don’t actually record every sale; they record only those sales that are rung up. If a customer buys an item for $1 and hands the clerk a dollar bill, the clerk can neglect to record the sale, slip the bill in his pocket, and leave no one the wiser.

				On the other hand, when a customer buys an item for 99 cents and hands the clerk a dollar bill, the clerk has to make change. This requires him to open the cash drawer, which he cannot do without ringing up the sale. Ninety-nine-cent pricing forces clerks to ring up sales and keeps them honest.

				There are still some problems. Clerks could make change out of their own pockets or ring up the wrong numbers. But a customer waiting for change might notice either of these strange behaviors and alert the owner.

				The real problem with this explanation is that it ignores the existence of sales taxes. In a state with a 7 percent sales tax, the difference between 99 cents and $1 on the price tag is the difference between $1.06 and $1.07 on the checkout line; the likelihood of needing change is about the same either way. Might it be that in states with different sales taxes, prices differ by a penny or two so that the price at the register comes out uneven in every state? This, at least, is a testable prediction. Here is another: 99-cent pricing should be less common in stores where the owners work the cash register.

				

				Much primitive agriculture shares a strange common feature. There are very few large plots of land; instead each farmer owns several small plots scattered around the village. (This pattern was endemic in medieval England and exists today in parts of the Third World.) Historians have long debated the reasons for this scattering, which is believed to be the source of much inefficiency. Perhaps it arises from inheritance and marriage: At each generation, the family plot is subdivided among the heirs, so that plots become tiny; marriages then bring widely scattered plots into the same family. This explanation suffers because it seems to assume a form of irrationality: Why don’t the villagers periodically exchange plots among themselves to consolidate their holdings?

				Inevitably this problem attracted the attention of the economist and historian Deirdre McCloskey, whose instinct for constructing ingenious economic explanations is unsurpassed. Instead of asking “What social institutions led to such irrational behavior?” McCloskey asked, “Why is this behavior rational?” Careful study led her to conclude that it is rational because it is a form of insurance. A farmer with one large plot is liable to be completely ruined in the event of a localized flood. By scattering his holdings, the farmer gives up some potential income in exchange for a guarantee that he will not be wiped out by a local disaster. This behavior is not even exotic. Every modern insured homeowner does the same thing.

				One way to test McCloskey’s theory is to ask whether the insurance “premiums” (that is, the amount of production that is sacrificed by scattering) are commensurate with the amount of protection being “purchased,” using as a yardstick the premiums that people are willing to pay in more conventional insurance markets. By this standard, it holds up well.

				On the other hand, a very serious criticism is this: If medieval peasants wanted insurance, why didn’t they buy and sell insurance policies, just as we do today? My own feeling is that this is like asking why they didn’t keep their business records on personal computers. The answer is simply that nobody had yet figured out how to do it. Designing an insurance policy requires at least a minor act of genius, just like designing a computer. But there are those, more exacting than I, who think that McCloskey’s theory will not be complete until this objection is answered. And they are absolutely right in demanding that we try to answer it. Theories should be tested to their limits.

				

				There are a lot of riddles. Why does the business world reward good dressers to such an extent that there are best-selling books on how to “dress for success”? I suspect that fashionable and attractive dressing is a skill that those of us who incline toward jeans and T-shirts tend to underrate. The good dresser must be innovative without transcending the limits set by fashion; knowing the limits requires alertness and an eye for evolving patterns. These traits are valuable in many contexts, and it can be rational for firms to seek employees who exhibit evidence of them.

				Why do men spend less on medical care than women do? Possibly because men are more likely than women to die violent deaths. The value of protecting yourself against cancer is diminished if you have a high probability of being hit by a truck. It is therefore rational for men to purchase less preventive care than women.

				Why do people choose to bet on the same sports team they feel fond of ? By betting against the team you like, you could guarantee yourself a partially good outcome no matter how the game turns out. In other areas of life we choose to hedge, but in sports betting we seem to put all our eggs in one basket. What explains the difference? Are we insuring ourselves against an expensive urge to celebrate in the event of a home team victory?

				When two people share a hotel room in Britain, they often pay twice the single-room rate; in the United States they usually pay much less than that. What accounts for the difference? A noneconomist might be satisfied with an answer based on tradition. The economist wants to know why this pricing structure is rational and profit-maximizing. If any reader has a suggestion, I’d be pleased to hear it.

				Economists are mystified by a lot of behavior that others take for granted. I have no idea why people vote. One hundred thirty million Americans cast votes for president in 2008. I wager that not one of those 130 million was naive enough to believe that he was casting the decisive vote in an otherwise tied election.

				It is fashionable to cite George Bush’s razor-thin 537-vote margin over Al Gore in the decisive state of Florida in 2000. But 537 is not the same as 1, even by the standards of precision that are conventional in economics. The probability of a one-vote margin under similar circumstances is still effectively zero. Unless you happen to be a Supreme Court Justice, your vote will never decide a presidential election.

				It is equally fashionable to observe that “if everyone else thought that way and stayed home, then my vote would be important,” which is as true and as irrelevant as the observation that if voting booths were spaceships, voters could travel to the moon. Everyone else does not stay home. The only choice that an individual voter faces is whether or not to vote, given that tens of millions of others are voting. At the risk of shocking your ninth-grade civics teacher, I am prepared to offer you an absolute guarantee that if you stay home next time around, your indolence will not affect the outcome.4

				Some say that people vote out of a sense of “civic duty.” But that ignores the fact that voting takes time away from other, more productive acts of civic duty. You can spend 15 minutes casting an essentially meaningless vote, or you can spend the same 15 minutes returning shopping carts from the parking lot to the front of the grocery store. In the second case, you’ll have actually made the world a better place.

				So why do people vote? I don’t know.

				I am not sure why people give each other store-bought gifts instead of cash, which is never the wrong size or color. Some say that we give gifts because it shows that we took the time to shop. But we could accomplish the same thing by giving the cash value of our shopping time, showing that we took the time to earn the money.

				My friend David Friedman suggests that we give gifts for exactly the opposite reason: because we want to announce that we did not take much time to shop. If I really care for you, I probably know enough about your tastes to have an easy time finding the right gift. If I care less about you, finding the right gift becomes a major chore. Because you know that my shopping time is limited, the fact that I was able to find something appropriate reveals that I care. I like this theory.

				I do not know why people leave anonymous tips in restaurants, and the fact that I leave them myself in no way alleviates my sense of mystery.

				When we raise questions about activities like voting or gift giving or anonymous tipping, it is never our intention to be critical of them. Quite the opposite: Our working assumption is that whatever people do, they have excellent reasons for doing it. If we as economists can’t see their reasons, then it is we who have a new riddle to solve.

			

		

	
		
			
				CHAPTER 3

				TRUTH OR CONSEQUENCES

				How to Split a Check or Choose a Movie

				If you’re a nonsmoker in the market for life insurance, you should be thankful for cigarettes. They help keep your rates down.

				That’s because there are two types of people in this world. Actually, there are as many types of people in this world as there are people in this world, but let me simplify to make a point. There are the cautious and the reckless. The cautious exercise at health clubs, drink in moderation, drive defensively, and never ever smoke. The reckless snack on cotton candy, keep late hours, ride motorcycles without helmets, and smoke a great deal.
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