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				Chapter 1

			

			INTRODUCING RISK:

			The What and Unusual Where of It

			The revolutionary idea that defines the boundary between modern times and the past is the mastery of risk: the notion that the future is more than a whim of the gods and that men and women are not passive before nature.

			—PETER BERNSTEIN, AGAINST THE GODS

			Despite the bright Nevada sun, the room was dark and the air stuffy; an obscure I Love Lucy rerun played on mute. A bell rang and a nondescript, pudgy man entered. Suddenly about a dozen women came running from a maze of long hallways, whooshed past me, and lined up in the foyer. Each woman folded her hands behind her back, stepped forward, and said her name. The man pointed to the second woman on the left, a zaftig platinum blonde wearing a red thong and lace bra. She took his hand and led him to her room.

			Welcome to the Moonlite BunnyRanch. A legal brothel is perhaps not where you would expect to find an economist who specializes in retirement finance, but I’m an unusual kind of risk junkie. I hunt risk to understand it better. I don’t seek out adrenaline-charged situations. I’ve never bungee jumped, I don’t ski, and I may be the only New Yorker who is afraid to jaywalk. Rather than look for risky situations for the rush of defying the odds, I search for unusual places that can teach me more about risk and how to manage it.

			I was trained to shape policy, advise captains of industry, or write research papers at a university. And yet there I was, sitting on a red velvet sofa in a vinyl-sided house in a remote corner of Nevada because unusual markets like sex work thrive on risk. We can always find better ways to measure and reduce risk, so I go wherever people might be defying the odds. After all, financing retirement when you don’t know if the stock market will soar or crash, or how long you will live, requires mastering risk.

			Sex work is a risky business. I went to Nevada to understand how the industry isolates and assigns a price to this risk. Most sex workers and their clients could be arrested or subject to violence. Sex workers who find their customers on the streets are thirteen times more likely to be murdered than the general population. Thirty-five percent of sex-worker homicides are committed by serial killers. Paying for or selling sex carries a stigma: sex workers and their customers face social, professional, and legal repercussions if they are caught. I went to the brothel to understand what it costs to eliminate this risk.

			WHAT IS RISK?

			When people hear the word “risk,” they automatically think of something terrible, the worst-case scenario, like losing their job, their wealth, or their spouse.

			But we need to take risks to make our lives better. We must gamble to get what we want, even if it comes with the possibility of loss. If we want a great relationship, we risk heartbreak. If we want to get ahead at work, we have to volunteer for projects that we might fail at. If we avoid risk, our lives won’t move forward. Technically, risk describes everything that might happen—both good and bad—and how probable each of these outcomes is.

			Even the history of the word “risk” illustrates our complicated feelings about the concept: it derives from rhizikón, an ancient Greek seafaring term that describes a dangerous hazard. Though its usage evolved slightly over the years, it always described something perilous. But the meaning changed in the sixteenth century, when exploration of the New World began, and people started to think about risk as something controllable—not left to fate. The Middle High German word rysigo means “to dare, to undertake, enterprise, hope for economic success.”

			Whether you realize it or not, you take risks large and small, every day, in all parts of your life. The good news is that you don’t have to leave it all up to chance and hope for the best. This book will show you how to mindfully take a risk and minimize the possibility that the worst will happen.

			We are often taught to think of decisions in terms of “if I do X, then I’ll get Y,” but in reality any time we make a decision, a range of Ys could happen, from a superior Y to a terrible outcome. Once we recognize this, we can take steps to alter the range of Ys. We can’t guarantee a positive outcome, but when we think about risk more strategically we can increase the odds that things will work out. This is sometimes called taking a calculated risk, but there is a science to risk that helps you understand what is worth trying and how to maximize the chance of success when you do take a risk.

			The science of risk I’m referring to comes from financial economics. While you might be imagining men with slicked-back hair and fancy suits trying to make money—or take yours—most of what goes on in financial markets is simply buying and selling risk. Risk in finance is an estimate of everything that might happen to an asset—say, the odds of a stock going up 2 percent or 20 percent, or dropping 60 percent. Once risk is measured it can be bought or sold: people can choose to increase risk or reduce it, according to their preference. Financial economics studies risk in financial markets, but its lessons can be applied to any market or decision we encounter in our lives.

			For example, like any risk scholar, I would never take a New York City crosstown bus, because travel time is totally unpredictable: it takes thirty minutes on average to cross the island of Manhattan via bus, but commutes of more than an hour or as short as fifteen minutes are possible, depending on the day or time. If I walk, it takes thirty-five minutes—every time. When I walk, I don’t have to worry about excessive traffic or lots of stops to let people on and off the bus. Walking crosstown is almost perfectly predictable, and for me takes just about as long as riding the bus. To put it in terms of financial economics: if you need to decide between two portfolios with similar returns, choose the one that is less risky.

			These lessons from financial economics can be useful whenever we need to make a risky decision, but most of us never learn them. I have a PhD in economics, but I didn’t learn much about finance until I finished graduate school. I had assumed financial economics was simply the study of how people try to beat the stock market to get rich. While that’s part of it, because increasing risk offers the possibility of making more money, financial economics is more than that: it is the study of risk.

			As I learned more about financial economics, I started to see how its market-based lessons on risk could translate into a new way to understand and see the wider world. Knowing how to use these tools would empower us to make better complex risky decisions every day, from deciding to go back to school or take a job at a start-up, to allocating an amount of time to work on a project or determining how much to bid on a dream house.

			The economics of risk are everywhere. When writing this book, I did something economists rarely do. Rather than sit at my desk at home and just look at data, I spent many hours in the company of noneconomists, far from Wall Street, and asked them how they manage risk in their lives and careers.

			Everyone I interviewed has found clever ways to identify and manage risk in a rapidly changing economy. Their stories illustrate the most important principles of financial economics better than any story about the stock market ever could.

			BROTHEL-NOMICS

			The owner of the Moonlite BunnyRanch when I visited was Dennis Hof, a large, slightly hunched, bald man in his seventies who had an imposing presence. He often wore a bowling shirt and khaki pants and walked the halls of the brothel flanked by young blondes vying for his attention and approval. Hof died in October 2018 at the age of seventy-two, found in his luxury suite at one of the brothels by porn star Ron Jeremy.

			Hof grew up a beloved only child in Arizona. In high school he worked at a gas station, knocked up his girlfriend, and married her. Soon after, Hof started buying gas stations; he sold gas illegally during the 1970s energy crisis and pocketed a small fortune. He had a series of affairs and his marriage fell apart. Hof moved to San Diego, started a business selling time-shares, and befriended people in the porn industry. He also became a regular customer at Nevada’s legal brothels.

			The only places in the United States where selling sex is lawful are a handful of counties in Nevada, where the industry is heavily regulated. Licit sex workers must work out of a licensed brothel, be regularly screened for sexually transmitted diseases, and undergo extensive background checks.

			In the 1980s, when Hof and his friends frequented the brothels, they were dingy, sad places—often a trailer in the desert where women were expected to perform any sex act the customer wanted for whatever price the house set. The women weren’t allowed to leave for days at a time.

			In 1993, Hof bought the Moonlite brothel in a small town just outside Carson City and decided to approach sex work the same way he sold time-shares. He abolished set prices and let the women choose what services they wanted to provide and to whom. He set up the business so every woman at the brothel worked as an independent contractor who could come and go as she pleased* and negotiate the terms of each transaction herself. This gave her more autonomy and an incentive to hustle and ask for more money. By the time he died, Hof had bought six other brothels in Nevada; I visited four of them.

			In many ways, the brothel is like any other workplace. There are weekly staff meetings (in a departure from the tradition at most companies, the women often wear outlandish hats and drink tea), access to financial advisers, performance bonuses, and even corporate housing (Hof owned a local apartment building where many of the staff live). The Moonlite BunnyRanch, his best-known brothel, was even featured in a racy reality TV show called Cathouse.

			But where Hof provided value was by reducing risk, for both buyers and sellers of sex.

			Supply

			During my time in Nevada, I met dozens of sex workers, and each one does the work for a different reason. Some of the stories are heartbreaking; others simply describe a woman who likes her job and the money it provides. I met women with MBAs and PhDs. And in all my years studying economics and finance, I’ve never met a shrewder businessperson than Shelby Starr.

			Starr was one of the top earners in Hof’s seven brothels.* She is in her midforties, curvaceous, with flowing blonde hair, and speaks in a warm, raspy Texas accent. Starr is married with three children, and except for her unusual career, she lives a typical life. She works all day at the brothel and comes home to her family most nights. We met in Starr’s bedroom to talk about her business.

			Before starting at the brothel, Starr lived a double life: marketing executive by day and exotic dancer on the side. Or it might be more accurate to say that she was a high-paid exotic dancer “on the conference circuit” who had a corporate job on the side. “There’s a conference circuit for strippers?” I asked.

			There isn’t an official circuit, Starr explained, but she noticed that she earned more dancing when certain conferences were in town. She researched the locations of different conferences—tech paid best—and built relationships with strip clubs all over the country so she could follow the most lucrative events to different cities.

			Not surprisingly, Starr earned more by dancing than at her corporate gig. She admitted that she only kept her day job to avoid the stigma associated with being an exotic dancer, in part because she comes from a religious family. A traditional job also made it easier to live in a small community and raise children. For more than fifteen years she quietly pursued both careers. But Starr acknowledged that her corporate/Flashdance lifestyle “was pretty obvious. I mean, with the platinum hair, fake tan, and boobs, I wasn’t fooling anyone.”

			By the time she reached her late thirties, Starr felt she was getting too old to keep dancing. She hated her corporate position, and the company wanted her to relocate; then her husband lost his job. It was time to try something new. Starr had heard that legal sex work paid well and she was familiar with the BunnyRanch from the reality show, so she contacted the brothel manager, Madam Suzette. Starr was invited to come to Nevada, at her own expense, for a two-week trial.

			That first trip is a major gamble, and making it is one of the biggest risks the women in the brothel face. They must pay their own way, outfit themselves in the right clothes and makeup, obtain a license, and undergo a thorough health check. These up-front costs can run about $1,500, a small fortune for most of the women, who are often young and working at low-paid jobs for employers who would sooner fire them than grant a two-week sabbatical. And once they obtain a license to be a legal sex worker, that fact would be revealed on subsequent background checks, no matter how short-term the gig.

			Add to these concerns the chance that they wouldn’t even get the job and earn back their money, or that the brothel wouldn’t be a good fit. Starr was worried about the dynamics of the house, with so many women cooped up together, all vying for the same clients. But the potential upside was huge: an opportunity to make more money than ever before.

			Starr had a great first two weeks. She promptly packed up her family and moved them to Nevada. Now the sole breadwinner, she grosses more than $600,000 a year. She is fully “out” to everyone about her lifestyle, even her children.

			But it all comes at a cost. How much of her earnings is Starr willing to pay to the brothel for the opportunity to sell sex legally? Ten percent? Twenty-five?

			I was floored to find out that Starr hands over half of her earnings to the brothel. Why? The main reason is to reduce the risk involved with sex work. But that’s not brothel workers’ only expense; they must also cover travel to Nevada,* a fee to use the bedrooms, doctor bills for disease screenings, clothes, makeup, condoms, and sex toys. As independent contractors, the women have to pay taxes on all their earnings, which accounts for 30–40 percent of their remaining pay. No wonder several of them proudly told me they could write off sex toys and pornography as tax deductions.

			I surveyed twenty-three women about their last five clients, or all the recent clients they could remember, at four different Hof-owned brothels, analyzing 110 transactions.* The average hourly rate is $1,400, though fees can vary significantly depending on the provider and scope of the service. Rates range from a low of $360 an hour (charged by a woman who is new to the brothel) to a high of $12,000 an hour.

			For that much money, wouldn’t the women be tempted to work illegally and keep it all? Most sex workers do. The Internet transformed the illegal side of the business: sex workers don’t have to hand over their earnings to an agency or a pimp anymore because they can advertise online and market themselves directly to a wide range of clients. But the going rate for illegal sex is much lower than $1,400 an hour.

			I was able to estimate the price of illegal sex using four years’ worth of data (2013 to 2017) scraped from the website of the Erotic Review, a publication that offers detailed reviews of sex-work transactions.* Across U.S. cities, and in northern Nevada, the average going rate for high-end escorts is $350 an hour. Prices are a little higher in big cities like New York and Las Vegas, about $400 an hour.

			The 300 percent markup for legal services surprised me.*

			But that $1,400 an hour a legal sex worker earns isn’t as much of a windfall as it seems to be when you tally up costs: 50 percent to the house, 30–40 percent to the taxman, not to mention fixed expenses for clothing, health care, and tools of the trade. Take-home hourly pay is similar to, and sometimes less than, that of illegal workers, and that doesn’t even include outlays for travel and relocation to Nevada or having to deal with the politics and structure of the brothel. From an economic perspective, leaving the brothel seems to be the better choice.

			When I asked the women whether they ever thought about striking out on their own, a few mentioned that they were tempted at times and that anyone who said otherwise was lying. But each woman said there was no way she would do it and gave the same reason, in Starr’s words: “It is just too risky. I know I am safe here.”

			The women who work in the brothels don’t need to worry about whether their clients are homicidal lunatics or undercover cops. I spoke to several who had worked illegally on their own, and all had had at least one bad experience.

			The brothel employs security guards, and each room has a panic button. The women told me how a few customers crossed the line by asking too many questions about their personal lives and finding out their real names and addresses. Hof’s brothels have a zero-tolerance policy for such behavior: these clients are banned from the brothel and security guards follow the women home.

			Legal brothels offer something women can’t get on their own: safety in exchange for earnings. Brothel work is what is known in finance as a hedge: giving up some of your potential earnings in exchange for reducing risk. The hefty price of this hedge tells you how much risk reduction is worth to sex workers in Nevada. The price of a sexual encounter can also tell you how much extra money sex workers need to take more risk. Economists have estimated that sex workers in Mexico charge 23 percent more to customers who won’t use a condom. The economists believe that 23 percent represents compensation for the additional risk.

			Demand

			It is even more surprising that customers will pay three times the illegal price to come to the brothel.

			In any illicit market—exotic animals, guns, sex, stolen IDs—what determines if an illegal good costs more or less than the legal alternative is who has more market power, the buyer or the seller. Power usually comes down to availability. Take cigarettes: You can buy them legally at drugstores and gas stations, so you would only buy them on the black market if you got a really big discount. You would not assume the risks of an illegal transaction (being arrested or fined, for instance) unless you stood to save a lot of money. This isn’t the case for most illegal markets, however: the seller charges a markup because she is hawking something that’s either hard to find (exotic animals or obscure currencies) or restricted (guns, sex, or drugs) in the mainstream market.

			I assumed legal sex work would follow the more obscure illegal-market scenario. It is hard to buy and available only in remote corners of Nevada, which takes hours of flying and driving for most Americans. In contrast, illegal sex is comparatively easier to buy, available online in almost every city. For convenience alone, you would think illegal sex workers could charge more. But illegal sex is a risky purchase and customers are willing to pay to reduce that risk.

			Another good example of how risk drives demand is the most popular and expensive service, called the Girlfriend Experience, or GFE in brothel-speak. It involves the pleasantries of a typical relationship: kissing, cuddling, talking, going to dinner or the movies. GFE is offered in the illegal market as well, where it also commands a premium over standard sex.

			Men pay more for the service because it offers the ultimate risk-free encounter: the illusion of intimacy free from the risk of rejection or the demands of commitment. This explains why the brothel’s biggest earners aren’t nineteen-year-olds who appear in pornographic magazines but middle-aged women like Starr who offer comfort and intimacy. The older workers’ advanced people skills give them an advantage when it comes to cultivating clients, meeting their needs, and making them feel safe and comfortable. “Most of the guys are just lonely,” one of the women remarked. “Many of them don’t even want to have sex.”

			Patrons of the BunnyRanch know that the typical risks associated with paying for sex and even regular dating are absent here. The brothel tries to take risk out of the equation at every possible step. If a customer pays with his credit card, the charge appears on his statement under a harmless-sounding name. The buyer values the safety of legal sex work so much that he’s willing to travel and pay a large premium; this in turn gives legal brothels market power and the ability to impose big markups for their services.

			Hof described to me the customer experience he aimed to provide: “You don’t have to worry you’ll get arrested and it will get back to your wife, or the girl will blackmail you; you don’t have to worry about getting a disease because all the ladies are tested each week.”

			Unlike traditional pimps, Hof didn’t get rich by forcing young women into dangerous situations. Just the opposite: He made his money by enabling a safe transaction between a sex worker and her client. Each of them was willing to pay for that safety. That was where Hof took his cut.

			FINANCE: THE SCIENCE OF RISK

			A 50 percent cut is what sex workers pay to eliminate their risk. Sex customers pay a 300 percent markup. Is this too much or too little? You decide. The market for sex is an extreme example, one in which most of us will never participate. That markup reflects the price the market has assigned to risky sex. Unusual markets often provide the clearest insight into how risk is assessed, bought, and sold. Because nothing is hidden in markets like sex work, the subtleties that exist in all markets are made obvious. This is why we can learn the most by studying how business is conducted at the edges of the economy and apply that knowledge to more typical economic transactions.

			Think about how often we are given the option to pay to reduce risk: we are offered an extended warranty on a new appliance, we are offered different fare classes on a flight that increase the odds of getting space in the overhead compartment, or we are offered the variable or fixed interest rate on a loan. In each situation, we either give up something to reduce risk or take a gamble so we can get more for less. In the brothel, the price of risk is front and center: both sex workers and customers know exactly what they are paying for. In more everyday transactions, the price of risk may be hidden in the fine print or bundled with other services.

			Financial science aims to separate out what portion of a price is driven by risk. Once that price is clear, it becomes much easier to identify the risks we face and figure out the best ways to take and reduce risk. Each chapter of this book will help you gain deeper insight into how risk can be valued, enhanced, or reduced by exploring different markets through the lens of financial economics. This offers a framework to understand the role risk plays in unusual, disparate markets.

			In most areas of economics, value is based on scarcity. It doesn’t work quite the same way in financial economics. Financial economics assumes risk is also a critical component of value. Goods that lessen risk tend to cost more. This critical piece of information can revolutionize the way you assess everyday decisions and help you make better, more informed choices.

			Let’s examine how this principle plays out in the pricing of airline fares. You may not realize it, but when you buy the cheapest ticket, you are at the top of the list to be bumped if the airline oversells the flight—check out the fine print. A cheap ticket comes with the risk of being forced to miss your flight. Purchasing a more expensive ticket reduces that risk.

			Making a good risky decision requires transparency and spotting what you are paying for risk. In a poorly functioning market, we cannot make this distinction. For example, prices are not transparent in underground markets like criminal enterprises (think of illegal sex work before the Internet), so risk cannot be rationed based on price. Price opacity is why sex work traditionally had a flawed risk allocation; pimps took most of the money and almost none of the risk. Crime is an extreme example, but when prices are not clear it’s more common for us to overpay or take on more risk than we realize—remember, the cheaper the airline ticket, the higher the odds of getting bumped for that discount.

			Some markets do not reward risk in a sensible way, usually because something interferes with its proper functioning; for example, information is scarce, risk is hard to measure, or something limits competition among buyers or sellers of risk. In later chapters I will explain how an impaired risk market is behind all those bad movies made in Hollywood (chapter 4) and slower racehorses (chapter 8).

			When we’re able to isolate risk in a transaction and determine how it is valued, we can make better decisions. Finance uses many technical tools to identify, price, and sell risk, but the basic ideas behind them are easy to understand and apply to any market or problem. Once you master these tools, you’ll never again hesitate when choosing a restaurant, a health insurance plan, or an extended warranty.

			THE RULES OF RISK

			Policymakers, journalists, and academics often complain about people’s inability to understand risk. We are in fact prone to behaviors that cause us to distort the risks we face, and because of this we sometimes make choices that aren’t in our best interest. But that doesn’t mean we aren’t capable of understanding risk and formulating clever strategies to manage it. You probably already have a few up your sleeve, such as a surefire strategy to get to the airport on time or a knack for picking a new restaurant everyone in your family will like. Most people make smart, sophisticated risky decisions in one area of their life but don’t apply the same thinking to another—like retirement planning. We all have the potential to be great risk strategists, but few of us are taught how to practice risk analysis in our decision making.

			Once you learn a few key principles behind financial economics, what makes one risky decision easier than another becomes clearer and you can apply your best risk strategies to every area of your life.

			This book walks you through the following five rules for better assessing and employing risk in your life. Each one describes a different risk concept from financial economics, illustrated through people and places testing its limits, and then shows you how to apply this concept in your everyday life.

			
					
					No risk, no reward.

					Risking loss is the price we pay for the chance of getting more. But there are ways to maximize your chance of success. This book will explain different sophisticated strategies from financial economics, but the single most effective way to increase the odds that risk taking will pay off is fairly simple: define what risk and reward mean to you. The biggest mistake people make when they take a risk is not having a well-defined goal. It sounds so simple, but we often take big risks without thinking through what we want, just that we need a change and want to shake things up. But a risk without a well-defined reward rarely goes well. Knowing what we want can be hard, but I’ll show you a strategy to identify and define reward and then gauge how much risk to take in any risky decision. It may seem counterintuitive, but the best way to define a risky reward is to start by defining the opposite of risk, whatever is risk-free.

					We will then discover how to measure risk. People often measure risk based on what has happened in the past, but does the past tell us anything about the future, and if so, what history is most relevant? Even if the past is a useful guide, what events in the past are most likely to happen again? I will explain how we can make sense of our past to gauge the risks we take today.

					Finally, we’ll discuss the different types of risk we all face and how to spot the difference between one-offs that are usually easy to manage and system-wide events that are harder to deal with.

					

					
					I am irrational and I know it.

					We don’t always behave the way economic and financial models predict when faced with a risky decision. We have an aversion to loss and sometimes this can lead us to take bigger risks than we should or even realize. Better awareness is key, and I will show you how to stay rational even when the stakes are high.

					How we perceive risk is often not based on objective probabilities; rather, it depends on how risk is presented to us. We sometimes assume certainty when there is none, or that something unlikely is probable. I will help you change how you perceive risk no matter how it’s presented to you, to keep you in control.

					

					
					Get the biggest bang for your risk buck.

					The bigger the potential reward, the more risk you must take. But a bigger risk doesn’t always mean more reward. Sometimes we face two options that offer the possibility for the same expected reward, but one is riskier than the other. Taking more risk than necessary is inefficient. You will learn how to diversify to reduce unnecessary risk and keep your potential for more reward intact.

					

					
					Be the master of your domain.

					Next we’ll dive into risk management, or how to increase the odds of getting more and reduce the odds of getting less. Once you’ve eliminated unnecessary risk, you can still further reduce the remaining risk.

					One strategy to minimize risk is hedging. Hedging protects you from losing by a counterbalancing action, trying to strike a balance between risk and safety, like the women in the brothel do. Or, hedging might be taking two bets at the same time where one pays off when the other does not. The result is you give up some potential gains to reduce the potential for loss.

					The other method to reduce risk is insurance, where you pay someone else to bear downside risk for you. Unlike hedging, after you pay for insurance, you keep all the potential upside.

					Risk management reduces the odds the worst will happen, but it also creates a new downside. Any tool that reduces risk can also be used to enhance it; a safety net can either catch you when you fall or be used as a slingshot to catapult you higher. The same is true for hedging and insurance. Not only that, reducing risk can embolden more risk taking and result in using extra leverage to take even bigger risks.

					

					
					Uncertainty happens.

					Even the best risk assessment can’t account for everything that might happen. Risk estimates everything we think might happen, but there are also all the things we never imagined could happen—the difference between risk (what can be estimated) and uncertainty (the things we never anticipate). Things you don’t expect always come up, and you can prepare for the unexpected. We’ll review how to protect yourself from uncertainty.

					

			

			THE WORLD GETS RISKIER AND YOU CAN OWN IT

			From a risk perspective, there has never been a better time to be alive. For most of human history we regularly faced truly catastrophic risks like famines and plagues. Take an easy decision that most of us wouldn’t think twice about today, like going to visit a friend in a different city. In the past, you might have exposed yourself and your family to a horrible, deadly disease by taking that trip. These days, if you live in a rich, stable country, those risks are highly unlikely.

			But our modern selves face more acute risks that threaten our way of life. With the economy going through a major transition, no one’s job seems as safe and certain as it once did. Until recently, our employers absorbed most of the risk we faced, taking on retirement risk by offering us pensions. They sheltered us from wage risk and offered job stability, with a steady paycheck and regular, predictable hours. These benefits are increasingly rare in the twenty-first century.

			To help us, we have more tools than ever before generated by data and algorithms that can be used to both measure and mitigate risk. More data offers the potential to measure risk more accurately, and technology helps us interpret that data in seconds to be able to make quick decisions. Often, we can do this from our phones: Waze minimizes the risk of being stuck in traffic; Netflix increases the odds of watching a movie you’ll love; travel websites can predict whether the price of a flight will go up or down. Data and technology may raise the stakes in our economy, but they also deliver once esoteric and inaccessible risk estimates to the masses.

			As we’ve seen from the big busts in the finance industry, the tools of financial economics can be useless, sometimes even harmful, without some knowledge of how to use them. That’s true for large and small risks we face. Google Maps may offer an estimate that it will take fifteen minutes to get to work today, but as you know all too well, that is a very rough estimate. Google would be more accurate to tell you fifteen minutes plus or minus five minutes, depending on traffic conditions. The five minutes is a risk estimate.* If you don’t account for that extra time, you might be late.

			If used correctly, the tools derived from financial economics help us understand trade-offs and hazards that might lie ahead. They can help us make better choices and reduce risk. Financial models provide a road map for the decisions we face in life. If you plan a trip using a map, you have a route for how to get to your destination and where it lies relative to other places. Having that map increases the odds you reach your destination, and it might make you more inclined to get on the road and take a trip.

			But using a road map doesn’t guarantee a safe journey. The map probably doesn’t include the tree you might smash into because you were texting while driving. It also doesn’t include the Mack truck that might accidentally slam into you even if you drive safely.

			But that does not mean you should throw out the map. It still increases the odds of a successful journey, especially if you’ve been taught how to read a map. In the following chapters, I’ll share stories of risk takers from diverse corners of the economy, from sex workers and soldiers to surfers and horse breeders. The one thing they all have in common is risk. None of these people have ever worked on Wall Street, but they use the same strategies financiers use to manage risk. Their stories illustrate how the lessons of finance can help us all navigate the modern economy.

		

	
		
			
				RULE 1

				NO RISK, NO REWARD

				We won’t stay in Nevada for this rule, though often when people hear “no risk, no reward,” they automatically think of high stakes in Vegas. This powerful but often misunderstood statement is where most people go wrong. They focus on the risk part, just thinking of all the risks they face when making a decision. But really, the most important part is reward. A risk is more likely to work out if you are seeking a reward you actually want. It sounds so obvious, but we often take risks just because we want change. And when we do that, we often lose, no matter what happens.

				This rule teaches you to know where you’re going before jumping in the risk fast lane. Chapter 2 explains how identifying the well-defined reward you’re seeking increases the odds of a risk working. And often we need to define reward in terms of what risk isn’t—or what is risk-free. “Risk-free” is one of the most powerful concepts in finance. Chapter 3 explains how to use risk-free as the foundation of financial decision making.

				Chapter 4 explores how to measure risk, and how to know what risks you should worry about. Then, in chapter 5, we’ll examine the different types of risk we face. Some risks are easier to deal with than others, and it pays to know the difference.
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