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@ Limited commitment in intertemporal interactions often leads to
Pareto inferior outcomes.
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Limited commitment in intertemporal interactions often leads to
Pareto inferior outcomes.

Examples include worker training and workers and firms (see
Malcomson (1997)); sharing risk between villagers (see, for example,
Ligon, Thomas and Worrall (2002)) and central bakers and citizens.

The problem of limited commitment also arises within families; see,
for example, Basu (2006), Hess (2004), Ligon (2002), Lundberg and
Pollak (2003), Mazzocco (2007) and Mincer (1978).

Although the general analysis of limited commitment provides some
guidelines for the analysis of families there are distinct differences
between the contexts.

In particular, family relationships often involve love which is
conspicuously absent from the worker-firm relationship or in
interactions between village members

and is unthinkable for central bankers.
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@ We propose a theory of love and betrayal that sustains many Pareto
efficient outcomes for families that would not otherwise be available
to rational forward looking members of a partnership.
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@ We propose a theory of love and betrayal that sustains many Pareto
efficient outcomes for families that would not otherwise be available
to rational forward looking members of a partnership.

@ A couple, a and b, are presented with an opportunity to increase their
joint income if they move to another location. The problem arises
that the move shifts power within the household toward b.
Consequently a may veto the move if she is worse off after the move.

@ Promises by partner b are not incentive compatible since a does not
have any credible threat of punishment.

@ Suggestion: if partner b exercises too aggressively his bargaining
power then a loses some regard (or love) for him. The important
element is that this loss of love is out of the control of the affected
partner; in this sense, this is betrayal.

@ In a model with mutual love, this ‘punishment’ is often sufficient to
deter a partner from exercising their full bargaining power.
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e Consider a married couple a (‘her’) and b (‘him"). Income, normalised
to unity, is divided between them so that a receives x for private
consumption and b receives 1 — x. Each person has the same strictly
increasing, strictly concave felicity function, so that:

u, = u(x)

up = u(l—x)
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Consider a married couple a (‘her’) and b (‘him’). Income, normalised
to unity, is divided between them so that a receives x for private
consumption and b receives 1 — x. Each person has the same strictly
increasing, strictly concave felicity function, so that:
u, = u(x)
up = u(l—x)
Each person also cares for the other with individual utility functions
given by:
Wi (x) = us + Aaup = u(x) + Asu (1 —x)
Wp (x) = Apus + up = Apu (x) + u (1 — x)
with A5, Ap < 1.
The household behaves as though it maximises the function:

W =W, +uW,

The objective Pareto weight, u, captures all of the external factors
that affect the power of b within the household.
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@ The household welfare function is:

W = u(x) +Au(1—x)+pu(Apu(x)+u(l—x))
= (L +pAs) u(x) + (A +p) u(l—x)
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@ The household welfare function is:
W = u(x) +Au(1—x)+pu(Apu(x)+u(l—x))
= (L +pAp) u(x) + (Aa+p)u(l—x)
@ Thus the internal Pareto weight for b is:

(Aa+ )
(1+ pAs)

which is increasing in her love for him (A,).
@ The level of consumption for a is given as:

% (Aau Ao, ) = argmax {(1+ ) u (x) + (Ao + ) u (1 - x))
@ The indirect utility functions for a and b are given by:

= uR)+Au(1l-X%)
b= Apu(X)+u(1-2%)

<> <>
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@ Now we introduce a potential move to another location that would
increase household income to y > 1. Moving is a potential Pareto
improvement.
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@ Now we introduce a potential move to another location that would
increase household income to y > 1. Moving is a potential Pareto
improvement.

@ But the move would also increase b's objective bargaining power from
u to (14 m) where m > 0.

@ The household utility function is given by:
W= (1+pd+mAp)u(x)+Aa+p(l+m))uly—x)
@ The indirect utility function for a is given by:

Ve(y,m)=u(x)+Au(y —x)

A

e Define a function mg (y) by: V2= V2 (y,my (y)). mo (y) is strictly
increasing in y.

e Partner a will veto the move if m > mg (y).
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@ Now suppose that b can choose whether or not to exercise his new
power, ¢t — u (1+ m)
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an automatic and hence credible punishment for b choosing to take
advantage of his improved position.

Browning () Love, betrayal and commitment VL Workshop June 2009 7/12



@ Now suppose that b can choose whether or not to exercise his new
power, ¢t — u (1+ m)

@ If he does take the improvement (‘'betrayal’), she finds herself caring
less for him.

@ The fall in her caring for him is taken to be exogenous so that a has
an automatic and hence credible punishment for b choosing to take
advantage of his improved position.

e We assume that a's new caring parameter for b is A, (1 — s.m) where
seo,mt].
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@ If he does not betray, the household utility function used to choose X
is given by:

W = (14 pAp) u(x)+ (As+u)u(y —x)

and indirect utility functions are given by:

<

S = w(®) + Ay — %)
b — Apu (%) +u(y — %)

<
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If he does not betray, the household utility function used to choose X
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@ If he does not betray, the household utility function used to choose X
is given by:
W= (1+prp)u(x)+Aa+u)u(y —x)
and indirect utility functions are given by:
Ve = u(x)+Au(y—x)
Vb = Apu(R)+u(y —x)
@ This Pareto dominates not moving.
@ If he does betray, the household utility function used to choose X is
given by:
W= (1+p(1+m)As)u(x)+ (A (1—sm)+pu(1+m))u(y—x)
and indirect utility functions are given by:
= uX)+A (LI =—smu(y —x)
b= Au(x)+uly —x)

AR
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@ Since his indirect utility function is the same in both cases, he will
betray if X > X. This holds iff

Pl —Ake) .

NESTSIN 1)
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@ Since his indirect utility function is the same in both cases, he will
betray if X > X. This holds iff

Pl —Ake) .

S At pre) by (v

@ Her loss of caring for him, s, has to be small (< s*) for him to betray.
The threshold s* is independent of y and m.
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@ We have three possible outcomes.
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We have three possible outcomes.

Case /. Do not move. (<= s < s* and m > my).
Case /l. Move with no betrayal. (<= s > s*).
Case Ill. Move with betrayal.

Easiest to see outcomes on a figure.
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Her loss of love, s

w

Figure: Outcomes as function of his gain in power and her loss of love.
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Conclusions

@ We have presented a dynamic interaction in which betrayal and a
consequent loss of love leads can lead to a Pareto improvement.
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Conclusions

@ We have presented a dynamic interaction in which betrayal and a
consequent loss of love leads can lead to a Pareto improvement.

@ Need to allow for the possibility of divorce.

@ Are there any empirical implications?
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