
Summary Chapter 6 – The Economics of Information and Choice under Uncertainty 

 The Economics of Information 

Communications between Potential Adversaries 

- Adversaries can communicate information that has strategic value 

- Signaling is the communication that conveys information 

- The two important properties of signaling potential adversaries are: 

 1. Signals must be costly-to-fake 

 2. If some individuals use signals that convey favorable information about themselves, others 

will be forced to reveal information even when it is considerably less favorable 

The Costly-to-Fake Principal 

- For a signal between adversaries to be credible, it must be costly (or difficult) to fake 

- The costly-to-fake principal states that for a signal to an adversary to be credible, it must be costly-

to-fake 

- Some economic applications of the costly-to-fake principal are: 

 Product Quality Assurance: 

 The idea behind this principal is that as companies incur high sunk cost for promoting 

products, the quality must meet the standard of the advertisement, otherwise the firm 

stands at risk to lose money 

 Choosing a Trustworthy Employee: 

 Firms must find signals that identify prospective employees as trustworthy or not. This 

relationship might be the person’s character and the costs and benefits of membership in 

specific groups 

 Choosing a Hard-Working, Smart Employee: 

 Employers are always looking for the brightest and most hard-working candidates. As there 

are plenty of them out there, but it’s impossible for employers to recognize them, they 

generally look for traits like graduation with honor and other costly-to-fake signals 

The Full-Disclosure Principle 

- The full-disclosure principle states that individuals must disclose even unfavorable qualities about 

themselves, lest their silence be taken to mean that they have something worse to hide 

- This principle derives from the fact that potential adversaries do not all have access to the same 

information 

- There are some similar asymmetries that give rise to important signals between economic agents: 



 Product Warranties: 

 Producers know about the quality of their products more than consumers do. That’s why a 

producer with a very high quality level might want to offer a liberal warranty to set himself 

apart from competition and show consumers that his product is better than others 

 Regulating the employment Interviewer:  

Employers are not allowed to ask, by law, for certain information about potential employees 

(e.g. a woman’s plan for having kids). Some prospective employees know this and voluntarily 

give out information about themselves which employers are not allowed to ask for to set 

themselves apart from competition 

 The Lemons Principle: 

George Akerlof, suggested that the market for second hand articles reflects a much lower 

price than necessary merely because of the reason that in general the quality there is lower 

than on new car markets and that (except for in special cases) sellers won’t sell their used 

product unless it is a “lemon” 

 The Stigmata of the Newcomer 

The fact that our world is much more connected now than it was a few years ago, movers are 

not seen as suspect and so when they sell things, they don’t seem suspect. In the past this 

was not the case so much 

Choosing a Relationship 

- In order for a potential partner to stick out of the crowd, he must have attributes which are costly 

to fake 

- Even the degree of interest a person shows in a prospective partner will sometimes reveal a lot 

Conspicuous Consumption as Ability Signal 

- For important decisions involving people we don’t know well, even weak signals are often decisive 

- The importance of consumption goods as signal of ability will be different for different occupations 

 Choice under Uncertainty 

- No matter how much time or energy we spend on researches and gathering information, we can 

never be fully sure of something before taking a choice 

Probability and Expected Value 

- Economic decisions made under uncertainty are essentially gambles 

- One important property of a gamble is its expected value, the sum of all possible outcomes, 

weighed by respective probability of occurrence 



- In addition to the expected value of a gamble, most people also consider how they feel about each 

of the possible outcomes 

The Von Neumann-Morgenstern Expected Utility Model 

- People choose the alternative that has the higher expected utility 

- Expected utility of a gamble is the expected value of utility over all possible outcomes 

- The key insight of the theory is that the expected values of the outcomes of a set of alternatives 

need not have the same ranking as the expected utilities of the alternatives 

- Often, utility is a nonlinear function of final wealth, where utility is assumed to be concave 

- A utility function that is concave in M is also said to exhibit diminishing marginal utility 

- Diminishing marginal utility means that for a utility function defined on wealth, one which the 

marginal utility declines as wealth rises 

- People with a concave utility function are said to be risk averse, which means that they always 

refuse a gamble whose expected value is zero 

- Gambles with an expected value of zero are considered fair gambles 

- One of the main reasons why people are risk averse is that the more wealth a consumer has, the 

smaller will be the increase in utility caused by a 1-unit increase in wealth 

- A risk seeker is a person whose preferences are described by a utility function with increasing 

marginal utility of wealth. The utility function for those people will be convex 

- A person is risk neutral if their preferences are described by a utility function with constant 

marginal utility of wealth 

- The certainty equivalent value of a gamble is the sum of money for which an individual would be 

indifferent between receiving that sum and taking the gamble 

 Insuring Against Bad Outcomes 

- When the risks that different consumers confront are independent of one another, it will often be 

possible to act collectively to achieve a result they all prefer 

Risk Pooling 

- Risk sharing or pooling works because of a statistical property called the law of large numbers 

- The law of large numbers is a statistical law that says that if an event happens independently with 

probability p then each of N instances, the proportion of cases in which the event occurs approaches 

p as N grows larger 

- The property of large numbers makes it possible for people to reduce risk exposure through pooling 

arrangements 

- For the average consumer, insurance for sale in a private marketplace will always be an unfair 



gamble, but they still chose this over a large fair one. This is often cited as evidence that most people 

are risk averse 

The Reservation Price for Insurance 

- The reservation price of a consumer is the maximum amount he would be willing to pay in order for 

insurance 

Adverse Selection 

- Adverse selection is the process by which the less desirable potential trading partners volunteer to 

exchange 

- To remain in business, an insurance company must have revenues from premiums that cover the 

claims it pays out plus its administrative expenses 

Moral Hazard 

- Moral hazard defines incentives that lead people to file fraudulent claims or to be negligent in their 

care of goods insured against theft or crime 

- Moral hazard also causes premiums to rise for reasons unrelated to fraud (people not doing much 

to prevent theft or damage) 

Statistical Discrimination 

- If all companies are forced to offer a single rate of insurance, members with a low-risk could not 

escape the rate increase by switching to other insurance companies 

- Many companies will pull out of high risk areas, as a result, and leave their former customers for 

themselves 

Application: Always Self-Insure against Small Losses 

- Because insurance companies must cover their costs, their average premium must exceed their 

average claim payment. So for the average customer, buying insurance is a gamble with negative 

expected value. In the long run, you’ll come ahead if you don’t buy insurance against small losses 

- The best alternative would be a deductable provision, where the insurance holder pays a set 

amount, and only on damages greater than that, insurance will help with the costs – premiums for 

these costs tend to be much cheaper, but have a higher gain 

 


