Economics – Chapter 23 – Hidden Information, Signaling and Screening.

This Chapter goes into the way that people formulate their strategies for auctioning, based on risk, information and positioning between the buyers and sellers.

Hidden Information and the Adverse Selection Problem.

The question is: would it ever make sense for you (a VC) to want to invest $10 million for a 50% stake, but be unwilling to invest $5 million for a 90% stake?  YES

· You may be risk adverse (see Ch 17)

· You worry that if the entrepreneur only owns 10%, they won’t work as hard

· The entrepreneur knows something that you don’t

· They have done tests, and may potentially know that the venture will fail

· If the entrepreneur has negative test information about the venture, they’ll be happy to sell any share of the project that they can for any amount of money. 

· If they have positive test information, they have a good venture, and would they sell 90% for 5 million?  Most likely not.

· Therefore, if they’re willing to sell 90% for $5 million, they must have received negative information about the venture.

Adverse Selection

The phenomenon of hidden information = where one party has information that is relevant to the second party’s evaluation of the transaction

· Eg, used cars, selling homes

· Where a wide diversity of “qualities” of the good in question exists, but what sellers bring to market at any given price are the poorer quality goods – therefore the buyer is getting an adverse selection of the entire population.  

· Buyers are willing to pay a price for “average quality” in the population.  But the population average is skewed if the equilibrium price is not high enough to induce the owners of higher quality goods to sell.

· Then the price gets lowered, and the owners of the “intermediate-level” good begin to withhold their items, making the adverse selection worse.

· This lowering and worsening goes on….

· There is a long “lemons” versus “creampuffs” example that Kreps uses to illustrate the “adverse selection vicious circle”

Hidden Information on the Buyer Side

There are cases where the buyer owns the hidden information – usually in service industries where the cost of fulfilling the transaction (of providing the service) can depend on the characteristics of the buyer that the seller can’t perceive.

· eg, life and health insurance

· Service contracts, where the buyer can replace the seller’s services with his own (eg, outsourcing construction projects)

The Problems of Average Selection

You need the sellers to volunteer information so that you can “raise the bar” on the average selection that you must make 

· eg, trying to find potential employees from a pool, who won’t leave after a couple of years.  How do you detect whether or not they’ll go?

Signals and Screens

There are signals that parties can watch for, to help determine the information needed to make a transaction decision.  Characterize information according to “How active are the two parties in conveying the information”?

· Relevant information is available, if the uninformed party simply knows where to look (eg, demographic information).  There are three problems with this:

· The hypothesis on which basis the decision is made can be incorrect (eg, assuming that all younger women will leave a company and have babies)

· The hypothesis can be self-generating (women leave because they’re pissed that the companies don’t trust them to stay after they have kids)

· Legal and ethical implications (can you say, discrimination?)

· Direct and relevant info is available by legal or legislative mandate

· Direct and relevant info is mandated in order to be certified by non-legal entities (eg, NYSE)

· Volunteered info

· Honest info (seller volunteers the service records on a used car)

· Providing the opportunity to get info (eg, seller lets the buyer take the used car to the shop for a check)

Equilibrium Signaling

The value of a piece of info depends on how it is correlated with the characteristic of real interest to the uninformed party.

· Basically, information that is sent out by the first party, must have a point of reference for the second party to understand its value, and the impact that the info should have on the transaction.

· This assumes that people who might send the signal recognize how the signal will be used, and respond optimally for themselves

· There are two keys to market equilibrium signaling:

· The cost of the signal must distinguish one group of buyers/sellers from another

· The cost must not prevent members of the group from participating

· A note on WHO does the signaling:

· When the INFORMED party makes the offer and initiates any signals about quality, we say that we’re looking at a signaling equilibrium
· When the UNINFORMED party offers the informed party a menu of choices, where the choice from the menu becomes the informative signal, we say that we have a screening equilibrium (eg, back to the health and auto insurance)

The MBA Core as a screening device

This example is……Krepsian.  You can look at it if you have extra time.

The Winner’s Curse

· Exactly what we did in D&D last term (complete with the Oil Company example of paying too much)

· Occurs when bidders in an auction face a statistical structure of info and valuations, and they are unsophisticated about it, forming their bids without taking into account that the winner of the auction is apt to be a party with relatively optimistic assessments.

· Note the difference between Winner’s Curse (you paid more than the product was worth) and “leaving too much on the table” (you paid more than you needed to in the auction, to win the product)

