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	PASS Notes

Chapter 12 – The Economics of Information


Introduction

· Adam Smith’s invisible hand theory presumes that buyers are fully informed about the ways of spending their money in terms of goods available, their prices and the benefits derived

· But of course no one is really fully informed about anything, and sometimes people are completely ignorant of even the most basic information, yet life goes on for many of these people

· Basic economic principles can help to identify situations where additional information is most likely to be helpful. We will explore how these principles tell us how much information to acquire and how to best make use of limited information

How the Middleman Adds Value

· Many people believe that retailers and agents who assist manufacturers in the sale of products play a different economic role to those who actually make the products

· Sales agents are often viewed as parasites of people who do the real work. But in a world of incomplete information, sales agents add economic value by increasing the extent to which goods and services find their way to consumers who value them most.

The Optimal Amount of Information

· Having more information is always better than less information, but information is generally costly to acquire

· In most situations the value of additional information will decline beyond some point. And because of the low-hanging fruit principle, people tend to gather information from the cheapest sources first before turning to costlier ones. As the amount of information gathered increases, marginal benefit will decline and marginal cost will rise. Refer to diagram below, where the optimal amount of information gathered is I*
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· Free-Rider Problem: an incentive problem in which too little of a good or service is produced because nonpayers can’t be excluded from using it

The Gamble Inherent in Search

· Expected Value – the average amount of a gamble played over an infinite number of times

· Search entails risk, because costs must be incurred without assurance of a fruitful result. A rational consumer minimizes this risk by concentrating search efforts on goods for which the variation in price or quality is relatively high or the cost of search is relatively low

· Commitment Problem of Costly Searching: in a world of incomplete information, people solve the problem of an endless search for goods and services with a commitment to remain in the present agreement 

· Asymmetric Information: situations in which buyers and sellers are not equally informed about the characteristics of goods and services sold

· Lemon’s Model: an explanation of how asymmetric information tends to reduce the average quality of goods offered for sale

The Credibility Problem in Trading

Buyers & sellers tend to have conflicting interests, people tend to interpret ambiguous information in ways to promote their own interests

· Costly to fake principle: to communicate information credibly to a potential rival, a signal must be costly or difficult to fake

· Conspicuous consumption: generally, people who are more able at their trade can earn higher incomes and spend money on themselves. This can be a useful assessment when deciding which person to hire, if no other information is available

· Statistical Discrimination: practice of making judgments about the quality of people, goods or services based on the characteristics of the groups to which they belong

· Adverse selection: pattern in which insurance tends to be purchased disproportionately by those who are most costly to insure 

Disappearing Political Discourse

· an illustration of statistical discrimination exists when a politician decides what to say about controversial public issues

· politicians have an interest in often conflicting objectives: 1) to support the positions that they believe in, and 2) to win reelection

· politicians may remain silent on certain issues, because speaking out creates the risk of being misunderstood
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