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ton University Press, 1990), Chapter 16; Andreu Mas Colelt, Michzel D. Whinston, and
Jerry R. Green, Microeconomic Theory (New York: Oxford University Press, 1993), Chap-
ter 14. These are all textbook weauments of the subjecs, which give additionsi sugges-
tions for further reading.

We are assuming that you know abour expected utility and related topics such as risk
aversion; if not, some of our discussion may not make 2 lot of sense. Bur you may stll
he zble to follow the simpler specification begun in the nexi subsection.

Simply subtracting the effort level is typical in this medel, but more generally we might
suppose that he evaluates contracs y and effort level e according to the expectaiion of
U(y(x},2), where U is a funciion that is increasing in it first argument (he prefers more
money to less} and decreasing in its second argument (he prefers less effort to more).
See Bengt Holmstrom and Paul Milgrom, “Aggregation and Linearity in the Provision of
Intertemporal Incentives,” Econometrica 35 (March 1987): 303-28. Good luck; this mkes
a lot of math.

A concave m(e) function means diminishing marginal retumns to effort, which migh re-
flect physical and mental fatgue or the “low-lying fruit* phenomenon—on a tee it i§
easiest to pick the Fruit located closest wo the ground, and thus increasing efforts will be
required 1o pick fruit as the rvee becomes depleted, This phenomenon applies o a broad
range of activities—think of a satumied sales territory, fundraising, scientific discover-
ies, and process innovations. But this is not & law of nature; for example, there might
in some cases be increasing retumns to effort in pursuing process innovations, at least
at the stact, as the fixed costs of understanding the process must be paid for during the
first few innovations but can be amorized Increasingly well as further innovatons are
made.

It is penerally true that if risk is being shared berween two paries, ane of whom is risk-
neutrzf and the other risk-averse, it is efficient on risk-sharing grounds alone for the
risk-neutral party to bear all the dsk. See Kreps, op. cit., Chapter 3.

This may sirike you zs unrealistc. But, recall the real-world example from Chaprer 2 of
RE/MAX, a large, international real estate agency, which uses precisely this compensa-
tion structure: Reaitors get 100% of the commissions they earn, and they pay RE/MAX
for the privilege (and for some clerical services). But there is more going on in RE/MAX
¢han risk-neurral realtors; we discuss this example further in Chapter 14.

To demil the sorts of market imperfections that give rise to incentive problems is out-
side the scope of this appendix, but we will mention two. First, there may be an in-
formational imperfection; the principal controls the accounting system and can't credi-
bly provide the agent with an accure accountng of how much he earned. (This is
another form of mormal hazard problem, with the hazard on tie side of the principal.}
Second, the agent may be unable to raise enough funds to buy the business up front,
ur limited liability considerasions may make this impractical.

See Holmstrom and Milgrom, op. cit.

ADVERSE SELECTION AND
MARKET SIGNALING

The general theory of adverse selection and market signaling is briefly recounted
below, using the vsed car market 15 a motivating example.!

THE PROBLEM OF LEMONS

Thete are many cases in which the seller of a good or service knows more about
the quality of the jtem being sold than the buyer does. The standard example is
thar of used cars; the owner of the used car knows whether the car is a lemon (a
poorly performing vehicie) or a cream-puff (2 superior vehicle), whereas buyers
cannot tell for sure which it is. Other examples abound. For instance, a manufac-
purer may be betier informed about the quality or reliability of some producr be-
ing sold than are customers. Ar individual shopping for insurance may be better
informed about his state of health than is the company considering whether to is-
sue health or life insurance to him.? More germdne o the subject mater of this
bool, a job applicant may be better informed about her abilides or her likelihood
of resigning in the furure than is a prospective employer. 1o all these cases, the
uninformed party faces a potential problem of adverse selection: When deciding
whar price to pay (or charge) for the good or service, the uninformed party offers
a price appropriate for the average good offered for sale. If the price appropriate
for the average good in the population as a whole is unappealing for those who
own higher-quality goods, owners of higher-quality goods will withdraw from the
market; the poods or services that are offered for sale (or the people who queue
up to buy insurance) are the relatively less reliable, lower-quality ones. But then
the buyer must offer a still lower price, because the average aood for sale is worse
than the average of the entire population. This lawer price potentally drives even
more high-quality goods out of the market; the feedback loop in this process en-
hances the adverse selection problem.

To take a very simple #lustrative caricature, imagine that every used car is of
one of three types: a lemon, okay, or 2 cream-puff. OF all the used cars in the
world, suppose one-third are lemons, one-third are okay, and one-third are cream-
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puffs. Imagine that there is only one model of car, so that this is the only way in
which used cars differ.

Now suppose that there is some fixed number of used cars in the world, say
30,000. Imagine thar to their owners, contemplating the sale of their vehicles, a
lemon is worth 53,000, an okay used car is worth $4,000, and a cream-puff is worth
$5,000. (In other words, owrning a vehicle produces udlity to the owner equiva-
lent to these sespective dollar amounes.) If the market price of a used car is less
than $3,000, no car is supplied for sale. If the price is at or ahove $3,000 but be-
low $4,000, all the lemans are offered for sale. At prices berween $4,000 and §5,000,
afl the lemons and all the okay cars are offered for sale. And ar prices at or
above $5,000, all the cars are offered for sale. Hence we get a supply curve as in
Figure D-1.

As for the demand side of the market, imagine that many people are inter-
ested in buying used cars. A car's value to 2 potential buyer depends on its qual-
ity: A lemon is worth 53,30( 10 potential buyers; if the car is akay, it is worth
$4,300 to potential buyers; and a cream-puff is worth 3,300 to potential buyers.
We'll suppose that buyers are risk neurral; a car that they assess as being a lemon
with probability .4, okay with probability .4, and a cream-puff with probability .2,
is worth to them the amount $(.4)(3300) + (4)(4300) + (.2)(5300) = $4,100. Note
that in this example, every used car ought to be exchanged if we are going to
have a market that worls as well as conceivably possible, because by assumption
every car is worth more 1o 2 buyer than to its current owner.

In Figure D-1 we have supply. What about demand? The demand at any price
depends on expectations concerning the qualiry of the car being supplied. Suppose
that buyers have naive expectations, which means that at any price, they believe
that a car they buy is chosen at random from the population of all used cars—that
is, it is equally likely to be a cream-puff, okay, or a lemon. Thus, the price

they would pay for any car is: (% X §3,300) + c% X $4,300) + c% X $5,300) = $4,300.

We get the naive demand curve shown in Figure D-2: no demand at prices above
$4,300, and unlimited demand at any price below $4,300. If this is the demand
curve, 20,000 cars change hands ar a price of $4,300.
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Figure D-1  The supply of cars.
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Figure D-2 Naive demaznd and equilibrium.

But in this equilibrium, the 20,000 cars thae are supplied are equal numbers
of okay cars and lemons. No cream-puffs are coming on the market, because they
are all worth more to their owners than the market price of $4,300. This being so,
car buyers will come to learn over time that cream-puffs never come on the mar-
ker; cars that are sold are equally likely to be ckay or lemons. Thus, the most con-

. 1 1
sumers will pay for the cars that are coming to market is: (5 X $3,300) + (; x

$4,300) = 43,800, and demand at $4,300 falls to zero. Moreover, demand at $3,800
falls to zero as soon as buyers begin to understand the new market reality: At a
price of $3,800, owners of okay cars will hold on 10 those cars, and the only used
cars supplied will be lemons. A lemon is worth only $3,300. 50, taking all this into
account, the sophisticated demand curve is as shown in Figure D-3: zero demand
at prices above $3,300, unlimited demand at prices below $3,300, and an equilib-
rium in which the lemons change hands at a price of 53,300.

To relterate: The price that buyers will pay fora used car depends on the av-
erage guality of the cars that are brought to the market. This discourages owners
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Figure D-3 Sophisticated demand and equilibrivm.
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of good used cars from selling their cars, and it means that the average of the cars
that are brought to the market is lowered. In this case, the presence of lemons dri-
ves (ouch!) higher-quality cars entirely our of the market.

[ SIGNALS

So if you own 2 cream-puff, what dre you going to do? You know that if you
can somehow have your cream-puff certified as being a cream-puff, then you
can get $3,300 for ir, which is $300 more than it is worth to you. If you can get
it certified as a cream-puff for less than $300, you will do so; this might be done
by having it inspected in a garage. Bur suppose thar direct cerification is not
possible. There stll might be actions you can take to distinguish your car as a
cream-puff. For example, suppose that you offered a limited warranty on your
car. You offer to pay for any repairs necessary for the first four months after you
sell the car. OFf course, this is costly for you, but it may be less costy for you
than it would be for someone who owns a car that is just okay or for someone
who owns @ lemorn. Suppose, for example, that the cost to a seller of a2 warranty
depends on the length of the warmanty and also the type of car being sold. Specif-
ically, suppose that to a lemon owner, every momnth of warranty cosls 4n ex-
pected $1000. To the owner of an okay car, the first month of warranty costs
$100; the second, $300; the third, $600; and all subsequent months cost $1,000
apiece, If you own a cream-puff, the first four months of warranty casts you $100
apiece; the fifth costs you §200; and any addirional months cost you $300 each.
Suppose as well that 2 warranty has value o a buyer. Specifically, each month
of warrenty is worth 375 w0 the buyer. Now suppose that, somehow, markets
reach the following equilibrium:

- If you offer a four-month warranty, you can sell your car far $5,600.
« If you offer a two-month warranty, you can sell your car for §4,450.
« If you offer no warranty, you can sell your car for $3,300.

Suppose you own a lemon. If you offer no warranly on YOUT Cir, you can sell
it ourright for $3,300. If you offer a two-month warranty, you can sell it for $4,450,
but the warsanty will cost you an expected $2,000, so you will realize only $2,450.
If you offer a four-month warranty, you can sell the car for §5,600. Bur the four-
month warransy will cost you an expected 54,000, so you will net only $1,600. If
you hold on to your car, it is worth $3,000 10 you. So it is best to offer no war-
ranty and sell your car for $3,300.

Suppose you own an okay car. If you offer no warranty, you cin get $3,300.
If you offer a two-month warranty, you get $4,450, from which $400 in expected
costs must be subtracted, for a net of $4,050. If you offer a four-month warranty,
you get $5,600, less expected costs of $2,000, for a net of $3,600. If you hold on
to your car, it is worth §4,000 1@ you, So you do best by offering a two-month
warranty and selling for §4,450.

Marleet Signals = 581

Suppose you own i1 cream-puff. If you offer no warranry, you get £3,300.
If you offer a iwo-month warranty, you get $4,450, from which warrdnty COSLS
of $200 are subtracted, leaving you netting $4,250. If you offer a four-momnth
warranty, you net §5,600, from which warmanty costs of $400 must be subtracted,
leaving you at a net $5,200. And if you hold on to your car, you have netied
the equivalent of $3,000. It is best 10 sell your car with a four-month warranty,
for $5,600.

Do the prices being offered make sense? If a car is being offered for sale with-
out a warranty, it is sure to be a lemon, and so it is warth $3,300 1o the buyer. If
a car is being offered for sale with a two-month warranty, it is sure to he okay,
and so it is worth $4,300 plus 5150 or 54,450 to buyers—the 54,300 is the basic
value of the car, and the $150 is the value of two months' worth of warranty. If 2
car is being offered for sale with a four-month warranty, it is sure to be a cream-
puff, and so it is worth $5.300 (for the car} plus $300 (for the warranty), or §5,600.
All the prices do indeed make sense. This is an example of market signaiing, Sell-
ers of a good or service who have private information about its quality commu-
nicate their private information by sgignals” they send. Sellers af higher-quality
goods send signals too expensive for sellers of lower-quality goods to send, thereby
distinguishing themselves from thuse selling lower-duality goods. Warranties are an
excellenr example of marker signals, though there are many others; in the labor
market context, education is another good example of marker signaling, which we
discuss in detail in Chapier 14

This may be a goad place 1© remind you that economists use models as il-
lustrative parables and not 2s faithful depictions of reality. In the nsed car market,
cars aren't graded so neatly into types along a single-dimenstonal scale. Moreover,
the scale is continuous and not discrete, and not every owner of a cream-puff has
the same reservation price as every other owner for his car. In a more realistic
model of the used car market (or the lahor market), different signals involve par-
tial pooling (see below) of characteristics in which the buyer is interested: That is,
a four-month warranty, if thatis a marlket-place standard, will lead to the inference
that the car is probably a cream-puff, but may be olay and may even be a lemon,
whereas a two-month warranty leads o a different (and more adverse) selection
from the population. In a more realistic model, different levels of signals are as-
sociated with different distributions or seleciions from the market, based on ex-
periences and knowledge that market participants have about what the signals
mearn.

The real world is complex in another way: Not every buyer agrees about what
every signal means. In the context of HRM, for example, firms can and do dis-
agree on what the “distribution of talents” [s among those students who have sig-
naled with ann MBa From, say, Harvard versus the University of Chicago. It isn't

simply that different firms have different tastes over these anributes; they disagree -

over the very meaning of the signal irself.

The complexities of the real world obviously imply that the stark and precise
equilibrium of our caricature model will at best be approximated in real life. You
should maintain a healthy skepticism about this sort of thing. But notwithstanding
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henlthy skepticism, the economic model of market signaling gives substantal in-
sight into real-world phenomena:

= Signals sent by informed parties can be used by those with less information
to infer something about the parties sending the signals.

Those inferences, though far from precisely correct, are usually relatively
valid.

A key 1o an effective signal is the relative cost versus quality trade-off: A
signal that is refatively more costly for the lower-quality types in the market
is more apt 1o be effective, because it is more expensive for the lower-gual-
ley types to mimic. Thus, finishing high school may be a good signal of ac-
ceptance of authority. But for someone who wishes to send this particular
signal, enlisting in the Marine Corps is probably bewer still.

A second key to how well a seller's signal works, in terms of indicating the
qualities of interest to the buyer, is whether sellers understand that the sig-
aals will be “read.” For example, if high-school students zre incapable of
understanding that it may be valuable to ger their diploma, then the diploma
may be a strong signal of, say, accepiance of authority (i.e., willingness 10
heed the wishes of authority figures like parents or teachers, even when the
student sees no clear value in it). But suppose high-school students under-
stand that this inference will be drawn by employers. If high school diplo-
mas aren't (oo costly to obtin for some students who reject authority, then
some of the more rebellious students will choose to remain in high school,
seelking to “fuol” employers into thinking that they (the students) aren't re-
bellious, Having these rebels included in the population of high school
graduates weakens the quality of the *authority accepiance” signal provided
by a high-school diploma. To signal acceptance of authority, 2 stronger sig-
nal may now be required, such as a diploma from a parochial school or a
stint in the military.

=.EQUILIBRIUM SIGNALS AND THE PROBLEM OF INFERENCE®

The market equilibrium described for our caricature model of used cars is:

« If you offer a four-month warranty on your car, you can sell it for §5,600.
= If you offer a two-month warranty on your car, You cin sell it for $4,450.
« 1f you offer no warranty on your car, you cin sell it for $3,300.

This is an equilibrium: Each of the three warranties on offer, coupled with the
price that warranty obtains, leads to a particular class of cars being offered with
thar warranty, which justifies the corresponding price. But the argument that this
is an equilibrivm is circular: The price at ench warranty level leads to the set of
cars offered with that warranty, which leads {back) to the price.

Out-of-Equilibrium Signals and the Problem of Inference * 583

A second equilibrium is:

« If you offer no warraniy on your car, you can sell it for $3,300.
« If you offer a rwo-month warranty, you can sell it for $4,450.
« Tf you offer a five-month warranty, you can el it for §5,675.

The difference berween this equilibrium and the previous one is that, if you have
a cream-puff, you have to offer a five-month warranty. To verify that this is an
equilibrium, we have to check that cream-puff owners would rather offer a five-
month warranty than keep their car, offer no warranty and sell for §3,300, or of-
far o two-month warranty. But it works ouk: The five-month warranty costs the pre-
vious owner $600, so he gets $5,075 net from selling with a five-month warmnty,
versus utility equivalent o $5,000 if he keeps the car, and something less than
$4,450 if he selis it with a twao-month warranty or none at all.

The buyers don't care which of the two equilibria is in force, and the sellers
stricily prefer the Grst equilibrium.? So why does the second equilibrium held to-
gether? In partcular, why doesn't the buyer of a cream-puff offer his car with 2
four-month warranty? .

This is 2 specific example of 2 more general question. What in, say, the first
equilibrium is the market supposed 1o make of someone offering a car with a
three-month warranty? Three-month warranties aren’t part of the market equilib-
rium, so it would seem that the person offering a car with a three-month warraaty
is making a “mistake.” Still, it malces sense for buyers to try to figure out how
likely this car is to be a lemon, or okay, or a cream-puff, and theén to bid on if,
based on their beliefs. But, 1o rephrase the question, what is a buyer supposed to
believe, when a car is offered with 2 three-month warranty?

The basic theory of market signaling is sifent on this question. It allows buy-
ers to be 5o shocked by a mistaken (or so-called our-oftequilibrium) offer that they
can draw any inferences they wish—far instance, that the car is sure to be a lemon.
In fact, the basic theory allows buyers to be so shocked by such 2 mistaken offer
thar they refuse to bid on it at a1l This means that in the basic theory, there are
lots of possible market-signaling equilibria; we have given two above, but there
are lots more. For example, enother equilibrium is that used cars sell for 53,300,
no matier how long a warranty is offered. The trades that take place in this equi-
librlum are: Only lemons are offered for sale, with no warranty. Owners of cream-
puffs and olay cars think to themselves, “1 wonder how the market will react if 1
offer 2 warranty?" But in the basic theory, they are aliowed to conclude, “No one
will pay me anything for a wamanty and all buyers will therefore conclude that
my car must be 4 lemon, because all used cars that ever go on the market are
lemons.”

Mare refined theordes of market signaling try to hone in on a particular mar-
Jet-signaling equilibrivm (or, at least, to rule some out) by coming 10 grips with
the out-of-equilibum inferences that a buyer might reasonably make given a “mis-
wzken” offer, For example, in the second equilibrium above, 2 four-month-warranty
offer would cost the owner of an okay car §2000 in expected @xpenses, 50 even
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if the car is perceived to be a cream-puff and can (therefore) be sold for §5,600,
the owner of an okay car would net $3,600, versus $4,050 if the owner of this car
sticks to the equilibrium offer of a two-month warranty. Hence this four-month
warranty offer can only (sensibly) come from a cream-puff owner, and hence it
must be mer with buyers willing to pay $5,600. If cream-puff owners can figure
all this our, this in tumn leads owners of cream-puffs 1o offer four-month instead
of five-month warranties, upserting the second equilibrium.’

This is tough and fairly subte smff. And it is the subject of a lot of conro-
versy amang economists who study market signaling, So don't feel bad if it does-
n't guite make sense, and don't take it oo seriously if it does. The point we wish
to make here, which we will use in the texr, is simple: There ¢an be lots of mar-
ke signaling equilibria in 2 given context because the question What inferences
are drawn from a signal that isn’t part of the equilibrium? can have many answers,
all of them consistent with a signaling equilibrium. When signais are sent outside
of an equilibrium, there is no way for the parties receiving them to figure out (sta-
tistically) what those signals mean, and if they could mean virtuaily anything, it
is edsy to see why no one would venture 1o send them, which Is why they could
mean virmally anything. Once again, you see the revoluton of an economic vi-
cious circle.

SIENCY

NG

Most models of market signaiing tend to conclude that, relative to the case in which
there was no private information, market signals are economically wasteful. This
isn't to say thar people don't send signals, and willingly so. But reczll our exam-
ple of the warranties: Ench month of warranty was worth only $75 1o the buyer;
but each month cost the seller at least $108 and sometimes more. Every four-manth
warranty by a cream-puff owner is a “waste” of $100, and every two-month war-
ranty by an okay-car owner wastes $250, It is clear that what this market needs is
a good garage and an honest, objective mechanic, who can cheaply examine a car
and reliably infer its quality.

The economic waste or inefficiency here compounds two effects. First, infor-
mation has to be produced. Presumably, we'd have to pay the mechanic some-
thing, so comparing against a siruation in which the buyer can costlessly assess a
car's quality is a bit of a red herring. But more than thar, what is needed is not
stmply to produce the information, but to produce so much at the top end of the
quzlity distribution thae the next lower level of quality has no incentive to mis-
represent. Warranties for cream-puffs have to be long enough so thar okay-car own-
ers aren't attracted into offering them. This can be the cause of a lot of inefficiency.

For our used-car caricarure, we described equilibria in which each quality level
sends a different signal. (In the third equilibrium, where only lemons change hands,
this isn't quite so; the owners of okay cars and cream-puffs are sending the szame

Screening = 585

signal—namely, no signal at alk} Don't be misled by this, In other examples, we
can find equilibria with pooling, where more than one type of car is sold for the
same price, under the same terms. The example we've created doesn't give sim-
ple examples of this. But pooling in real life is a very general and common phe-
nomenon; what is unrealistic is complese signaling separation, where each level of
guality is associated with 2 distiner market signal, so buyers know (from the sig-
nals) precisely what they are gering.

SCREENING

In the story of seliing used cars, we told the story as if the party with the supe-
ror information takes the acstive role and signals to tading partners that he or she
has a good car. In other contexts, the uninformed party offers to a population of
informed parties 2 menu of options, from which the informed parties select, and
the selection of a particular option from sthe menu screens the informed parties ac-
cording to their qualities, or abilities, or whatever.

The story doesn't change much. Instead of having the seller of the used car
offer 2 warranty, we have the buyer saying something lilce: *If you will give me a
four-month warranty, Il pay you $5,500. For a two-month warranty, I'll pay 34,430,
And for 4 car without 2 warranty, I'm willing to pay $3,300 only.” The seller chooses
zccordingly: If he owns a cream-puff, he takes the first offer. IF he has dn okay
car, the second. And if he has a lemon, he 1akes the money and funs.

Actuzlly, there are some differences in what can be an equilibrium, depend-
ing on who makes the offer. But you'll have o consult the more advanced litera-
ture for that.5 For our purposes, what is useful is to recognize that signaling means
thar the informed party takes the lead, and screening means that the uninformed
party offers the informed party a menu of choices or contracts. (Or, in snDme cases,
wninformed parties make different offers, so that the informed party faces 2 menu
in the market as & whole.)

Real-life examples of screening abound. When an insurance company offers
different premium rates, depending on the size of the deductible chosen, it is
screening insurees: More risk-prone insurees are apt io choose the lower deductible,
and thus should be charped a higher premium cate. When choosing 2 mortgage,
the prospective homeowner can choose along many different dimensions: differ-
ent interest rare schemes (fixed versus variable, how much the interest rate can
change per year and over the life of the loan, ete.): different times to full liquida-
tion; different (or no) prepayment penalties; and different up-front fees. The lender
in such cases understands that the choice of terms by the borrower indicates (sta-
tistically) the borrower's likelihood of prepaying or even defaulting on the loan,
and interest rates for different packages of feawires are set accordingly.

Numerous examples of screening exist in the domain of HRM. For instance,
several chapeers in this book mention RE/MAX, the real esmate networl that offers
a distinctive compensation packape, which enables agents (o reein 100% of the
commissions they earn, in contrast to the standard compensation paclkages offered
by other, more traditional firms in the industry. The effect of this is to screen for
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more aggressive and talented agents. (This information is then useful to customers
seeking such an agent, and thus for those agents swho want to be so identified by
those customers.) Or recall our discussion in Chapter 11 of how piece-raie pay
(e.g., at Safelite Glass) allows workers with different tastes for income versus ef-
fort to self-screen; those willing to work harder for more income have that option.
Similarly, firms may screen by permitting employees o select from a menu of ben-
efit options (e.g., some of which invoive deferred compensation) or a cafereria
plan; or by leting new employees choose berween an initial specizlized job as-
signment VErsus participating in an extended internship or training program that
offers the potential for broader job assignments in the future. In each of these
cases, workers' selections will reveal private information that potentally is quite
useful to the employer (and possibly to clients or CustOMErs a3 well).

1. For 4 more complete and formai version of the theory, see David M. Kreps, # Course
in Microeconomic Theory (Princeton, Nj: Princeton University Press, 1990), Chaper 17.
The seminal references for these ideas are: Geomge Akerlof, “The Market for Lemons:
Quality Uncertainty and the Market Mechanism,” Quarterly Journal of Economics 84 (Au-
gust 1970): 488-500; A. Michael Spence, Market Signaling: Iformational Transfer in
Hiring and Related Screening Processes (Cambridge, MA: Harvard University Press, 1974);
and Michael Rothschild and Joseph E. Stglitz, “Equilibrium in Competitive Insurance
Marlters; An Essay in the Economies of Imperfect Information,” Quarterly fournal of Eco-
nomics 90 (November 1976): 630—0.

Because the good being purchased here is an insumnce policy, you can thinlk of this
as a case where the buyer is betier informed than the seller, and the seller cares ahaue
the information possessed by the buyer,

3. This section delves into the finer desails of market signaling. Onty the brave should ven-
nire in afone,

E\J

e

Recall that each month of warranty was worth $73 to buyers, who are therefore indif-
ferent between & cream-puff with a four-month warmnty costing 45,600 zand one with
a five-month warranty for §5,675. On the seller side, in the first equilibrium, sellers ke
in $5,600 for a cream-puff and incur the costs of a four-month wuraney (which ore
$400), nering $5,200. In the second equilibrium, a cream-pufT sells for 55,675 but the
seller must provide a five-month warrzary (which costs $6003, for net proceeds of 53,075.
If you make your way through Chapter 17 of Kreps® A Course in Microeconomic The-
ory {and live to tell abour i), you will recognize this as an example of equilibrium dom-
ination.

6. See Kreps, op. ¢it, Chapter 17.
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