MICRO-ECONOMICS of INFORMATION-GAPS
Prof. Yakov Ben-Haim
Yitzhak Moda’i Chair in Technology and Economics
Technion — Israel Institute of Technology
yakov@technion.ac.il
http://tx.technion.ac.il/˜yakov
Japan Society for the Promotion of Science Fellow
Venue:
Department of Economics
University of Tokyo
4:50 – 6:30pm, Tuesday, 15 July 2003
High reward is better than low reward, but the need for feasibility must temper the aspiration
for gain. To achieve this balance we must model and manage our severely deficient information
about, and understanding of, the processes we confront. We must also re-evaluate our concepts of
rational decision-making. This talk presents a conceptual introduction to the info-gap approach to
micro-economic decisions under severe uncertainty.
We begin with a simple example: the info-gap analysis of the home-bias puzzle in financial
investment. Conventional utility-maximization theories have failed to explain the overwhelming
preference for domestic assets which is widely observed. We examine a decision-model based on
satisficing the profit and maximizing the robustness to uncertainty to future returns. We show that,
by using an info-gap model of uncertainty, the home bias effect is explained with very low shadow
costs, across a wide spectrum of OECD countries. (This work was performed in collaboration with
Dr. Karsten Jeske of the Federal Reserve Bank of Atlanta.)
After this brief motivation for info-gap decisions, we consider several fundamental issues in the
micro-economics of severely deficient information.
We develop a theory of competitive partial equilibrium in which consumers and firms have
severely deficient information about production costs. We use non-probabilistic info-gap models
of uncertainty to represent this knowledge-deficiency. The analysis is based on the robustness
functions for consumers and for firms, which express the degree of an agent’s immunity to uncertainty
of the cost functions, in decisions regarding consumption and production. Several propositions
disclose trade-offs between robustness to uncertainty and the agent’s aspiration for reward. Two
additional propositions establish info-gap analogs of the neo-classical results which relate price to
marginal cost and to marginal utility at competitive equilibrium. We discuss a Pareto-like efficiency
which characterizes info-gap competitive equilibrium, and discuss some welfare implications. We
demonstrate a “supply-side” feature of info-gap competitive equilibrium: the aspirations of firms,
but not of consumers, directly influence price and aggregate consumption.
We will conclude with a brief mention of the info-gap treatment of consumer demand theory.
This analysis preserves the phenomenological features of classical demand theory, without the assumptions of rational-choice theory: complete, transitive preferences on the options. The info-gap
choice problems of robust satisficing (RSP) and opportune windfalling (OWP) correspond to the
traditional problems of expenditure minimization (EMP) and utility maximization (UMP), respectively. The consumer choice resulting from the RSP is the analog of the Hicksian demand function,
while the solution of the OWP is analogous to the Walrasian demand. Specifically, the RSP-solution
is a wealth-compensated demand function which obeys Walras’ law and the law of price-demand
trade-off.
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