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INTRODUCTION TO THE SERIES

This series consists of a number of hitherto unpublished studies, which
are introduced by the editors in the belief that they represent fresh
contributions to economic science.

The term economic analysis as used in the title of the series has been
adopted because it covers both the activities of the theoretical economist
and the research worker.

Although the analytical methods used by the various contributors
are not the same, they are nevertheless conditioned by the common
origin of their studies, namely theoretical problems encountered in
practical research. Since for this reason, business cycle research and
national accounting, research work on behalf of economic policy, and
problems of planning are the main sources of the subjects dealt with,
they necessarily determine the manner of approach adopted by the
authors. Their methods tend to be ‘practical’ in the sense of not being
too far remote from application to actual economic conditions. In
addition they are quantitative rather than qualitative.

It is the hope of the editors that the publication of these studies will
help to stimulate the exchange of scientific information and to reinforce
international cooperation in the field of economics.

THE EDITORS

ORRADRE LIBRARY

UNIVERSITY OF SANTA CLARA
SANTA CLARA, CALIFORNIA



PREFACE

In recent years there has been a steady increase in the investigation of
both theoretical and applied problems of decision making under un-
certainty. To facilitate communication and the exchange of ideas as
they are developing, the National Science Foundation has sponsored
the NSF-NBER Conference on Decision Rules and Uncertainty. Four
conferences have been held to date: the first two at the Massachusetts
Institute of Technology in May 1971 and January 1972, the third at
the University of Iowa in May 1972, and the last at Princeton University
in March 1973. There were a number of papers presented at each of
these conferences and their titles are given in an appendix following the
bibliography. After the Iowa conference it was decided to publish a
volume. Because of prior commitments many of the papers presented
at these conferences do not appear in this volume while, on the other
hand, several additional papers have resulted from post-conference
interaction and are here included. Although this volume is not strictly
a proceedings, we felt that it would be instructive to include not only
papers but comments as well.

In addition to an introductory essay, this volume is roughly divided
into three parts. Part 1 comprises two papers that deal with the con-
ceptual development of the conditional expected utility framework.
Part 2 includes five papers on various micro-aspects of behavior under
uncertainty. The five papers in part 3 are concerned with welfare
economics and general equilibrium. The last paper, as indicated by its
title, was originally a comment on the Kesten—-Stigum paper. Since it
also provides an excellent discussion on uncertainty and on the problem
of modeling an appropriate equilibrium concept, we felt that by making
it the last paper, it would also serve as a concluding remark for the
volume.
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CHAPTER |

SOME INTRODUCTORY REMARKS ON BEHAVIOR
UNDER UNCERTAINTY

M. Balch and S. Wu

1.1. Introduction

In the past few decades, economic theorists have become progressively
engaged in developing models to account for the presence and impact
of real world uncertainties. A4 priori reason for this interest is obvious
enough: the assumptions of ‘deterministic’ theory sometimes appear to
be rather far removed from reality'. Indeed, the ‘usual’ microcontext
is in many cases more faithfully described by recognizing uncertainties
that are real world typical for that context, and which contribute to its
operational definition in a significant way. An entrepreneur, for example,
may have to decide ex ante whether to commit resources that could
turn out to be inappropriate ex post; thus, as events would have it, an
unproductive and unmarketable sunk cost. On the other hand, the
decision not to commit could result in an opportunity forgone, since
the ability to seize such opportunities may depend upon having some
sort of resource structure already in place?.

Our purpose in this essay is to offer an informal discussion of how
uncertainties affect economic behavior, and how behavior in turn
influences the nature and incidence of uncertainty. These microfounda-
tional questions have attracted attention not only because they are of
interest in their own right, but, more broadly, for their explanatory
power concerning the very structure of economic systems and the evo-

lution of economic processes.
' Of course models compete with one another on the basis of their relative power to
explain and predict; this relative power, in turn, depends upon the primitive assump-
tions on which the competing models rest.

In a competitive world in which adjustment costs increase sharply with rate of adjust-
ment.



2 M. Balch and S. Wu

An economic actor is concerned with the course of his future, which
course is shaped jointly by his own actions and by circumstances beyond
his knowledge and control — and so in this way from one moment to
the next. Of course some moments are more significant than others
since, by and large, decision makers seem to respond to a status quo
(in the broad experiential sense) by maintaining it. Time is irreversible
in the true economic sense: opportunities may sometimes arrive but
then vanish soon after, and disasters, once visited, leave their effect for
some time to come. What makes this interesting is that a decision maker
can often contribute essential ‘karma’ to his environment by putting
himself in the way of such contingencies, or by avoiding their incidence.
His actual choice in any context depends upon how he believes action
may resolve and, when there is uncertainty about this for at least some
options, upon his attitudes with respect to the bearing of risk. Thus one
option may appear ‘quite “interesting”, but “risky”’ while, by compa-
rison, another appears * “less exciting”, but “reasonable” and “secure™ .

In section 1.2 we discuss these perceptive and attitudinal determinants
as they bear in general upon economic behavior, and as they derive
from environmental context. In particular, we note the intrinsic presence
of endogenously created uncertainties, and suggest a contextual explicant
for the hypothesis of risk avoiding behavior®. In section 1.3 we look
at the mechanisms by which actors in a decentralized economy reduce,
generate and redistribute uncertainties. These not only encompass the
markets, of course, but a variety of topics in industrial and social
organization as well.

1.2. Behavioral Determinants

The characteristic feature of a decision problem under uncertainty is
that the generic option must be implemented before its precise outcome
can be known (though some options may appear less vague in this
respect than others). A rival’s reaction to an oligopolist’s price reduction

3 The theory of risk-avoiding behavior has emerged as perhaps the most significant
analytic contribution of the uncertainty view, and its application to a considerable
spectrum of economic settings will be apparent throughout. This hypothesis is ‘testable’
when consequences can be represented in a linear space; otherwise we shall be using
the term ‘risk-aversion’ in a heuristic sense.
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cannot be known until price has been reduced; the resolution of a coin
toss cannot be known until the coin is tossed; and similarly, the profit-
ability of a capital expansion cannot be known before the decision to
expand has been executed (in so far as its resolution depends on future
market conditions).

The determinants of individual behavior that operate in a world of
uncertainty subsume (in the ‘proper’ sense) those that operate when
action stands in a one-to-one causal relationship with its outcome®. In
such latter circumstances a decision maker’s perception of causality is
‘perfect’, and his attitudes in respect to the bearing of uncertainty simply
do not come into play. The micro-models of conventional theory are
by and large characterized on this ‘perfect everything' view: they are
conceived in a way that collapses future time to the present, and in
such fashion that current environment is perfectly and commonly®
perceived by all. Thus it is usually assumed that all decision-relevant
‘truth’ may be perfectly acquired in principle, and that this is costless
to effect in practice. When this necessarily involves the world as it will
be ‘tomorrow’ - as, for example, when production is recognized to be a
process that takes place over time and requires commitments that must
be made ex ante - then an appropriate deterministic variant is called
for: viz. that all actors enjoy perfect (and perfectly validated) foresight.
Whether in this way or by simply assuming that production is instant-
aneous and that every production period is (somehow) perfectly isolated
from all others, it follows that firms produce so as to maximize profit:

* There is a complementary sense in which the behavioral determinants that operate
under uncertainty may be understood to ‘subsume’ those which operate under condi-
tions of certainty. For example, consider a von Neumann-Morgenstern expected utility
maximizer whose preference order 2Z over a lottery set #(X) (where X is some convex
subset of an underlying space of commodity bundles in R say) is represented by a
cardinal utility indicator u: X — Re. The assumption of risk aversion for 2= on Z(X)
is represented by concavity of u. Convexity of the ‘certainty world’ preference sets
P, ={xeX|xZy}={xeXux) = u(y); for every ye X (where Z on X is just
the restriction of 2 on .#(X)) is an automatic consequence of the assumption of risk-
aversion for 2= on #(X). This serves to indicate the power of model-theoretic robus-
tification: one is hard-put to rationalize behavioral assumption « for certainty model 4
(which assumption is usually made for purposes of analytic convenience), but this
appears as an automatic consequence of a ‘more palatable’ behavioral assumption f§
for uncertainty model B, where B subsumes A.

This is germane to the logical construction of the conventional view ; thus, while data
set D may not be relevant to the choice problem that faces actor «, he could know this
information if indeed it were relevant.
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a well defined univalent function of known parameters. In logical
complement to this view of production, individuals are assumed to
choose market baskets and make investment decisions under conditions
that leave no room for doubt, anxiety, hope or regret. Traders meet,
not bilaterally, but with impersonal commodity and factor markets
that are perfectly perceived by all who may be concerned. These markets
convene costlessly and clear on the instant, by virtue of a tatonnement
process that informs economic actors as surely as if they were Newtonian
mass particles in a gravitational field®.

In the real world, however, the actual consequence of an action may
depend upon uncertain circumstances that lie beyond the decision
maker’s control”. That is, notwithstanding the decision maker’s ability
to exercise some conditionalizing influence over his environment,
preferred consequences can no longer be guaranteed by action alone.
The choice of an option, then, must depend upon the decision maker’s
relative evaluation of ‘pure’ consequences as well as upon his judgments
concerning their relative likelihoods (given implementation of the alter-
natives for which they are conditionally relevant).

When relative likelihoods can be described according to known
statistical distributions, then the decision context has ‘full information’
spirit: actors are universally privy to the same characterizing data set of
probability laws. In such cases choice is founded on risk attitudes alone®.
When relative likelihoods cannot all be so described — and this is quite
the common real world situation — then the basis for ‘universal per-
ceptive agreement’ erodes, and an individual's personal appreciation of
context becomes relevant to choice. Indeed, two actors may look at

5 This is not to say that economists have not for some time been quite aware of the
presence and impact of market imperfections, but rather that the formal models that
attempt to deal with these imperfections still rest, by and large, upon an essentially
static tatonnement framework, and thus necessarily bypass those questions that are
associated with the bilateral (multilateral) phenomenon. Cournot equilibrium among
competing oligopolists, for example, conceives what is in fact an ‘extensive’ process
(one that evolves over time in stepwise fashion) as one that may be characterized in
‘normal’ form (in which strategic options are simultaneously played, once and for all).
While this sort of time-collapse is perhaps a not unreasonable place to begin analysis,
it does bypass questions of judgment, learning, and reaction to unexpected changes in
circumstance. Economic intercourse to come is surely no less vague than the evolution
of a chess game between two human beings. Cf. also footnote 11.

Beyond the strategic (or contingency) possibilities for that action.

These subsume, of course, those behavioral determinants that would operate under
conditions of certainty.
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what ostensibly appears to be the same context but still have different
judgments as to how uncertainty is likely to resolve.

We may consider two codeterminants by which context-perception
can differ among actors.

1.2.1. Information

Ignorance about one’s (non-statistically characterizable) environment
and/or its inherently unclear future plays a fundamental perception-
shaping role. It is sometimes possible to reduce one’s ignorance by
acquiring ‘meaningful’ information, although this is not always the case®.
A decision maker may find it most difficult, for example, to collect and
assess information regarding uncertainties that are generated by the
interrelated nature of human behavior'®. This is perhaps most evident
in any bilateral context (or more generally, in a multilateral context
with a small number of participants) where the action of one has a
direct bearing on the welfare of the other and where both have a (non-
singleton) set of such options from which to choose. Since the typical
situation is one of conflicting self-interest, each may attempt ex ante to
bluff or otherwise hide useful information from the other, or to rest
upon what he considers to be better staying power; ex post, there may
be possibilities for reneging or for other externality-producing forms of
morally hazardous behavior. The point is that uncertainty generates
from the fact that neither player can completely know the preferences,
judgments and options of the other, nor how these will change with a
change in circumstances, nor therefore the precise influence that his
action will have upon the behavior of the other''.

° Even when this may be feasible - as when an unalterable state of nature obtains in
truth but has yet to be discovered - the (uncertain) benefits of additional information
may be prejudged not worth the costs of acquisition.

'® We concur with Professor Kurz (chapter 13) that uncertainties of endogenously
created origin (which of course include all future market prices) appear to be more
significant for economic theory than those of the ‘natural disaster’ variety.

"1 This subject area is formally addressed by the models and solution concepts of game
theory, of which three have achieved some preeminence.

The notion of the core focuses on the question of where economic blocking power
resides within an actor-set in which coalition formation is permissible. However, this
model employs the notion of a ‘value’ for every coalition that does not depend upon
the behavior of the complementary coalition.

The notion of a Nash equilibrium suffers from this shortfall in another way. It deals
with a decentralized actor-set whose participants have agreed to act simultaneously,
but with no other form of contracting allowed. Moreover, the model is *full information’
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1.2.2. The interpretive filter

An actor’s perception of current truth and future likelihoods is colored
not only by his (imperfect) information about the present, but also by
his experiences and understandings of the past. Heuristically speaking,
these constitute the interpretive filter through which ‘raw’ data pass on
their way to becoming subjective judgment. Thus, two actors may look
at the same ‘horse race’ and prejudge its outcome quite differently, each
according to what he ‘knows’ at this moment in time. In particular,
a professional speculator will specialize in obtaining relevant informa-
tion as a primary input to his decision process. But he acts finally because
he believes that his judgments are more accurate than others that may
currently prevail, and this wisdom is based upon his cumulative past
experiences with, and ‘savvy of, the information-gathering activity.
Average long-run return to ‘betting’ or speculative activities is not so
much a matter of luck as it is one of better perception, and thus depends
upon the accuracy of both data collection and its interpretation.

1.2.3. The bankruptcy endpoint and risk-avoiding behavior

With respect to attitudes on the bearing of uncertainty, it would appear
from the existence of a wide variety of insurance markets and from a
host of nonmarket ‘insurance-surrogate’ activities that we shall explore
below that choices are biased, by and large, toward a preference for
‘security’, whenever the (opportunity) cost of achieving this is not too
high. This tendency toward risk-avoiding behavior (as characterized, in
the ‘simplest’ case, by a concave utility-of-wealth indicator) may be
understood in the following way. Suppose an act may result either in a
favorable outcome or, as events might have it, in an unfavorable one.
This unfavorable contingency, if realized, would bring the decision

in spirit since the option set for each is known to all. The solution concept is then
developed in terms of (statistically) mixed strategies which, because of the full informa-
tion and simultaneity assumptions, do not depend upon ex ante anticipations of ex post
reactions. This is the game-theoretic analogue of the instantaneous tatonnement
concept of a market.

The notion of a Nash bargaining game does attempt to account for the presence of
threat and counterthreat possibilities in the sense that this is tacit backdrop for the
formal description of the model. Because of such mutually sub-optimal possibilities
the solution concept revolves on finding a ‘fairly’ bargained division with respect to a
distinguished starting point (the status quo). Again, however, the model is full informa-
tion in spirit.
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maker closer to the ‘bankruptcy endpoint’ of the ‘endowment (or wealth)
half-line’ on which all economic actors necessarily live. This endpoint is
‘fuzzy’, of course, because the meaning of bankruptcy is itself a matter
of context, but its presence and import for the decision maker is clear
enough in a world that does not support the debt of (demonstrable)
paupers without limit'2 In such a world, bankruptcy is (and is seen by
all as) an absorbing barrier: the closer one comes to it, the more difficult
(in a stochastic sense) it is to escape; once there, the supply of credit
to the actor in question, and therefore his effective opportunity for
escape, vanishes altogether. Given this sort of environment, we might
expect an individual to be more protective of his current wealth (as
measured, say, by how much he will pay for any ‘test’ gamble) the closer
is this endowment to his bankruptcy endpoint®>.

To illustrate this net of ideas, it may be useful here to have an im-
pressionistic look at how imperfect perception and risk-averse attitudes
affect some aspects of economic life. The general theme is that economic
actors are often perceptively bound to the local circumstances in which
they find themselves and that aversion to unknown circumstances has
a tendency to promote ‘middle-of-the-road’ policies that remain stable
over time. We shall have more illustrations in section 1.3.

1.24. Entry
The nature of the capital decision is that liquid resources must be
embodied in those specific non-liquid forms that are called for by the
process and, once this precommitment takes place, the return to real
productive capital is thereafter inextricably bound to the market fate
of the process at hand. In neoclassical language, we may say that un-
certainty associates to long-run equilibrium price. (For simplicity; more
precisely, uncertainty associates to the profit stream.) If this price should
realize substantially smaller than would be necessary to justify the
capital decision, then the firm may be forced into bankruptcy. Of course
a decision to expand is taken in view of this possibility and rests upon
entreprencurial judgment concerning prospects for success.

The entry decision is something more than just a garden variety
limiting case of the generic expansion question because of characteristic

'2 This would be seen as an inferior risk by the market that faces our Principal Actor.
'3 Cf. the remarks of Professor Ross (chapter 6) for a complementary view of this same
question.
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differences in the nature and magnitude of associated uncertainties. To
begin with there is the quantum character of the real-productive capital
requirement itself, which is typically bounded from below because of
set-up indivisibilities or for other reasons having to do with economies
of scale. This induces an uncertainty atom of corresponding magnitude
that contributes to the fundamental entry barrier; i.e. an entrepreneur
must be prepared to accept this atom of uncertainty or find others to
share its incidence. In addition, however, a new entrant must survive
the rigors of the birth process itself, and thus faces a spectrum of prob-
lematic questions that established firms have already weathered. These
have to do with initial bugs in the production/marketing process, and
with establishing market positionl in the company of less vulnerable
rivals who may act to frustrate this purpose. To meet these and other
such contingencies an entering firm must maintain sufficient internal
flexibility in the form of liquid and semi-liquid reserves: external credit
is typically limited for a firm that has not yet demonstrated its earning
power (we shall return to this credit aspect just below). Thus, while
prospects for a successful passage through the birth canal enhance with
scale of flexible reserves, the barrier to entry increases as well.

The entry decision in respect to human capital has similar features,
of course. In this connection we may emphasize the role of risk-aversion,
which has obvious significance for the question of occupational choice
and, thus, interesting implications for the theory of profit and distri-
bution.

1.2.5. The credit constraint

Bankruptcy is a natural Darwinian feature of the economic process;
firms do fail for their inability to survive random shocks in market
environment. Thus, the random profit flow of any given firm may some-
times be negative. This could happen whenever production is interrupt-
ed'?, for example, or because of random shifts in demand'®. If such
conditions should continue of sufficient magnitude over a sufficiently
long period of time, and if survival prospects should appear to be thus

'+ Say due to the nonavailability of essential inputs, or to a sudden prohibitive rise in their
costs.

'3 Perhaps because of a shift in tastes, or aggregate income (when income elasticity is
greater than 1), or due to the advent of new substitutes that render the firm’s current
operations uncompetitive.
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dimmed, then the firm may be forced into bankruptcy. Indeed, as we
have remarked more generally above, this possibility is self-aggravating:
risk-averse investors and creditors will not support a firm that appears
to be headed for economic ruin. Thus the firm faces an externally imposed
credit constraint which assumes binding force at precisely the worst
moment so far as the question of the firm’s survival is concerned'®.

Of course the result of bankruptcy is that owners would lose their
equity and managers would lose their employment (as well as jeopardize
their possibilities for similar future employment). Given this, and in
view of the credit dynamic just noted, firm management is moved to
take internal arbitrage measures in precaution of debilitative market
shocks. In respect to the profit stream, for example, firm management
has operational control over its intertemporal distribution through
choice of dividend/investment policy. Realized profits are divided
between dividends (discretionary current period return to owners) and
investment, where investment may be undertaken so as to promote the
vitality of the future profit stream'’. The point is that the uncertainty
characteristics of this stream are not independent of investment path,
and the tradeoff between current dividend versus (uncertain) potential
for continued dividend-generating vitality is a reflection of managerial
risk preferences on this matter'®,

e Of course this contrasts with the *perfect everything’ view which holds that firms do not
face a budget constraint. Rather, inputs may always be purchased - through borrowing,
if necessary - so long as present discounted value of the profit stream is positive.

In the real world, however, the presence of a potential externally imposed credit
constraint leads the firm to self-impose a limitation on both the amount and the rate of
borrowing so as not to jeopardize its borrowing power at times when credit is critical
for its survival. This policy decision — which depends upon characteristics of the debt-
equity market — sets the firm’s short-run budget for operating capital purposes.

We may have demand uncertainties in mind, for example, where advertising flow (as
viewed in this investment role) has some positive effect on (random) sales flow, and
where the ability of the firm to withstand random market shocks depends in a positive
way on its relative market position. We shall discuss other conditionalizing mecha-
nisms in the section that follows.

This replaces the simpler perfect foresight notion that firms act so as to maximize the
present discounted value of their profit streams. Of course this rule is predicated on the
idea that all actors (and especially those who supply capital) perceive the same stream,
and that there is no uncertainty regarding its ‘premature’ truncation due to bank-
ruptcy.
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1.2.6. Price formation

We observe stable prices in a wide variety of real world sectors. While
traditional theory must regard this pricing phenomenon as something
of a theoretical anomaly, such policies make clear economic sense once
it is recognized that they are implemented under and have influence
upon intertemporal uncertainty.

When a firm produces consumer goods, for example, it may prefer a
stable price policy on the basis of the behavioral characteristics of its
generic buyer. Consider a population of ‘information myopic’ individuals
whose natural perceptive capacities — relative to the complexity of the
world in which they live — are limited. Quite heuristically, we may have
in mind that what an individual ‘knows’ (is aware of, however ‘vaguely’)
isa‘ “diminishing function” of generalized experiential and psychological
“distances” ". This intrinsic form of uncertainty is reducible to some
extent through the acquisition of data but, even so, costs of search are
positive and personal resource endowments are limited. Since trans-
actions costs are also positive, individuals ‘come to market’ at their own
discrete time epochs and do so by first visiting those firms which,
according to their subjective preconceptions, offer greatest ‘promise for
satisfaction’. If these confrontations between preconception and reality
(now immediate, and therefore well-perceived) are not sufficiently
‘disturbing’ to warrant further search, then planned purchases will be
(more or less) carried through. These experiences, in any case, contribute
to the preconceptions that will operate at future (individual) purchasing
epochs.

Now suppose that a firm sells consumer goods or services on an
essentially repetitive basis (for example, a restaurant, or a grocery store)
and has decided upon a stable price policy. This firm may well acquire
goodwill capital in the form of a ‘clientele’ market; i.e. its random
demand flow is drawn from a sub-population that contains some
significant ‘core’ of firm-loyal purchasers. The explanation is simple
enough: in the absence of reasons for searching out other firms, many
consumers may prefer to continue purchasing under relatively familiar
conditions. More preferable conditions may well exist, but not so far
as our ‘myopic’ consumer is aware (or is disposed to search out). The

' In general, when discrete individual purchase plans are (randomly) aggregated over a
population stock, resultant demand activity has the character of a random flow.
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habit effect, in other words, may thus be understood as a generalized
form of risk-aversion in the context of a heterogeneous and differentially
perceived world. By ignoring random short run signals to raise price
(so long as these are thought to be ‘transitory’), the firm does not chance
a long-run contraction in its clientele market; for once a consumer is
driven to search elsewhere, he may never return (the habit effect again,
this time under more preferable conditions, newly discovered). On the
other hand, because demand visits our model firm as a flow, a randomly?>°
timed short-term reduction in price may not have anything like the
immediate and dramatic impact that follows under perfect information
assumptions, especially if it is true that event-specific advertising and
word-of-mouth diffusion effects amount to little more than random
noise.

A stable price policy thus appears to reduce uncertainty for both
buyer and seller: what the buyer has experienced before he expects to
experience again; and the firm hopes to secure a relatively stable future
profit stream through the isolation of its market.

When a firm produces intermediate goods, on the other hand, pref-
erence for a stable price policy may stem from different reasoning. In a
world of uncertainty firms do face an operating capital constraint (cf.
footnote 16) which is divided between actual production activities and
supporting precautionary and speculative reserves that are intended to
promote the continuity of product flow at minimum cost. Thus, buffer
input inventories may be held against the possibility of bottleneck
shortages. Or, even when the bottleneck question is not at issue, input
inventories may be speculatively purchased at low-price moments.
In general, inventory costs tie up operating capital-time and thus reduce
average rate of product flow (therefore also average quantity of inputs
purchased). When these considerations obtain for the buyer of an
intermediate good, the supplier firm may be led to prefer an inter-
temporally stable pricing policy which it supports by carrying sufficient
inventory to meet ‘normal’ random fluctuations in demand; it is typically
the case that the seller enjoys comparative cost advantages in the storage
of its product. For the supplier firm such policy eliminates demand
uncertainties that would otherwise derive from speculative assault on
its product. On the other hand, such policy eliminates the speculative

20 End of season ‘clearance sales’ do not fall under this rubric.
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motive for the buyer and diminishes his concern with respect to the
precautionary question. If the income effect that associates to a stable
(as opposed to a random) price policy offsets the concomitant costs of
storage for the supplier, then he will adopt a stable price policy which
— under competitive influences - is preferred by all.

In addition to the foregoing there are reinforcing game-theoretic
considerations that may also obtain regardless of the nature of the
product. From the viewpoint of rival firms in an oligopolistic setting,
price policy is one of the most ubiquitous and visible aspects of both
firm operation and game-strategic ‘intent’. Generally speaking, a history
of stable prices not only reflects the feasibility of using standby capacity
and operating inventories as buffers against random shocks, but may
also suggest that rival firms find it mutually beneficial to thus weaken
the possibility of spontaneous price warfare (regarded as suboptimal
by all).

1.3. Structural Responses to Uncertainty

As with any other science, the wellspring for economic theory is, of
course, the real world. Economic actors face, generate, influence and
bear uncertainty in many ways. To explore the broad theoretical impli-
cations that follow from the presence of uncertainties we may be guided
as to questions of significance by the structural mechanisms that exist for
their manipulation. This is our approach in the sketch that follows.
To mitigate the impact of undesirable (and personally incident) con-
tingencies, an actor may hope to trade the uncertainty atoms to which
they associate in markets that are expressly constituted for this purpose;
or he may attempt to influence contingency likelihoods and/or to
mitigate contingency impacts through structural changes in the atom
that are within his power to effect. On the collective level, society has an
interest in lessening the impact of uncertainties on-its members, and in
particular for those who would appear to have the least ability to bear
them. Legislation and other social mechanisms are institutionalized to
protect such unfortunates, while to government falls the more active
discretionary welfare role: through direct policy intervention, govern-
ment promotes greater stability and less uncertainty in the economy
and, when necessary, also acts as an insurer of last resort. We shall
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have a closer look at these market and non-market mechanisms in the
subsections that follow.

1.3.1. The markets

An atom of uncertainty may associate to the future market value or
profit stream of a real productive asset. If capital requirements for this
asset are so large that no one actor is willing to assume the full burden
of undesirable contingencies, then the securities market provides a
mechanism for sharing the financial incidence of the atom however it
may resolve. An investor simply chooses his own scale of incidence,
according to his attitudes on risk-bearing and his perception of the
atom, and in view of current market price and his own endowment?'.
The securities market thus plays an essential economic role with respect
to uncertainty that (1) arises in the productive sector, and (ii) is pre-
dominantly borne by risk-averse investors; by diffusing the financial
incidence of ‘large-scale’ atoms, risky activity is the more readily under-
taken.

Of course the ‘common’ sharing of an uncertainty atom may still
appear too risky for some, and a spectrum of financial instruments will
frequently arise so as to discriminate prevailing risk-bearing attitudes
and perceptive judgments in an ‘optimal’ way. Thus a corporation offers
debt instruments as well as common stock. The former have priority in
the event of bankruptcy, but will pay a prespecified interest however
large are the returns to total capital. The terms of these instruments are
adjusted by management so as to optimize the (uncertain) returns to
capital (relative to the ‘predominantly held’ risk attitudes of its equity
holders, say, and subject to other characteristics of the capital market).

Not every uncertainty atom of the asset type can, however, be shared,
nor may an owner wish to have it shared. A ‘sharing’ market may not
exist when the service-producing flow of an asset is intrinsically in-
divisible; home ownership is a case in point. But even when the securities
market for such an asset does exist it may function quite weakly when
the control of that asset is tied to a decision-making unit for which a
significant question of moral hazard is involved. The case of human
capital is an important example. Since indenture by contract is illegal,

! For example, when uncertainty associates to the future spot price of a given commodity,
producers may wish to hedge by sclling some part of their product on its current
forward market.
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the possibility of ‘irresponsible’ or incompetent behavior on the part
of a debtor becomes a significant consideration for any lender. In
consequence, loans are small scale and are offered only to preferred
risks; left to itself, the capital market provides for an underallocation
in human development. On the other hand, even when an uncertain
asset is market-sharable, a decision maker may prefer to retain full
ownership of that asset. Of course this will happen whenever its current
market value is too low in view of the decision maker’s speculative
judgments concerning atomic resolution. The classic example is Knight's
entrepreneur. To this person, who is more willing to bear the uncer-
tainty than anyone else, falls whatever profit may obtain. An entre-
preneur may also choose to retain full ownership if this is linked by
investors to his latitudes for managerial control. Schumpeter’s entre-
preneur is one who earns his profits by transforming his uncertainty
atom through inventive means that are not perceived by others at the
crucial time; the point is that he must be free to implement these means.

Whether the decision maker purchases or sells an uncertainty atom,
or some share of an atom, depends upon how he believes it may resolve.
Before deciding, he may have some antecedent options for acquiring
further information. He may simply let some time go by in order to
observe the atom in evolution, as for example in the case of any new
prospectus. Or he may perform some small scale test after the fashion
of a Bayesian, to better determine what may already be the ‘truth’, not
yet discovered; for example, an oil firm will test a new field by sending
down a few taps. Or he may decide to search out possible substitute
atoms, to better assess the merits of the one in question; the search for
a better job opportunity and the search for the minimum price are
familiar examples. Such measures for the acquisition of decision-
relevant information are typically limited in principle, especially when
an atom cannot be realized except over time. But even when it is possible
to know an atom in perfect detail — as perhaps in the case of the oil
firm above — this process may be too costly to effect in practice. A
decision maker must weigh the costs of acquiring information against
the perceptive benefits gained from it; he may accordingly choose to
face some ‘residual’ uncertainty rather than incur the cost of further
search.

A securities market provides for the common sharing of a given atom,
however it may resolve. An insurance market, on the other hand, pools
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resources from a class of atoms that have common uncertainty character-
istics in respect to an unwelcome and well-specified contingency E.
More particularly, it is usually the case that random realizations of E
within this class are thought to be ‘reliably’ governed by stochastic law,
and that one such occurrence bears little or no causal relation to any
other. Then members of this class may pool insurance premiums ex ante
to spread the impact of realizations ex post; these would otherwise fall
on the unfortunate few. Each atom bearer will pay a small known
premium in exchange for mitigating the possible impact of a substantially
larger loss. In most cases this function is orchestrated by insurance
firms because specialization enables them to take better advantage of
the law of large numbers, and it is this law on which the insurance idea
rests. By reducing the financial burden of at least some sources of large-
scale shock, the insurance markets thus allow both households and
firms to specialize in their respective consumptive and productive
activities without having to precommit large contingency reserves.
Indeed, such requirements could be prohibitive in the absence of insu-
rance possibilities, and some atoms might not be held in consequence.
Insurance markets thus'have a qualitative effect on aggregate scale and
scope of economic activities similar to that which is promoted by the
existence of securities markets.

The market for a particular contingency E may fail to form for a
variety of reasons. It may fail to form if its base (those who choose to
insure) is not sufficiently large. Since the ‘risk (or loading) component
of an insurance premium varies inversely with the size of the base?2,
and demand for insurance varies inversely with premium, this implies
a threshold size for the class in question below which its market will
not form.

An insurance market may also fail to exist by reason of moral hazard:
according to Arrow, in situations (i) where the occurrence of E is in some
measure subject to the behavioral influence of the insured, and (ii) when
the insurance policy might (by its very availability) alter incentives and
therefore the probabilities upon which the insurance company must
rely. The existence of fire insurance, for example, might induce some

*2 This would follow, for example, if the decision rule for determining the load involved
covering a selected "loss interval’ in the Neyman-Pearson sense. The point is that the
distribution for average (per-atom) loss peaks more sharply toward its mean as the
size of the base increases.
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people to be less careful with matches. The point is this: in the absence
of effective means for inspection and control, this generates a ‘morally
inflated’ probability number p(E). The market for E may function
nevertheless, but if so the insurance premium is perforce inflated in both
its actuarial and loading components, the latter because per-atom losses
relative to the mean are inflated in the probability sense?®. The effect
on demand is as before. Indeed, an insurance market may not form at
all if the effects of moral hazard are unknown in a stochastic sense
(historical data do not exist) and when subjective assessments for p(E)
are, in consequence, too large to support the market. In the same way,
insurance markets are typically nonexistent for contingencies that
depend not only upon the behavior of a would-be insuree, but upon the
behavior of other economic actors as well. Such endogenous uncer-
tainties are usually singular for the situation at hand and, in general,
cannot sensibly be described according to stochastic law.

It is sometimes possible to increase the base of an insurance market
through the elimination or reduction of moral hazard, provided that the
costs of doing so (these are typically passed on to the insuree) do not
offset the demand effect of a lowered net premium. Common practices
include inspection and control, and coinsurance. Insurance companies
generally offer lower premiums to those that choose a policy with a
deductible or some other form of coinsurance (of course there is no
transaction or enforcement cost here). To purchase life and health
insurances it is not uncommon that health examinations are required.
In the case of fire insurance, buildings may be subject to periodic
inspection and to the installation of appropriate fire prevention equip-
ment.

When an insurance market fails to exist (or when its premium is
prohibitively large), an atom bearer may choose to self-insure by filling
his portfolio with assets that are both ‘uniformly more secure’ (than the
atom) and ‘sufficiently liquid’. Thus the savings activity is, in part, a
homemade form of ‘catch all’ insurance. In the case of the nonexistence
of a particular insurance market, savings may be less efficient than
purchasing a more specialized insurance against E (were this possible)

23 While the use of variance as a surrogate for ‘risk’ is well known to imply some strikingly
counter-intuitive results, we may chance an appeal to it here for heuristic purposes:
the variance of a binomial distribution increases as p(E) — . It is interesting to note
that the typical insurance market is one for which p(E) is ‘small’.
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