No Excel Answer workbook
Signaling Answers
	1) Why does the signal choice reduce to yes or no? In other words, why won't a firm offer a warranty 

	level somewhere between zero and the given warranty level that gives the high quality price?

	Because the price function is flat with a jump and flat again. There is no way that a warranty level between zero and the given warranty level that gives the high quality price could possibly be better than zero because warranty cost is climbing, but price remains the same.



	2) Change the cost parameter for the quality B in cell C7 of the Optimizing sheet to 100.

	Select cell range A3:K20, copy and paste as a picture in a Word document.
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Revenues Costs $20,000
Price Slope
Quality A $10,000 75 $15,000

Quality B $ 5,000 100

Warranty Level

Warranty Level Required 40 (set by scroll bar)







	3) Is a warranty a better signal with cell C7 at 100 or 200? Explain why.

	Definitely at 200 the warranty will be a better signal because the cost gap is bigger. This means it is much more expensive for the quality B product to acquire the signal than quality A so the signal has a lot more room to find a separating equilibrium level. In the chart above, there is very little space for the signal to work because costs are so similar for both qualities.


	4) What would the cost functions for a perfect signal look like?  Explain.

	Cost B would be vertical on the y axis and Cost A horizontal on the x axis, like this:




This says that it’s infinitely expensive for A to acquire a teeny amount of the signal and it costs zero for A to acquire infinite amounts of the signal. Any warranty level from just past zero will work in this case.



	5) Draw a graph that shows how signaling theory would work with three qualities of cars, low, medium, and high.

	Say the prices are $5,000, $10,000, and $15,000.













Low Quality seller offers no warranty because $5,000 is the max. Lying means they make less.

Medium Quality seller offers Silver because they can make more than no warranty, looks like $6,000 or so, but they won’t lie and offer Gold because they get $15,000 for the car, but warranty costs are like $12,000 so they net only $3,000.

High Quality offers Gold because their costs are low enough even though I agree it’s pretty close between Silver and Gold net price. If it didn’t separate, Gold would fall back a bit until it made it worthwhile for High Quality sellers to offer Gold. 
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