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Abstract


This paper seeks to address the sharp increase in public debate about privacy issues, particularly on the issues of Internet privacy and the value of personal information. The research questions we are addressing here are – How should a firm (e.g. ISP) that is capable of collecting personal information (browsing information, purchase history etc) about consumers, price its service, given that consumers vary in their valuation for privacy, and also vary in terms of the value of their personal information to a third party (firms that need consumer information)?  Should the firm have a blanket policy of never collecting, or a policy of always collecting and revealing information?  We calculate the pooling and partial pooling strategies for the firm under asymmetric information and compare them with the full information benchmarks.  Surprisingly we find that in some cases the firm may be no worse off in the asymmetric information case than in the full information case.  In some cases the firm is better off having a blanket policy of never collecting information, while in others cases it is better of collecting information.  The contracts however have to be incentive compatible and individually rational.  The results have important managerial implications: The paper provides a justification for the strategy of some firms such as ISP’s which never collect information and also for the strategy of other firms, like grocery stores that do.  We also find that it is non-optimal for the firm to design contracts where the consumer can choose an intermediate level of privacy.  Insights into conditions under which different pricing strategies are optimal are provided.
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