The Power of Securitization

· Imagine a lottery with 10 tickets and a prize of $10 million. (The expected monetary value is $1 million.)
· Would you be willing to pay some fraction of the expected monetary value (say, 50% or $500,000) for a ticket?  
· Maybe not.  If you’re a risk averter, your certainty equivalent might be less than this.
· But now suppose an entrepreneur comes to you and says “I happen to represent a group of 9 investors, each whom owns one lottery ticket.  The rules of the syndicate are quite simple: whoever wins the prize splits it equally with the others.  We would like to invite you to join our group by buying the 10th ticket.”
· Now would you be willing to pay some fraction of the expected monetary value ?
· Of course.  Belonging to this syndicate is a guarantee of $1 million.  You’d be glad to pay anything up to $1 million for the ticket.  
· What this example shows is that if you can find a way to share a gamble with enough people, you can “sell” little pieces of the gamble for an amount equal to a fraction of the gambles expected monetary value.

The Conclusion Carefully Stated

· Take any risk prospect, G, and cut it up into n shares.  This means that each share gets 1/n of whatever outcome actually occurs, (which in turn  means that each share has an expected payoff of E(G)/n.) 

·  Now offer to sell a share for a price of BE(G)/n where B<1.  In other words, offer to sell shares for a price less than the expected value of a share. 

· Although this appears to be a good deal, we know that some risk averters might still avoid the purchase.  It is, however, always possible to find some n sufficiently large (which means you’re sharing the risk with a large enough group of people) and B sufficiently small (you make the price of a share cheap enough) to attract any risk averse buyer.  

· Such an exchange is always a good deal.  The buyers are happy and the seller pockets BE(G).

Another Example

· Imagine you have invented Viagrow, a new wonder drug designed to prevent hair loss in men.  If the drug gains FDA approval, you will make $100 million and you estimate there is a 10% chance of approval.  Winning approval will require that you spend $1 million on testing.  (Thus, the expected monetary value is $9 million.)  

· If you could convince some investor of the numbers (that is the odds and the payoffs), could you get an investor to give you the $1 million for development and testing in return for a 50% share of the profits? 

· Maybe not.  While you’re offering a generous bet (his expected winnings are $4.5 million) a risk averse investor might not go along.

· But if you could find enough investors, each of whom would take a piece of the company, they’d be glad to participate.  (For example, 10,000 investors might be willing to be put up $100 apiece for a 1/10 chance of making $5000.)

Markets for Risk

·  We sometimes think of equity markets as mostly being about liquidity.  That is, as places where people who have money but no brains (i.e., “savers”) can hook up with people who have brains but no money (i.e., “entrepreneurs”).  But there are lots of different ways to bring those two groups together.  What makes equity markets unique is the fact that the actual risk of the deal is being shared.  

· Derivative markets (markets for futures, forwards, options and so forth) are ways of spreading risk and, more interestingly, shifting real economic risk.  
· (Ok, here’s the sermon:  There is an unfortunate tendency to draw an analogy between derivatives markets and gambling.  Nothing could be more misleading.  Derivatives markets allocate and reduce real economic risks—bad weather, bad monetary policy, whatever.  They don’t create the risk, they just help people cope.  If you want to say that derivatives markets “exploit” risk, that’s fine—just understand that they are exploiting risk in exactly the same sense that a beer vendor at the ballpark exploits hot weather and bad relief pitching.) 

· When gambles have a negative expected value, we have a market for insurance.
· Suppose there is a 1/100 chance that your $30,000 car will be stolen.  (Your expected loss is $300 and your asset has an expected value of $29,700.)  If you’re risk averse, you prefer to have some certain amount less than the expected value of the risky asset.  This means that you’d pay some amount bigger than $300 in exchange for the promise of having an asset with an uncertain value.  On the other side of the market, the insurance company is quite willing to take the risk because they are, in effect sharing that risk with a number of others.

The Power of Securitization (Conclusion)

· Risk sharing is good.  (By spreading out risk, it is possible to capture the full expected value of the risk.)

· If this is true, we can ignore all of this complicated business of risk aversion and just evaluate random events by their expected value.

Why Securitization Fails

· People may not agree as to the real risks (subjective versus objective uncertainty).

· Revealing information about the real risks gives away valuable information.

· Transactions costs are high.

· Sharing risk reduces incentives to raise expected value (moral hazard).

· Offering to share risk may send a signal (perhaps an accurate signal) that the risks are greater than claimed (adverse selection).

· Correlated Risks (or Why The Stock Market Isn’t all It’s Cracked Up to Be).

Efficient Risk Sharing

· When you begin to think about risk as just another economic commodity that can be bought and sold, then you can understand and explain arrangements that don’t otherwise make sense.

· Workers often are paid a fixed wage, while some other “residual claimant” gets whatever is left.

· Manufacturers often offer warranties against defects.

· The law imposes “strict liability” on some parties in the event of accidents.

· The mathematics for understanding efficient risk sharing can sometimes be a bit tricky, but the essential insights are very sensible.

· First by efficient risk sharing we simply mean a state of the world where it would not be possible to rearrange the payoffs to individuals without making someone worse off.  

· For example, a rule that said workers should get very high wages when the firm makes high profits, but should have to repay their employers when things went badly might not be efficient.  The workers might prefer the certainty of a fixed wage and the employer might prefer to take chances. 

· Thus, if one party is in a better position to share the risk, then that party ought to accept the risk.

· Think about why it might make sense to impose “strict liability” on the makers of vaccines.

· If one party is risk averse and another is risk neutral, then it always makes sense for the risk neutral party to accept all risk.

· More generally, an individual who is more risk averse ought to share less of the risk.  (And here, by the way, you can see why the math gets tricky as you struggle with formalizing the idea of “more risk averse” and “more risk”.) 

