Asymmetric Information and Risk

· Any economic exchange requires information.  At the very least, each side of a deal has to have some idea about what is being offered in exchange for what.

· And almost every exchange involves some level of risk.  Neither side knows exactly what they will get or what they will actually give.

· But—and here’s the issue—it may be that each side has some private information about the deal.  Asymmetric information describes a situation where one side knows something the other side doesn’t. 

· Asymmetric information can give rise to any number of problems (and problem is the right way to describe a circumstance where two otherwise willing partners are not able to trade).  Two issues that require special attention are adverse selection and moral hazard.  

Adverse Selection (an Example)

· Suppose that 10% of men who are 25 years old will suffer prostate cancer at some time after their 50th birthday and that  the treatment will cost $100,000.   
· In such an environment, we would expect risk averse men to be willing to buy health insurance that will pay for treatment and insurance companies to be willing to offer such policies.  

· But suppose now that researchers prove that the disease is entirely genetically based and that a simple test can determine whether a man will get cancer.  (In other words, 10% of all men carry the gene.)  And that because the test permits early detection, the cost of treatment is only $50000

· In such circumstances, all men would get the test.  Those lucky guys who didn’t have the gene wouldn’t want insurance at any price, and those men who had the gene would be willing to buy insurance at any price less than the present value of $50,000.

· Of course, the insurance company would recognize that any man who wanted the insurance was sure to use it.  Thus the price of the policy would be the price of the disease and no one would buy it.  

· Notice, in one sense, that this isn’t a good thing.  If you’re a guy, you still face a risk, except now we know that the real risk is that you’ve got the nasty gene.  But because that’s private information, you can’t get insurance.  

Other Examples of Adverse Selection

· The insurance example is a case in which buyers have private information.  But there are other examples of markets that are complicated by buyers having private information.  (I’ll mention a couple in class, but see if you can think of some of these.)

· In many cases, the problem arises when sellers have private information.  This is often called the “lemons problem” and may be an especially serious issue in securities markets.  

The Value of Information and Adverse Selection

· In markets that are characterized by adverse selection, it is in the interests of one side of the deal and some of the other side of the deal if the information can be correctly revealed.  It is not surprising, then, that there are a variety of mechanisms that work to help true information come to the market.  

· Laws that mandate full disclosure often seem as if they impose a burden on the seller or buyer.  But in fact, they can work to the interests of those being regulated.  

· Laws that impose a certain standard of quality also might seem to limit consumer choice, but can be in the interests of both buyer and seller.

· In fact, many buyers and sellers voluntarily submit to “private” regulatory agencies.  (Think about why we have things like Bar Associations and the NYSE.)

· In markets where adverse selection is an issue, reputation may be especially important.  (It is interesting to think about how seemingly non economic traits such as honor and integrity have real economic value.)

· Attempts to reduce the consequences of asymmetric information by statistical inference are common enough (in fact, all of us do it), but it can also lead to some real problems.

· Innocent example:  I prefer to purchase used cars from private parties and one of the first things I do when I test drive a used car is to check out the presets on the radio.  If they are set to classical stations, news stations or geezer rock stations, I am more likely to buy the car.  I have had very good luck with this system.

· Not so innocent example:  GM recently settled a law suit in which it was established that their dealers offered better credit terms to white people than were offered to black people with similar credit histories.  (If there’s time, we’ll discuss this in class.  But what makes it interesting and challenging is that the policy wasn’t motivated by racist malevolence of chicken-fried ignorance.  Instead, it was a profitable strategy.)

Signaling, Sorting and Adverse Selection

· One way to solve the problem of adverse selection is for sellers to change some attribute of what they are selling.  This what we mean by signaling
· Cars are sold with warranties

· Workers acquire education 

· Sellers associate a label with the good.

· Another way to solve the problem is for buyers to demand certain standards in what they buy. This what we mean by sorting.
· The military demands that all recruits have a high school education.

· A lender demands that a borrower have lived at the same address for at least a year.
· While the distinction between sorting and signaling is mostly unimportant, there are some important issues relating to an equilibrium in a market where sorting and signaling occurs.  Remember, that a market is in equilibrium of there is no tendency for anything to change.  

· There’s a nice example of a signaling equilibrium in your book and here’s another along the same lines.  

	
	Salary
	
	Cost per degree

	
	Min 
	Max
	proportion
	

	Smart
	$85
	$125
	0.5
	$5

	Dumb
	$55
	$60
	0.5
	$15


· We’ll work through this example in class to figure out how a market like this might end up but here’s some things you’ll need to keep in mind.

· It is possible to have an equilibrium where the groups are distinguished (which means there is no adverse selection).  This is called a separating equilibrium and is distinguished from a pooling equilibrium.

· A separating equilibrium is much more likely if it is less expensive for high quality group to send the signal, but not so expensive that they will never send it. 

· It may be possible to have multiple equilibrium. 

Winner’s Curse

(Surprises await.  Come to class and find out why.)

Moral Hazard

· So far we’ve been acting as if risks are determined by some outside force and can’t be influenced by anyone.  But in many cases, risks are a function of behavior.

· The likelihood of a property loss can be reduced by taking certain precautions.

· The likelihood of profitable year can be increased by hard work.

· The likelihood of productive day on the job can be influenced by effort.

· Notice, by the way, that anything worth doing is not necessarily doing well.  In fact, people set up contracts all that time that require tradeoffs of effort and reward.  

· But there may be some circumstances where effort can’t be measured at all, or can only be measured long after the fact.  This is described as a situation of moral hazard.
· Did the building burn because the owners were careless with fire hazards or was it struck by lightening? 

· Did the salesman have bad quarter because he was lazy or was it just a bad market?

· Did the researcher fail to discover a new product because she didn’t properly study the literature or was it just not going to work?

· Did the physician lose his patient because he was careless or was it just hopeless?

· Think about who gets paid a fixed wage and whose wage is tied to performance and you realize that pay-for-performance schemes are most common when there is some moral hazard.  (Also think about how some compensation schemes might actually try to avoid linking pay and performance.)

· Pay-for-performance (or more generally, any reward-for-performance scheme) may conflict with efficient risk sharing.

· Insurance companies may not sell policies with substantial deductibles and co-pays, even though the customer is risk averse.

· Sales people and researchers may be reluctant to accept a pay package that is risky. 

· This may be an especially big problem when compensation leads to risk averse decision making
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