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Study Plan Problems and Applications

1. Judy knows that her car is a lemon and offers it tor wale
ket is working efficiently, will buyers know w hether her

If the used-car mar
L]
car'is a lipmon

Why or whv not?

’ . i Ofler
Some car dealiers offer used cars for sale with warranties angd sorm b :
[wese ribe the o ,}l,u]l'-'-:llir]l- iy thee mar ket for used

[ 89]

them withoul warranties
cam. Is the market efhcient?

3. G.M. recalls 6,800 pickups for inaccurate shift lever reading

Ceneral Motors 8 recalling 6,800 pickugps brom the 11 model year Decatiy
4 e ¥ | if N
a defective clip could allow the automat Tu P T ot .
1 BT oviereeCl T
b be in Park when it was not. A works t pliant lis b
problem :
i . ¥ i A L L

Did G.M. sell 65300 lemons to o le wh ! I .
what was the private inf | that it K
GoM. didn' explain wh

Use the tollowing imbarmat I

Mary 1s an 18-yvear-old studen, wi Iy gt a

to buy car msurance. Insuras te for

4. Is there a moral haoeard
ance company ! Expla 4

5. Is there an adver eliction saction | i An
insurﬂ.l!ct*nmlp.:-.'. ! PHain Wiy Or Wity (Tn !

6. If you have private informats Il YOI AT & INOTe Ageres »driver than
your driving record indicates ild vou buy collision insurance? If the msur-
ance company offers you a larg: deductible or a no-claim bonus are you likely

to take the offer? Why or whyv not?
Use the following information to work Problems 7 to 9
President Obama campaigned on a health-care reform plan that did not include
mandatory health insurance. Hillary Clinton wanted mandatory health insur-
ance with no opting out. In 2009, the President said he would support making
health insurance mandatory with the cost covered by employers, but those who
could not afford to pay and small businesses would be exempt.

7. It health insurance is optional, would healthy people be more likely or less
likely to buy insurance?

8. What obstacles to efficiency does optional health insurance create?

9. U.S. health care per person costs twice that of other rich countries. Does the
United States overprovide? Do other countries underprovide? What eco-
nomic concepts do you need to answer? What data might be relevant?

10. If U.S. health care was delivered like basic education is, how would the
health-care system compare to that in Canada? Would it be efficient?

11. Read Eye on the Market For Used Cars on p- 296 and then explain how a war-
ranty signals that a car isn’t a lemon and why it is in a used-car dealer’s self-
interest to offer a warranty,
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B FIGURE 12.4
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9 (a) Lemona (b) Good cars
@) The demand for and supply of femon: daterriing the equilibrium Q The domand for and supply of gaod cars determine the equilib-
price and guantity of lemons and ﬂ the deadwelght loss from the rAlm price and quanuty of gnod cars and ﬂ the deadwel,ght loss
over-supply of lemons (gray triangle] s eliminated fram the under-supply of good cars (gray triangle) is eliminated.

cost of each quality of car equals its marginal benefit and the deadweight loss that
anses with asvmmetric information 1s eliminated

Pooling Equilibrium and Separating Equilibrium
You've seen two outcomes in the market for used cars. Without warranties, there
is only one message visible to the buyer: All cars look the same. So there is one
price regardless of whether the car is a good car or a lemon. It is as if all the cars,
good ones and lemons, are in one big pool. We call the outcome in a market when
only one message is available and an uninformed person cannot determine qual-
ity a paaling eguilibrium, In the example above, only lemons were traded. But in Pooling equilibrium
<uch a market it is possible that a few good cars will be traded, though not enough The outcome when only one message
to make buyers believe they will be lucky enough to get one. % ““"";L“ And 4 “““‘;f“""*d Gkt
In a used-car market with warranties, there are two messages. Good cars Nayhege e SN e
warranties, and lemons don't. So there are two car prices for the two types of cars.
The information created by warranties separates good cars and lemons. So we call
the outcome in a market when signaling provides full information to a previou sly
uninformed person a separating equilibrium. Separating equilibrium
Notice that no government action is needed to get the used-car market to The outcome when signaling provide:
work well. Dealers’ warranties, voluntarily provided, do the job. Nonetheless, ! ';‘;"":ad“““ to 3 previously
consumer protection laws in most states include “lemon laws” and a federal UMM PR
“lemon law” specifies statutory remedies for used-car buyers in the event that a

dealer fails to honor its warranty.
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Explain the information problems and other economic problems in health

care markets,

Practice Problems

[ LallE
L. Describe the asvmmetne information problem o the marks t for health-ca

seTvices aiud « .]_-!_,1“ have the prodsls fealt wil

3. W hat are the sources ol =l oy thar | s LiEad - s '1|.'||lr't

In the News

Your family's health-care costs: $19 191
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Solutions to Practice Problems

1. Inthe market tor health-care servioes, th oliers are phyaiouans, special
ists. other health-<cane orotessipia ls howprita lhe chermvanders ane
P‘Jtlt"!“‘.‘l and the msurance con praries that pay miast of the patients bills
Asymmetric information arises because medical workers have private mior
mation about a patient’s condition, the treatments available, and the cost
effectiveness of the treatment they preseribe. They face moral hazard. HMOs
with msurance companies selecting and monitoring service providers lessen
the moral hazard.

2. The sources of inefficiency in the US. market for health insurance are pre-

existing conditions and other serious health risks that are uninsurable, and
underprovision, with 46 million Americans having no health insurance and
millions more being underinsured.

Solutions to In the News

1.

Larger deductibles lower the premiums and so lower emplovers’ costs

2. Larger deductibles strengthen the incentives for: (1) Healthy families to buy

health-care insurance; (2) People not to visit the doctor with minor health
problems; (3) People with unhealthy Lifestyles to try to reform.

3. Larger deductibles chosen by emplovers lower their own share of health-

care costs and increase the out-of-pocket costs of their insured employees,
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EYE on the MARKET FOR USED CARS

How Do You Avoid Buying a Lemon?

The used-car market in the United The stock of cars on US. roads is
States might have a lemons problem, 230 millkon, 5o with 37 million being
bur it defrely works: itis a very raded. more than one car in seven
arove and successiul market changes hands each year

In 2008 (the lazest year for which What makes this market work and
data are avadable). 56,000 used-car helps it overcome the lemons problem?
dealers sold 37 milkion cars at an aver-  The answer is dealers’ warranties and
age price of $8.000 per car third-party inspection services

This scale of operation contrases By offering warranties, dealers sgnol

with the market for new crs in which  that the cars they are selling are free
around 40 domestic and foreign pro- from defects and, # 2 car should turn
ducers sold |3 millon cars at an aver-  out to be a lemon, the dealer will bes

age price of §26,500 per car the cost of fixing
MyEconlab Smaoince B A Used-Car Market with Dealurs’ Warranties
How can used-car declers con 2ice buvers that a car isn't 2 lesnon and that it 18
worth more than a lamon” The answer 1= By ol L ruarantee in the form ¢
warranty, the dealer snale wioch rs are pood ones and which cars arelemon

Signaling Signaling-occurs when an informed person takes actions that send informa:
V¥hen an informed person takes an tion to uninformed pers Iw grades and degeees that a uraversity awards stu-
mﬂ'ﬁtﬂ\ﬁim:!mm E_ents gre sienals. They ":!' 1. patenlial ti.!:luu ormed) emg lovers about the
SO po . abilities of the people they are considering hiring—see Eye on Your Life on p. 309,

In the market for used cars. dealers send signais_ by giving warranties on the
used cars they offer for sale, The message in the signal is that the dealer agrees to
pay the costs of repaining the car if it turns out to have a defect

Buyers believe the signal because the cost of sending a false signal is high. A
dealer who gives a warranty on a lemon ends up bearing a high cost of repairs—
and gains a bad reputation. A dealer who gives a warranty only on good cars has
few repair costs and a reputation that gets better and better. It pays dealers to send
an accurate signal, and it is rational for buyers to believe the signal.

So a car with a warranty is a good car; a car without a wa rranty 15 a lemon.
Buyers are now effectively as informed as sellers, so the demand for cars depends
on whether the car is a good one or a lemon. Because the willingness to pay for a
good car is greater than that for a lemon, the demand for good cars is greater than
the demand for lemons. But there is still a demand for lemons from people with a
low income and a skill at fixing faulty cars.

So there are now two markets for used cars: one for good cars and one for
lemons and in each market there is a price. Warranties solve the lemons problem
and enable the used-car market to function efficiently.

Figure 12.4 illustrates this outcome. In part (a) the demand for and supply of
lemons determine the price of a lemon. In part (b), the demand for and supply of
good cars determine the price of a good car. Both markets are efficient. The marginal
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Health Maintenance Organizations partly address this mors hfz:::.:;pmy

By working with a limited number of service providers, an fnsur g
can monitor the quality of the service and control  costs. T
arrangement, the service provider has more information than the

problem is lessened but not completely overcome.

But even W
insusrer S0

M Missing Insurance Market
because they are 100 okd or too il

Many people can’t get private health insurance o=
_ ; - 4 can get n-__rufg,l‘_-_':" [ M

or too disabled. Others with pre-existing conditions
with exclusions of the very health problems they an
These are the people who have the greatest wants for health care
ity to get it without some alternative to the free market _ :
The missing insurance market is one that 15 blind to 2 person’s ¥IOWE

\
ol

" # = Sy
A o j'L{‘":‘a CTRNE e W ¥ i =
Lo D 'r‘—_!" e ant AL

risks. This market can be provided only with government intervent
The 17.5. health-care system deals s = problem b 3 it g
of health insurance. Medicare pays the hospital costs and subsidizes the rea
costs of the aged (over 65) and some of the lor oy e Medizaid p L
health-care costs of those fiving in pove F -althrcare necar
These government programs pi 4 : pe
but miss an estimated 48 million (see Ly s (] nuniy b e e
expenditure on them is driven by pationt demand by dacisions of Congre
As the population gets older and advances in medical lechnoiogy xeep pe
alive Iungur with expensive treatments, | wt of these programs grows

B Public-Health Externalities

The control of infectious diseases is a public good (se
lic sanitation systems, which general publi- health relies upon, are provided oy
governments to avoid a free rider problem (see Chapter 11, p. 269).

Vaccination against an infectious disease is a privwte good., but one with a posi-
tive externality (see Chapter 10, pp. 242 and 254-259). People who get a flu shot pro-
tect not only themselves but evervone with whom they come into contact. The
marginal social benefit of flu shots exceeds the marginal private benefit.

The efficient quantity of flu shots exceeds the quantity that an unregulated
market would provide. This feature of health care is a further reason why it is effi-
cient to subsidize the care of the aged and those in poverty.

mapier 11, p 267} S0 D ih-

You've seen three economic reasons why health care isn’t an ordinary good
that we can expect the unregulated market to provide efficiently. You've also seen
that US. health care is provided by a mixture of private and public insurance.
How do the US. health-care markets compare with those in other countries?

B Health-Care Systems in Other Countries

Every major country except the United States has a comprehensive national
health-care system. Every person is insured under a government-funded national
insurance program. Health-care services are provided by private clinics, hospitals,
physicians, and specialists but they are paid for by governments.

Government expenditure on health care is financed b specific health i Y
ance taxes and by general income taxes. ! o,
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B FIGURE 1.5

Inettic lent Pos "'”H Fquilibrium in an Auto Insurance Ntar ket
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Mora! Hazard

Moral hazard is the tendency tor a penon with private information to use it in
wavs that impose costs on an wunformed party with whom they have made an
agreciment,

Moral hazard arises in many settings. For example, big banks face moral haz-
ard They know they are too big lor governments to let them fail so they make
loans that are too risky. Insurance companies face moral hazard because an
nsured is less likely than an uninsured person o behave in ways that
avond the insured loss. For example, fire insurance lessens the incentive to install
smoke detectors, fire alarms, and a sprinkler system,

In the case of auto insurance, a driver with full collimion coverage has less
incentive than a driver with hittle or no collision coverage to drive carefully. Once
a person has bought insurance, her or his incentives change and the change
adversely affects the interest of the insurance company.

Adverse selection arises because people at greater risk are more likely to buy insur-
ance than those for whom a risk is very small. For example, a person with a fam-
ily history of serious diness is more likely to buy health insurance than a person

with a family history of good health. ly, an aggressive driver is more likely
than a careful driver to take the fullest pos 'm S0 more of the insured
Mﬂfmhmﬁh

MrEconLab Aciri

With na information an detver typd
nsurance companies offer atl driver
the same denl The insurance supph
curva i3 §

The darmand curve Dp 1 the demans
for auto insyranca by careful drivers
The damand curve D = D¢ + Dy is
the dermand for suto insurance by
all drivers The horizooul distance
lietwoan the two demand curves I
the quantity demanded by aggrestive
drivers ot each premivm level,

\ pooling equiibnium ocours at the
mrargnction of § and D at a premiw
of $1 000 & year with 120 million
rsurad drivars divided equally
betweer careful and aggressive

In this equilibrium, moral hazard am
sttverse selection make Insurance
companies look for ways of separat
iy the two driver types

Moral hazard

The tandancy for 3 person with
private mforimation to use IT in way?
that tmpose costs on an uninformec
party with whom they have made ar
agreament.
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Sellers’ Decisions and Supply

Now think about the sellers of used cars, who know the quality of ”""‘ e ”“rl.ﬂ
is nothing special about this supply. Sellers know thelr al :
know the quantity they are willing L E‘Llpul 4l J,H,;‘“ LLLY ”“ i "_h”' ol ”—?t_
of a lemon s less than that of a 1.uru1 Catd .m-'! over & Tange gl Juw prict i
lemons are sappifed™ AT Nighe? (s e raniity fmm' AL ul Tl off
and good cars slart i besupplics?

Figure 12.2 shows an example of what the supply curyes
this example, lemons are offered for sale ot prices up to $12.000 and ol tHat pf

I-l

all the lemons available are supplied and good cars start b b i St for bl

mridgeht lowk like In

The Market CGutcome

Demand and m|r1-r1~, clitermine ','l,.a-;..,_,..-au‘ el car guid the gquantity e, |

the I irket doesn't worlk well. 1 explain U focus on an exiiorne Oudeome 15
e e
e
which onily lemon gt Craden

Suppose thal }u:t,m have Lsarmed I f | overyore wWie Na
bought & used cas }u1 I O AT ey Ll the s, Wil gt i leermon
Consequently, the demand for used cars i | . he wibluyghaess (0, pay 1o
Iemon. The market demand is the demand Bor lepon | y Livsw i
kel price. At this low market price, good ca wiontth '___'__'_'__'_,_':._'.1-"_ t
B FIGURE 12.2
The Supply of Used Cars MyEconl.ab »
Price (thousands of dollars per car) Price (thousands of dollars par 2ar)
| .3
1' 4 i
18 1 8
I5 T IS
o Cary are sopphied
50 il proced above 312000
tl T BELe . II
i 91
: ‘ohpdmupmilim. |
61 anly lemans are supplied 6
31 i+
0 200 400 600 800 1,000 0 00 400 600 800 1,000
Quantity (cars per month) Quantity (cars per month)
(a) Lemons (b) Good cars

Suppliers of used cars know the quality of what they offer for sale. © A prices above 312,000, pood cars are offered for sals and the
© Ac prices below $12,000, only lemons are offered for sale and supply curve of good cars is S, i
the supply curve of lemons is §;.



Cgines 12 » ataminntn v

~ Instructor Assignable Problems and Applications
' | ¥ Mhmuuunwﬁmm-mﬂmuﬂ
sor” How does the surket enadie

traded pes year arxd a1 what sverage ‘
hmmm&m_?mﬁ.im.dnpmﬂphynhm&

<ar maries”
2. Mutwmnﬂ-wﬂthmhhﬁ
homesty, itegrity, and senwe of social respanuibility. She & shopping for 8
trore ber koxcal berd

uned car. She plans 10 borrow the maoney o pey for 8
froem by howcal s Iy Company

and she plans to buy auto insarance
What asymimetisx sndormation problesoes » Zaneb lides 10 enounier and
what arrangements are ltkely to help cope with those problems’ Explan
Firar answers

3. Suppose that there are two national fooball leagues The Tane League and
The Bomus for Win League The playens have private miormatson abcnat thett
ettore In The Time League. players recerve & fined wwage bised on the time
ey spend pracucing smd plaving makihws. I The Bornes for Win Lesgue,
the plavers are pasd one wige oo 3 loss, » highe wage 'ot a fic. ar o the
highest wage of all for & win Describe the onoral harard and adverse ores
tion problems in thewe twi lpagues. Whoch league bewt addresun thest

prrotiean |
. Phillies hamstrung by no-trade clause
Mhullies gereral ousager Pat Gillick, wbo previowsis bocl wanme
no-tradeé cloases Cllha

’ Tovemto, RBaitimore, and Seatthe. s o S of Dlathel n
nes trade proviesuos that he says & counkd

B 80 avETNe b0 Riving Out coRnpiet

be a “deal breaker” when ow Philine segotiate with big fvoe opene

= o
Sourre ESPN com, Mavernbar & i) . t

Provide an exampie of private information that » basebafl plaver who wanss ] 4
e condras A e

a ni-trade clause possesses. Does 3 beseball player walh s long-ter
that includes a no-frade dause present 3 moral hazard o his basshali 1+

e e W
. "d'
F—

Does a baseball plaver with a long-tere contract that mcludes & no-trade 5
clause present adverse selection problems o hus baseball team” (TR
Iy L T
5. What are the key econcmic problemss in providing an efficenst yuantity and R oA
distribution of health-care insurance and service? Explamn how the US h S

health-care system addresses these problems
6. What are HMOs and what information problems do they help to deal with?
7. What are the problems that Medicare and Medicaid address and what prob-
lems do they cause?

8. What is the cost of health care in the United States compared to that in

¢ European
heaith-care costs? Can you think of explanations for the facts you've just
provided?
9. What is Laurence Kotlikoff's proposal for fixing health care in the United

States? Draw a graph to illustrate how his proposal wouid work and show
whether it could be efficient. '

)
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When you have completed your study of this chapler, you
will be able to
Describe the lemons problem and explain how the used-car market
solves it
2 Describe the asymmetric information problems in the insurance market and
5 explain how they are solved.
|
! 3 Explain the information problems and other economic problems in health-
care markets.
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at $15,990 (in the

"sow think aboul € aop’s difemina Fie has found a caf ;,ar-..-..d
* ther car is a

i
phato). He lkes the look of the car, bt is it 8 good one or a lethon
' ]

1 . T Y AWM L
o, he swts 3 margital bet efit of. and wiould be willing to pray. Bl w3

! pu
1 IVinge Ihe r ot 819 990 wives him a cotsumer _L,_..;.; o ook 4 110, Baat if the Car 1s
] Rl 1] : - "
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€ 1 all Greg's friends bought good
used cars, Greg might expect to
buy a good one too and be willing
to pay $20,000—his marginal ben-
efit from a good car. The demand
curve for good cars is D,

@ If all Greg's friends bought lemons,
Greg might expect to buy a lemon
too and be willing to pay
$10,000—his marginal benefit
from a lemon. The demand curve
for lemons is O,

The demand curve for used cars of
unknown quality hes between Dy and
De.
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is a change that you

ys present. Hyou
i ”'I.L" {'Uft! .‘Il]d

Think about auto collision insurance. You know that there
will be involved in an auto accident. The chance 1s small but alwa
do have an accident and vour car gets seriously damaged, you face HIE &2 vou
inconvenience of getting it fixed. Worse, if you sulfer serious personal ImUry: . 5
also face a loss of income and the cost of medical care. For you, the cost OF BB A
accident is large and if you had to bear such cost, vou'd like some help. ,

Because the chance that vou will have a serious and costly auto ﬂﬁ-“hm_l "T
small, you can get that help by making a deal with an auto insurance L'l'ﬁ"‘f.-“ul-'_'"
that is beneficial to both you and the insurer. You pay an annual prenuuim to the
insurance company and the company pays you a sum ol money based on an
agreed formula if you have an accident and incur a 1oss

Insurance companies can get imformation from statistics on _
costs that enable them to determine the premiums and payout conditions they can
offer and still earn a profit. None of the company's policyholders knows W hether
they'll have an accident and the insurance company doesn’t know whao will have
an accident. but it knows fow many accldents there will be and what they will cost
An insurance company can pool the risks ol a large population as | enable every
one to share the costs,

past ace idents and

People are happy to buy insurance at prices that enable insurance Comp:y nlf.'~
to make a profit because they an o ey don't ke nsd Thing ey
spreading the risk, insurance companies lower the nsk for everyone

But insurance compantes d ave 4 problem and it  eneral pi hlem that
affects all lypes of msurance: 1h 5 h » prvat information abda?
their own behavior and its effects e likelihood that they will make an usul
ance claim, There is asymmetric information i the insurang e market

M Asymmetric Information in Insurance

Although asymmetric information is present in all types of msurance, we'll stick
with auto collision insurance, Some drivers are careful and some are aggressive.
A careful driver is less likely to have an accident than an aggressive driver, Each
driver knows which type he or she is, but the msurance company doesn’t know,
Yet it would benefit the insurance company to know, for it could then charge the
higher-risk aggressive driver a higher premium and the lower-risk careful driver
a lower premium.

Without knowledge about driver types, all insured drivers get the same deal.
There is a pooling equilibriun like that in the used-car market without dealer war-
ranties. Careful drivers and aggressive drivers pay the same premium, but the
insurance companies incur losses on aggressive drivers and make profits on care-
ful drivers.

Figure 12.5 illustrates this pooling equilibrium outcome. The demand for col-
lision insurance by careful drivers is D¢ and the demand by all drivers is D. The
horizontal distance between the curves D¢ and D is the quantity demanded by
aggressive drivers at each price,

The insurance companies don’t know the driver type to which they are sell-
ing, so the supply curve, 5, is the same for all drivers. It is based on an average of
the marginal cost of insuring an aggressive driver and the marginal cost of insur-
ing a careful driver.

In this example, the equilibrium premium is $1,000 a year and 60 million care-
ful drivers and 60 million aggressive drivers are insured.

You're now going to see that this outcome is inefficient for two reasons: it cre-
ates moral hazard and adverse selection.
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(=) Carwdul drivers oy Agy washe 5
r__l..f'ul Jdrvers in part (a) buave th-nl.]n' CLrve -‘l". and AT ERdre L) ) e ) ::: ' Iy
carvless drivers in part (B) Lave demand curve D, Wit no scoden B rrullion drivert reveal tha
mg, the supply curve of inwurance 4 5 in both parts

In part ’ b--llrl QFIWm 3
@) Withour screening the aguilibriam premium is § 1,000 and 60 mil 40 rraflicis drivers raveal dhie

fions dvvvers are carefsl and 60 million are aggressive and Carelos

VWith screening, the supply of insurance to careful drivers is MCe in agpressive 1o boing careful
part (a) and to aggressive and careless drivers is MO, in part (b).

Without screening provided by a no-claim bonas and deductible, msurance
companies offer the same supply of insurance to all drivers. The equilibrium with-
out screening is the same as in Figure 12.5: Everyone pays $1,000 a year and there are
60 million of each type of driver

With screening, the insurance companies base their supply to each group on
the marginal cost (MC) of serving them. For careful drivers in part (a), the supply
curve is MC. The equilibrium insurance premium is 5800 a year and the number
of drivers who are, or who behave as if they are, careful increases to 80 million.
Without screening, the market underprovides insurance to this group and is inef-
ficient. With screening, the market is efficient.

For the aggressive drivers in part (b), the marginal cost of serving them is MC
and this marginal cost determines the supply to this group. The equilibrium insur-
ance premium is $1,200 a year and the number of drivers who remain aggressive
decreases to 40 million. Without screening, the market overprovides insurance to
this group and is inefficient, Again, with screening, the market is efficient.

You've now seen two examples of markets with asymmetric information in
which the creative signaling and screening overcomes what would be a market
failure and achieves an efficient outcome.

in a separaung equilibrigm. 20
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i hhagated

c would get from selling t , 50 no good cars are offered for sale: only lemons
are available. SoTemans are the only cars traded.

Figure 12.3 illustrates the used-car market that we've just described. The
demand for used cars, [, is equal to the demand for lemons, ;. The supply of
used cars, 5, is the supply of lemons up to 51 2.000 a car (the green segment of the
supply curve) and the supply of lemons plus the supply of good cars at prices
-'hl"_-'-? $12,000 (the blue segment of the supply curve).

The equilibrium price is $10,000 per car and 400 e
maonth

mons are traded each

Adverse Selection
This market suffers from adverse selection, a general problem that arises in maz-
kets with private information. Adverse ion is the tendency for people 1
enber into transactions that bring them benedis information and
s oty on the uninformed par

For exam ple, Jackie hires salespeople and offers them a fixed wage contract
The only people Jackie attracts are lazy workers, Hardworking salespeople don't
work for Jackie because they can earn more by working for someone Who pays by
results Jackie’s ixed-wage contract adversely selects
n—knowledpe that they are Jazy in this 1se—who us

- Eeae thpie mrivate
T

e

Hlhoto “-"lfh i_-_".!_...’_q_ I -
thair

that Know edi

own benefit and to impose costs on Jackie

Ins the used-car market, the low price adversely select lemons. The owners of
iemems bave a greater incentjve l::-{r."lfi.':' thair cars far sale. In threxmrene List inad
in the above example), good cars disappear-from the mat kat e owners Ol zoodl
cars have no incefitive to oifer them for sale They hold o ta thear guod CALS
becase the market price is less than thelr mangna bieneit

FIGURE 12.3

Price (thousands of dollars per car)

20 1

A the eguilibiram

fhe Lemons Problem in a Used-Car Markel

13 = hdarkets with Private infotmatipn . 295

Adverse selection

The tendency for people o enter
into transactions that bring them
penefits from their private
information and impase costs on the
uninformed party.

M}'ECQHL&'D Aryriatvon

Tha demand for used cars is the
demand for lemens, so the derkand
curve is D = Dy The supply cury
of used cars is 5. The green po

of the curve is the supply of
lemans and the blue portion adds
the supply of good cars.

€ The equilibrium price of a used
car Is $10,000.

@ 400 used cars a month are
traded and they are all lemons. At
the equilibrium price, no good cars
are offered for sale.
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Screening
When an uninfarimed PR CrEatas
an incentive lor an inbormaed frrsvin

Lo revedl relevant private informacon

thiry a e areidenl dfrives
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W Screening o lnsurance Markels
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15 i (e, arsd o | [ 1 i i

the increase i th lestdugi 11l Wy ol fver i oy i il i Pl e . i
deductible-—cin term it are aliractve omly e " it Wigl Iy I
by offering coverage with a deductible on more favorable lorms thit ste stteaet
to-caretul lowerisk cirivers, Insoram O nodo profitabile bisine with
CVEry o '\,I|-|'I| Vi |.|J--|l risl driviers o i |l||||||| il i oy eliscd et bl —
a I”F'h premium; careful low-risk drivers ¢hoos preikle s Athca Wieh deductible

and a low premiunm
||I1 stze of the |iq'||||| ikales o Fiisa " reveals b i Wesiiranee i ||.J,_-|._”,' L T A kT

the driver is agpressive or careful

W Separating Equilibrium with S reening

With screening that indicates driver by pes, Insurance companios can supply s

ance on different terms to the different grronps, With only two BrLp,

AR resnIve
and careful, it can offer Premiums al two dilferent levels: A highuer |r:;-:r.:|lq|“| fing
agpressive drivers and a lower Premiuwm for carebul dreivers, The higher premium
Is an incentive for aggressive drivers to behave as i they were careful, so the Mum

ber of agpressive drivers decreases and the number of careful clEivers increasos

he outcome is & separating equilibrium

Figure 12.6 illustrates this outcome and contrasts it with the pooting equilib
rium that arises withoul screening,

Figure 12.6(a) shows e Situation for careful drivers and 12.60b) for AgRres
sive drivers, We're assuming that the twao proups are of vqual size in the serme Illml
they have identical demand curves, 1, and D, (as before in Figure 12.5). But ae
you're aboul to see, the two groups don't end up of equal size when they have
responded to the incentives they face i
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e wou Bt ot To your potential People send signals to potant il
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Fiaw can vou signal your ability L
poteitial amployers! Tha answer ¥ by
your chance of education
Michael Spence. an sconomist at
spainfard University and jeing winne
00| Nebel Prize with Geodrge

of the
Akerlol and Joseph Stightz, explained

ow education choices send signals

tion. Por a low-ability person, the
apportinity cost ol & university adu

gation is high-—not just the witon and

cost ol books, but the cost in tima
and effore (o get passing grades

For a high-ability parson, the op
portunity cost of a college or university
education g lower. For those paople,

—r - . -

e

i i
it \ vilos tale hard wa kbt

fiew can be attainied Wity easonabl
flore 5o only peopl st hugh atulity

choota o collepe or university

gducatitn

Employers know i ach person s
gducation (and grades), 50 they
can offer a high wage for high abilicy
and a low wage for low ability
There is a separating squilibrium
in the market for workers of
differing ability

Even if your education contributed
nothing to improve ability, it would

stll slgnal your ability,



Expenditure on health care takes |78
Pervent of LS. incomes. Fifty-six per
cent of this expenditure s privare
spending on health-care insurance and
out-of-pocker payments for heaith.
care services The rest it financed by
taxes-—aspending by ledaral and state
fovernments ob Medicare. Madicald,
and other publc programs
Figure | shows che distribution of
the health-care doliar across these
types of expenditure
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hsalth insurance
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Health Care in the United States: A Snapshot
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for the self.employed who can deduct
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Figure | Private and Public Expenditures on Health Care Figure 2 Private and Public Exponditures per Person
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States: 2011, Tables 135 and 1222




12.2

Just as buyers and sellers gain from trading good
2ain by trading risk. But risk is a “bad,” not a good
avoidance. A buyer of risk avoidance can gain because t
15 greater than the price that must be paid to others o

it. And a

ple are willing to pay to avoid it

INFORMATION PROBLEMS IN INSURANCE MARKETS

seller of nisk avoidance faces a I

= Adarkes wilh Privam inkermiatine 199

Chaptor 14

MyEconiab Snapsd

s and services, so they can also
The good that 1s traded 15 risk
he value of avoiding a risk
v

get them to bear shares of

ver cost of risk than the price that peD-

J""'Pi" trade risk in financial markets and insurance v arkets. Here, we 1
FoCus on Insuranoe markets
® Insurance Markets
\ i i iy ir F i - ." iy |' vt i 1 TE1% r >|
r N 1=k il } l“ o
14 | 11 X | P 2
" 1 i Tl
T 7 L
5P .,'I_
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e EYE on the U.5. ECU NOMY
.
f insurance i q. Inits State
2 spend |1 parcent of ot + can provide funds to cover both lost
wome on insurance, That's more s in 200 5 33 tition arnimgs ang the cost of medical care.
e Y e e ol e : e reduces the ris e spent $801 billion on this type of
addition, we buy Social Security and  imancial foss in the event of iline Lo, R

unemployment insurance through
ouUr axes.

Auro insurance reduces the risk
of financial loss in the event of an
auto accident or theft.VWe spent
$179 billion on this insurance in
2009 (see the figure).

Property and casualty insurance
reduces the risk of financial loss in
the event of an accident involving
damage to property Or persons. It
includes workers' compensation
and fire insurance. We spent $244
billion on this insurance in 2009.

Life insurance reduces the risk of
financial loss in the event of death.
Almost 80 percent of households in
the United States have life insurance,

Premiums {billions of doilars per year)

BOO
600
400
200 ¢
0
Auto Property Life Health
and casualty

Source OF DATA: U.S. Bureau of the Census, Statistical Abstract of !
United States: 2012, Tables 135 and 122
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MyEconlab Smapsiv 12.1 THE LEMONS PROBLEM AND ITS SOLUTION
In all the markets that you've studied so far, buyers and sellers are well informed
about the features and the value of the item being traded. Buyers know the bene
fits thev get and sellers know the costs they ing "L!r The buvers _mal ginal ber !'i
determines demand, the sellers’ marginal cost determings supply, and Lol
and supply together determing the eauilbrium price and quantity And if none ol
e obemees o eihciency described in Chapter 6 (see p 156) are present the mar
ket allocates resources ethciently
In some markets. either the buver or the seller has somi relevant informtis
Private information to a transaction pfiVJ?imFLE;iull- ~that the other lacks. Une Ol these market
!:‘u."rﬁ'un;m i I sk is the one for used cars. In this market, each seller has private informati x aboul
;afi:;::'iit;illtlﬁ\f: _;!CI‘I“-II:_I-T‘.!‘I te the qu ity of t ¢ e odlered e sale, When you Hbuy a M wid AL, N I|I b .
A . sut until 1 iven it for a month or bw 0 L kna
sure. But the person who sells you the car | ws, When one ﬁ___‘_:______l_l—..
Asymrmetfic infarmation private \ntormahon, we ci | the situat one of asymin ;w | SIt
A situation in which either the buyer AR I Whuch = ihe Duver The scller | —— e ale mtformation. Hov does
or the seller has private information e e i s e i 1.8y Tt th fikees
Price "-xl.xll.fi' he market etn |
Ihes the guestior HLSAWOT

- A Market for Lised Cal 13 : 1

‘\\i-l._u-_- ::-'1.5"-|'- 1 it ] 11 2 11 b it thi

Lemaons problem ket have different pr Y VR e : - 1
The probiem that when it is not S e - 3
possible to distinguish reliable producrs a hugher pric ' i Celecs L TS0 »
from lemons, there are oo many needs some he : : Hed the e '._'."_':-'..'ﬂ..‘_ghlr"—'-
lemons and too few reliable products that when it = not possib OL0S,
o0 many et perhaps o1 1T ana Lo reliable Tu SRS E
haps none
To see how the used-car market oy es the lernons problen we'll firstlook
at a market that idoes | v lemors problem
To explain the lemons problem as clearly as po ibile. we'll assume that there
are only two kinds of cars: defectiy lemon wmd cars without defects

which we'll call good cars. Whether a car is a lemon is private information that is
available only to the current owner. The buyer can’t tell whether the car for sale s
and learning as much

a lemon until atter by g 1t dris INg i fOr a ew wi oks

about it as its current owneT Knows

Buyers' Decisions and Demand
Even though the buyers of used cars don’t know whether they are buying a good
car or a lemon, the law of demand applies. The lower the price of a car, the greater

is the guaptity of cars demanded. But what determines demand and the willing-

ness to pay is a bit different. To see why, let's think about the choice that a car

buyer called Greg is about to make.

Ceome Akerlof of the University of Greg wants to buy a used car and he would like to avoid buving a lemon. He
{ (e it fr '] M) | " ” s 3 y i e
‘x-‘-h‘ roia. Berkeley -;f‘“’f- o knows that for him, the value of a good car—his marginal benefit—is $20,000. But
shel Ladreate, was the [iest person el : ; 4
: Greg has a low income, some spare time, and he knows how to fix a car, so he

to pose the femaons problem and the
would be willing to buy a lemon if he could get it for an appropnately low price-

halfenge that it presents fof markels ;
a price equal to his marginal benefit from a lemon, which he says is $10,000

L

1o alfocate resources effi jenth




DOE  Pard e RAARKCEY VAL LIRE AREY PN IL B DY

» CHECKPOINT 12.2

MyEconLab Stdy Mlan 12

Kaw Twrrng Lz

Saluteons

e

FIGURE 1
Promium (doliars per year)

1.6l

Desdwapipht bosa
of underprovision

|:onn ------ f"’""‘—/s

A .

%

0 0 40 &0 B0 100 [20
Policies (millions)

FIGURE 2
Premium (dollars por year)

1.600 Deadwaight loss

1,400 1

1,300 5

1.000

Q 0 40 0 BO 100 120
Policies (millians)

; : i : o rket
Describe the asymmetric information problems in the insurance ma

anel explain how they are solved.

Practice Problems

| 3F)

Pam i< a Tow-risk careful driver and Fran is o hlghaitk aggressivie drive

3y Fey ey L'.I]
What might an auto-msurance Somprany dev o el Pam and Fran
ther driver type?
eounlibrium

| -‘II!-.;!'I-.;I||1' 1 2.6, show thwy deadweleht I Lt LS LA ha
withoul screending that ame avoided !
SUTECNINS

In the News

Toyota pre-collision systen

Foviota has dies

end inpacts and redoce i }
| 2L
1. How ceuld D-insuran n £ I (F
s thatl information pris 15
i
2. How might Tovota's pr i splection and
moral hazard?
Solutions to Practice Problems
1. The insurance company will affer policies with deductibles that enable dri
viers to reveal their private information: Pam reveals that shes a low-risk
driver by taking a high deductible and low prenuum. Fran reveals that she
is a high-risk dnver by taking a low deductible and high premivm.
2. For low-risk careful drivers, by taking a high deductible and low premium,

B0 million get msurance for $800 a year compared (o 60 million paying
S1,000 a year without screening, The gray tmangle wn Figure 1 shows the
deadweight loss avoided with screening from underprovision without
SCreening.

For high-risk aggressive drivers, by taking a low deductible and high pre-
mium, 40 million get insurance for $1,200 a year compared to 60 million
paying $1,000 a year without screening. The gray triangle in Figure 2 shows
the deadweight loss avoided with screening from overprovision without
screening,

we, Solutions to In the News

1. The insurance companies know whether a car is a Toyota with a pre-collision

system and can use this information to separate the market by known risk
differences. But this information is not private and not asymmetric,

Adverse selection: Drivers who know their driving style brings a high colli-
sion risk are more likely to buy the Toyota with a pre-collision system. Moral
hazard: Having bought the Toyota with a pre-collision system, driving care-

lessly is less dangerous, so some drivers become more careless.

€=
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Solution to In the News

Colleges and students know the grades and test scores, se these are not private
information. “Students have become less authentic to themselves” mdscates that
students try to present themselves as better than they are. The student’s true self
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fortable, friendly, and relaxed places. The true quality of the school s the school's
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adverse selection occurs in the market for college places and the best match et
always achieved.



