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Asymmetric
Information

o A difference in access to relevant knowledge is
called information asymmetry (B NE178).
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Asymmetsc e An agent is a person who is performing an act

Information

for another person, called the principal.

e The principal is a person for whom another
person, called the agent, is performing some
act.

e Moral hazard refers to the risk, or “hazard”, of
inappropriate or otherwise“immoral” behavior
by the agent if the principal can not perfectly
monitor the agent’s behavior.
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o Employers can respond to the moral-hazard
problem in various ways:
o Better monitoring.
o High wages. (efficency-wage)
o Delayed payment. (year-end bonus)
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Hidden Characteristics:
ymmenc Adverse Selection and the Lemons Problem

o Adverse selection is a problem that arises in
markets in which seller knows more about the
attributes of the good being sold than the buyer
does.

e The “selection” of goods sold may be “adverse”
from the standpoint of the uniformed buyer.
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e Used care markets. Many potential buyers may
not even consider used cars because they

Asymmetric
Information

surmise that the sellers know something bad
about the cars. This is also known as the

lemons problem.

e Insurance. People with hidden health problems
are more likely to want to buy health insurance
than those with good health.

e In certain labor markets, if a firm reduces the
wage it pays, high productivity workers tend to
quit.
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How do Markets respond to Asymmetric
, Information?
Asymmetric

Information ° Slgnaling

e Signaling refers to an action taken by an informed
party to reveal private information to an
uninformed party.

e Advertising, education.

o For a signal to be effective.

e Signal must be costly.
o The signal must be less costly, or more beneficial, to
the person with the higher-quality product.

e Gifts and signals.
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e Screening
e Screening occurs when an action taken by an

uniformed party induces an informed party to

Asymmetric
Information

reveal information.

e The insurance company might be able to sort the two
kinds (high risk or low risk) of drivers by offering
different insurance policies that would induce them to
separate themselves.

e For example,

e Policy 1: High premium, cover the full cost of any
accidents.

e Policy 2: Low premium, has $1,000 deductible. (the
drivers are responsible for the first $1,000.)

o With a large enough deductible, safe drivers will
choose policy 2 while risky divers will choose policy
1.
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Asymmetric Information and Public Policy

e The study of asymmetric information gives us
new reason to be wary of markets.

e When some people know more than others do,
the market may fail to put the resources to their

best uses.

o Although asymmetric information may call for
government action, three facts complicate the
issue:

e Private markets can sometimes deal with
information asymmetries on their own.(signaling
and screening)

o The government rarely has more information than
the private parties.

e The government itself is an imperfect institution.
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Economy

Political Economy

o The government itself is an imperfect
institution.

e Political economy (also called the field of
public choice) is the application of economic
methods to the study of how government

works.
e Problems associated with how government
determines public policy
e The Condorcet Voting Paradox
o Arrow’s Impossibility Theorem
e The Median-Voter Theorem
o Self-interested Politicians
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The Condorcet Voting Paradox

e The Condorcet paradox occurs when there are
ooy more than two possible outcomes, the majority
rule fails to produce transitive preferences for
society.
o Transitive preferences imply that if A is
preferred to B, and B is preferred to C, then A

is preferred to C.
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1 tasLe

Voter Type

The Condorcet Paradox

If voters have these prefer-

Type 1 Type2 Type3

ences over outcomes A,

B, and C, then n pinvise Percent of Electorate 3 45 20

mejority voting, A beats B, L . : :

B beats C, and C beats A, Second cheice B ¢ A
Third choice € A B

e Three voter types, three choices.

e Pairwise votes:

Between B and C: B gets 80% from type 1 and 2
voters, C gets 20% from type 3 voters. B is the
majority choice.

Between A and B: A is the majority choice.

But, between A and C: C is the majority choice.
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The Condorcet paradox is that democratic
outcomes do not always obey the property of
transitivity.

The Condorcet paradox implies that the order
of which things are voted can affect the result.

When there are more than two options, setting
the agenda (that is, deciding the order which
items are voted on) can have a powerful
influence over the outcome of a democratic
election.

Majority voting by itself does not tell us what
outcome a society really wants.
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e Another voting method. Give one point for the
last place, 2 points for the secoond to the last, 3
e points for third to the last, and so on. The

outcome that receives the most total points
wins.

e This is called a Borda count.
e Is there a perfect voting system?

o What is a perfect voting system?
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e Arrow’s impossibility theorem is a mathematical result
which shows that, under certain conditions, there is no
scheme for aggregating individual preferences into a
valid set of social preferences.

Political
Economy

e No voting system can satisfy all of the following:

o Unanimity:If everyone prefers A to B, the A should
beat B.

o Transitivity: If A beats B, and B beats C, then A
should beats C.

o Independence of irrelevant alternatives: The ranking
between two outcomes A and B should not depends
on whether some third outcome C is also available.

e No dictators: There is no person who always gets his
way, regardless of everyone else’s preferences.



Chapter 22
Frontiers of Mi-

croeconomics

The Median Voter Is King

e How government run by majorty rule work?

That is, in a democratic society, who

Political

Economy determines what policy is chosen?

e The median voter theorem is a mathematical
result that shows that if voters are choosing a
point along a line and each voter wants the
point closest to his most preferred point, then
majority rule will pick the most preferred point
of the median voter.
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1 Fieure

The Median Voter Theorem:
An Example

This bar chart shows how 100
voters' most preferred budgets

are distributed over five options,

ranging from zero to $20 billion.
If society makes its choice by
majority rule, the median voter
(who here prefers $10 billion)
determines the outcome.

Number of
People
35

30

25

20

15

10

35

25

20

15

$0 $5 $10 $15 $20  Preferred Size of
Budget (in billions)

e median is $10 billion, average is $9 billion, and the

modal outcome is $15 billion.

e The preferred outcome of the median voter beats any

other proposal in a two-way race. The median voter

always has more than half the voters on-his side.
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Impilcations of the median voter theorem:

o If two political parties are each trying to
maxmize their chance of election, they will
both move their positions toward median
voter.

e Minority views are not given much weight.
Rather than reaching a compromise that takes
into account everyone’s preferences, majority
rule looks only to the person in the exact
middle of the distribution.
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Politicians Are People Too

o Self-interest is as powerful a motive for political
actors as it is for consumers and firm owners.
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Behavior Economics

o Recently, a field called behavioral economics
has emerged in which economists make use of
basic psychological insights to examine

economic problems.
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e People aren’t always rational:

o People are overconfident.
s o People give too much weight to a small number of
Economics vivid observations.

o People are reluctant to change their minds. People

tend to interpret evidence to confirm beliefs they
already hold.
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e People care about fairness as demonstrated by
the ultimatum game.

o Two volunteers A and B play a game and
Behavion counld win a total of $100.

e Player A proposes a division of the $100 prize
between A and B.

o Player B decides to accept or reject player A’s
offer. If he accepts it, both players are paid
according to the proposal. If he rejects the
proposal, both players walk away with nothing.
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e What would you do as player A? As player B?

e People in player B’s role usually rejects
proposals that give them only $1 or similarly
pehavior small amount.
e It is more common for player A to propose
giving player B an amount such as $30 or $40,
keeping the larger share for himself. Player B
usually accepts the proposal.



Chapter 22
Frontiers of Mi-

People are inconsistent over time

croeconomics

e Q.1: Would you prefer (A) to spend 50 minutes doing
the task right now or (B) to spend 60 minutes doing the
task tomorrow?

e Q.2: Would you prefer (A) to spend 50 minutes doing

— the task in 90 days or (B) to spend 60 minutes doing the
Economics task in 91 days?

e Many people choose B to question 1 and A to question 2.

e This is called time-inconsistent problems.

e Examples: quit/not quit smoking, lose/not lose weight,
consumption/saving decision.

e Saving, like passing up the cigarett or the dessert,
requires a sacrifice in the present for a reward in the
distant future.
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cosconomics From Chapter 1, Predictably Irrational, a book by Dan Ariely.
There were subscription offers from The Economist as
follows:

A. Economist.com subscription— US $59.00
one year subscription to Economist.com

Behavior
Economics

B. Print subscription—US$125.00
one year subscription to the print edition of The
Economist.

C. Print & Web subscription— US$125.00
one year subscription to the print edition of the
Economist and online access.
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The choices of 100 MIT students are:
A. online access, US$59.00: 16 students.
B. print edition, US$125.00: 0 student.

A C. online access & print editon, US$125.00: 84
L‘ students.

What happens when option B is dropped?
A. online access, US$59.00: 68 students.

C. online access & print editon, US$125.00: 32
students.



