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Public Policy When There Is Information Asymmetry

Adverse Selection – arises when there is hidden information. One side to a potential transaction knows the other side has more information about its hidden characteristics and good reason to keep the information concealed

Self-selection by the well-informed side may harm the uninformed side

Examples: used cars, other products where buyers find it hard to determine quality [especially if the consequences of a bad choice could be very costly]
Health insurance – persons know more about their risks than insurers
Health insurance market will fail to provided efficient level and distribution of coverage 

Possible private responses to information asymmetry:

Require medical exam & waiting period before you can buy/increase life insurance, genetic test for health coverage, no pre-existing conditions?
Troubling equity effects? 

Group insurance plans with no opt out

Warranties, brand name reputation 

Rely on better informed, independent  agents, pay for their expertise e.g. Consumer Reports, trusted car mechanic

Possible public responses:

Compulsory insurance programs – social insurance

Information disclosure policies for products, proof of efficacy (FDA)

Certification, licenses, “report cards” for schools, hospitals, other providers

Background checks

Moral Hazard – arises when one side can take hidden actions that negatively affect the other side’s interests 

Really an issue of incentives 

e.g. health insurance and excess expenses

federal deposit insurance and risky loans

federal pension guarantee and poor pension investments, defaults

adverse incentives of income support programs 

firms providing services to vulnerable populations – e.g. nursing homes

Possible responses:

Private:  Deductibles and co-insurance; Price breaks – good driving, free dental check-ups, annual physical exams

Public:  Regulations 

Public and private: Rely on non-profit institutions to provide most or all of the service

