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Econ 310

Lecture 10: Asymmetric Information
I. Why we are here (in this class).
a. What do I contribute?
b. How does a degree help you?
c. Why does my friend (with a real job) want this class to be hard?
II. Asymmetric information is when two parties don’t have equal information concerning the other (e.g. seeing a movie for the first time, the hiring process, buying a used car, dating). Two problems appear:
a. Adverse Selection is when a person makes a choice that was never the right one. In adverse selection, the problem occurs before the transaction was made. You can think of adverse selection as dealing with static troubles, the moment you encounter something or someone, there’s already some quality you won’t like.
i. Ex: Most short-term relationships, used cars, hiring an established slacker, lending to a con artist

b. Moral Hazard is when a person chooses someone who then becomes the bad choice after the decision is made. In moral hazard, the problem occurs after the transaction was made (hence the name, as there’s an implicit ethic dilemma). You can think of moral hazard as dealing with dynamic troubles, people respond to the incentives engendered from the deal.
i. Ex: Most long-term relationships, national health care, hiring a potential slacker, lending to MC Hammer
c. Principal-Agent problem—making sure one party (agent) acts according to the wishes of another party (principal), as entrusted. In other words, the P-A problem occurs because of asymmetric information (especially moral hazard).
III. The Seven Principles of Loan Management
a. Screening—learning about an agent before a loan is made (combats adverse selection)
b. Credit rationing—keeping the interest rate lower than the market rate to improve the quality of applicants (combats adverse selection)
c. Loan commitment—offering a standing option to make a loan to a person for a certain amount, good for a certain period of time (combats adverse selection)
d. Collateral—requiring something of value to be handed over if the agent does not pay the loan (combats moral hazard)
e. Compensating balance requirements—obligating that the lender maintain an account at the bank at a specific level (combats moral hazard) 
f. Monitoring—watching the agent to see if they spend the loaned money as promised (combats moral hazard)
g. Long term customer relationships—fostering good relations, making all the other activities easier (combats adverse selection and moral hazard)
IV. The eighth signal
a. Why is it meaningless to simply tell your loan agent you’re a good candidate for a loan?
b. Signaling—conveying meaningful information through demonstrative action.
i. Ex: Dressing nicely when you meet your agent, bringing flowers to a date, printing your résumé on cotton paper, having a college degree  
