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Abstract 

One of the central problems in contract law is to define the frontier between legal 

and illegal breaches of promises. The distinction between good and bad faith is 

perhaps the conceptual tool most commonly used to tell one from the other. 

Lawyers spend a lot of energy trying to frame better definitions of the concepts of 

good and bad faith based on principles of ethics or justice, but often pay much less 

attention to theories dealing with the incentives that can engender good faith 

behavior in contractual relationships. By describing the economics of what Stiglitz 

defined as “explicit” and “implicit” insurance, I highlight the “insurance function” 

hidden in any promise with basically no mathematical notation. My aim is to render 

the subject intelligible and useful to lawyers with little familiarity with economics. 
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I. Introduction 

 

One of the central problems in contract law is to define the frontier between 

legal and illegal breaches of promises. The distinction between good and bad faith 

is perhaps the conceptual tool most commonly used to tell one from the other. 

Inspired by some principle of justice or ethics, lawyers spend a lot of energy trying 

to frame better definitions but tend pay little attention to the workings of good and 

bad faith.1 By the “workings”, I mean the underlying framework of incentives that 

can foster or discourage a breach. Through the use of highly emotive words such as 

honesty, fairness, decency, trust, sincerity, or spirit of solidarity,2 a breach is often 

recast into as matter of ethics and morality.3  

I will not endeavor into de murky debates within legal theory dealing with the 

relationship among morality, ethics and law.4 Instead, I will take the position that 

through the systematic analysis of incentives, Law & Economics illuminates legal 

problems and enriches the legal debate, both in the context of law making and law 

finding. 

                                                      

1 This is particularly true within Civil law systems, where legal scholars typically articulate the concept of good 
faith based upon a general rule or an abstract principle of justice or ethics. Within Common law systems, the 
notion of good faith is most commonly articulated through a myriad of particular institutions designed to ensure 
good faith in specific instances. For a discussion on the topic see Ejan Mackaay & Violette Leblanc, The Law and 
Economics of Good Faith in the Civil Law of Contract, prepared for the 2003 Conference of the European 
Association of Law and Economics, at Nancy, France, 18-0 September 2003, at 4). 
2 See for example Troy Keily, Good Faith & the Vienna Convention on Contracts for the International Sale of 
Goods (CISG), (1999) 3 Vindobona Journal of International Commerical Law & Arbitration 15, at 17-18. 
3 See, for example, George Ripert, La règle morale dans les obligations civiles, Paris, Librairie générale de droit 
et de jurisprudence, 1949 (4th ed.), at 291 (suggesting that good faith tends to moralize civil law). 
4 For an interesting account of this debate, see for instance Ronald Dworkin, Law’s Ambitions for Itself, 71 Va. L. 
Rev. 173, 1985, and Richard A. Posner, Conceptions of Legal “Theory”: A Response to Ronald Dworkin, 29 Ariz. 
St. L.J. 377, 1997. 
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It is in that spirit that in this paper I use the economics of insurance to 

address contract law. My focus is to highlight the “insurance function” hidden in any 

promise with almost no mathematical notation. My aim is to render the subject 

intelligible and useful to lawyers with little familiarity with economics. 

 This paper is divided into four additional sections: section II highlights the 

problems of good and bad faith within traditional legal scholarship, section III gives 

a panoramic view on focal points in the economics of insurance, section IV 

describes the economics of implicit insurance, and section V concludes. 

 

II. The problems of good and bad faith in traditional scholarship 

 

Lawyers agree more on examples of bad faith than on definitions. For 

instance, the Second Restatement of Contracts of 1979 notes that "a complete 

catalogue of types of bad faith is impossible, but the following types are among 

those which have been recognized in judicial decisions: evasion of the spirit of the 

bargain, lack of diligence and slacking off, willful rendering of imperfect 

performance, abuse of a power to specify terms, and interference with or failure to 

cooperate in the other party's performance."5 This is probably the reason why the 

notion of bad faith has crystallized into a number of more specific institutions, such 

as fraud and mistake as defects of consent, breach of fiduciary duties, latent 

defects in sales, etc. 

                                                      

5 Restatement (Second) of Contracts § 205 cmt. d (1979). 
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In general, when a court feels that the reasons behind the transaction or 

lawsuit have the effect of abusing the power of the law it may deny to that party the 

ability to rely on a legal remedy she would otherwise be entitled to. Thus, the 

recognition of bad faith weakens the ability of a party to a lawsuit to maintain 

causes of action or to obtain legal remedies. 

The origin of the concepts of good and bad faith can be traced back to 

Roman law. Under early Roman law, fides (faith) designated the trust or confidence 

conferred by a person onto another, or a person’s faith in the honorability and 

honesty of another.6 With time, the adjective bona (good) was adjoined to the 

substantive fides and the expression bona fides was set to designed a specific type 

of contract that was distinguishable from the from the ritualistic stricti juris 

contracts.7 The expansion of commerce and the development of societal practices 

undermined the efficacy of ritualistic practices, and with the advent of consensual 

contracts bona fides became a matter of practical importance. As classical Roman 

law increasingly liberated itself from the restraints of earliest rules, bona fides 

developed into a standard from which new rules could be derived. It granted the 

Roman judge (praetor) considerable discretion in his determination of that which 

parties to an informal contract, acting as honest men (boni viri) could expect from 

each other, and enabled him thereby to protect relations not explicitly regulated by 

                                                      

6 Gomez�Acebo, La buena y la mala fe: su encuadramiento en la teoria general del derecho y su eficacia en el 

Codigo civil, in 36 Revista de Derecho Privado 101, 103 (1952). 
7 Paul Frederic Girard, Manuel elementaire de droit romain. Paris: A. Rousseau, 8th ed. 1929. 
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the positive law.8 In turn, mala fides (bad faith) was used to designate some sort of 

dishonesty of belief or purpose.9

Good and bad faith played a key role in late Roman law and in the 

precodification of French law,10 and so it comes as no surprise to notice that it 

these concepts remain so important nowadays.11 Napoleon’s Code Civil of 180412 

determined that contracts must be performed in good faith.13 The inclusion of the 

requirement of good faith was then justified as being a general principle of law, 

thereby eliminating the need for additional debate.14 A more detailed explanation 

“was offered by one of the first commentators on the Code civil, who asserted that, 

in the context of that article, the reference to bonne foi as the attitude in which 

                                                      

8 Saul Litvinoff, Good Faith, 71 Tul. L. Rev. 1645, 1997 (“Litvinoff 1997”). 
9 Black's Law Dictionary (8th ed. 2004), bad faith. 
10 Élise M. Charpentier, Le rôle de la bonne foi dans l'élaboration de la théorie du contrat, 26 Revue de droit de 

l'Université de Sherbrooke, (1996). 
11 This is particularly true within countries descending from the Continental law traditional. For instance, see 

articles 1134 and 1135 of the French Civil Code; article 242 of the German Civil Code (BGB); article 113 and 187 

of the Brazilian Civil Code; article 807 and 1796 of the Mexican Civil Code; and article 1198 of the Argentinean 

Civil Code. 
12 See French Civil Code, art. 1134 (also asserting that contracts legally entered into are the private law between 

the parties, and that such contracts can be repealed only by mutual agreement or by causes authorized under 

the law) (“Article 1134: Les conventions légalement formées tiennent lieu de loi à ceux qui les ont faites. Elles 

ne peuvent être révoquées que de leur consentement mutuel, ou pour les causes que la loi autorise. Elles 

doivent être exécutées de bonne foi”). 
13 Alberto M. Musy (2001) “The Good Faith Principle in Contract Law and the Precontractual Duty to Disclose: 

Comparative Analysis of New Differences in Legal Cultures ,” Global Jurist Advances: Vol. 1: Iss. 1, Article 1 

(noting that, starting from the late seventies, French scholars expanded the number of instances where the 

good faith principle applies so to incorporate other instances especially in the context of the formation of 

contract. 
14 Litvinoff 1997 (citing the 2 Recueil complet des discours prononces lors de la discussion du code civil 454 of 

1841 as the relevant source). 
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parties were expected to perform their contracts, meant that French law had 

rejected the Roman law distinction between contracts stricti juris (which bound the 

parties only to what they had expressed), and contracts bona fides (which bound 

them not only to what they had expressed, but also to whatever equitas demanded 

from a party to a contract, even if not expressed therein). By virtue of that crucial 

rejection, in French law all contracts, since the enactment of the Code civil, have 

bound the parties to all those attending obligations that, although not made express 

by them, are prescribed by equity, usage, or the law, according to the nature of their 

contract. That parties are so bound by any contract is expressly provided for in 

another article of the Code Napoleon that follows the one commanding parties to 

perform their contracts in good faith.”15

Inspired by a nationalistic stance, the German Civil Code employed the 

Germanic expression Treu und Glaube (“faithfulness and belief”) instead of good 

faith. The meaning of this former expression “appears to refer, in general, to the 

sincerity of promises and affirmations, the confidence bestowed on the loyalty and 

sincerity of the other party, and a person's belief that another with an adverse 

interest will still conduct himself with loyalty.”16 Thus, the meaning of Treu und 

Glaube is no less elusive than the meaning of good faith. 

                                                      

15 Litvinoff 1997. 
16 Litvinoff 1997. 
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 There is no positive duty of good faith under English law that may be imposed 

on the parties to a contract.17 Obviously, this does not mean that English Common 

law supports bad faith; but the English (and Irish) approach is, to paraphrase Lord 

Bingham, “to avoid any commitment to over-riding principle in favor of piecemeal 

solutions in response to demonstrated problems of unfairness”.18 While there is 

some dissent among scholars, it seems that good faith does play a role in the 

English law of contract, but that on the whole this has been expressed by way of 

particular rules rather than through broad general statements of the principle.19  

In the United States, it was not until the early 20th century that American 

courts started to recognize that there is in every contract an implied covenant of 

good faith and fair dealing.20 This paved the way for the Uniform Commercial Code 

to provide that “every contract or duty within this Act imposes an obligation of good 

faith and fair dealing in its performance or enforcement”,21 and also do define good 

faith elsewhere as “honesty in fact in the conduct or transaction concerned”22 and 

                                                      

17 John H. Baker, An Introduction to English Legal History, 3rd, London, 1990 (noting that English merchant law 

recognized the principle until the 18th Century). 
18 Hector L. MacQueen, Good faith in the Scots law of contract: an undisclosed principle?, in A.D.M. Forte (ed), 

Good Faith in Contract and Property Law, Hart Publishing, Oxford, (1999), 5�37. 
19 Gunther Teubner, Legal Irritants: Good Faith in British Law or How Unifying Law Ends Up in New Differences, 

Modern Law Review, Vol. 61, 1998; Hugh Collins, Regulating Contracts, Oxford, Oxford University Press, 2002. 
20 Litvinoff 1997. 
21 UCC §1-203. The main drafter of the Uniform Commercial Code, Prof. Karl Llewellyn, was familiar with 

German law, and for this reason a belief exists that the provisions on good faith might have been inspired by the 

aforementioned article of the German Civil Code establishing the duty of Treu und Glaube. See Robert S. 

Summers and Robert A. Hillman, Contract and related obligation: theory, doctrine, and practice (4th ed.).  
22 UCC § 1-201(19). 
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“the observance of reasonable standards of fair dealing in the trade”23. This has 

been reinforced by a provision in the Second Restatement of Contracts of 1981 that 

“every contract imposes upon each party a duty of good faith and fair dealing in its 

performance and its enforcement”24. 

Scholars agree that contracts should be performed in good faith, and that 

bad faith is intolerable under the law. They agree on the purposes, but diverge on 

the means. Continental law systems generally articulate the concept of good faith 

based upon a general rule or an abstract principle of justice or ethics, while 

Common law systems generally tend to use a myriad of particular institutions 

designed to ensure good faith in specific cases.25 Naturally, this division is fuzzy. 

While English law refuses to explicitly recognize this concept,26 American law 

expressly adopted good faith in the Uniform Commercial Code,27 which in turn 

inspired numerous sate legislatures to embrace good faith in their statutes.28

                                                      

23 UCC § 2�103(1)(b). 
24 Second Restatement of Contracts, § 205.27. 
25 Ejan Mackaay & Violette Leblanc, The Law and Economics of Good Faith in the Civil Law of Contract, prepared 

for the 2003 Conference of the European Association of Law and Economics, at Nancy, France, 18-20 

September 2003 (“Mackaay & Leblanc 2003”). 
26 Gunther Teubner, Legal Irritants: Good Faith in British Law or How Unifying Law Ends Up in New Differences, 

Modern Law Review, Vol. 61, 1998. 
27 Allan Farnsworth, Good Faith Performance and Commercial Reasonableness under the Uniform Commercial 

Code, 30 U. CHI. L. REV. 666 (1963). 
28 Allan E. Farnsworth, Duties of Good Faith and Fair Dealing under the Unidroit Principles, Relevant 

International Conventions, and National Laws, 3 Tulane Journal of International and Comparative Law, (1994). 
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Legal scholarship on good and bad faith has rendered the concepts 

somewhat intractable.29 Good faith can be characterized as a fundamental principle 

of law closely related to the rule of pacta sunt servanda, directly connected to 

notions of honesty, fairness and reasonableness, and applied depending on the 

prevailing standards of honesty, fairness and reasonableness prevailing in the 

community.30 In short, you recognize bad faith when you see, or the absence of 

good faith, when you see it. 

Legal doctrines have traditionally been formulated from the litigator’s 

perspective. Is the contract valid? Was it breached? Is there a valid excuse for the 

breach? What are the available remedies? In the words of George M. Cohen, “the 

traditional approach often blinds us to the underlying economic relationships and 

doctrinal similarities. An economic approach to contract can illuminate these 

relationships and similarities”.31

Understanding and regulating bad faith behavior has always been a 

challenge for lawyers. The extent to which “moral hazard” has an “individual�

based” dimension is a point of contention, but if one wishes to move forward in 

crafting new solutions for old legal problems, it is useful to view them in a different 

way. It is in this spirit that this thesis should be read. 

                                                      

29 Mackaay & Leblanc 2003. 
30 Litvinoff 1997. 
31 George M. Cohen, The Negligence�Opportunism Tradeoff in Contract Law, 20 Hofstra L. Rev. 941, 957 (1992) 

(defining opportunism in the context of contract law a " conduct by one party contrary to the other party's 

reasonable expectations based on the parties' agreement, contractual norms, or conventional morality"). 

                                                                                           Não citar / Please do not quote 10

https://www.lexis.com/research/buttonTFLink?_m=0845db8623bb7319db19e7644a5fcf41&_xfercite=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5b7%20J.%20Small%20%26%20Emerging%20Bus.%20L.%20233%5d%5d%3e%3c%2fcite%3e&_butType=3&_butStat=2&_butNum=351&_butInline=1&_butinfo=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5b20%20Hofstra%20L.%20Rev.%20941%2cat%20957%5d%5d%3e%3c%2fcite%3e&_fmtstr=FULL&docnum=13&_startdoc=11&wchp=dGLbVzW-zSkAk&_md5=8cbe1ab15e73c4e6d0268fa6b387e410


ARTIGO DIREITO GV (Working Paper) 6                                                                             Bruno M. Salama 

III. The economics of insurance 

 

A. Introduction 

 

Although primitive forms of insurance can be traced to ancient societies,32 a 

significant commercial practice of insurance did not emerge until the 12th century, 

when the Italian states of the time developed a “relatively robust”33 insurance 

business to spread risks of marine merchant enterprises. Modern insurance can be 

distinguished from ancient insurance in that modern policies are not bundled with 

loans or other kinds of contracts. This allows insurance to be legally disconnected 

from investment, a separation of roles that first proved useful in marine insurance.  

Insurance as we know it today can be traced to 1666, when the Great Fire of 

London devoured over 13,000 houses. In the aftermath of this disaster, Nicholas 

Barbon opened an office to insure buildings. In 1680, he established England’s first 

fire insurance company, “The Fire Office,” to insure brick and frame homes. The 

first insurance company in the United States that underwrote fire insurance was 

formed in Charles Town (modern�day Charleston), South Carolina, in 1732. Here, 

                                                      

32 Insurance is an old business. Historians have found early methods of pooling and transferring property risk 
as early as the 3rd millennia BCE, when Chinese merchants traveling perilous river rapids would redistribute 
their shipments in various vessels to manage their risk of a loss due to any single vessel’s capsizing. The 
Babylonian Code of Hamurabi (1750 BCE) established that if a merchant received a loan to fund his shipment, 
he would pay the lender an additional sum in exchange for the lender’s guarantee to cancel the loan should the 
shipment be stolen. Greeks and Romans introduced primitive forms of health and life insurance around the 
year 600 AD in the form of the “benevolent societies” which cared for the families and paid funeral expenses 
upon death. Guilds in the Middle Ages served similar purposes. Prudential Insurance Company of America, The 
documentary history of insurance, 1,000 B.C.-1875 A.D., Newark, N.J., Prudencial Press, 1915. 
33 Roger C. Henderson & Robert H. Jerry II, Insurance Law: Cases and Materials, 3rd ed, 2000, Lexis Publishing 
(“Henderson & Jerry II 2000”), at 160. 
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the practice of perpetual insurance against fire was popularized by Benjamin 

Franklin. In 1752, he founded the Philadelphia Contributionship for the Insurance of 

Houses.34

While insurance has been a largely popular tool for pooling and spreading 

risks for a long time, the systematic study of the economics of insurance as we 

presently know it has a much shorter history. By publishing a number of seminal 

papers on the economics of uncertainty, information, and insurance, Kenneth Arrow 

and Mark Pauly were the key figures to set in motion the study of the modern 

economics of insurance as we presently know it.35  

Up until the 1960s, “deterministic models”36 dominated economic 

explanations and “insurance was viewed either as a contingent good or was 

discussed in relation to gambling”.37 The development of the Economics of 

Uncertainty permitted an adjustment in the rational action models for imperfect 

information. The more modern models recognize that individuals may pursue 

different strategies depending on the circumstances. Arrow’s paper of 196338 

noticed the crucial impact of uncertainty in the provision of insurance for medical 

                                                      

34 Charles Kelley Knight, The history of life insurance in the United States to 1870, with an introduction to its 
development abroad, Philadelphia, 1920; Michelle Kerr, Pay your respects to the father of risk management: 
where American history and insurance history collide, Risk & Insurance, April, 2005. 
35 Kenneth J. Arrow, Uncertainty and the Welfare Economics of Medical Care, 53 Am. Econ. Rev. 941 (1963) 
(“Arrow 1963”); Mark V. Pauly, The Economics of Moral Hazard: Comment, 58 Am. Econ. Rev. 531 (1968) (“Pauly 
1968”). 
36 In deterministic models the parameters and variables are not subject to random fluctuations, so that the 
system is at any time entirely defined by the initial conditions chosen. They are typically contrasted with 
stochastic models, which take into consideration the presence of some randomness in one or more of its 
parameters or variables. The predictions of the stochastic models therefore do not give a single point estimate 
but a probability distribution of possible estimates. 
37 Georges Dionne & Scott E. Harrington, An Introduction to Insurance Economics, in Foundations of Insurance 
Economics, Georges Dionne & Scott E. Harrington eds., 1992, at. 1. 
38 Arrow 1963. 
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care. Uncertainty and asymmetric information were identified to be the causes of a 

widespread market failure that entails the overwhelming undersupply of insurance 

in the market.  

In another paper published in 1965, Arrow formulated a broader framework 

to understand the purpose of institutional arrangements for risk�shifting in stock 

markets, cost-plus markets, future markets, implicit contracts, and insurance. The 

argument was that all these institutions serve to transfer risks to individuals that 

can bear risks more cheaply. 

Insurance illustrates this idea because risk-averse individuals (insureds) are 

willing to pay a certain amount (insurance premium) in order to shift a contingent 

loss to the insurer. By pooling risks together, the insurer can bear these risks more 

cheaply than the insured because the pooling of a large number of independent 

risks of the same (present) value reduces the uncertainty, as demonstrated by the 

Law of Large Numbers. The insurance contract is voluntary, meaning that insures 

and insurers are better off. 

 Arrow believed that, because private insurance markets fail so often, the 

“welfare case for insurance of all sorts is overwhelming”. It would then follow, 

according to Arrow, that “the government should undertake insurance where the 

market, for whatever reason, has failed to emerge”.39  

The development of the economics of uncertainty and insurance showed that 

the case for governmental provision of insurance was much less overwhelming 

                                                      

39 Arrow 1963. 
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than Arrow had initially believed. Starting from Pauly,40 the economic analysis of 

insurance demonstrated that oftentimes insurance is not optimal because of the 

distortions generated by asymmetric information problems between insurers and 

insureds. This public debate has practical consequences that endure until today.41  

At the core of this debate lies the discussion of the practical effects of two 

phenomena related to insurance: moral hazard and adverse selection. Moral 

hazard refers to the proclivity of insured parties to behave in a riskier fashion than 

they would if they didn’t have insurance.42 For example, if the car is insured against 

theft, the owner will probably be less diligent in parking it in safe places and taking 

other precautions against theft such as buying a good alarm. Adverse selection 

reflects the tendency of riskier individuals to seek more insurance coverage than 

less risky ones. For example, reckless drivers are more likely to buy automobile 

insurance than careful drivers.  

 This means that the mere availability of insurance coverage tends both to 

self�select riskier individuals and to boost the probability and magnitude of covered 

events, making it difficult for insurers to calculate expected losses and to price 

insurance policies. In the presence of adverse selection, insurers will charge higher 

                                                      

40 Pauly 1968. 
41 To get a flavor of the debate, see for example the article in The New Yorker Magazine, The Moral�Hazard 
Myth: The Bad idea behind our failed Health�Care System, by Malcolm Gladwell, issue of August 29, 2005. 
42 Seth J. Chandler, The Interaction of the Tort System and Liability Insurance Regulation: Understanding Moral 
Hazard, 2 Conn. Ins. L.J. 91, 1996. 
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premiums, reducing the pool of individuals that are willing and able to afford 

insurance coverage.43

The total availability of insurance is proportional to the extent of moral 

hazard and adverse selection. Indeed, risks that pose a very high degree of moral 

hazard or adverse selection problems are typically not insurable at all. For 

example, if people could buy insurance coverage for divorce, many people who are 

married could be tempted to divorce in order to collect insurance payment (and that 

would be an instance of moral hazard44). Or, if people could buy insurance coverage 

for intentional harm, probably only those individuals already willing to harm 

someone would buy it (that would be an extreme case of adverse selection).  

The absence of market insurance coverage against certain kinds of events 

can be seen as an indication of nonoptimality, meaning that government insurance 

against such events could be the source of welfare losses, not gains. The question, 

therefore, is not whether the government should provide public insurance, but 

when. 

 

B. Insurance, uncertainty and value creation 

 

 Risk is a key element of mostly any economic enterprise. Risk is a by-product 

of socially beneficial activities including driving, conducting medical procedures or 

                                                      

43 In other words, adverse selection and moral hazard will leave the marginal consumer uninsured, causing a 
reduction in society’s welfare. 
44 Of course, adverse selection walks hand�in�hand with moral hazard because those more prone to entering 
into a divorce would also be more likely to seek this kind of insurance. 
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incorporating a new business. Insurance is a risk-management strategy designed to 

reduce risks of losses. Self-insurance (for instance, create savings) and 

diversification (not putting all your eggs in one basket) are alternative strategies.  

People buy insurance to obtain protection against possible losses.45 By 

giving up some income in the form of a premium, an individual can avoid a larger 

decline in well being associated with a possible future loss. This possible decline in 

well being (or “utility”) is typically a material loss such as a disease, a leg, the 

monthly wage, etc. Moreover, even if the contingent event does not occur, the 

individual who bought insurance benefits from the reduced uncertainty provided by 

the reduced uncertainty (the “peace of mind”) provided by the insurance coverage.  

Insurance is typically designed to spread independent, probabilistic losses 

over groups (“pools”) of people and over time.46 The insurer sells insurance 

coverage, thereby agreeing to benefits to compensate the insureds who actually 

suffer a loss. Through insurance, the individuals that actually suffer the loss (e.g. a 

car accident, a fire, a shipwreck, etc.) are compensated ex post by a pool of 

insureds, each of whom faced more or less the same probabilistic loss ex ante. The 

insurer administers this system and extracts its compensation from the difference 

of the premiums received and indemnifications paid out.  

                                                      

45 Roger C. Henderson & Robert H. Jerry, II, Insurance Law Cases and Materials 135 (2d ed. 1996) (“In an 
insurance contract, risk is the item which is exchanged - the equivalent of a commodity in a contract for sale. In 
other words, the insured bears a risk of some kind of loss; the insured pays money (the premium) to the insurer 
in exchange for the insurer’s promise to assume the risk.”). 
46 Steven P. Croley and Jon D. Hanson, The Nonpecuniary Costs of Accidents: Pain�And�Suffering Damages in 
Tort Law, 108 Harv. L. Rev. 1785, 1995. 
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Individuals will only seek insurance coverage if they are risk-averse. A risk-

averse individual prefers to incur a certain smaller loss (such as the payment of the 

premium) than an uncertain larger loss (such those arising out of the 

materialization of the contingency). When buying insurance coverage, individuals 

choose to incur a certain but relatively small loss so as to avoid an uncertain but 

relatively sizeable loss in the future.47 This is why insurance can also be seen as a 

method for equalization of wealth over time, in such way that the wealth remains 

approximately the same both when certain contingencies occur and when they do 

not occur.48

 A rational approach to decision making under risk is to calculate the 

expected values of the available options. The expected value is the sum of the 

probability of each possible outcome times its payoff. Suppose someone is made 

the offer to choose among (i) being given $10 million for sure, (ii) tossing a coin and 

getting $ 20 million or nothing, and (iii) rolling a die and getting $60 million if the die 

shows a 6 or nothing in any of the other five possibilities. The first option has no risk 

because the person receives $10 million for sure, the second option has a ½ chance 

of a $ 20 million and a ½ chance of a zero payoff, and the third option has a 1/6 

chance of a $ 60 million and a 5/6 chance of a zero payoff. Therefore, all of them 

have the same expected value, $ 10 million. 

                                                      

47 Kenneth S. Abraham, Distributing Risk: Insurance, Legal Theory, and Public Policy, Yale University Press, 
1986, at 24 (“Abraham 1986”) (“People pay a few of their last�earned dollars in order to avoid the risk of losing 
their first�earned dollars”). 

48 George L. Priest, The Current Insurance Crisis and Modern Tort Law, 96 Yale L.J., 1987 (“Priest 1987”) (“Most 
commonly, [insurance] is a method of equalizing money available over time”). 
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This suggests that the person should be indifferent among the three options. 

Maximizing the expected value is a reasonable criterion for decision making under 

risk, but it has a serious shortcoming: it assumes that the value of a dollar is 

independent of one's current wealth.49 Most people would prefer to receive $ 10 

million for sure. Why? Because most people demonstrate a distaste for risks, or, in 

other words, because most people tend to be “risk�averse”.  

 Through the eyes of economists, the reason why people dislike risks has to 

do with the fact that they maximize expected utility (well being) rather than expected 

monetary values (present value of risks). Utility is a function of wealth, but not only 

of wealth. Other things such as health, family, friends, etc. also matter.50 

Mathematically, this situation could be explained described as U=U(W), where U is 

utility and W is wealth. This equation means only that utility is a function of wealth, 

that is, that utility depends on wealth (though not necessarily only on wealth).51

                                                      

49 Another interesting problem with expected values is captured by the Saint Petersburg Paradox. It describes a 
particular lottery game that leads to a random variable with infinite expected value but should in reality be 
worth only a small amount of money. The St. Petersburg paradox is a classical situation where a naïve decision 
theory (which takes only the expected value into account) would recommend a course of action that no real, 
rational person would ever take. The paradox is be resolved when the decision model is refined by the notion of 
marginal utility or by taking into account the finite resources of the participants. The “paradox” was named after 
the 18th century Swiss mathematician and cleric Daniel Bernoulli's presentation of the problem and his 
solution. 
50 For a more detailed yet simple explanation, see Robert Cooter & Thomas Ulen, Law and Economics, 3rd ed., 
2003, at 46 (“Cooter & Ulen 2003”) 
51 Circumstances and individuals’ tastes engender three possible attitudes toward risk: risk�aversion, risk�
neutrality, and risk�taking. This can be articulated in terms of the relationship between utility and wealth, or, 
more precisely, in terms of the marginal utility of wealth. Risk aversion will arise where this utility function 
exhibits a diminishing marginal utility of wealth. Accordingly, the purchases an individual makes with his first 
thousand dollars bring greater satisfaction than the purchases she makes with her second thousand dollars. 
The marginal utility someone derives from her first dollar is greater than the marginal utility the person derives 
from her second dollar, which is higher than the marginal utility that persons derives from the third dollar, and 
so on. This means that as wealth rises, utility rises too, but every time at a lower rate. Suppose one’s annual 
salary is $40,000. A proposed salary increase of additional $ 10,000 will add more to his utility than it would add 
if his annual salary were $100,000. Risk aversion is not a universal phenomenon. Risk�neutrality can be 
expressed as a situation whereby the marginal utility of wealth is constant. A risk�neutral individual cares about 
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 Risk aversion is the central explanation for the demand for insurance.52 

People will pay some money to avoid risks, and so they may prefer a lower certain 

income to a higher but uncertain one. Consider for example a homeowner who has 

to decide whether to buy fire insurance. Assume that his net worth is comprised by 

his house which is worth $100,000 and a few other assets worth $50,000. Suppose 

that an insurance carrier offers full insurance against the risk of fire, with no 

coinsurance, deductibles or relevant caps.53 For simplicity, further assume that the 

only possible outcomes are one in which the house is completely destroyed by the 

fire (so the payoff is $150,000 - $100,000 = $50,000) or another where there’s no fire 

at all (so the payoff is $150,000), and also that the chances of destruction by fire is 

2%. In this scenario, the expected value of the risk is (�$100,000 X 0.02) + ($0 X .98) 

= �$2000. Assuming there are no other risks involved, the present value of this 

individual’s wealth is ($150,000) – ($2,000) = 148,000. 

                                                                                                                                                                  

the expected value of his payoff, but is indifferent to the level of risk he bears. Accordingly, a salary increase of 
$10,000 will always yield exactly the same increase in utility. Finally, risk-taking arises where the marginal 
utility of wealth is increasing. Accordingly, when the person’s salary increases by $10,000 at the lower level of 
income his utility increases less than what it increases at a higher level of income.  
52 In reality, when are the individuals risk-averse, neutral or taking?  Preferences are difficult to predict ex ante, 
but are fairly easy to identify ex post. The best way to measure attitudes towards risk is to observe past behavior 
and from then infer future attitude. This is a sound approach so long as it makes sense to further assume that 
preferences tend to remain the same, such that that behavior under similar circumstances tends to repeat 
itself too. Still, implementing policies and estimating outcomes requires an assumption of how people respond 
to incentives. Accordingly, firms are generally assumed to be relatively risk-neutral and individuals to be 
relatively risk averse. In the context of labor relationships, for example, workers face harsh consequences from 
unemployment if their firm suffers a temporary fluctuation in demand for their labor, whereas firms can reduce 
risks by diversification. Through implicit contracts, firms smooth the workers' income flows through wage 
rigidity and long�term employment. In any case, activities such as casino gambling, mountaineering, and race 
car driving show that risk�taking is also an observable behavioral pattern. 
53 To account for the problems of moral hazard and adverse selection, which are later integrated in the analysis, 
also assume that this individual is very honest so he would take all cost justified precautions to avoid the fire.  
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 Figure 1 represents this individual’s utility function depicting decreasing 

marginal utility of wealth.54 Because his house represents two thirds of his net 

worth it is safe to assume risk-aversion in respect of the risk of total destruction of 

his house. A net worth of $150,000 gives him utility of Og, corresponding to the 

vertical distance from $150,000 on the wealth axis to the point G on the utility 

function. The house burns into fire, his wealth will decrease to $50,000 and this will 

give him a utility of Oh, corresponding to the vertical distance from 50,000 on the 

wealth axis to the point H on the utility function. 

Wealth ($) 

U=U(W) 
g 

O 150,000 50,000 

h 

G

H

Kk 

148,000 

146,000 

Utility 

 

 Should this person buy insurance coverage? The probability of fire will 

determine a point along the line segment HG from which the expected monetary 

value of the uncertain event can be computed. With the 2% probability of fire, this 

                                                      

54 Graph available at Cooter & Ulen 2003, at 49. 

                                                                                           Não citar / Please do not quote 20



ARTIGO DIREITO GV (Working Paper) 6                                                                             Bruno M. Salama 

point is represented by K. That point corresponds to the present value of his wealth 

and of his utility, respectively $148,000 and Ok. The graph also shows that a certain 

wealth of $146,000 would grant this person a utility of Ok, which is exactly the same 

as that of the uncertain wealth of $148,000. The model predicts that he would be 

willing to buy insurance so long as the insurance premium costs up to, but slightly 

less than, $4,000, which is the difference between ($150,000) – (146,000). This risk�

averse person would be willing to surrender a certain income in exchange for not 

having to bear the risk of fire, and that he would consider himself better off with a 

lower but certain wealth of slightly more than $146,000 than with an uncertain 

income of $148,000.55 From the perspective of this individual, the insurance 

coverage is a form of risk management used to hedge against the risk of a 

contingent loss. 

The degree of aversion to the risk will affect the demand for insurance. The 

more averse the individual is, the larger the premium he will be willing to pay for 

the insurance coverage. Utility theory assumes that the larger the risk is in 

comparison with the individual’s total wealth, the higher the aversion to that risk. 

This is why a hotel might insure the famous sculpture that stays in the lobby and 

that most guests never get to touch – but won’t bother with the towels that guests 

pilfer all the time.56

                                                      

55 Abraham 1986, at 24 ("Certain loss of the amount of an insurance premium reduces utility less than does the 
possibility of a larger loss, even when the risk of the larger loss has an expected value equal to the amount of 
the insurance premium”). 
56 BBC News reports a survey with 1,000 hoteliers that concluded that pilfering by customers was widespread, 
with towels top of the list. BBC News (http://news.bbc.co.uk), Pilfering hotel guests revealed, Thursday, 5 
February, 2004. 
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Consumers seek insurance because they are risk-averse, but that does not 

mean that insurance carriers are gamblers or risk-takers. In fact, prudential 

regulations require insurance companies to adopt a number of procedures and 

maintain high level of technical reserves that can decrease the insurers’ 

operational risks. So what explains the offer of insurance by insurance carriers? In 

general, insurers underwrite insurance policies because by aggregating various 

risks of the same value they can create a single “pool” or risks, and the risks of the 

whole pool is lower than the risk of every single risk individually taken. The 

insurance company can, for example, insure 1,000 automobiles, each with a 5% 

percent chance of causing $1,000 losses per year. In this case, if these automobile 

accidents are independent from each other, the insurance company can be nearly 

sure that it will pay out ($50) X 1,000 = $50,000 per year on accident coverage.57 The 

insurers’ losses are more predictable than those of the insureds, and thus insurers 

are said to have a comparative advantage in risk bearing.58 This is why the offer of 

insurance makes economic sense, and why it can create value. 

Insurance companies offer insurance in the market covering risks that have 

a probabilistic character.59 If the timing and extent of each loss were certain, there 

                                                      

57 For simplicity, we are assuming full insurance coverage, absence of intermediate loss possibilities, and also 
absence of moral hazard and adverse selection problems. 
58 Kenneth Arrow, Aspects of the Theory of Risk�Bearing, Helsinki, Yrjo Jahnssonin Saatio, 1965. See also 
Kenneth J. Arrow, Insurance, Risk and Resource Allocation, in Foundations of Insurance Economics, Readings 
in Economics and Finance, edited by George Dionne and Scott E. Harrington, Kluwer Academic Publishers, 
Boston / Dordrecht / London, 1991. 
59 Risk should have a probabilistic nature, even if the underlying events have already occurred but their extent is 
unknown, such as in the case of retroactive liability insurance. See McIntyre, MGM Buys Back�Dated Cover, 
Bus. Ins., Feb. 9, 1981, at 1, col. 2 (back�dated liability insurance policies issued to cover losses from a prior 
hotel fire). 
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would be no risk-aversion on the part of insureds and an insurance company would 

have no business, no value to add to the world. The probabilistic character of the 

risks may be a binary “yes-no” condition (as to whether the car accident will occur 

or not, whether the barn will be on fire or not, etc.) or instead it may refer only to 

when the condition will occur (e.g. in life insurance the issue is whether the insured 

individual will die before or after his full life expectancy). 

The insurance company typically aggregates uncorrelated risks and 

segregates these risks in separate “pools” of risks. Risks are “uncorrelated” when 

they are statistically independent, meaning that the materialization of one risk does 

not influence the materialization of the other risks. For insurance purposes, risks 

will be uncorrelated when the incidence of losses is spread out in terms of time or 

in terms of the individuals suffering the loss. Thus, life insurance is possible 

because (in principle) the death of one insured does not impact the chances of 

death of other insureds, so the risks of death are statistically independent. 

Conversely, insurance against nuclear war is not possible because the risks 

ensuing from nuclear war are not independent (an atomic war would have 

catastrophic effects upon an unpredictable number of people, all at the same time). 

The aggregation function is fundamental to the insurance business. As one 

increases the number of insured individuals carrying independent risks of the same 

value, one also increases the accuracy of prediction of expected loss for the whole 

group of individuals. This is demonstrated by the Law of Large Numbers, a 

mathematical theorem (in fact corresponding to an empirical statistical 
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phenomenon too) demonstrating that if an event of probability p is observed 

repeatedly during independent repetitions, the proportion of the observed frequency 

of that event to the number of repetitions converges towards p as the number of 

repetitions becomes large.60 In more technical insurance terminology, the 

probability density function of average loss tends to become concentrated around 

the mean as the sample number increases.61  

In practice, this means that the greater the number of equal risks pooled 

together, the lower the variance of expected outcomes, and the higher the capacity 

of the insurer to scientifically predict the amount of indemnifications that it will 

have to pay to its insureds. For example, if the insurance company covers, for 

instance, 1,000 automobiles representing independent 5% chances of losses of 

yearly losses of $1,000, its predictions will be more accurate than if it covers only 

100 automobiles; and with 100 automobiles, the accuracy in its predictions will be 

higher than if it covers only 10 automobiles, and so on. 

The insurer can accumulate premiums paid by each insured and generate 

funds to pay indemnifications for the losses that do occur. The insurance premium 

will be set equal to the value of the “expected loss” plus a share of the costs of 

administering the system, called “loading costs”.62 The calculation of the expected 

value will basically reflect the expected amount of loss in each event multiplied by 

                                                      

60 For example, if the probability of throwing a double�6 with two dice is 1/36, then the more times we throw the 
dice, the closer, in proportion, will be the number of double�6s thrown to of the total number of throws. 
61 Marshall, Insurance Theory: Reserves Versus Mutuality, 12 Econ. Inquiry 476, 1974. 
62 Insurance companies derive revenues mostly from two sorts: (i) premiums collected, and (ii) investments 
made with the amount collected as premiums (see Priest 1987). 
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the probability of occurrence of the event in that period. The monthly premium of 

health insurance, for example, will basically reflect the average monthly medical 

expenses of insureds of the same age and sex as the policy holder, plus the loading 

costs (taxes, insurer’s profit, administrative costs, etc.). 

Sometimes insurers offer coverage for risks that are assessed on a case�by�

case basis. For example, an insurer may be asked to issue a products liability policy 

for a single manufacturer of a unique product. While insurers have a statistical data 

with the history of automobile accidents that help pricing auto insurance, they may 

have no information about a certain unique product. In this case, there is no reason 

to believe that the insurer has a comparative informational advantage in face of the 

single manufacturer. Why will the insurer bother to underwrite such a policy? The 

answer is that by underwriting a group of special risks for which risks are mutually 

independent, or a group whose risks are independent of other risks underwritten by 

the insurer, the insurer may still be able to predict its overall losses with more 

accuracy than the single manufacturer. As Priest explains, “the insurer will bring to 

bear information that it has gathered and its experience in estimating the expected 

loss of each special risk. This estimation, obviously, will incorporate some variance 

in outcomes which will require the premium to be set above the mean of the 

probability density function of loss. As long as the risks brought by the insureds are 

independent, however, the insurer can realize advantages from aggregation that 
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resemble the advantage that the operation of the law of large numbers gives to 

class underwriting.”63   

Thus, special risk underwriting will be only a particular case of the 

aggregation function of insurers. The insurer can create an effect similar to that of 

the Law of Large numbers by, for example, issuing products liability policies for 

other manufacturers of unique products. If all these risks are uncorrelated, the 

level of total risks tends to be lower than the sum of the individual risks. Quoting 

Priest once more, “the risk that all products will be designed defectively is less than 

the sum of the risks that any one product will be designed defectively”. However, “if 

the risks faced by the insurer […] are highly correlated and not independent �� such 

as the “socio�legal risk” that the legal standard for proving defective design will be 

relaxed �� the benefits from aggregation are defeated. Total risk will equal the sum 

of the individual risks, and the insurer has no comparative advantage to the 

insureds themselves.” 

 

C. The problem of moral hazard 

 

Asymmetries of information are pervasive in insurance arrangements. In 

economics, information asymmetry is said to arise where one party to a transaction 

has more or better information than the other party or parties. Information 

decisively impacts the people’s perception of the value of things, and therefore it is 

                                                      

63 Priest 1987. 
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a crucial element in any economic interaction. Asymmetries of information pose 

essentially two challenges to insurance: moral hazard and adverse selection. 

The notion of moral hazard captures the tendency of insureds to engage in 

risky activities, or risky levels of activity, that they would avoid but for the fact that 

they are insured. Economists make a distinction between ex ante moral hazard 

(arising before the occurrence of the covered loss) and ex post moral hazard (after). 

Ex ante moral hazard refers to the reduction in precautions taken by the insureds to 

prevent the loss. More broadly, ex ante moral hazard refers to the incentive posed 

by insurance for the insured to be less careful in preventing a loss (at best), or even 

to create losses to collect insurance payment (at worst).  

Take fire insurance for example. Insurance literature abounds with 

examples of situations in which the insured set fire on the insured property to claim 

insurance coverage. Generalizing this idea, fire insurance gives incentives for the 

insured to commit arson. For instance, imagine that someone is operating a 

business and the prospects of future success in that business are very low. 

Because arson is difficult to prove, this individual has incentives to set fire on the 

company’s building. Moreover, fire insurance premium is difficult to price, so at 

worst (for the insurance company) the building may have been over�insured, or 

valuable contents may have been removed but claims are filed that these contents 

were destroyed in the fire. In anticipation for that, insurance carriers have to price 

the premiums a little higher, and as so – on average – honest insureds will end up 

paying for the frauds of dishonest ones. This increase in premium tends to either 
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reduce the insurance carrier profits and/or to cause the “marginal” consumer not 

to be able to afford insurance. 

Ex post moral hazard is moral hazard that arises after the loss has already 

occurred, and comes from the insured’s overconsumption of the insurance 

coverage.64 It captures the notion that the insured has incentives to increase its 

claims against the insurer, going beyond the services the claimant would purchase 

if he were not insured. In health insurance, for instance, ex post moral hazard 

entails excessive visits to doctors, longer hospital stays, and more elaborate and 

expensive methods of treatment. In this context, Priest argues, “a person who 

might, ex ante, choose one level of care, may ex post, choose more care, because 

the costs of the care are paid by the insurer”.65 Insurance coverage reduces the 

price of future purchases of medical care, and thus the insured has incentives to 

prefer ex post a greater level of care than he would prefer if ex ante he had been 

charged for the care at marginal cost. There is a growing body of literature 

examining ex post health service providers moral hazard behavior, or “supply 

induced demand”.66 Most of the time, providers (e.g. doctors, hospitals) have an 

informational advantage thanks to their diagnosis and they can use it to induce the 

policy holders demand function. 

                                                      

64 Pauly, 1968. 
65 Priest 1987 (“Full insurance reduces the price of future purchases of medical care to zero, and so a person is 
likely to choose a greater level of care than he or she would choose if charged for the care at marginal cost.”) 
66 Thomas Rice, Demand Curves, Economists and Deserts Islands: a response to Feldman and Dowd, Journal of 
Health Economics, 12, 1993. 
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Moral hazard is, therefore, a problem of asymmetric information because if 

the insurer could observe the insureds’ accident-avoidance actions (or lack thereof) 

and verify this observation with a third party -- such as a court -- at a relatively low 

cost, then ex ante moral hazard would not be a problem. The insurer would be in a 

position to offer an insurance policy that would make claims awards contingent on 

the pattern of accident�avoidance. The accident-avoidance measures set forth in 

the insurance policy would be deemed enforceable due to the assumption of 

verifiability, meaning that the insurer would be in a position to prove the extent of 

accident-avoidance to the satisfaction of a judge, jury, or other third party who 

enforces the terms of the policy.67

 Naturally, the same rationale applies to ex post moral hazard. If ex post 

(after the accident) the insurer could observe the insureds’ actual needs of 

insurance coverage and could also verify this observation with a third party at a 

relatively low cost, the insurer would be able to offer an insurance policy that would 

make claims awards contingent on the pattern of actual needs for insurance 

coverage. Again, the assumption of verifiability would justify drafting a “complete” 

insurance policy. 

Moral hazard places a limit to insurance because it requires insurance 

carriers to balance protection and control. The more that a particular risk lays 

within the control of the insured, the less confidently insurance institutions can 

                                                      

67 Jeff Strnad, Conceptualizing the "Fat Tax": The Role of Food Taxes in Developed Economies, 78 S. Cal. L. Rev. 
1221, 2005. 
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insure that risk.68 To address the problem of moral hazard, insurers will typically 

invest in controlling the actions of the insureds and will force the insureds to retain 

some risk. Controlling entails contracting, monitoring and (where necessary) 

verifying actions in court.69 Insurers may conduct independent inspections and 

investigations before authorizing the payment of indemnifications. In automobile 

insurance, for example, the insurance companies typically require an official report 

of the theft of the car. If the driver was only insured if he were not “at fault”, the 

insurance company may conduct an investigation before releasing the 

indemnification. Insurers will also retain for themselves the right to appoint 

attorneys in trials involving insureds. Controlling is costly, therefore insurers will 

make such investments only insofar as this is cost-effective (i.e., economical in 

terms of the benefits received for the costs incurred). 

Where control is too expensive, even the most risk averse insureds will 

prefer retaining some risk rather than paying the high premiums that would be 

charged for a full insurance coverage. This is why insurance policies typically 

contain coinsurance, deductibles and caps. Coinsurance requires the insured to 

share in the loss along with the insurer, regardless of the amount of the loss. In 

health insurance policies, for example, a coinsurance provision can be included to 

require the insured to pay, say, 10 percent of all claims out�of�pocket. A deductible 

is a clause in an insurance policy that exempts the insurer from paying an initial 

                                                      

68 Tom Baker, Containing the Promise of Insurance: Adverse Selection and Risk Classification, 9 Conn. Ins. L.J. 
371, 2002 / 2003. (“Baker 2002”). 
69 Robert Cooter & Ariel Porat, Anti�Insurance, 31 J. Legal Stud. 203, 2002.
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specified amount in the event that the insured sustains a loss. Caps place a limit to 

the insured amount. Coinsurance, deductibles and caps mitigate moral hazard by 

forcing the insured to bear a portion of the risk. 

 Insureds are less likely to take precautions to prevent losses when the 

losses are fully covered by insurance.70 To illustrate, once an individual has 

suffered an accident, neither him nor the health care provider would have as much 

(if any) incentives to use medical services and equipment with parsimony. 

Coinsurance will force insurer and insured to share these losses, and that should 

check the insured’s will to overuse insurance. Deductibles will in practice deny 

coverage to small, frequent losses that by their nature are relatively expensive to 

administer. Administrative claims in insurance are relatively inelastic in relation to 

the size of the claims, meaning that as the dollar value of the claims increase, the 

administrative costs increase very little or nothing at all. Consequently, in small 

claims the administrative costs will be too high and will tend to offset the value that 

could be gained by transferring risks to the lower cost bearer, and therefore 

offering insurance for small claims makes no economic sense. 

 Insurance law can also mitigate moral hazard. For instance, moral hazard is 

part of the explanation for the requirement of “insurable interest” under the law. 

The life of another person such as a relative or a good friend creates a real risk, but 

not an insurable interest. One of the reasons is because the law anticipates that 

                                                      

70 Bengt Holmstrom, Moral Hazard in Teams, The Bell Journal of Economics, Vol. 13, No. 2, 1982 (“Holmstrom 
1982”). 
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such coverage could create an incentive for excessive consumption of insurance – 

this time, in the form of the assassination of those whose life is insure.71

 

D. The problem of adverse selection 

 

While moral hazard is the problem that arises when the actions of insured 

are unobservable, adverse selection is the problem that arises when a relevant 

attribute of the insured party is unobservable. As it is clear, both represent different 

dimensions of a broader problem, that of asymmetric information. 

 In the insurance industry, underwriting is the term used to designate the 

process of issuing insurance policies.72 The insurance underwriters will calculate 

(or “price”) the expected value of a certain contingency for which there is a demand 

for insurance coverage. By doing so, the insurance companies can determine the 

premium they will charge for insuring that risk. “Mass” insurance, such as 

automobile and health insurance, are typically priced through the process of “class 

underwriting” in which a large number of risks of very similar characteristics are 

pooled together, priced, and sold to the public. Other risks, such as the risk of 

                                                      

71 Henderson & Jerry II 2000 (noting that popular accounts of the insurance industry in England in the 18th 
Century describe the practice of purchasing insurance on the lives of famous, elderly persons; the premium 
would be a function of what was known about the person’s health, including any recent illness, but the problem 
was that “insuring a life in which one has no interest creates a temptation to bring the insured’s life to an early 
end”).  
72 The term “underwriting” derives from the Lloyd’s of London insurance market in London. Financial backers, 
who would accept some of the risk on a given venture (historically a sea voyage with associated risks of 
shipwreck) in exchange for a premium, would literally write their names under the risk information which was 
written on a Lloyd’s slip created for this purpose. See The history of Insurance, David Jenkins & Takau 
Yoneyama (Eds.), London; Brookfield, Pickering & Chatto, 2000. 
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destruction by earthquakes, are estimated by the insurer on an individual “risk�by�

risk” basis, and the premium is set depending on the particular characteristics of 

each insured.73

By pooling together uncorrelated risks of the same value, insurance 

companies can transform risks that are highly unpredictable for individuals into 

highly predictable risks for insurers. The risk of a pool of risks of the same nature 

and value is lower than each risk individually considered. As George Priest puts it, 

“the role of the insurer is to identify risks that are independent (uncorrelated) and 

equally valued, and to aggregate them in order to reduce the total risk of the set”.74 

Insurance creates value by decreasing the overall burden represented by the 

presence of risks in the society. 

 The concept of adverse selection captures the problem that a given 

insurance coverage is more attractive for riskier individuals. The problem is that no 

two individuals bring exactly the same degree of risk into the insurance pool. A 

careful driver may think that the automobile insurance premiums charged in 

California are too high, so he decides to continue to drive carefully and save the 

money he would otherwise spend on insurance coverage. But a reckless Californian 

driver knows that there are fairly high chances that he will get involved in accidents, 

so he buys insurance coverage. In such circumstances, the average risk of the pool 

of insured Californian drivers will end up being higher than the average risk of the 

whole group of Californian drivers. 

                                                      

73 Priest 1987. 
74 Priest 1987. 
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To prevent adverse selection, insurers will try to segregate each risk as 

much as possible into narrowly-tailored risk pools. For example, if the insurer can 

tell the careful from the reckless driver, it will just charge a higher premium from 

the reckless driver. This process is known as “insurance risk classification”. 

Accordingly, the insurance companies will divide insurance applicants into 

categories deemed to correspond to differences in risk.75 Common examples 

include sorting life insurance applicants by age, health insurance applicants by 

health status, workers compensation insurance applicants by type of industry, and 

property insurance applicants by the nature of the construction of the property to be 

insured (e.g. wood versus brick). Therefore, the risks of accidents involving male 

drivers will be pooled separately from risks of female drivers, because statistically 

the chances that a male driver is involved in a car accident are different from those 

of a female driver. So, female drivers will pay a premium that will be different from 

that of male drivers. Insurers may try to narrow down these pools of risks further 

on by charging different premiums depending on the age, city of residency and civil 

status of the driver.76

Risk classification is crucial, because if the insurer is not able to pool very 

similar risks together the Law of Large Number will not work and the insurer will 

                                                      

75 Baker 2002. 
76 Interesting legal questions may arise from this narrowing of the pools of risk. For example: if a certain ethnic 
or religious group statistically presents a higher likelihood of being involved in a car accident, can the members 
of this group be charged a higher insurance premium? Does that constitute a form of discrimination? See Peter 
Siegelman, Adverse Selection in Insurance Markets: An Exaggerated Threat, 113 Yale L.J. 1223, 2004. 
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not be able to correctly price the insurance policies.77 If the insurer cannot 

accurately predict the losses to be covered it will need to increase insurance 

premiums. The problem with increasing premiums is that it makes the pool of risks 

(on average) even riskier, and that ends up causing the lower risk individuals to opt 

out the insurance coverage. 

 The insurance premium is set based on the average risk�level of the pool. 

When the pool is not sufficiently narrow, there will be a significant distance between 

the risk of low�risk members and the average risk. This means that low�risk 

members will be paying a premium that is higher than they should pay if they could 

be segregated in a risk pool of their own. For example, if there is no segregation, 

reckless and careful drivers will pay the same insurance premium. The problem is 

that that this will be a better deal for the high-risk (reckless) than for the low�risk 

(careful) driver, and that constitutes an incentive for low-risk pool members to opt 

out the insurance coverage.  

Insureds will opt out the insurance coverage because risk�aversion is finite. 

Risk�averse individuals are generally willing to pay some amount to shift risks to a 

lower risk bearer, but only up to a point. The decision to buy insurance is also based 

on the cost of alternative strategies for protection against contingencies, such as 

                                                      

77 See Baker 2002, noting that for an insurance company risk classification is also a competitive tool 
(“Eliminating the most risky from an insurance pool reduces the average cost of insuring the members of the 
pool, allowing the insurer to offer a lower price and, possibly, obtain a greater profit. An insurer that discovers a 
new way to identify and exclude high risks improves its competitive position in two ways: it lowers its average 
risk and, assuming the people it rejects go elsewhere, it increases the average risk of its competitors. This 
competitive power of risk classification produces a classification ‘arms race,’ in which insurers either maintain 
their classification edge or face the loss of low risks to the competition and the migration of the high risks to 
their insurance rolls”). 
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saving or reducing activity levels. Once low�risk members decline insurance 

coverage, the pool of risks becomes riskier on average and that presses the other 

low�risk members of the pool. Narrowing the range of risks within a pool makes 

insurance more appealing to low-risk members. 

The effect upon high risk�members is exactly the opposite. When the pool is 

not sufficiently narrow, there will be a significant distance between the average risk 

of high�risk members and the average risk. Accordingly, high-risk members will be 

paying a premium that is lower than they should pay if they could be segregated in a 

risk pool of their own, so insurance becomes very attractive to these high�risk 

members. In some cases, these high�risk insureds may even be over�insured, 

meaning that they will be better off by causing the loss and getting payment for the 

insurance coverage. All of that creates an incentive for high�risk pool members to 

seek further insurance, pressing insurance premiums to go up and low�risk 

insureds to decline insurance. This downward spiral can lead to decreasing market 

quality and size. 

 

E. Moral hazard, adverse selection, and efficiency 

 

Asymmetric information limits the ability of parties to draft complete 

agreements. It is generally difficult and costly, and sometimes impossible, to 

specify in a mutually understandable agreement all the possible conditions that 

matter in the relationship between insurer and insureds. The degree of riskiness 
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inherent of each insured as well as his actions are cases in point, and they are 

respectively illustrated by the problems of adverse selection and moral hazard. 

The phenomena of adverse selection and moral hazard increase the costs 

associated with negotiating, contracting, monitoring and verifying the arrangements 

between insurers and insureds. But the broader implication, and the most relevant 

one, is that adverse selection and moral hazard cause net losses to society. Not 

only do they shift losses, but they are also the source new ones. 

This idea was first fully articulated in the context of health insurance.78 Full 

insurance, the argument goes, would reduce the price of health care to zero. When 

price is so reduced, consumers buy more health care than they would if they had to 

buy health care at regular market prices. This is the moral hazard effect. For the 

reason that consumers buy health care when the price falls to zero that they would 

not have purchased at the market price, this behavior reveals that the value of this 

additional health care to consumers is less than the market price. But the 

additional care is still costly to produce. The difference between the cost of the 

resources devoted to producing this care (reflected in the higher market price) and 

its low apparent value to insured consumers (reflected in the low insurance price) 

is a loss value. In other words, health care spending increases with insurance, but 

the value of this care is lower than its cost, generating the inefficiency (or loss 

value) named moral-hazard welfare loss.79

                                                      

78 Pauly 1968. 
79 John A. Nyman, Is “Moral Hazard” Inefficient? The Policy Implications of a New Theory, Health Affairs, 23, no. 
5, 2004. 
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Take another example. Suppose that the owner of a cargo ship is insured 

against losses incurred along the way to a certain destination. The ship owner 

might order the captain of the ship to take a shorter, quicker but more dangerous 

route, even though he would never give such an order if the shipment were not 

insured. The existence of insurance means that in undertaking a cost-benefit 

analysis of which route to choose, the ship owner need not fully account for the 

expected cost of loss from taking a particular route. That is because most of the 

loss will be borne not by the ship owner, but by the insurer.80

 Insurance companies can anticipate that some of its insureds will commit 

frauds and also that on average their level of precaution against the materialization 

of risks tends to be relatively low. Because of that, insurance premiums tend to go 

up, and the marginal driver will not be in a position to acquire insurance coverage. 

In perfectly competitive markets, insurer’s profits can go down instead but this still 

can cause welfare losses in the form e.g. of the loss of the job of the insurer’s 

marginal employee. 

Overconsumption of insurance prompts a hike in the price of insurance 

premiums. That can also give rise to a redistribution of wealth within the pool of 

insureds, from high-risk insureds to low-risk insureds (again, because higher prices 

are more attractive for riskier individuals). This is the reason why Priest sustains 

that moral hazard is “in part a particular source of the adverse selection 

                                                      

80 Carol A. Heimer, Reactive Risk and Rational Action: Managing Moral Hazard in Insurance Contracts, 
University of California Press, 1985, at 31. 
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problem”81. Adverse selection captures de problem that riskier individuals will be 

more attracted to insurance. Moral hazard captures the problem that less ethical 

individuals will end up increasing their level of insurance claims. Together, both 

phenomena may cause an increase in the variance in expected risks in each risk 

“pool”, pressing insurance premiums to go up and marginal consumers of 

insurance to decline coverage. Both can therefore entail a downward spiral effect 

leading to further increase in the pool’s risk and decrease in its size. But because it 

is conceivable to think that individuals have different characteristics causing them 

to respond differently to incentives, most of the scholars writing on this topic find it 

useful to maintain the distinction between moral hazard and adverse selection.  

 

IV. The economics of implicit insurance 

 

A. Implicit X Explicit insurance 

 

The term “moral hazard” has been used in the insurance industry for more 

than a century.  The earliest known use of the term appears in an American fire 

insurance guide first published in 1862, which defined moral hazard as “the danger 

proceeding from motives to destroy property by fire, or permit its destruction”.82 

                                                      

81 Priest 1987. 
82 Arthur C. Ducat, The Practice of Fire Underwriting 164�65 (4th ed. 1865), apud. Tom Baker, On the Genealogy 
of Moral Hazard, 75 Tex. L. Rev. 237, 1996. 
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These “motives” to destroy property were then understood to be strictly connected 

to the insured’s morality and character.  

Tom Baker surveyed the use of the term moral hazard in insurance 

documents of the 19th century and concluded that at that point the term had both 

“individual�based” dimension (the insured’s character) and a “situational” 

dimension (circumstances tempting those insureds that had bad character). Baker 

also notes that the discourse of denying insurance coverage to “moral hazards” 

was instrumental to the insurers in securing the expansion of the insurance 

business in the 19th century, because at that time the “morality” of the whole 

insurance enterprise was under attack. By the turn of the 20th century the 

“morality” of the insurance business was no longer under question, but the term 

moral hazard continued to be used.  

 As of the early 1960s the term “moral hazard” crossed the limits of the 

insurance industry and was slowly integrated into social sciences. This path seems 

to have started through the hand of an economist, Kenneth Arrow, who set to study 

the American health care industry. The insidious presence of insurance in the 

medical industry led Arrow to an examination of moral hazard. For Arrow, the 

moral hazard of insurance was to be understood as a (detrimental) “effect of 

insurance on incentives” that would arise when “the event against which insurance 

is taken out [lies] in the control of the [insured] individual”.83

                                                      

83 Arrow 1963. 
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Later works84 suggested that the framework developed to understand risk, 

uncertainty and insurance could also be useful in a number of other situations. The 

idea is that the economic structure existing in insurance markets can be replicated 

in a number of other instances where an implicit form of insurance exists. 

For example: when a department store promises that it will return the 

money to consumers who acquired products with hidden defects, this store is 

providing its consumers with an implicit form of insurance. The implicit insurance 

exists because the promise to return money is actually shifting to the store the 

potential losses that arise if the defects actually materialize. The consumers pay a 

premium for this insurance coverage, which is a slight increase in the nominal 

price of the goods being sold. Just like any “explicit” insurance arrangement, this 

“implicit” insurance will cause ex ante a certain loss to all consumers (which is the 

payment of the insurance premium) and ex post an indemnification payable only to 

those consumers who had been unlucky enough to buy a defective product.85

Just like an ordinary automobile, marine or fire insurance policy creates an 

“explicit” insurance arrangement, so there will be an “implicit” insurance 

arrangement in the promise do indemnify made by the department store. More 

precisely, insurance (i.e., implicit insurance) is present in most ordinary 

relationships: it is provided explicitly when an insurance company is underwriting a 

                                                      

84 The idea was developed in Michael Rothschild & Joseph Stiglitz, Equilibrium in Competitive Insurance 
Markets: An Essay on the Economics of Imperfect Information, The Quarterly Journal of Economics, Vol. 90, No. 
4, 1976 (“Rothschild & Stiglitz 1976). The term “implicit insurance” appears in Joseph E. Stiglitz, Risk, Incentives 
and Insurance: The Pure Theory of Moral Hazard, 8 Geneva Papers on Risk & Ins. 4, 1983 (“Stiglitz 1983”). 
85 Incidentally, if the law makes this refund mandatory, then from an economic standpoint this can be seen as a 
mandatory (implicit) insurance. 
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policy, and implicitly whenever the actions of an individual affect the risks of gains 

or losses borne by another individual. Accordingly, some form of insurance is 

present in basically any economic relation that encompasses a promise to do or pay 

something.86

Explicit insurance is insurance offered by insurance companies, and implicit 

insurance is a form of coverage against a risk that from an economic standpoint 

has the function of insurance. Obviously, this is an economic framework, not a legal 

one, because the law does not consider that implicit insurance is a form of 

insurance. The notion of implicit insurance captures the fact that the economic 

dynamics of social interactions that encompass a promise can also be understood 

as institutional adaptations akin to those commonly observed in the insurance 

markets. 

 The dynamics of the application of the insurance framework to “implicit” 

insurance entails identifying moral hazard adverse and selection problems outside 

the insurance industry. For example, just like the carrier of an automobile 

insurance cannot perfectly monitor the insured’s behavior, so the department store 

cannot perfectly monitor how its consumers are handling the products they have 

purchased.  

The department store insures its consumers against the risk of hidden 

defects in its products, and because of that a whole new set of behavioral patterns 

                                                      

86 Obviously, for legal purposes insurance arises where the law finds an insurance coverage. The idea of an 
implicit form of insurance means that the economics of insurance can be applied other situations that legally 
are not defined as insurance. 
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may emerge. A consumer might read the users’ manual of an electronic device too 

carelessly and decide to claim his money back from the store when a problem 

happens to the mismanaged device; a distracted consumer who forgets the hot iron 

on top of the new sweater he just bought might be tempted to tell the store that the 

resulting stain in the fabric “mysteriously” appeared when the sweater was being 

washed. Sometimes, the store will end up refunding consumers who did not really 

buy products with hidden defects, just in the same way that insurance carriers 

sometimes end up paying for claims that they should not. The lesson is that 

wherever there is insurance and asymmetric information, there tends to be moral 

hazard too. 

 

B. Implicit insurance in contracts 

 

 Risk is a cost, because bearing a risk decreases one’s utility independently of 

the materialization of the risk. This fact is illustrated by the fact that so many 

people and entities are willing to pay to avoid risks. The concept of “risk” usually 

refers to the probability of loss of a valued resource, but risk is also about gains. 

For risks of loss, the insured will typically pay some amount in exchange for 

transferring the risk to someone else. For risks of gains, the insured will typically 

agree to receive some amount with a discount, in exchange for allowing someone 

else to benefit from the desirable outcome if it occurs. Both can be seen as forms 

of insurance.  
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All enforceable contractual promises create a form of insurance. As Posner 

puts it, “the risk�shifting or insurance function of contracts is related to the fact 

that a contract […] by its nature commits the parties to a future course of action; 

and the future is uncertain.”87 Contracts are the mechanisms whereby individuals 

voluntarily shift goods and services to higher utility levels. If a risk is shifted, then 

one should assume (at least in principle) that the party to which the risk is being 

shifted can bear it more cheaply (otherwise, this party would not have signed the 

contract in the first place).88

In an insurance contract, the comparative advantage in risk bearing of the 

insurer in face of the insureds is easy to see, because (as examined above) the 

insurer can pool risk and then price these risks more easily then each individual. 

But in ordinary contracts, this situation is more subtle. Suppose Bob enters into a 

contract to buy a car from Susan. Bob promises to pay $10.000 within 30 days, and 

Susan promises to deliver the car upon receipt of payment. Bob is insuring Susan 

against the risk that the market of used cars will plummet, because if the prices go 

down after a month Bob will still be liable to pay the price that has been agreed 

upon. So Susan shifts to Bob the risk of depreciation of her own car, and in that 
                                                      

87 Richard A. Posner, Economic Analysis of Law, Aspen Law and Business, New York, NY, 5th ed., 1997. See also 
Richard A. Posner & Andrew M. Rosenfield, Impossibility and Related Doctrines in Contract Law: An Economic 
Analysis, 6 J. Legal Studies 83, 1977 (“Posner & Rosenfield 1977”). 
88 Posner & Rosenfield 1977 (suggesting that the superior risk�bearer in contracts is the party who (i) may be in 
a better position to prevent the risk from materializing or (ii) is the least cost insurance provider. For example, if 
performance is stymied because one party fails to order the proper supplies, then that party should bear the 
risk because they are in the better position to avoid that risk. Determining which party is the least cost 
insurance provider involves two factors: (a) which party is in the better position to estimate the probability of the 
risk occurring and the magnitude of the loss resulting from the risk if it happens; and (b) which party could self�
insure, i.e., the party who could better spread the risk of loss). See also Eric D. Beal, Posner and Moral Hazard, 
7 Conn. Ins. L.J. 81, 2000 / 2001. 
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sense Bob is Susan’s insurer. Susan is also insuring Bob against the risk that the 

prices of used cars go up, because after signing the contract with Bob she cannot 

sell the car to a higher bidder that shows up. This idea has a very broad range of 

application. Interestingly, one of them is employment relationships. We have seen 

above that the employer acts as the employee’s insurance. Since a labor 

relationship is typically formalized by means of an employment contract whereby 

employer and employee exchange reciprocal promises, we are now in a position to 

see that the employee also insures the employer. 

 The insurance function of contracts is commonly articulated in terms of the 

so�called Principal�Agent Theory. This theory provides a framework for analyzing 

“agency relationships” in which one party named “principal” contracts with another 

party named “agent” for the performance of some task. A principal may wish to hire 

the agent for a certain task, rather than perform the task himself, because the 

agent for a number of reasons such as because the agent possess more 

knowledge, skills, know-how, time, resources, etc. Examples of agency 

relationships include student-teacher, client-lawyer, patient-doctor, stockholder-

CEO, employer-employee, etc. The problem of motivating one party to act on behalf 

of another (the “principal-agent problem”) is the core problem of the theory. The 

principal�agent problem arises where a principal compensates an agent for 

performing certain acts that are useful to the principal and costly to the agent, and 

where there are elements of the performance that are costly to observe. In these 

cases, the principal can be viewed as being “insured” by the agent. The agent has 
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his own preferences, which typically do not coincide with those of the principal. For 

example, the CEO, who is the agent for the shareholders, may be worried about 

preserving his job and may therefore boycott attempts for entering into a merger 

that could benefit the shareholders. 

 Employment agreements can further illustrate the insurance function of 

contracts. An employer insures its workers when promising to pay a salary at the 

end of every month. For a risk-averse individual, having a stable employment and 

the certainty of receiving a paycheck every month may be a good deal, even if on 

average he could make more money working as a free lance or an entrepreneur. 

Suppose an individual distributes products manufactured by a certain company. His 

profits depend on the number of sales he can make, which in turn depend upon 

effort and luck. Some months, business is very good and profits are high; others not 

quite so. Moreover, if he happens to be sick or becomes incapacitated for work he 

obtains no income, just like any self-employed person. On average, his sales award 

him $100,000 in yearly profits. A company proposes to hire him as sales 

representative for a fixed annual salary of $80,000. Should he accept? That depends 

on how averse to risk he is. He may well decide that he is better off by making 

$20,000 less (on average) and not running risks of being short of money when sales 

go down or when he is sick. 

The extent of his aversion to risk will determine how low he can go until the 

fixed salary becomes acceptable. Opportunity costs will be relevant too (if another 

company offers him a fixed salary of $81,000, he may well be tempted to take it). 
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Moreover, for only $80,000 or $81,000 he may decide not to accept any job offer and 

instead “self�insure” his contingencies. Self-insurance is another risk management 

strategy whereby the risk is retained but a certain amount of money is set aside to 

compensate for the potential future loss. Self insurance involves either the payment 

of a self�insurance premium to a captive insurance company, cell captive or rent�

a�captive insurer, or instead setting aside some funds and not paying a premium to 

an insurer at all. In our example, a simple way to self-insure would be to save, say, 

$3,000 per month to face hardships that will arise in times when business is slow. 

Suppose this person accepts the job. From an economic standpoint, this 

means that he decided to pay to the company an (implicit) premium of $20,000 

(which is the difference between his average self-employed income and his salary), 

in exchange for the certainty of receiving his paycheck at the end of every month. As 

a self�employed distributor he bears all his own risks of failure or successes, but 

with the employment and the fixed salary these risks are shifted to the employer. In 

other words, just like in any ordinary “explicit” form of insurance, this individual will 

shift risks against the payment of a premium. In that sense, the employer will 

become his “insurer”. 

 The risk is worth more than $20,000 for this individual, or he would not have 

accepted the job offer. Why would the employer accept to run that risk? Again, risk�

taking is not the answer. The company will typically have various salesmen, so the 

failures of some salesmen can be compensated by the successes of others. If an 

individual salesman has no sales whatsoever on a month (only to compensate with 
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astounding sales on the next one), this can have catastrophic consequences for 

him. In that bad month he may lack funds to pay his bills and go bankrupt, or worse, 

he be may be unable to feed his family. So bearing that risk is very costly for the 

individual. The company however minimizes the variation because when one 

salesman does not do well, the others will make up. On average, the variance in the 

overall sales tends to be much lower than the variance in the sales of each 

individual salesman, and as so the company’s revenues tend to be more stable than 

those of each individual seller. 

 One could argue that in practice, or at least in many cases, the sales of every 

salesman are not independent from each other. Markets are typically very dynamic 

and products of different competitors are constantly disputing market share. Thus, 

when a company improves its products, all its salesmen will do better, but when it 

starts to lose ground to competitors all salesmen start to do worse. If this were the 

whole story, then the conclusion would be that employers are not necessarily 

aggregating independent risks, and therefore there would be no reasons to believe 

that they are superior risk bearers. However, companies are able to diversity risks 

in ways that its salesmen cannot. For instance, the company can diversify its lines 

of products and create mutually independent risks which gains and losses tend to 

average out. In so doing, the company can realize advantages from aggregation that 

resemble those arising out of the operation of the Law of Large Numbers. 

 The relative advantage in risk�bearing by the company may also be a 

function of risk preferences of the company and the employee. Certain workers, 
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especially very low income ones, may be too risk-averse to be able to afford the 

possibility of not having insurance. Or else, the company may be part of a highly 

diversified conglomerate, being in a position to reduce its risk-aversion simply 

because the shareholders are already expecting that losses and gains in different 

companies will average out. Another possibility may be that the company can buy 

insurance more cheaply than the employee for some of its relevant risks (for 

example, the company can hedge some of its financial risks in the financial market; 

it can buy insurance for product liability, etc.). The company may also be in a better 

position to self-insure. 

 Going back to the original example on this topic, we are supposing that an 

individual might accept to receive $20,000 less (on average) in order to reduce his 

risks. Generalizing this idea, we can say that insurance is a common way of 

eliminating risk, though it is not the only one. For risks of loss, such as the risk of 

fire, accident or disease, the insured person will pay out some amount of money – 

the insurance premium – in return for being compensated if the loss materializes. 

Conversely, for a risk of gain, such as a possible future gain from work, the insured 

will receive some money (with a discount) with certainty, in return for allowing 

another person or entity to benefit from the desirable outcome if it occurs.89 This 

“discount” can also be seen as an insurance premium. In employment 

relationships, the premium is the portion of the worker’s marginal product that is 

deducted from his paycheck. In this sense, employment is also a form of insurance. 

                                                      

89 See e.g. A. Mitchell Polinsky, An Introduction to Law and Economics, 1985, at 51, for clarifying examples. 
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C. Implicit insurance outside contracts 

 

Unlike explicit insurance, implicit insurance is not limited to contractual 

promises, nor to private agreements or to risks of losses. From the economic 

standpoint, the key elements that determine the existence of insurance are: (i) risk 

(positive or negative, that is, risk of loss or risk or gain), and (ii) the existence of 

comparative advantage in risk-bearing (which is assumed ex�ante by the parties).90 

The following examples illustrate the point. 

 

 (1) Public services 

 

In the US, there are a number of government�sponsored insurance 

programs. The federal Social Security Administration, for example, administers 

large programs such as the Federal Old Age, Survivors, Disability, and Medicare.91 

Other insurance programs are joint federal-state undertakings, such as the 

unemployment insurance. A market economy enhances competition and risks. In 

particular, people run an increased risk of losing their sources of income due to 

                                                      

90 The aggregation function is a trait that is typical of insurance companies, but because it is not the only source 
of a competitive advantage in risk bearing, it is also not fundamental in establishing the economic foundations 
of insurance. 
91 Henderson & Jerry II 2000, at 33. 
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factors that lay beyond their control such as age, illness or disability caused by swift 

changes in the working environment.92  

For a number of reasons, private insurance supply is often an inadequate 

substitute for many forms of public insurance.93 Firstly, certain risks might be too 

uncertain for private insurance companies to predict actuarially, such as the risk of 

terrorism attacks or flooding. Second, risks can co�vary in ways that affect all of the 

insureds at the same time because of factors such as demographic change, 

economic crisis, war, etc. Third, severe problems of adverse selection and moral 

hazard can have a decisive impact in many cases. Public insurance can minimize 

these risks by compensating its citizens when losses materialize. 

Mostly every kind of public service can be viewed as a form of insurance. The 

government provides public services directly (e.g. public health care, adjudication of 

disputes by the Judiciary Power, or collective defense) or indirectly through various 

forms of subsidies. The forms of “insurance” provided by the government differ 

from those provided by private entities because public services often have the 

characteristics of a public good (being non-rivalrous and non-excludable). The 

government also uses public services to provide “merit goods”.94 Merit goods are 

                                                      

92 Michael J. Graetz & Jerry L. Mashaw, True Security: Rethinking American Social Insurance, New Haven: Yale 
University Press, 1999, at 69 (noting that “social insurance thus represents one of the greatest triumphs of 
twentieth�century domestic public policy ... Social insurance is a crucial underpinning of a vibrant market 
economy”). 
93 This discussion can be traced back to the Arrow and Pauly debate of the early 1960s sketched in Section II. 
94 Merit goods will generally be under consumed if provided exclusively by private market agents, because 
individuals typically consider how the good benefits them as individuals rather than the benefits that 
consumption generates for others in society. In economic terms, this is because the positive externalities of the 
good are not internalized by consumers. To increase efficiency, the state may choose to encourage greater 
production or consumption of a merit good through state provision, regulation, or subsidies to encourage 
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goods considered socially valuable for other people to consume. The classic 

examples are education and preventive health care, but there are others such as 

the services of the clergy of the official religion, certain forms of “higher culture” 

often ignored by the “uncultured masses” (opera and ballet performances, 

museums, uplifting documentaries or talking heads shows on public TV stations), 

etc. 

There is yet another instance of insurance – or, as this is typically 

articulated, “principal-agency relationship” – that deserves attention. The ultimate 

goal of public officials is to serve the population, and the political institutions 

mediate this process. Citizens cast their votes, pay their taxes, and hope that public 

officials will perform their tasks as diligently as possible. In this sense, these public 

officials can be seen to be insured by the population. Public officials externalize 

most of the costs and benefits of their actions to the population. Wise or unwise 

decisions of public officials can be the source of much prosperity and progress, or 

of poverty and depression. While the stakes can be very high, the direct effects of 

such decisions on the public officials are fairly small. This shows that public 

officials indeed shift to the population most of the risks of ensuing from their 

actions. It also shows that the population insurers the government and vice�versa, 

depending on how each circumstance is framed.  
                                                                                                                                                                  

production of the good. Merit goods are contrasted with “demerit goods”, which are those that consumption is 
deemed to be degrading, unhealthy, or socially undesirable because of their effects upon society at large. 
Examples include tobacco, alcoholic beverages, recreational drugs, gambling, junk food and prostitution. 
Because of the nature of these goods, governments often levy taxes on these goods, in some cases regulating 
or banning consumption or advertisement of these goods. See for example Irwin Garfinkel, Merit Goods, 
Consumer Sovereignty, and Efficiency: A Suggested Application of Occam's Razor, Institute for Research on 
Poverty, Madison, University of Wisconsin, 1970. 
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 (2) International Monetary Fund (IMF) 

 

 A similar framework applies to the IMF’s role as “international lender of last 

resort”. One of the basic functions of the IMF is to provide emergency loans for 

countries facing liquidity crises. To the extent that IMF financing helps contain the 

total economic damage induced by a crisis, the availability of this financing could 

well encourage both borrowers and lenders to take some risks that they would not 

otherwise take. One of the IMF's stated purposes is “to give confidence to members 

by making the general resources of the IMF temporarily available to them under 

adequate safeguards.” Thus, the IMF lending may be interpreted as (subsidized) 

income insurance for the member countries against adverse shocks.  

 The IMF lending may be interpreted as insurance to the country’s creditors 

as well. If markets refuse to roll over maturing debts, the IMF, knowing that 

restructuring is costly, provides resources that can be used to finance investors’ 

exit. Investors clearly take this fact into account when deciding whether and where 

to invest. This framework is particularly useful because it has been largely claimed 

that the insurance cover induces the potential recipients to lower their precautions 

against such damages (or even to intentionally generate crisis). This form of “moral 
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hazard” has allegedly caused distortion on allocation of credit and increased the 

risk in future and past crises.95

 

 (3) Tort law 

 

Torts law is the branch of Common law ruling civil wrongs other than breach 

of contract for which a remedy may be obtained, usually in the form of damages. 

Examples include personal injuries, products liability, medical malpractice, and 

workplace accidents. Tort law offers a mechanism for victims to claim 

indemnification from injurers, and can therefore be viewed as a mechanism that 

“cushions” the burden borne by victims of injury (or, by all ‘deserving’ victims of 

injury)”.96 The damages collected by the victim through the tort system are similar 

to insurance payments in that they spread the burden of supplying financial 

resources for injured victims. Through the compensation function of tort law, 

victims are able to rely on the tort system as a means of insurance. 

 Staring from Calabresi & Melamed’s seminal work,97 legal economists have 

developed the theory that tort law should be viewed as a model of precaution, a 

system designed to give incentives to individuals to take all cost�efficient measures 

that may mitigate damages from possible accidents at the same time that it 
                                                      

95 Dreher, Axel and Vaubel, Roland, "Does the IMF Cause Moral Hazard and Political Business Cycles? Evidence 
from Panel Data" (2001). U of Mannheim Institut fur Volkswirtschaftslehreund Statistik Working Paper No. 598�
01. 
96 Gary T. Schwartz, The Ethics and the Economics of Tort Liability Insurance, 75 Cornell L. Rev. 313, 359, 1990. 
97 Guido Calabresi & A. Douglas Melamed, Property Rules, Liability Rules and Inalienability: One View of the 
Cathedral, 85 Harv. L. Rev. 1089, 1972. See also Guido Calabresi, Some Thoughts on Risk Distribution and the 
Law of Torts, The Yale Law Journal, Vol. 70, No. 4, 1961. 
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induces optimal activity levels in whatever social interaction they would take that 

could pose a risk to others. By granting to individuals the right to effectively claim 

damages from injurers, the legal system also grants to these individuals a “piece of 

mind” that is very much similar to that awarded by ordinary (explicit) insurance 

policies. 

 Moreover, tort liability may improve social welfare in much the same way 

that insurance does, i.e., by shifting losses to the lower cost bearer. If tort law was 

simply about shifting risks from potential victims to potential injurers, it would have 

only distributional consequences. That is, it would be merely a matter of justice and 

equity in the society. However, insofar as the potential injurers are lower cost 

bearers, tort law can create social value too. The assumption that injurers are 

lower cost bearer makes sense in many instances, particularly for injuries in the 

context of product and service use.98  

Beginning in the early 1960s, American courts have steadily expanded tort 

liability to offer compensation to consumers. This is mostly the result from the 

increasing acceptance of the so called theory of “enterprise liability”, a consistent 

theory centered in the idea that enhanced provider liability serves three important 

functions: to establish incentives for injury prevention, to modulate levels of activity 

by internalizing costs, including injury costs, and to provide insurance for injuries 

that cannot be prevented.99 The “enterprise liability”, which is now broadly applied 

                                                      

98 Priest 1987. 
99 Priest 1987. 
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by American courts,100 can give efficient incentives for companies to manufacture 

safer products, render safer services, and hire liability insurance (which they 

typically can do more cheaply than consumers). 

 

 (4) Nonmarket institutions 

 

According to Arnott & Stiglitz, a principal function of many nonmarket 

institutions is to “help those who have suffered some misfortune, which entails the 

provision of insurance”.101 Insurance companies undersupply insurance because of 

problems of moral hazard and adverse selection. In a world of incomplete 

insurance markets – i.e. the real world – individuals will bear more risks than they 

would otherwise desire. Thus, individuals have an incentive to seek alternative, 

nonmarket forms of insurance, such as family, religious groups, or other social 

networks (workplace, clubs, tribe, clans, etc.). Social norms determining risk�

sharing among members of the same social group (be it family, clan, club, etc.) 

would arise in response to this need for insurance. 

 The relationship towards risk can be an interesting way to distinguish 

developed and developing economies. In developing countries, life tends to be more 

                                                      

100 Priest 1987 (“The insurance rationale was central to the first judicial adoption of enterprise liability theory, by 
the California Supreme Court in Greenman v. Yuba Power Products, in 1963. The approach was rapidly extended 
across the various state jurisdictions, first in the products liability field and, later, in other areas of tort law. 
Briefly, however, enterprise liability theory has justified both restrictions in available legal defenses and 
expansion of substantive liability standards”). 
101 Richard Arnott & Joseph E. Stiglitz, Moral Hazard and Nonmarket Institutions: Dysfunctional Crowding Out 
or Peer Monitoring?, 81 Am. Econ. Rev. 179, 1991. 
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precarious so the inhabitants of developing countries may face much greater risks 

of malnutrition, infection, early death, etc. But this is an obvious point. The 

interesting question relates to the differences is risk management in these places. 

Individuals living in developing countries have much smaller possibilities for dealing 

with risks through market mechanisms such as insurance or formal contracts. 

That explains the salience of “nonmarket institutions” in developing countries such 

as credit cooperatives, informal credit and insurance arrangements, rotating 

savings and credit associations, and interlinkages observed in agricultural 

arrangements.102

 

D. Moral hazard and “implicit” insurance 

 

 What I refer here as the standard economics of moral hazard has to do with 

a fairly coherent framework that is usually employed in policy debates concerning 

incentives to deal with opportunistic or strategic behavior, and which is grounded 

mostly on Principal�Agency Theory, Transactions Cost Economics, and the 

Economics of Uncertainty. 

 A comprehensive theory of moral hazard in implicit insurance markets was 

formulated by Joseph Stiglitz, in an article denominated the “Pure Theory of Moral 

                                                      

102 Timothy Besley, Nonmarket Institutions for Credit and Risk Sharing in Low�Income Countries, The Journal of 
Economic Perspectives, Vol. 9, No. 3., 1995 (attributing the dearth of market mechanisms for risk management 
in low income countries to low levels of human capital and possibly to the poor development of physical 
infrastructure). 
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Hazard”.103 On the onset, it may be wise to acknowledge that Stiglitz articulation in 

1983 is not completely original. The idea that a problem of moral hazard may arise 

when individuals engage in risk sharing under conditions such that their privately 

taken actions affect the probability distribution of the outcome can be traced back 

to Arrow’s “Essays in the theory of risk�bearing” of 1971.104 Moreover, although the 

idea of moral hazard in “implicit” insurance arrangements was fully articulated in 

the 1983 paper, in a 1976 paper coauthored with Michael Rothschild on the 

economics of insurance under imperfect information, Stiglitz noticed that “our 

analysis, and conclusions, extend beyond the simple insurance market described 

above. The models of education screening and signaling … are obvious 

examples”).105 In any case, Stiglitz’s “Pure Theory” convincingly shows how the 

insurance framework can be applied to a number of problems in which insurance 

appears in “disguised” form.  

 The idea can be stated quite simply. The simultaneous presence of risk, 

asymmetric information and insurance can create moral hazard problems and 

welfare losses not only in “explicit” insurance markets, but in “implicit” insurance 

markets as well. Just like the driver whose car is insured against theft might end 

up parking his car in more dangerous places, the employee receiving a fixed salary 

might be tempted to work too little (or “shirk”106); or the partner in a business 

                                                      

103 Stiglitz 1983. 
104 Kenneth J. Arrow, Essays in the Theory of Risk�Bearing, Chicago, Markham Pub. Co. 1971. 
105 Rothschild & Stiglitz 1976.  
106 Shirking seems to have become a term of art with which economist refer to a broad number of activities 
related to employee’s sub�optimal performance, encompassing a broad range of situations such as cheating, 
committing frauds, being lazy at work, etc. 
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might not work until late (something he would do if he were the sole owner) 

because after all he will receive only 10% of the profits the business may generate. 

The problem is that sharing risk can hammer efficient incentives.  

Insurance companies deal with moral hazard with a combination of “carrots 

and sticks”.107 First, they use deductibles and coinsurance that force insureds to 

bear a part of the covered risks (carrots). Second, they use insurance policies that 

(in varying degrees) specify conducts that the insureds should follow (sticks). In 

dealing with moral hazard in “implicit” insurance situation, individuals, 

governments, companies, etc. implement solutions that go along these same two 

lines. 

Employment relationships provide a good setting to start articulating on this 

topic. Stock option plans for employees is a form of coinsurance, because the 

employee will then directly suffer the impacts of the performance of the company. If 

the company’s stock price goes up, and only in this case, the employee owning 

                                                      

107 The excessive focus on “carrots and sticks” may conceal other crucial elements for dealing with moral 
hazard. Reputation is typically regarded as the most salient nonmarket mechanism for choking off moral 
hazard tendencies (but peer pressure and social norms are also relevant, especially in contexts where large 
asymmetries of information prevent controlling or in countries where the legal system is too slow, costly or 
corrupt). Insofar as the legal system is not reliable, or is just slow or expensive, economic relations in the 
society become increasingly dependent upon extralegal means of dispute settling. Reputation can be loosely 
defined as the general opinion (or, more technically, a social evaluation) of the public toward a person, a group 
of people, or an organization. Firms that fail to honor contractual obligations or that maliciously fail to meet 
their employees expectations may acquire dishonorable reputations that will hamper efforts to attract and 
retain the most qualified workers. Thus, these reputational sanctions operate both outside the firm in the 
external labor market and within the firm among the existing employees. Naturally, reputational mechanisms 
cut both ways. Employees may refrain from shirking in order to develop a reputation of good workers and to 
maximize their expected future income. Moreover, and quite obviously, a similar dynamics can be observed in 
mostly every contractual relationship where the agents expect to interact repeatedly. Generalizing, if reputation 
for opportunism significantly damages an agent’s dealings in the future, this can alter the agent’s incentives to 
be opportunistic. This is how reputation poses a check on moral hazard. See for example Robert Cooter, Three 
Effects of Social Norms on Law: Expression, Deterrence, and Internalization,79 Or. L. Rev. 1, 2000; Eric A. 
Posner, Symbols, Signals, and Social Norms in Politics and the Law, 27 J. Legal Stud. 765, 1998; and Carl 
Shapiro & Joseph E. Stiglitz, Equilibrium Unemployment as a Worker Discipline Device, 74 Am. Econ. Rev. 433, 
1984. 
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stock options will exercise his options and boost his earnings. The same dynamics 

arise where the employees are able to receive bonuses based on his results (where 

this can be reasonably measured) or on the company’s results. 

The problem of moral hazard in employment relationships can be traced 

back to Ronald Coase’s well-known Theory of the Firm.108 Coase noticed that the 

firm is one alternative system of allocating cooperative production; the other 

alternative is market production.109 When compared to market exchanges, the 

distinguishing trait of firms is the elimination of the price mechanism and the use of 

hierarchical structures instead. Since markets can (in theory) carry out all 

production, Coase asked: what explains the creation of firms? Coase’s answer was 

that the firm exists because in many cases it is more efficient to organize 

production within a non-price environment. 

For Coase, the reason why one incorporates a firm is to avoid some of the 

transaction costs of using the price mechanism, such as the costs of ascertaining 

the relevant prices and the costs of negotiating, drafting, monitoring and enforcing 

                                                      

108 Ronald H. Coase, The Nature of the Firm, Economica, New Series, Vol. 4, No. 16, 1937 (“Coase 1937”). 
109 With time, scholars began to question this rigid distinction between intra� and inter�firm transactions. 
According to Putterman, most economists accept the distinction between the two forms, but also that the two 
shade into each other (see Putterman, L. (ed.), The Economic Nature of the Firm, Cambridge University Press, 
1996). Richardson, for example, notes that a rigid distinction fails because of the existence of intermediate 
forms between firm and market such as inter�firm co�operation (Richardson, G. B., The Organization of 
Industry, The Economic Journal, Vol. 82, No. 327, 1972). In the end, the debate as to whether the firm creates a 
sphere of hierarchical and bureaucratic direction that is unaffected by market forces, or instead a set of 
contracting relationships among individuals depends upon whether market forces will be able to make a way 
into intra�firm affairs. Recently, Yochai Benkler further questioned the rigid distinction between firms and 
markets based on the increasing salience of “commons�based peer production” systems such as free software 
(e.g. Linux), Wikipedia, Creative Commons, etc. (see Yochai Benkler, Coase's Penguin, or, Linux and The Nature 
of the Firm, 112 Yale L.J. 369, 2002, hereinafter “Benkler 2002”). 
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contracts.110 Coase subsequently defines the firm as “the system of relationships 

which comes into existence when the direction of resources is dependent on the 

entrepreneur.”111  

But if firms exist to have lower costs than the market, what limits the size of 

firms? Coase notices the existence of “decreasing returns to the entrepreneur 

function”, including increasing overhead costs and increasing propensity for an 

overwhelmed manager to make mistakes in resource allocation. These factors limit 

what can be economically produced internally. Hence, the size of the firm will result 

from a balance between the costs of using the price mechanism (which push for 

intra�firm production) and the costs of organization of other entrepreneurs (which 

push for inter-firm production).112 This is, in essence, the “make�or�buy” decision 

that firms face. 

 Coase’s Theory of the Firm highlights the kind of contracts that will be 

entered into in the context of employment relationships. Real firms use relatively 

few (though complex) employment contracts which define limits to the employer’s 

power of direction in relation to the employees, in exchange for which delimited 

                                                      

110 Coase 1937 (“it seems improbable that a firm would emerge without the existence of uncertainty”). 
111 Coase 1937 (one can therefore think of firms as getting larger or smaller based on whether the entrepreneur 
organizes more or less transactions). 
112 Benkler elegantly summarizes Coase’s point: (“In the late 1930s, Ronald Coase wrote The Nature of the 
Firm, in which he explained why firms emerge, defining firms as clusters of resources and agents that interact 
through managerial command systems rather than markets. In that paper, Coase introduced the concept of 
transaction costs, which are costs associated with defining and enforcing property and contract rights and 
which are a necessary incident of organizing any activity on a market model. Coase explained the emergence 
and limits of firms based on the differences in the transaction costs associated with organizing production 
through markets or through firms. People use markets when the gains from doing so, net of transaction costs, 
exceed the gains from doing the same thing in a managed firm, net of organization costs. Firms emerge when 
the opposite is true. Any individual firm will stop growing when its organization costs exceed the organization 
costs of a smaller firm”) (Benkler 2002). 
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direction the employee receives a salary. This situation in contrasted with market 

agreements. If the firm were completely “marketized” there would be a much 

larger number of contracts specifying outcomes and prices. 

This idea was later expanded and clarified by Alchian & Demsetz in their 

analysis of “team production”.113 On the onset, cooperative specialization can 

create an extra output and this “leads to the demand for economic organizations 

which facilitate economic cooperation”. But whether the gains from specialization 

and cooperative production can better be obtained within firms (or within markets) 

depends on whether the firm can adequately solve the “metering” problem and the 

moral hazard problem. The metering problem refers to the difficulties in measuring 

individual contributions to a team effort.114 If rewards do not bear a positive 

correlation with productivity, the organization does not provide incentives to 

productive efforts.115  

Where actions of employees are not controllable by employers,116 employers 

cannot perfectly measure the marginal outputs of the co-operating employees for 

                                                      

113 Armen A. Alchian & Harold Demsetz, Production, Information Costs, and Economic Organization, The 
American Economic Review, Vol. 62, No. 5., 1972 (Alchian & Demsetz 1972”) (specifying wherein the difference 
between intra� and inter�firm relationships was to be found: “in a team use of inputs and a centralized position 
of some party in the contractual arrangements of some party in the contractual arrangements of all other 
inputs”. Thus, firms were different from markets not because of the existence of some superior authoritarian 
directive or disciplinary power, but by the existence of a “centralized contractual agent in a team productive 
process”). 
114 Paul Milgrom & John Roberts, Economics, Organization and Management, London: Prentice�Hall, 1992 
(identifying four basic principles of contract design: the Informativeness Principle, the Incentive�Intensity 
Principle, the Monitoring Intensity Principle, and the Equal Compensation Principle). 
115 Alchian & Demsetz 1972 (moreover, if “rewards were negatively correlated with productivity the organization 
would be subject to sabotage”). 
116 Alchian & Demsetz 1972 (noting that metering problems can sometimes be solved through the exchange of 
products across competitive markets, because markets in many situations yield a high correlation between 
rewards and productivity; for example, if a farmer increases his output of wheat by 10 percent at the prevailing 
market price, his receipts also increase by 10 percent).  
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reward purposes. If the firm “meters poorly, with rewards and productivity only 

loosely correlated, then productivity will be small; but if the economic organization 

meters well productivity will be greater”.117 Alchian & Demsetz further developed 

their theory of team work to suggest that monitoring can only be incentivized in an 

efficient fashion so long as the monitor is the recipient of the activity’s residual 

income, because otherwise the monitor himself would have to be monitored, and so 

on.118

Within Alchian & Demsetz’s framework, the moral hazard problem in teams 

arises where individual cooperating inputs do not yield “identifiable, separate 

products which can be summed to measure the total output”.119 In an elegant 

comment on the topic, Holmstrom suggested that “moral hazard refers to the 

problem of inducing agents to supply proper amounts of productive inputs when 

their actions cannot be observed and contracted for directly”.120 Team production 

combines several resources (including human work), but the product is not a sum 

of separable outputs of each cooperating resources. “What a team offers to the 

market can be taken as the marginal product of the team but not of the team 

members”. In short: employees have an incentive to shirk exactly because 

employers cannot perfectly control (or “meter” in Alchian & Demsetz’s words) the 

employees’ productivity. Team work, such as the work conducted within firms, 

                                                      

117 Alchian & Demsetz 1972. 
118 See also Yoram Barzel, Economic Analysis of Property Rights,  New York: Cambridge University Press, 1989. 
119 Alchian & Demsetz 1972. 
120 Holmstrom 1982. 
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poses a challenge to rewards and incentives exactly because metering the marginal 

output of each cooperating employee is costly, and sometimes impossible. 

If identifying each employee’s behavior were costless, the employees would 

have no incentives to shirk because each one of them would incur all the costs of 

his low efforts. Employers will invest in monitoring only insofar as the marginal 

gains of detection are equal to the marginal costs of detection. There would be a 

lower rate of productive effort and more shirking than in a world where metering 

were costless121 � but this is not the real world.122 This also explains why employers 

do not offer complete job security.123 In short, the moral hazard effect upon 

employees means that, where employees are not remunerated based on their 

actual marginal output they will have incentives to act suboptimally by shirking, 

cheating, or being too greedy or overly competitive. 124  

Alchian & Demsetz exemplify moral hazard in employment by noting that “in 

a university, the faculty use office telephones, paper, and mail for personal uses 

beyond strict university productivity”. The administration will invest in measuring 

the contribution of each faculty member only up to the point where these 

                                                      

121 Alchian & Demsetz 1972. 
122 See for example, Economics for an Imperfect World : Essays in Honor of Joseph E. Stiglitz, Richard Arnott 
(ed.), Cambridge, Mass.: MIT Press, 2003. 
123 See Michael C. Jensen and William H. Meckling, Theory of the Firm: Managerial Behavior, Agency Costs and 
Ownership Structure, in Michael C. Jensen, A Theory of the Firm: Governance, Residual Claims and 
Organizational Forms, Harvard University Press, Dec. 2000 (Jensen & Meckling, 1976). 
124 Gerald Marshcke, The Economics of Performance Incentives in Government with Evidence from a Federal 
Job Training Program, in Quicker, Better, Cheaper? Managing Performance in American Government, edited by 
Dall Forsythe, 2001 (describing another interesting example of moral hazard in employment relationships. 
Several American states sued Sears Auto Centers for charging customers for unneeded or unperformed 
repairs (Sears settled these cases for approximately $20 million). Sears’ internal investigation of the 
overcharging showed the problem to lay in its compensation system, which paid sales people commissions 
based on store revenues, and bonuses for meeting sales quotas for services and products. 
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investments are lower than the amounts that would be gained by rational 

consumption of supplies. So while the faculty members will be allowed these 

“privileges”, they will also suffer a marginal decrease in their overall pay. The 

expected outcome is that “pay is lower in pecuniary terms and higher in leisure, 

conveniences, and ease of work. But still every person would prefer to see detection 

made more effective (if it were somehow possible to monitor causelessly) so that 

he, as a part of the now more effectively producing team, could thereby realize a 

higher pecuniary pay and less leisure.”125

This example also shows how the problems of moral hazard can be 

articulated in terms of “strategic behavior” and Game Theory, the n�person 

Prisoner’s Dilemma Game (PDG) in particular.126 The PDG captures the dynamics of 

a situation in which rational self-interest hurts everyone. Excluding faculty 

members who overuse university’s resources is too costly. Each faculty member 

knows that his individual use of university’s resources will have no significant 

impact on the overall levels of use, so each one of them has an incentive to take a 

“free-ride”127 on the others. Thus, overuse is individually rational regardless of the 

action taken by others. 

                                                      

125 Alchian & Demsetz 1972. 
126 William Poundstone, Prisoner's Dilemma, Doubleday, New York, NY, 1992 (noting that the Prisoner's 
dilemma was originally framed by Merrill Flood and Melvin Dresher working at RAND in 1950; Albert W. Tucker 
formalized the game with prison sentence payoffs and gave it the “Prisoner's Dilemma” name). 
127 See e.g. Robert Albanese & David D. van Fleet, Rational Behavior in Groups: The Free�Riding Tendency, The 
Academy of Management Review, Vol. 10, No. 2. (Apr., 1985), pp. 244-255 (explaining that he term “free rider” 
refers to a member of a group who obtains benefits from a group membership but does not bear a proportional 
share of the costs of providing the benefits). 
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Drawing on Coase’s seminal contribution, Oliver Williamson expands – and 

to a limited extent, challenges – the original Theory of the Firm. Williamson 

acknowledges Coase’s original insight that the firm is an alternative system for 

allocating production (the other alternative is market production), but then points 

out to what he sees as the weakness of Alchian & Demsetz’s argument.  

For Williamson, the Alchian & Demsetz concept of “team work” is too narrow 

because it assumes that outputs cannot be related to individual inputs. According to 

Williamson128, outputs within a firm (such as manufacturing and secretarial work) 

are generally separable, so that individual inputs can be rewarded on the basis of 

outputs, and thus team production would not offer the explanation of why firms 

exist. Williamson contends that the existence of firms ensues from “asset 

specificity” in production, where assets are specific to each other such that their 

value is much smaller in a second-best use.129 Asset specificity can in turn give rise 

to opportunistic behavior (defined as “self�seeking with guile”130), which is another 

form of moral hazard. 

The notion of “asset specificity” is central to Williamson’s theory of the firm. 

Asset specificity can be defined as the extent to which the investments made to 

                                                      

128 Oliver E. Williamson, Markets and Hierarchies: Analysis and Antitrust Implications, NY: The Free Press, 1975 
(“Williamson 1975”). 
129 Oliver Williamson, The Economic Institutions of Capitalism, Free Press, New York, NY, 1985; Oliver 
Williamson, Economic Organization: Firms, Markets, and Policy Control, New York University Press, New York , 
NY, 1986. 
130 “By opportunism I mean a self�interest seeking with guile. This includes but is scarcely limited to more 
blatant forms, such as lying, stealing and cheating. Opportunism more often involves subtle forms of deceit. […] 
More generally, opportunism referes to the incomplete or distorted disclosure of information, especially to 
calculated efforts to mislead, distort, obfuscate, or otherwise confuse.” Oliver Williamson, The Economic 
Institutions of Capitalism, Free Press, New York, NY, 1985, at 47. 
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support a particular transaction have a higher value to that transaction than they 

would have if they were redeployed for any other purpose.131 For instance, the 

production of a certain component typically requires investments in specialized 

manufacturing equipment, the distribution of a certain products requires unique 

physical facilities, or the delivery of a certain service may be predicated on the 

existence of an uncommon set of professional skills. The problem with specific 

assets is that, while they are more productive, they can also engender opportunistic 

behavior132 on the parties to the transaction. Specificity assets cause the parties to 

be “tied in” in a two-way or multiple-way business relationship, and that can induce 

protracted bargaining over the surplus generated in the transaction. This is the so 

called “hold�up” problem. If the transaction is a recurring or lengthy one, re�

negotiation may be necessary as a continual power struggle takes place, further 

increasing the transactions costs. In many such circumstances, the most efficient 

way to overcome the continual conflict of interest between the two agents (or 

coalitions of agents) may be the removal of one of them from the equation by 

takeover or merger. That is, by creating a firm. 

In line with Coase’s Theory of the Firm, Williamson’s theory prescribes that 

the limit to the firm’s size corresponds to the point at which the parties can the 

market can undertake some transactions more efficiently than the firm. But 

Williamson articulates this notion in a conceptually different fashion. According to 

                                                      

131 Tony McGuinness, Markets and Managerial Hierarchies, in G. Thompson, et al. (Eds.), Markets, Hierarchies 
and Networks, Sage, London, England, 1994, at 66-81. 
132 Williamson 1975, at 26 (defining opportunism as “self�interest seeking with guile”). 
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Williamson, the limit on the size of the firm will be given partly by the large firm’s 

increasing inability to replicate the high-powered incentives of the residual income 

of an owner-entrepreneur, and that is partly due to moral hazard on the part the 

employers and employees.  

Since asset specificity problems also apply to physical and human capital, 

the hold�up problem and strategic behavior that characterizes inter firm 

relationships can also arise in the intra-firm setting. Thus, labor relationships are 

plagued by moral hazard. Hold-ups then typically arise in situations where the 

employer and the employee refrain from efficiency cooperation due to concerns 

that they may give the other party increased bargaining power, and thereby reduce 

their own profits. Thus, the employees can threaten a strike because of the lack of 

good alternative human capital. In much the same way, employer can threaten to 

fire. 

 In the classical 1976 paper, Jensen & Meckling further elaborated on the 

notion that firms comprise a nexus of contracts.133 Accordingly, suppliers of inputs 

such as labor, raw materials, or capital, along with consumers of the products 

implicitly or explicitly enter into a set of contracts which frame the rights and 

obligation of the respective participants in the activities of the organization. It 

follows that the frontier of production of a firm (that is, the maximum attainable 

output of a firm) is not given by the “set of output quantities for various input 

                                                      

133 Jensen & Meckling, 1976. 
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quantities, given the sate of technology and knowledge”.134 The overall production 

will also depend upon the contracting and property-rights system that is used 

within the firm. This means that the contractual structure within the firm is crucial 

to the overall performance of the firm. Insofar as moral hazard is pervasive, the 

firm will be less successful. 

 If a firm contains a nexus of contracts, then employers may also be subject 

to moral hazard effects. An employment relationship typically encompasses 

reciprocal “promises” between employer and employee. Generally, the employee 

promises to perform certain working functions and the employer promises to pay a 

certain salary, among other covenants. The employers may be tempted not to fulfill 

their obligations towards employees, in much the same way that employees 

sometimes end up shirking. Studies on employers’ moral hazard have identified 

that employers may expropriate the workers' share of the firm surplus represented 

by the deferred compensation and wages that exceed marginal productivity for 

senior workers,135 and that employers may underfund a pension fund or may not 

manage the pension fund in a prudent manner as required under ERISA.136

                                                      

134 Michael C. Jensen; William H. Meckling, Rights and Production Functions: An Application to Labor�Managed 
Firms and Codetermination, The Journal of Business, Vol. 52, No. 4, 1979. 
135 Marleen A. O'Connor, The Human Capital Era: Reconceptualizing Corporate Law to Facilitate Labor�
Management Cooperation, 78 Cornell L. Rev. 899, 1993 (“O’Connor 1993”). 
136 Shubha Ghosh, Property Rules, Liability Rules, and Termination Rights: A Fresh Look at the Employment at 
Will Debate with Applications to Franchising and Family Law, 75 Or. L. Rev. 969, 1996. See also Daniel Keating, 
Pension Insurance, Bankruptcy and Moral Hazard, Wis. L. Rev. 65, 1991, and See also Paul Lanoie, Occupational 
Safety and Health: A Problem of Double or Single Moral Hazard, 58 J. Risk & Ins., 1991 (describing the double 
moral hazard problem created by employers providing insurance benefits to their workers). 
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 As it should be clear by now, moral hazard can arise in any ordinary contract. 

Milgrom & Roberts provided a workable definition for moral hazard in contractual 

settings, according to which moral hazard is “the form of post�contractual 

opportunism that arises because actions that have efficiency consequences are not 

freely observable and so the person taking them may choose to pursue his or her 

private interests at others’ expense”.137 The discussion about employment 

contracts illustrates that moral hazard can arise in any (or all) parties to a contract. 

In other words, to the extent that contracts are incomplete and controlling is 

too costly, moral hazard may arise in contractual relationships. With the 

assumption of complete contracts, all risks are allocated ex ante for a price. The 

lower cost avoider bears the risks of loss because he can prevent it or insure it 

more cheaply, and the risks of gains are allocated to the party that can maximize 

the prospects of gains. Adding the assumption of acts being fully controllable and 

the parties can also eliminate moral hazard by each party’s conditioning its own 

obligations on the other party's conformity to specified levels of behavior (often, 

these specifications will require each party to perform his contractual obligations in 

the same manner that it would have it there was no contract).138 For example, the 

manufacturer of a product would invest in safety up to the point where this is cost�

justified without liability insurance (liability insurance can, of course, cause the 

manufacturer to invest suboptimally in safety). 

                                                      

137 Paul Milgrom & John Roberts, Organization and Management, Englewood Cliffs, N.J., Prentice Hall, 1992. 
138 Seth J. Chandler, Visualizing Moral Hazard, 1 Conn. Ins. L.J. 97, 1995 (“Chandler 1995”). 

                                                                                           Não citar / Please do not quote 70



ARTIGO DIREITO GV (Working Paper) 6                                                                             Bruno M. Salama 

In reality, contracts tend to be incomplete. Contracting parties generally do 

not have the time, money or the prudence necessary to foresee and regulate in a 

contract in full detail all possible risks that may arise in the course of their 

relationship. “While the cleaning service may remember to include a clause 

regarding swap�outs of dust filters, it may neglect to condition its obligation on the 

homeowner's not leaving the front door open for unduly long periods.” 

Furthermore, controlling the parties’ conformity to the contract is generally costly.  

“It may be difficult to tell whether it would have been prudent for the driver making 

a brief stop at a dry cleaner to have affixed a security device. It may be difficult to 

tell how frequently the homeowner installs dust filters.”139  

Instances where moral hazard affects both sides of the transaction are said 

to pose a problem of “double” moral hazard. The possibility of double moral hazard 

helps to explain a number of contractual arrangements: partnerships,140 

sharecropping,141 product warranties,142 franchising,143 and the relationship 

between shopping center developers and their retail tenants,144 just to name a few. 

                                                      

139 Chandler 1995. 
140 Steven Huddart and Pierre Jinghong Liang, Accounting in Partnerships, The American Economic Review, Vol. 
93, No. 2, Papers and Proceedings of the One Hundred Fifteenth Annual Meeting of the American Economic 
Association, Washington, DC, January 3�5, 2003. 

141 Mukesh Eswaran & Ashok Kotwal, A Theory of Contractual Structure in Agriculture, The American Economic 
Review Vol. 75, No. 3, 1985. 

142 Russell Cooper & Thomas W. Ross, Product Warranties and Double Moral Hazard, 16 Rand J. Econ., 1985. 

143 James A. Brickley, Incentive Conflicts and Contractual Restraints: Evidence from Franchising, 42 J. Law & 
Econ. 745, 1999. 

144 Dorothy Golosinski & Douglas S. West, Double Moral Hazard and Shopping Center Similarity in Canada, 
Journal of Law, Economics, & Organization, Vol. 11, No. 2, 1995. 
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In all of these cases, the parties act as each others’ principal and agent at the same 

time.  

Take partnerships for example. In partnerships (such as accounting and law 

firms) the partners generally have the ownership and the control, and each one of 

them also possesses a certain amount of “human capital”145 that can be used 

inside or outside the firm. Every partner is at once insured and insurer of its other 

partners. Every individual partner is insured by his other partners in that he shares 

the partnership’s profits, so his gains depend heavily on the efforts of the other 

partners. Concurrently, every individual partner insures the remaining partners, in 

that he also works for the company to generate profits. This mechanism of sharing 

can invite undersupply of effort, just like any other insurance relationship. 

Problems of moral hazard – indeed, also problems of double moral hazard – 

arise in the private and in the public sphere as well. Public insurance programs 

may be the source of moral hazard on the population that benefits from public 

insurance programs, and it is no surprise that moral hazard is a central component 

of the justification of why the US does not offer free, universal medical coverage for 

its population.146 Moral hazard also provides a justification for why the US grants 

                                                      

145 “Human capital” is a way of classifying the skills and abilities as they contribute to the economy. Early 
economic theories referred to it simply as labor (one of three factors of production) and considered it to be a 
commodity �� homogeneous and easily interchangeable. Thanks mostly to Becker’s contribution, human 
capital modernly viewed as a means of production, into which additional investment yields additional output. 
One can invest in human capital through education, training, medical treatment, etc. and as so one's outputs 
depend partly on the rate of return on the human capital one owns. See Gary S. Becker, Human Capital: A 
Theoretical and Empirical Analysis, Chicago, University of Chicago Press, (1964), 1993, 3rd ed. (“Becker 1964”). 

146 Daniel Keating, Pension Insurance, Bankruptcy and Moral Hazard, Wis. L. Rev. 65 (1991); Louis Kaplow, The 
Income Tax as Insurance: The Casualty Loss and Medical Expense Deductions and the Exclusion of Medical 
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fairly low benefits for unemployed workers.147 After reading about the economics of 

moral hazard in the insurance industry this notion should be fairly intuitive. The 

underlying concept is of course that individuals benefiting from public insurance 

programs would shirk, or would be less productive if the government were to offer 

broader insurance programs. A slightly less intuitive instance of moral hazard can 

be expected on the behavior of public officials. Public officials indeed shift to the 

population most of the risks ensuing from their actions, and this is expected to 

cause a lack of motivation, effort, inventiveness, etc. on their part. 

 Moral hazard can also be identified in the relationship among countries. 

Considerable attention has been paid, for example, to the question of whether the 

IMF can create moral hazard on the borrowers and lenders in the international 

sovereign debt markets, thus enhancing the chances of financial crises. In fact, the 

concerns about moral hazard in these markets have played a major role in recent 

debates on how the architecture of the international financial system should be 

reformed and what the IMF's role should be. Following the series of financial crises 

that devastated the economies of several developing countries as of the second half 

of the 1990s, a growing body of literature started to suggest that IMF financial 

support gives incentives to irresponsible lending by financial institutions in 

international credit markets. These financial institutions allegedly lend without 

                                                                                                                                                                  

Insurance Premiums, 79 Calif. L. Rev. 1485 (1991); and Tom Baker, Medical Malpractice and the Insurance 
Underwriting Cycle, 54 DePaul L. Rev. 393 (2005). 
147 Martha T. McCluskey, Insurer Moral Hazard in the Workers' Compensation Crisis: Reforming Cost Inflation, 
not Rate Suppression, 5 Empl. Rts. & Employ. Pol'y J. 55, (2001); Peter A. Bamberger and Linda H. Donahue, 
Employee Discharge and Reinstatement: Moral Hazards and the Mixed Consequences of Last Chance 
Agreements, 53 Ind. & Lab. Rel. Rev. 3 (1999). 
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adequate regard to risk because they trust that countries facing liquidity crises can 

draw on IMF support. Simultaneously, it is also argued that IMF financial support 

boosts the countries’ incentives for overborrowing and weakens incentives to take 

action to prevent crises. 

 

E. Adverse selection and implicit insurance 

 

At its most abstract level, adverse selection captures a market dynamics in 

which undesirable results arise because of asymmetric information between buyers 

and sellers: the bad products or customers are more likely to be selected.  The 

economic dimension of adverse selection in insurance policies helps understanding 

a broad set of problems that lie outside the insurance industry. The three seminal 

works on the economics illustrating the broader impacts of adverse selection are 

Akerlof’s “The Market ‘Lemons’: Quality Uncertainty and the Market Mechanism, of 

1970148; Spence’s “Job Market Signaling”, of 1973149, and Stiglitz’s “The Theory of 

‘Screening’: Education, and the Distribution of Income”, of 1975.150 I will now 

summarize some focal points of these theories highlighting the underlying 

implications for implicit insurance.  

 

                                                      

148 George A. Akerlof, The Market for "Lemons": Quality Uncertainty and the Market Mechanism, The Quarterly 
Journal of Economics, Vol. 84, No. 3, 1970. 
149 Michael Spencer, Job Market Signaling, Quarterly Journal of Economics Vol. 87, No. 3, 1973. 
150 Joseph E. Stiglitz, The Theory of "Screening," Education, and the Distribution of Income, The American 
Economic Review, Vol. 65, No. 3, 1975 
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(1) The “market of lemons” theory 

 

 Akerlof’s insight about the market of used cars demonstrates that because 

quality is generally costly to produce, poor�quality products can outcompete high�

quality products and the market equilibrium may entail the future production of 

suboptimally low-quality products exclusively, thus increasing informing and 

advertising costs. This idea is illustrated by a famous example of the market of used 

cars.  

For simplicity, Akerlof’s model assumes that there are only four kinds of 

cars in the market. There are new cars and bad cars, and also good cars and bad 

cars (also known as “lemons). An individual will buy a new car without knowing 

whether it will be a good car or a lemon. The owner will only be able to assign a 

new (more accurate) probability to the event that her car is a Lemon once he has 

been using the car for some time. So, when such owners go in the market to sell 

their cars they have much better knowledge about the quality of their cars then the 

potential buyers.  

The problem is that these cars - good and bad � will sell at the same price 

because the potential buyers are unable to tell a good car from a lemon. The 

absence of price discrimination (bad and good cars selling at the same price) 

creates no incentive for owners to sell good quality used cars, because they will be 

underpaid. This causes a reduction in the average quality of the goods in the market 

because the good cars are driven out of the market by the lemons. As the owners of 
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good cars disproportionately withdraw from the market, the average price falls 

further. In the end, a significant number of otherwise willing buyers and willing 

sellers will find it impossible to contract. 

The deterioration in the quality of goods described by Akerlof’s “Lemons 

Model” is analogous to the effect of high risk individuals in insurance markets 

where insurance companies cannot tell high- from low-risk individuals. High�risk 

insureds may cause low�risk insureds to drop insurance coverage, just in the same 

way that lemons can induce good cars to exit the market. In the market of used 

cars, sellers “promise” to sell good cars to buyers. The relative inability of buyers to 

“control” sellers’ promises causes a reduction in the average quality of goods in the 

market and also a decrease in the market size. 

Akerlof discusses that in such situations government intervention into the 

market could be expedient to minimize informational asymmetries.151 Licensing 

would be an example. Doctors, lawyers, and even barbers are licensed so that 

consumers can know � without the need to conduct a costly research - that such a 

person has met minimal qualification to carry out her profession. This idea runs 

parallel to the regulation of insurance contracts. 

Akerlof describes institutions that may arise in markets to counteract 

information asymmetry without government�sponsored intervention, particularly 

brand names, guarantees, goods, and chains. For example, in choosing between a 

                                                      

151 Naturally, the idea that asymmetric information can justify government intervention is not original to 
Akerlof’s work. The originality of his work lay in how problems were articulated and in how new conceptual 
frontiers were explored. 
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roadside restaurant that offers “delicious homemade food” and a popular fast food 

chain restaurant, a customer might opt for the fast food because he knows exactly 

what he will get - fast, inexpensive food at acceptable standards of hygiene. In the 

fast food restaurant, the customer’s perceived risk of eating something below 

acceptable standards of hygiene is low in comparison with the family restaurant 

next door. The travelers then feel “insured” against the risk of getting sick as a 

result of the food he eats.152

 

(2) The “signaling” theory 

 

 Insurers will try to “narrow” the range in every pool of risks in order to 

decrease its aggregate risk. Insurance companies will classify drivers into “pools” 

and set premiums according to the probability that the average driver in each such 

pool will have an accident, so that, for example, young males pay higher premiums 

because on average they cause more accidents than young females. The gender 

and age of policy holders are “signs” to the insurance company that help predicting 

the correct risk level of insureds. That does not mean that every individual young 

male is a more careful driver than every young female, but it certainly means that 

on average young females are more careful. 

                                                      

152 Kim JoDene Donat, Engineering Akerlof Lemons: Information Asymmetry, Externalities, and Market 
Intervention in the Genetically Modified Food Market, 12 Minn. J. Global Trade 417, 2003 (explaining that chain 
recognition is one non�government solution to the information asymmetry problem a road traveler finds when 
looking for food, however, even this market�controlled solution is supported by government involvement in the 
form of trademark protection) 
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The signaling theory conceptually broadens the adverse selection problems 

existing in the insurance industry. In his seminal 1973 paper, Michael Spence 

suggested that two parties could circumvent the problem of asymmetric 

information by having one party send a signal that would reveal some piece of 

relevant information to the other party. That party would then interpret the signal 

and adjust his purchasing behavior accordingly — typically by offering a higher price 

than if he had not received the signal. 

Signalling is the idea that one party (the “agent”) conveys some meaningful 

information about itself to another party (the “principal“). Spence used this theory to 

study, among other things, the following question: if education is costly, why would 

individuals invest in acquiring more education? Becker had formalized his “human�

capital” theories153 based on the rather intuitive idea that education helps 

individuals to develop additional capacities, so employers will pay higher wages to 

educated individuals because these individuals tend to be more productive. But 

Spence’s theory is counterintuitive. It stresses that employees will invest in 

education as a means to signal the level of their skills to employers. Employers will 

pay higher wages to more educated employees because they can assume that the 

proportion of employees with high productive abilities is higher among the educated 

ones, as it is less costly for them to acquire education than it is for employees with 

low abilities. For Spence’s model to work, it is not even necessary that education 

                                                      

153 Becker 1964. 

                                                                                           Não citar / Please do not quote 78

http://en.wikipedia.org/wiki/Michael_Spence
http://en.wiktionary.org/wiki/principal


ARTIGO DIREITO GV (Working Paper) 6                                                                             Bruno M. Salama 

have any intrinsic value, so long as education can convey information about the 

sender (employee) to the recipient (employer). 

 Therefore, just like insurance companies do not know enough about their 

consumers, so employers know little about job applicants. In recruiting candidates 

employers will largely rely on signals that predict performance. Education can be 

easily summarized in a résumé and be handed in to a prospective employer, and it 

can cheaply signalize intelligence and other abilities that may needed by employers. 

Thus, education is a “good signal” because it indicates a characteristic that predicts 

accurately on average and is cheap to observe.154 When individuals wish to effect a 

transaction, asymmetries of information typically get in the and for this reason the 

parties will search for good signals that can minimize the uncertainty. Examples of 

good signals include the smell of a peach, the weight of a football player, the 

megahertz of a computer chip, the class rank of a law student, the rating of a bond, 

and the brand name of an automobile.155

 Spence’s “signalling” theory and Akerlof’s “lemons market” theory have 

been combined to explain a number of instances of social interaction, such as 

aspects of the labor markets. When an applicant goes for a job interview with a 

prospective employer, each possesses unique access to a certain set of useful 

information about the quality of their proposals. The employer has far better 

information about work conditions, such as ethical standards, risk of bankruptcy or 

                                                      

154 Michael Spence, Market Signalling: Informational Transfer in Hiring and Related Screening Processes, 
Harvard University Press, Cambridge, MA, 1974. 
155 Robert D. Cooter, Market Affirmative Action, 31 San Diego L. Rev. 133, 1994. 
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risk that the company will be acquired by an aggressive competitor who plans to lay 

off a number of people or reduce salaries. The employee holds superior information 

about his skills, ethics and long�term plans. Fearing strategic behavior on the other 

party, both employer and employee have reasons to believe the other party’s 

statements only up to a certain point. 

 In the course of such negotiations, should the employee require a “for�

cause” provision in the employment contract? A “for�cause” provision benefits the 

employee because it generally establishes that the employer can only fire the 

employee for one of the causes specified in the employment, such as ethical 

misconduct or insufficient effort at work. The employer, of course, would rather 

have an “at�will” provision whereby it can fire the employee for any reason or no 

reason. Requiring a “for�cause” provision engenders a signalling problem for the 

job applicant, because the employer may regard that request as a “sign” of low 

efforts or quality of the applicant.  

At least two types of workers will disproportionately value “just-cause” 

protection.156 Firstly, a relatively risk-averse individual who wishes to have a long-

term employment may seek just-cause protection as a form of “insurance” against 

future employer opportunism may accept to pay a reasonable price for this 

insurance (in terms of a wage reduction reflecting the added costs for the 

employer). This individual may nonetheless be equally likely to perform work of 

                                                      

156 Walter Kamiat, Labor and Lemons: Efficient Norms in the Internal Labor Market and the Possible Failures Of 

Individual Contracting, 144 U. Pa. L. Rev. 1953, 1996. 
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adequate quality. Secondly, an individual may value this protection precisely 

because he expects (or wishes to reserve an option) to underperform at the job in 

question and therefore hopes to take advantage of the costs that a just�cause 

clause would impose on employer efforts to police against shirking. Within 

Akerlof’s terminology, this latter employee is a “lemon.” 

 

(3) The “screening” theory 

 

 In ordinary parlance, the term screening indicates the investigation of a large 

number of something (especially as people or products) in search of a particular set 

of features. In airports, for instance, people are screened in the metal detector and 

products are x-rayed in search for guns, explosives, drugs, etc. In economics, the 

term “screening” designates yet another strategy used to explain actions taken to 

minimize the problem of adverse selection. 

Because of asymmetric information, individuals engaging in transactions will 

try to learn as much as they can about the other individuals involved. For examples, 

in order to narrow the “pool” of insureds, the insurers will “screen” their applicant. 

In so doing, they will rely in “signals” sent by applicants, such as age, sex, civil 

status, etc. The “screener” is the party that has less information and tries to rectify 

this asymmetry by learning what he can about the other parties.  

“Screening” is however distinguished from “signalling”, in that the latter 

implies that the informed agent moves first while the former highlights attempts to 
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gather information by the uninformed party. It is easy to identify screening behavior. 

Banks screen prospective borrowers to evaluate whether the individual is credit�

worthy or not; employers screen job applicants to try to find the more suitable 

candidates; even in flirting, individuals screen each other to avoid dating unwanted 

mates.  

 

V. Conclusion 

 

 Asymmetries of information engender certain institutional arrangements 

that have a parallel framework inside and outside of the insurance industry. Much 

of contract law can be understood as attempts to control problems of moral hazard. 

Contractual doctrines such as good faith and fair dealing, which are widely implied 

into contracts, provide general rules to deal with moral hazard based on intuitions 

about ethics and justice. Understanding the economics of insurance provides a 

useful framework for analyzing a huge number of situations in the economy and in 

the law, particularly in contract law. 
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