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ANNOUNCEMENTS

• Final HW due Friday at 11:45 PM

• Final Exam next Tuesday
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FINAL EXAM

• Final is NEXT Tuesday (May 14) from 6:30 to 8:30 PM in Anderson 330 

• If you need to take the makeup, you should have told the headgrader today...

• Resources:

• Q & A Sessions in Anderson 330 on Friday: 4-5:30 PM (my session) and 
6-7:30 PM

• Office Hours Wednesday (1-3 PM) and Thursday (10-Noon) in Hanson 
Hall 3-125 (can also go to TA extra hours)

• Visit Final Page on Moodle 
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FINAL EXAM

• Final is cumulative

• Test has 60-70 questions with ≈ 1/2 weight on old material 
(before week 12) and 1/2 on new material (week 12 and after)

• Old Material is taken directly from your old midterms

• Will also need to make sure you cover all the readings from 
the course 

• Bring pencils, ID, ruler 
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OUTLINE

• Evals

• Labor Market Discrimination

• Moral Hazard

• Adverse Selection

• Signaling and Screening (if time)

• Real applications (if time)
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BACK TO WAGE INEQUALITY

• We have shown that even in 
competitive labor markets, people with 
different skills can receive different 
wages

• Then, we saw how union (non 
competitive pricing) wages versus non 
union wages can also cause a 
divergence in wages

• But the impact of unions is decreasing

• What other factors should we 
consider?
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LABOR MARKET 
DISCRIMINATION
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LABOR DISCRIMINATION

• Suppose Donald and Herman have given up on starting businesses 
and are going back to the labor market

• They both have equal ability and are applying for a spot at one of 
two firms

• One of the firms is unbiased -- it will hire whoever is cheapest

• The other firm is biased 

• It refuses to hire attention queens so Donald is out of the running
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BIASED WAGE

• In equilibrium, it is likely that WDon < WHer 

• The biased firm knows it could hire Donald 
for a lower price than Herman but refuses to 
hire him!

• The demand for Donald’s labor is lower than 
the demand for Herman’s so we should 
expect (assuming their supply of work looks 
the same) Herman’s wage to be higher

• Notice in our example it is not possible for 
Herman to receive a lower wage; he can also 
apply to the firm that Donald is working at 
and receive that wage

Herman Labor Market

Wage
Donald Labor Market

Demand

Hours Worked

Wage

Hours Worked

Supply

Demand
WDon

WHer

Supply
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LONG RUN ADJUSTMENT

• While firm bias can persist in the short-run, we expect in the long-run 
discrimination will stop

• Why?

• Discriminating firms have to pay higher wages, and in the long-run these firms 
will be driven out of the market by lower cost firms

• So in the long-run only those firms that do not discriminate will survive

• If all firms are biased, we might have a problem...

• So if discrimination is from the firm, then we can the market to eliminate 
discrimination

10Wednesday, May 8, 13



CUSTOMER DISCRIMINATION

• What if customers refuse to buy from firms that employ Donald?

• In this case biased firms can charge higher prices without going out 
of business because customers do not simply look for the price

• In the long-run these firms will not be driven out of the market, as 
long as the wages they offer are the same as the other biased 
firms’

• So if discrimination is consumer-based market forces will not drive 
discrimination out of the market
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http://www.huffingtonpost.com/2012/11/12/macys-dump-trump-petition_n_2116619.html
http://www.huffingtonpost.com/2012/11/12/macys-dump-trump-petition_n_2116619.html


FIRM DISCRIMINATION

• Study of Swedish labor markets by Carlsson and Rooth 
(2007)

• Sent applications to 1552 job advertisements in Sweden; one 
set used Swedish names and the other Middle Eastern (with 
resumes otherwise the same)

• Callback rate for Swedish names was 50% higher

• The effect was most noticeable for lowest-level occupations 
that actually are more typically filled by immigrants
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CUSTOMER DISCRIMINATION

• “Hire American” or not using sweat 
shop labor is a type of 
discrimination

• One might make the argument that 
these types of firms will lose out in 
the long-run because of higher costs

• But the argument ignores the fact 
that this discrimination might be by 
the consumer and so these firms 
can charge a premium on price
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SUMMARY

• Firms make up demand and people make up supply in the labor market

• We typically assume that the competitive wage is equal to the value of the 
marginal product of labor (and that MPL is decreasing)

• In the US over the past 40 years we have seen an increase an income inequality 
and in the skill premium

• The rise in the skill premium can be partially explained by skill-biased technical 
change, a process through which new technologies are made to complement 
skilled labor (and substitute unskilled labor)

• Unions and discrimination can both cause wage to diverge from the competitive 
wage
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TOPIC 21
Asymmetric Information
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BIG PICTURE

• What problems arise when agents in an economy do not have 
the same information about the world?

• What is the difference between moral hazard and adverse 
selection and the issues that arise from each?

• How are signaling and screening used to improve information 
available in the market?

• How can lessons about moral hazard be used to study the 
subprime lending and sovereign debt crises? 
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PROGRESS SO FAR

• Started with a simple world (wonderful MacLand) in which the First 
Welfare Theorem held

• With no externalities and perfect competition, the free market is efficient

• With externalities we saw that the market was not efficient and we 
might need some sort of government to correct it

• With concentrated market power (monopoly) we again saw the market 
was not efficient, and the government might regulate

• The final frontier deals with issues of information and who has it
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ASYMMETRIC INFORMATION

• So far we have assumed that everyone in the market has the same information 
(in the simple case, what is the demand and supply curve)

• In real life, this is clearly not the case and some agents (like firms) might have 
more information than others (like consumers) 

• An economy with asymmetric information has agents have different 
information

• The situation also depends on what information is known to some and unknown 
to others

• There are two major flavors of asymmetric information: hidden action and 
hidden characteristics
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MORAL HAZARD
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HIDDEN ACTION IN INSURANCE

• The first case of asymmetric information is hidden action

• Hidden action: one agent does not necessarily know what the other is doing

• A common example is in insurance markets: 

• Let’s call the people buying insurance agents

• And the firms selling insurance principals

• Agents can take certain actions to reduce the chance of having an accident the 
insurance company would need to cover but the principal does not see these actions

• For example with car insurance, am I driving safely? Am I wearing a seatbelt...
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INSURANCE MARKETS

• Suppose for a building worth $500,000, 
a business has $1,000,000 in coverage - 
the building is very overinsured

• The company may not be particularly 
careful in maintaining the building

• When overinsurance leads agents to 
take actions the principal does not 
like, it is known as moral hazard

• Another example: maybe our cars are 
too safe for us to bother driving safely...

Not-so-reliant Robin
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http://www.youtube.com/watch?v=_bIn_ZgHJaE
http://www.youtube.com/watch?v=_bIn_ZgHJaE


EMPLOYMENT EXAMPLE

• Here, let the principal be the employer and the agent be the employee

• The employer cannot does not exactly know what the employee is doing at work 
and wants to make sure he does...

• The employer can fire the employee if he catches him not working

• Or the employer can set up the employee’s wage to help ensure he does not 
shirk on the job

• A flat wage might introduce a moral hazard problem because the employee 
gets the same wage regardless of how hard he works

• The idea of a commission salary over a flat wage is that the penalty for not working 
is now on the employee so the employee has strong incentives to work hard
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ADVERSE SELECTION
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HIDDEN CHARACTERISTIC

• The second case of asymmetric information is hidden 
characteristics

• A hidden characteristic: one person/firm knows 
something relevant about the world (with regard to the 
agreement they have) that the other does not know

• Suppose our agent is buying health insurance from a principal, 
but the agent knows a lot more about his own chance of 
getting ill than the insurance company does
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ADVERSE SELECTION
• Suppose the insurance company is offering different rates pending on your health history

• If you are more likely to get sick and need insurance, the company would like to charge 
more (and it probably needs to if it wants to make profit)

• But what if the insurance company cannot tell who is more or less likely to get sick?

• The company will charge rates in between what would be optimal to charge the healthy 
and unhealthy guy

• What’s the problem?

• The healthy guys won’t buy the insurance because it is too expensive to warrant buying it 
(remember they have a low risk of becoming sick)

• So the insurance company charges the lower rate but all of the customers are the “bad” 
type; this issue is known as adverse selection
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AND HEALTH REFORM

• One of the staples of President Obama’s healthcare 
reform is that insurance companies can charge 
different insurance rates based on pre-existing 
conditions

• So now even if the insurance companies would like 
to charge different rates to customers based on 
characteristics, they cannot

• This also leads to adverse selection just as if the 
characteristics were hidden

• BUT the Affordable Health Care Act has an 
individual insurance mandate so the healthy guys 
cannot stop buying insurance

• To oversimplify, the healthy guys are “subsidizing” the 
insurance company’s ability to pay for the 
procedures of unhealthy guys
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