
Competitive Insurance Markets



The MARKET For INSURANCE.

-

M
. Rothschild and 5

. Stiglitz RJE (1976) .

· A population of individuals for The risk of a wealth loss L

with probability pelo , 1) ; that is
,
face the lottery

#
W

&

- w - LP

·
Their prefernes are represented by a

Bermile uthil function

~ + M
,

such int hiso
,
u"co .

·
Them is a competitive infurence morect when frms offer policies
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I : Premium

D : Dedectible
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Preferences for insurance policies :
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In a CE a policy (I ,D) is subscribed only if
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Any fair odds policy different from

(ph ,
d) is upset by a policy (p1 + a , 0) , 200 ,

which makes profits
.



Averse Selection
-

A ssume bet for a frection XES ,
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If interna companian could recognite The individe of

enMu Eypa ,
The in a CE Reg will offer to

each type her full insurre fairoodds policy

What if infrnce compares cannot distinguish between

Esk - lu risk individuals ?

which policies will they offer in a CE ?

Will they offer a single /pooling) policy to both

types

Propeposition A CE in which the same polcy is

subscribed by both types (ie
., a pootiesequilibrina

does not exist
.



Pf

(a) Offering in single polic 10 .
1

-

is not
a

CE .

X
E

A
company offering

in FoL(pt)

yolicy (p + L+ 2
, 0)

~ ill affect all the

high risk individuals

protts . -and mare positive
*

N -L
- - - -

- -
- - - ·

S L
H

&

44
Note

.
It
may

alsoafrect
&

in low risk individeds.

Y Ya



(6) And oher fair odds

policy (p(-D) ,
D)
,
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A settratingequilibrium
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For this manu to be a CE
,
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Concesion

The EXISTENCE Of MARKETS WiTH DDVERSE SELECTION
I

Which Is a particular case of Asimetric Information
,

MAY MESULT IN PELFECTLY COMPETITIVE MANETS

Producing

=>
Inefficient outcomes

,

Or EVEN

- Cense to Exist Altogether !
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The Separating "MENU" FORMs A CE PROVIDED THE (EXP)

ULity of LOW MISK INDIVIDUALS OF THE POOLING

POLICT
, (p(x)L ,
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,
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(x) = z + y = E ,
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WHEN The Separating MENU IST a CE
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MAKING THE POOLING POLICY MANDATOR MAKES EVEMONE
-

RETTELL OFF .

& Ex
.

3a
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