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Insurance

• Some insurance contracts should be 
provided by the government or public 
corporations.

• Health insurance and unemployment 
benefits are provided by the government 
by Japan. Can we justify this?

• There are two information problems, 
adverse selection and moral hazard, with 
the insurance contract.
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Adverse Selection

• Insurance programs are more attractive to 
people who are risky and know that they are 
risky, than less risky people.

• If you expect that you will get cancer highly likely, 
you would like to buy a cancer insurance 
program.

• Therefore only high-risk customers want to 
purchase the insurance, the premium goes up, 
and the low-risk customers are not insured. 
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Moral Hazard

• The risk of losing your job is, by large 
parts, controlled by yourself. If you don’t 
work word, you can easily get fired and 
start living on insurance.

• If an unemployment insurance program 
were run by a private company, they 
would attract so many customers of low 
moral standard, and face a high risk of 
bankruptcy. 
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Compulsory Insurance

• The government of Japan obliges people 
to get in the National Health Insurance 
Program, in order to include more healthy 
and less risky people in the Program.

• All the employees are required to buy the 
unemployment insurance. Workers of high 
moral standard will be less likely to lose 
their jobs.
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Insurance Contract
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A Model of Insurance
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45 degree
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The Insurance Market

• If the insurance market is sufficiently 
competitive, new insurance companies 
enter the market until the profit equals 
zero. Then consumers fully insures himself.

• If the information is complete, that is, if the 
insurance company knows the risk 
probability of each consumer, the 
company offers a specified contract to 
each consumer.
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If information is complete, the insurance 
company can separate the market 
between high-risk and low-risk customers, 
by offering customized contracts.  



14

45 degree

w

Lw−
LHq πλλπ )1( −+=

State 1 (Good)

State 2 (Bad)

Low Risk 
Customers

High Risk
Customers

If information is asymmetric, the 
insurance company can offer only a 
uniform contract, with which the 
premium is the average of the 
probabilities of the two-type customers. 
Low-risk customers are only partially 
insured, while high-risk ones are over-
insured. 
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With the mixed contract,  the high-risk 
customers are better off than with the 
separate contract, because they can 
get positive expected returns under the 
low premium rate, which is an average 
of the high and low probabilities.
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With the mixed contract,  the low-risk 
customers are worse off than with the 
separate contract, because they can 
get negative expected returns under 
the low premium rate, which is an 
average of the high and low 
probabilities.
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If the insurance company offers a 
sufficiently high premium to get non-
negative profits, it might be the case 
that high-risk customers are fully 
insured, while low-risk customers 
purchase no. This case occurs 
because the insurance premium is too 
high for low-risk customers to buy an 
insurance contract with positive 
coverage. 
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Public Insurance
• In many advanced countries, health insurance 

and unemployment insurance are provided by 
the government. This fact is justifiable by 
Economics.

• In the market economy with asymmetric 
information in the sense that the insurer cannot 
fully observe each customer’s risk probability, 
the insurer offers a mixed contract across 
customers with different risks. 

• Low risk customers are not wiling to buy the 
mixed contract, because the insurance premium 
is too high. 
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Moral Hazard

• The probability of accidents can be, more or less, 
controlled by customers themselves.

• Once people buy a drivers’ insurance, there is 
few incentives for them to drive their cars safely, 
because the loss is generously covered by the 
insurance.

• Moral hazard itself does not hurt the insurance 
business. But, the existence of insurance is 
likely to make the society more risky.
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Questions
• Consider the recent aggressive business of 

American insurance companies in Japan (Alico, 
Aflac, etc.)

1. What type of customers do they attract by the 
advertisements to general public through TV?

2. Why are the TV CMs of Japanese insurance 
companies much less appealing?

3. How can you explain the American insurance 
companies’ sales strategy in terms of 
Economics?  


