
Behavioral Economics and Political Legitimacy Illustrated 



                         Wisdom from Casino Royale: 
 
Mercenary ruler:  “M. Le Chiffre, do you believe in God?” 
 

Le Chiffre:  “I believe in a reasonable rate of return” 

Efficient Insurance Markets 
1.  Symmetric Information with Congruent Preferences 
2.  Complete Stipulation of Contingent Alternatives 
3.  Property Rights Are Fully Allocated 
4.  Judicial Independence Arbitrates All Claims 
5.  Externalities Are Ruled Out Through Contracts  
6.  Competitive Insurance Markets Ensure Efficient Pricing 

Insurance Can Incorporate Risk to Achieve Economic Efficiency 



Markets Can Fail Under Informational Asymmetry 



Sources of Market Failure 

1.  Imperfect Competition 
2.  Externalities as Incomplete Markets 
3.  Adverse Selection 
4.  Moral Hazard 
5.  Behavioural biases 



Sources of Government Failure 

1.  “Too big to fail” Socializes Risk 
2.  Implicit Standards Send Inefficient Signals 
3.  Government Regulations Distort Responses to Risk 
4.  Government Spending also Can Distort Risk 

Responses 



Risk Management Choices (1):  
Moral Hazard in Seat Belt Safety Standards 



Risk Management Choices (2): 
Home Ownership Rates Under Asymmetric Information 



International Home Ownership Rates Differ Significantly 



Risk Management Choices (3): 
Alternative Pension Systems 



Risk Management Choices (4):  
Health Care 



Risk Management Choices (5): 
Asset Bubbles 



How much should we Backward Discount Past Behavior 
to Predict Future Asset Prices? 



Risk Management Choices (6): 
Sustainable Growth and Climate Change 



Evidence of Global Warming on Delmarva 



Global Climate Temperature Trend 


