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A Usual adverse selection argument: Pooling of risks implies
- higher risks buy more insurance
- lower risks buy less insurance
- raising pooled price of insurance
- lowering demand for insurance.

A Usually portrayed as a bad outcome!
- Both for insurers and for society.
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A In practice:
- EU ban on using gender in insurance underwriting
- Moratoria on the use of genetic test results in underwriting

A We argue that pooling implies:
- A shift in coverage towards higher risks
- Loss coverage can increase
- Good outcome from adverse selection!
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1. No adverse selection Weighted Loss

average coverage
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2. Some adverse selection Weighted Loss

N N average coverage
@) 2 & &
aga al!}: agf %ga

Pooled . 56%
premiums = 0.03
(H)

il (12 0.01+2 0.0}) ( (°001+2 .04
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3. Severe adverse selection Weighted  Loss
average coverage

premium

Pooled . 0.04 25%
premiums = 0.04

(13 0.04)
(8% 0.01 +2 9.0}
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A Consider individuals in a particular risk -group
A with probability of loss ‘o
A offered insurance at  premium rate “8

A proportional demand for insurance: Q°‘H

A Consider ¢ risk -groups where for eachrisk  -group 'Q phghB Fe:
- population proportion: N
- insurance demand: (* H )
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A 0 : Indicator of insurance purchase (1=purchase, 0 otherwise)

A 0 : Indicator of loss event (1= loss occurs, 0 otherwise)

A L :Premium offered ( “ = premiums on purchase, 0 otherwise)

A Expected premium income: 001

A Expected insurance claim: 00 0

A Market equilibrium: Oo0tL] ©OUL D
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At market equilibrium loss coverage IS defined as:
00U 0

Note: 0 0 p if anindividual both incurs a loss and has cover.

Loss coverage ratio Is defined as:_
5 Qv {
O ovo

where 'O 0 0 is the loss coverage under full risk - differentiation.
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A Iso -elastic demand: A ) ot (—)
A Fair - premium demand: (OGN D I
[ ( h)]

A Constant demand elasticity: _
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