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ÁUsual 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.

ÁUsually portrayed as a bad outcome!

-Both for insurers and for society.
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ÁIn practice:

-EU ban on using gender in insurance underwriting

-Moratoria on the use of genetic test results in underwriting

ÁWe argue that pooling implies:

-A shift in coverage towards higher risks

-Loss coverage can increase

-Good outcome from adverse selection!
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ÁConsider individuals in a particular risk -group

Åwith probability of loss ‘;

Åoffered insurance at premium rate “Ȣ

Åproportional demand for insurance: Ὠ‘ȟ“

ÁConsider ὲrisk -groups where for each risk -group Ὥ ρȟςȟȣȟὲ:

-population proportion: ὴ

- insurance demand: Ὠ‘ȟ“
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Áὗ: Indicator of insurance purchase (1=purchase, 0 otherwise)

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

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

ÁExpected premium income: Ὁὗɩ

ÁExpected insurance claim: Ὁὗὒ

ÁMarket equilibrium: Ὁὗɩ Ὁὗὒ
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At market equilibrium loss coverage is defined as:
Ὁὗὒ

Note: ὗὒ ρif an individual both incurs a loss and has cover.

Loss coverage ratio is defined as:

ὅ
Ὁὗὒ

Ὁ ὗὒ

where Ὁ ὗὒis the loss coverage under full risk -differentiation.
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ÁIso -elastic demand: Ὠ‘ȟ“ †

ÁFair -premium demand: Ὠ‘ȟ‘ †

ÁConstant demand elasticity:
ȟ

‗



Same Constant Demand Elasticity: ⱦ
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ÁPooled equilibrium premium: “ “ Ễ “ “Ȣ

“
В ‘

В ‘

ÁLoss coverage ratio:

ὅ
ρ

“

В ‘

В ‘

where  is the fair -premium demand share for risk -group Ὥ.


