
Exam
Name___________________________________

MULTIPLE CHOICE.  Choose the one alternative that best completes the statement or answers the question.
1) A key difficulty facing insurance companies is that drivers know more about how likely they are to have accidents than
do insurance companies. What is this phenomenon called? 1) _______

A) economic irrationality B) adverse selection
C) asymmetric information D) moral hazard

2) When people who buy insurance change their behavior after the purchase because they are protected from loss by the
insurance, the insurance market is said to face the problem of 2) _______

A) moral hazard. B) asymmetric information.
C) economic irrationality. D) adverse selection.

3)  An insurance company is likely to attract customers like Clancy who want to purchase insurance because he knows
better that the company that he is more likely to make a claim on a policy. What is the term used to describe the situation
above? 3) _______

A) economic irrationality B) moral hazard
C) asymmetric information D) adverse selection

4) Most economic models assume that 4) _______
A) buyers and sellers have the same amount of information about the product.
B) buyers and sellers have too little information about the product.
C) buyers have more information about the product they are buying than do sellers.
D) sellers have more information about the product they are selling than do buyers.

5) The term that is used to refer to a situation in which one party to an economic transaction has less information than the
other party is 5) _______

A) moral hazard. B) inefficient market hypothesis.
C) information disparity. D) asymmetric information.

6) Which of the following parties is likely to have the most information about a firm selling stocks and bonds? 6)
_______

A) the firm that is selling the stocks and bonds
B) an individual who is interested in purchasing the stocks and bonds
C) All parties in the financial market have access to the same level of information.
D) brokers who earn a living by recommending stocks and bonds to individuals purchasing financial assets

7) Buyers and sellers have complete knowledge about the product traded in 7) _______
A) the market for brand new BMWs.
B) the telecommunications market.
C) the market for used automobiles.
D) the market for the right to drill for oil on government land.

8) Asymmetric information is not a problem 8) _______
A) in financial market transactions.
B) when selling health or life insurance.



C) when buying a product from a perfectly competitive seller.
D) in the used car market.

9) What is adverse selection? 9) _______
A) It refers to the situation in which one party to a transaction takes advantage of knowing more than the other party to
the transaction.
B) It refers to the actions people take before they enter into a transaction so as to mislead the other party to the
transaction.
C) It refers to the private, self-interested actions people that people pursue, which when taken collectively leads to a loss
in economic surplus.
D) It refers to the actions people take after they have entered into a transaction that make the other party to the
transaction worse off.

10) Which of the following individuals is most likely to purchase a life insurance policy that pays out an annual income
beginning at a certain age until the individual's death? 10) ______

A) Alma, who expects to live a long life, based on her family history
B) Bradley who has six young children
C) Avril, a tax attorney who wants to avoid adverse selection
D) Ian, who expects to have a short life expectancy because of an illness

11) Consider a used car market in which half the cars are good and half are bad (lemons). A rational buyer in this market
should 11) ______

A) save up and buy a new car.
B) offer to pay a price somewhere between the price she would pay for a good car and the price she would pay for a
lemon.
C) offer to pay a price equal to the most she would pay for a lemon.
D) offer to pay a price equal to the most she would pay for a good car.

12) Consider a used car market in which half the cars are good and half are bad (lemons). If buyers are rational, the prices
being offered for used cars will result in 12) ______

A) a larger proportion of good cars being sold and consequently, consumer surplus is increased.
B) a larger proportion of lemons being sold and consequently, producer surplus is increased.
C) an equal proportion of a good cars and lemons being sold in an efficient market.
D) an equal proportion of good cars and lemons being sold in an inefficient market.

13) Consider a used car market in which half the cars are good and half are bad (lemons). Suppose the average price of a
good car is $9,000 and the average price of a lemon is $3,000. If rational buyers are willing to pay $6,000 for a used car,
then sellers will agree to sell mostly the lemons at this price. What is the term used to describe this situation? 13)
______

A) economic irrationality B) an efficient market
C) adverse selection D) moral hazard

14) Suppose that in a market for used cars, there are good used cars and bad used cars (lemons). Consumers are willing to
pay as much as $6,000 for a good used car but only $1,000 for a lemon. Sellers of good used cars value their cars at $5,000
each and sellers of lemons value their cars at $800 each. Buyers cannot tell if a used car is reliable or is a lemon. Based on
this information, what is the likely outcome in the market for used cars? 14) ______

A) Sellers of good used cars will incur losses.



B) Sellers of lemons will drop out of the market.
C) Used cars will sell for $3,000.
D) Sellers of good used cars will drop out of the market.

15) Adverse selection occurs in the market for used cars because used car buyers 15) ______
A) tend to have more accidents than new car buyers.
B) have less information than used car sellers.
C) have more information than used car sellers.
D) have less incentive to maintain the value of their cars than new car buyers.

16) If a buyer in an economic transaction has more information than the seller, the buyer benefits at the expense of the
seller.  This phenomenon is due to 16) ______

A) moral hazard. B) gains from trade.
C) adverse selection. D) economically irrational behavior.

17) Which of the following is a way by which adverse selection can be reduced in the used car market? 17) ______
A) offering a warranty on the cars sold
B) government regulation of the prices for used cars
C) sellers revealing the true condition of the car
D) buyers revealing how much they are willing to spend

18) Why are used car buyers willing to pay higher prices for cars purchased from used car dealers than when purchasing
seemingly identical cars from private individuals? 18) ______

A) Private individuals have less incentive to be honest in the hopes of getting the best price possible while used car
dealers rely on their reputation for continued sales and therefore are unlikely to overstate the true condition of the car.
B) Private individuals know less about cars and therefore are more likely to give inaccurate information than used car
dealers who have far more experience selling used cars.
C) This is evidence of economically irrational behavior - the perception that an item is of superior quality if it is sold in an
organized market.
D) There is a moral hazard problem here: private individuals are likely to overstate the true condition of their cars. Used
car dealers, on the other hand, do not face this problem.

19) One reason why adverse selection problems arise in health insurance markets is that 19) ______
A) the average age of citizens of the United States has increased in recent years, and will continue to increase over the
next 20 to 30 years. As older citizens retire, more and more of their medical bills will have to be paid by younger workers.
B) fewer men and women are choosing medical careers because of the increase in the cost of malpractice insurance.
C) because of advances in medical technology, people are living longer. These medical advances are costly and drive up
the price of insurance for everyone.
D) sick people are more likely to want health insurance than healthy people.

20) If a state requires all drivers to purchase auto insurance, insurance companies still face the problem of 20) ______

A) sunk costs. B) correctly pricing their insurance.
C) adverse selection. D) excess demand for their insurance.

21) The cost of group health insurance is lower than if an individual buys a policy on his own because 21) ______
A) it is easier for the company to deny claims from a large group.
B) the problem of adverse selection is reduced.
C) insuring a group eliminates the problem of buyers having more information than the seller.
D) moral hazard costs of a group tend to move to a low average.



22) Which of the following is not an advantage to an insurance company of insuring a large group of people for health
insurance? 22) ______

A) When all group members pay the premium, the problem of adverse selection is reduced.
B) The characteristics of a large group are likely to reflect those of the entire population.
C) It is easier to accurately predict the number of claims for a group than for an individual.
D) When all group members pay the premium, the problem of moral hazard is reduced.

23) Which of the following is not an advantage of risk pooling? 23) ______
A) Individuals who are insured and therefore do not have to pay the full cost of health care services may be inclined to
over-use those services.
B) It gives very sick people in the group the same access to health care and to pay the same premiums as healthy
individuals.
C) By insuring large groups as opposed to individuals, health insurance providers reduce adverse selection.
D) It is easier for an insurance company to estimate the average number of claims likely to be filed under a group policy
than it is to predict the number of claims likely to be filed under an individual policy.

24) In the United States, more than two-thirds of those who have health insurance are covered by 24) ______
A) private health insurance plans subsidized by the state.
B) government health insurance plans.
C) private health insurance plan purchased by the individuals themselves.
D) private health insurance plans provided by firms to their employees.

25) Suppose a large firm allows its employees to choose whether to participate in its health insurance plan. The firm is
trying to decide between two plans: Plan I has a low monthly premium but a high deductible, and Plan II has a high
monthly premium but a low deductible. Under which plan is adverse selection likely to be a bigger problem? 25)
______

A) Plan II because it is likely to draw employees who tend to over-consume health care services because of the low
deductible. Insurance companies are likely to end up paying out more claims than the premiums they collect.
B) Plan II because it is likely to draw participants who expect high medical costs. Healthy individuals who do not expect
to consume much health care services will not be willing to pay the high premiums.
C) Plan I because it is likely to draw participants who expect high medical costs. This group expects to consume much
health care services and therefore prefer low deductibles.
D) Plan I because it is likely to draw the relatively healthy employees who do not expect to spend much on health care.
Because the monthly premiums are low, the insurance company has to bear a bigger financial burden in the event of
serious illnesses.

26) In the United States, about 15 percent of the population is not covered by health insurance.  In this group, the
proportion of people between the ages of 18 and 24 is almost twice as large at about 28 percent. Which of the following
could explain why this is the case? 26) ______

A) Most of these individuals earn incomes below the poverty line.
B) Because of the problem of adverse selection, insurance companies sometimes offer health insurance policies at prices
higher than young, healthy people are willing to pay.
C) These are low-income individuals who do not qualify for Medicaid because of their age.
D) Because of the moral hazard problem (young people tend to be reckless), insurance companies offer health insurance
policies at prices higher than young, healthy people are willing to pay.

27) What is moral hazard? 27) ______
A) It refers to the actions people take before they enter into a transaction so as to mislead the other party to the



transaction.
B) It refers to the private, self-interested actions that people pursue, which when taken collectively leads to a loss in
economic surplus.
C) It refers to the actions people take after they have entered into a transaction that makes the other party to the
transaction worse off.
D) It refers to the situation in which one party to a transaction takes advantage of knowing more than the other party to
the transaction.

28) Health insurance companies impose deductibles on policies and co-payments on claims 28) ______
A) to reduces sunk costs. B) to increase sales.
C) to increase prices. D) to reduce moral hazard problems.

29) Automobile insurance companies have a problem with people who buy insurance and then drive recklessly or take
less care to avoid losses after being insured. In other words, the automobile insurance market is subject to 29)
______

A) adverse selection. B) asymmetric information.
C) market signaling. D) moral hazard.

30) If a fire insurance company requires firms buying fire insurance to install automatic sprinkler systems, the insurance
company is trying to reduce 30) ______

A) asymmetric information. B) the moral hazard problem.
C) sunk costs. D) the problem of adverse selection.

31) Which of the following is a problem that can develop only after the completion of an insurance policy transaction?
31) ______

A) adverse selection B) moral hazard
C) the winner's curse D) asymmetric information

32) In markets with asymmetric information, 32) ______
A) adverse selection causes moral hazard which in turn causes asymmetric information.
B) asymmetric information causes adverse selection and then it causes moral hazard.
C) moral hazard causes adverse selection which in turn causes asymmetric information.
D) asymmetric information causes moral hazard and then it causes adverse selection.

33) What do the following have in common?
a. Federal deposit insurance made savings and loans more willing to take on risky loans.
b. Federally subsidized flood insurance encourages citizens to build homes on flood plains.
c. Autos leased with service contracts tend to encourage those who lease to abuse their vehicles. 33) ______

A) the adverse selection problem B) the moral hazard problem
C) hedging ones bets D) the winner's curse

Article Summary

Home foreclosures are on the rise for a number of reasons, including increasing unemployment, predatory lending
practices and irresponsible borrowing.  With some foreclosures, particularly those where the borrowers made small
down payments, homeowners walked away from their mortgages if their homes were not worth the amount they
borrowed. In an attempt to reduce the number of foreclosures, two new federal programs have been introduced to
help both lenders and borrowers. One program, designed for borrowers who have either defaulted or are close to



defaulting on their mortgages, offers to pay lenders to reduce homeowners' monthly payments and provides the
homeowners with up to $5,000 in free home equity if they do not fall behind on their payments. The other program,
which involves no special federal subsidies, makes it easier for homeowners who are not behind in their payments to
obtain government-backed refinancing. Refinancing will reduce mortgage payments and give homeowners a bigger
incentive to hang on to their investments until housing prices rebound.

Source: "Keeping those keys," Los Angeles Times, April 11, 2009.

34) Refer to the Article Summary. The refinancing proposal which involves no special federal subsidies would not use tax
dollars to address the issue of foreclosures and therefore, compared to the first proposal, faces a smaller degree of 34)
______

A) adverse selection. B) government scrutiny.
C) moral hazard. D) asymmetric information.

35) Refer to the Article Summary. Mortgage lenders face ________ when making decisions on who to approve and who
not to approve for mortgage loans. 35) ______

A) the principal-agent problem B) moral hazard
C) adverse selection D) the winner's curse

36) A pay-as-you-drive insurance plan would allow insurance companies to obtain better information about the relative
risk of insuring different drivers and should therefore 36) ______

A) increase the supply of insurance in the market.
B) increase the demand for insurance in the market.
C) decrease the supply of insurance in the market.
D) decrease the demand for insurance in the market.

37) A pay-as-you-drive insurance plan would allow insurance companies to obtain better information about the relative
risk of insuring different drivers. This should ________ the price of insurance policies and ________ the quantity of
insurance policies written. 37) ______

A) decrease; decrease B) decrease; increase
C) increase; decrease D) increase; increase

38) A pay-as-you-drive insurance plan would allow insurance companies to obtain better information about the relative
risk of insuring different drivers and should therefore 38) ______

A) significantly reduce the winner's curse in the insurance market.
B) reduce the problem of adverse selection.
C) increase the amount of asymmetric information in the market.
D) elevate the moral hazard problem.

TRUE/FALSE.  Write 'T' if the statement is true and 'F' if the statement is false.
39) An economically efficient equilibrium can be reached even when a buyer and seller in a market transaction have
different amounts of information about the quality of the good being traded. 39) ______

40) One effect of adverse selection in a market is that the equilibrium quantity of the product may
be smaller than it would have been if there were no information problems. 40) ______



41) If a state requires all drivers to buy auto insurance, the problem of adverse selection is eliminated. 41) ______

42) Health insurance companies impose deductibles on policies and co-payments on claims to reduce the problem of
adverse selection. 42) ______

SHORT ANSWER.  Write the word or phrase that best completes each statement or answers the question.
43) What is adverse selection? 43)  _____________

44) Suppose you see a 2006 Scion xB Sport Wagon advertised in the local newspaper for $8,500. If you knew the car was
reliable, you would be willing to pay $10,000 for it. If you knew the car was unreliable, you would only be willing to pay
$5,500 for it. Under what circumstances should you buy the car? 44)  _____________

45) Suggest three ways by which health insurance companies can reduce adverse selection? 45)  _____________

46) What is moral hazard? 46)  _____________

ESSAY.  Write your answer in the space provided or on a separate sheet of paper.
47) Explain why asymmetric information exists in the following situations. Explain the consequences of asymmetric
information in these situations.
a. The sale of life insurance
b. The sale of used computers
c. Hiring someone to manage the condominiums you own

MULTIPLE CHOICE.  Choose the one alternative that best completes the statement or answers the question.
48) How does asymmetric information in financial markets result in mostly large corporations, as opposed to small firms,
raising funds in these markets? 48) ______

A) To protect investors from the higher risk that comes with asymmetric information, government regulators allow only
firms beyond a certain net worth to participate in financial markets.
B) In large corporations, the board of directors are held accountable for the accuracy of information provided but small
firms participating in financial markets do not have to disclose financial information.
C) Because investors cannot distinguish between well-run and poorly-run firms, they rely on information provided by
investment analysts. These professionals are more likely to track the financial health of large corporations as opposed to
small firms.
D) Asymmetric information raises the cost of selling stocks and bonds in financial markets and large corporations are
better able to absorb these costs than small firms.

49) Which of the following describes the moral hazard problem in financial markets? 49) ______
A) Potential buyers of financial assets cannot tell the difference between well-run and poorly-run firms.
B) Buyers of stocks and bonds issued by corporations are not able to monitor the firm's management.
C) Once a firm successfully raises funds, it can spend the funds in ways that reduce profits.
D) Only poorly-run firms seek to raise funds by selling stocks and bonds in financial markets; well-run firms are able to
raise funds through financial intermediaries.

50) Which of the following was the impetus that led to the establishment of The Securities and Exchange Commission
after the stock market crash of 1929? 50) ______

A) the realization that financial markets are inherently risky
B) that too many large corporations engaged in activities that exacerbated the moral hazard problem



C) auditors had not used accepted accounting procedures
D) stock owners' complaints that firms they had invested in had not provided them with accurate financial information

51) The Securities and Exchange Commission (SEC) requires 51) ______
A) buyers to disclose the quantity of stocks and bonds they wish to purchase and why.
B) that all firms register the stocks and bonds they wish to sell with the SEC.
C) that all potential buyers of stocks or bonds be registered with the SEC.
D) that prices on stocks and bonds must first be approved by the SEC.

52) The Securities and Exchange Commission (SEC) requires 52) ______
A) buyers to disclose the quantity of stocks and bonds they wish to purchase and why.
B) that all potential buyers of stocks or bonds be registered with the SEC.
C) firms selling stocks and bonds to provide potential investors with a prospectus containing all relevant financial
information about the firm.
D) that prices on stocks and bonds must first be approved by the SEC.

53) The Securities and Exchange Commission requires that firms register stocks or bonds they wish to sell with the SEC,
and that firms must also provide potential investors with a prospectus that contains all relevant financial information on
the firms. These requirements have 53) ______

A) decreased adverse selection and moral hazard and increased the number of firms that have been able to raise funds by
selling stocks and bonds.
B) decreased adverse selection, increased moral hazard and increased the number of firms that have been able to raise
funds by selling stocks and bonds.
C) decreased adverse selection and moral hazard and decreased the number of firms that have been able to raise funds by
selling stocks and bonds.
D) increased adverse selection and moral hazard and increased the number of firms that have been able to raise funds by
selling stocks and bonds.

54) The Securities and Exchange Commission's regulation of financial markets 54) ______
A) has eliminated the problem of asymmetric information in financial markets.
B) has eliminated the problem of asset market risk.
C) has reduced but not eliminated the problem of asymmetric information in financial markets.
D) has reduced the problem of asymmetric information  and eliminated the moral hazard problem.

55) The steep decline in stock prices from 2000 to 2002 was caused by 55) ______
A) the stock market boom in the late 1990s which made many investors less cautious in their financial investment choices.
B) a long period of unemployment.
C) the fact that most asset owners moved their funds out of stocks and into bonds.
D) the fact that most assets owners moved their funds out of stocks and into real estate.

56) A publicly traded corporation allows its top executives to spend huge amounts of the firm's money for personal
expenses. This is an example of 56) ______

A) adverse selection. B) moral hazard.
C) the winner's curse. D) the principal-agent problem.

57) A fraudulent investment operation that pays existing investors with funds from new investors rather than from any
actual profit earned from investment is commonly known as a(n)57) ______

A) Ponzi scheme. B) asymmetric hustle.
C) winner's curse. D) SEC subterfuge.



58) At the time of his arrest for investment fraud, Bernie Madoff estimated that total losses to his investors could be as
much as 58) ______

A) $200 million. B) $1 billion. C) $10 billion. D) $50 billion.

59) The Bernie Madoff case was a good indicator to investors that they need to be sure they understand how their funds
are being invested in order to cope with 59) ______

A) adverse selection. B) SEC regulations.
C) the winner's curse. D) moral hazard.

60) Many firms provide information about their plans and financial health to investment analysts who have no stake in
the firm.  Why would firms divulge such secrets? 60) ______

A)  Firms hope to reduce the adverse selection problem by increasing the amount of information.
B)  Firms hope to reduce the moral hazard problem by increasing the amount of information.
C) Providing more information allows buyers to avoid the winner's curse.
D) Firms hope to mislead their rivals to gain a competitive edge by feeding objective investment analysts with
information.

61) After the countries of Eastern Europe transitioned from Communism to the market system, they tried to set up stock
and bond markets.  Most of these markets have remained very small, with few firms being able to find buyers for their
stocks or bonds. One economist remarked that the reason these financial markets have been unsuccessful is that "the
lemons problem has been too great." What is the "lemons problem" in these financial markets? 61) ______

A) The problem that arises when potential investors adopt a wait-and-see attitude, thereby postponing their investment
decisions.
B) The problem that manifests when the firms that most want to sell stocks or bonds to investors are those firms that
investors are least likely to want to invest in if they had accurate information about the firms' financial affairs.
C) The problem that manifests when potential investors are risk averse to the point where their behavior creates an excess
supply in the market.
D) The problem that manifests when potential investors who cannot distinguish between successful firms and
unsuccessful firms choose to limit the amount of money they are willing to invest.

TRUE/FALSE.  Write 'T' if the statement is true and 'F' if the statement is false.
62) One problem investors face in financial markets is the ability to distinguishing between well-run and poorly-run
firms. 62) ______

63) Providing information to investment analysts is a way by which publicly traded firms can increase the amount of
information available to investors. 63) ______

64) When the Federal Reserve lowered the federal funds rate in September 2007 amidst the sub-prime lending market
crisis, some critics accused the Fed of encouraging people to take foolish risks and needlessly protecting them from harm.
The critics are accusing the Fed of creating moral hazard.64) ______

SHORT ANSWER. Write the word or phrase that best completes each statement or answers the question.
65) How does asymmetric information impact financial markets? 65)  _____________



66) What is the Securities and Exchange Commission and why was it founded? 66)  _____________

ESSAY.  Write your answer in the space provided or on a separate sheet of paper.
67) Because corporations are not obligated to pay shareholders dividends and the prices of stocks fluctuate, stocks are a
riskier investment than bonds. Corporations are obligated to pay the interest and principal on their bonds, and if a
corporation files for bankruptcy it must pay bondholders and other creditors with the proceeds of the sales of its assets
before stockholders are paid.  Does this mean that adverse selection and moral hazard pose problems for investors who
purchase stocks but not for investors who buy bonds?

MULTIPLE CHOICE.  Choose the one alternative that best completes the statement or answers the question.
68) What is the principal-agent problem? 68) ______
A) It is a problem that exists when a person (principal) has more information about the task than the agent he hires to
perform the task.
B) It is a problem caused by agents pursuing their own interests rather than the interests of the principals who hired them.
C) It is a problem caused by a person (principal) who hires an agent to act on his behalf but is unwilling to delegate
authority to the agent to carry out the task in the best possible way.
D) It is a problem of the power system of boss and subordinate where the boss (principal) exerts influence over his
subordinates (agents) using punishment or threat.

69) Which of the following does not describes a principal-agent problem that might exist between management and
workers? 69) ______

A) George Quigley, an executive at Dunder Miflin, is more interested in using his position to pursue his political ambition
than to promote the interest of the firm's shareholders.
B) A finance company that charges above market interest rates on loans tend to attract customers with bad credit and a
high probability of default.
C) Hadley works as a clerk in an accounting firm which does not monitor its workers closely. She spends a good portion
of her day playing solitaire on the computer instead of posting accounts payables.
D) Anya, an immigrant from Bosnia, hires a lawyer to help her through her permanent residency application. Her lawyer
misses a filing deadline because she was working on an unrelated high profile case.

70) Which of the following is a moral hazard behind the principal-agent problem that might exist between management
and workers? 70) ______

A) After agreeing to work for a given wage, management reneges on its agreement
B) Once hired, workers may shirk their duties and not work hard.
C) Management does not adhere to safety guidelines and thereby put workers at risk.
D) Workers' goals differ from their employers' goals.

71) In the principal-agent relationship, the agent is 71) ______
A) the person who is placed in control over resources that are not his own, with a contractual obligation to use these
resources in the interests of some other party.
B) the person who is placed in control over resources that are not his own and agrees to compensate the resource owner in
the event of outcomes that do not satisfy the resource owner.
C) the person who places his resources in professional hands in exchange for the professional's promise to act on the
resource owner's behalf.
D) the owner of a resource that has hired another party to act on his behalf.

72) All of the following are techniques commonly used to overcome the principal-agent problem except 72) ______

A) instituting a commission-based compensation scheme for salespersons.
B) awarding profit-sharing bonuses for management.



C) increasing the amount of autonomy for agents to encourage ethical behavior.
D) mandating accountability, for example, requiring a firm's board of directors to certify the accuracy of its public
accounts.

73) In the principal-agent relationship, the principal is 73) ______
A) the person who is placed in control over resources that are not his own and agrees to compensate the resource owner
in the event of outcomes that do not satisfy the resource owner.
B) is the person who places his resources in professional hands in exchange for the professional's promise to act on the
resource owner's behalf.
C) the person who is placed in control over resources that are not his own, with a contractual obligation to use these
resources in the interests of some other party.
D) the owner of a resource who instructs others to carry out his instructions.

74) Management can ensure that workers do not shirk their obligations to the firm by 74) ______
A) adopting an honor system which assumes that workers are motivated on their own.
B) hiring only highly-productive workers and paying them the going market wage.
C) threatening to withhold wages if workers do not complete assigned tasks.
D) monitoring workers closely.

75) Which of the following will give workers the most incentive to shirk their responsibilities? 75) ______
A) instituting a system of compensation that is not tied to performance but rather to length of service
B) paying an efficiency wage
C) increasing the value of the job to them, relative to other jobs they could hold
D) instituting a seniority system under which productive workers who have been with the firm longer receive higher pay
and other benefits, such as a longer paid vacation

76) An efficiency wage is 76) ______
A) the lowest wage at which a firm can hire workers.
B)  less than the market equilibrium wage.
C) greater than the market equilibrium wage.
D) equal to the market equilibrium wage.

77) What is the rationale behind a seniority system in which workers' wages and other benefits rise with a worker's tenure
in the firm? 77) ______

A) the belief that a person is more likely to commit herself to a company for the rest of her career if there exists some form
of guarantee that her salary and status in the company will rise with time
B) the recognition that senior workers have "paid their dues" to the firm and justly deserve to reap the rewards of their
long years of high performance
C) to acquire the reputation that the corporation is committed to a "lifetime employment system" under which the firm
guides a worker's career development over the long term.
D) to retain and attracts high performers while discouraging low performers

78) Consider an automobile manufacturer who adopts a profit-sharing compensation system for its assembly-line
workers. Workers receive a wage of $15 per hour and in addition, the workers would divide among themselves a share of
the firm's profit. Which of the following is a disadvantage of this compensation system? 78) ______

A) The firm's labor costs tend to fluctuate with the level of economic activity: higher during periods of  prosperity and
lower during recessions.
B) Any individual worker's increase in effort is likely to have a small effect on overall profits and hence a small effect on
that worker's pay.
C) There could be greater emphasis on team cooperation rather than individual performance.



D) Employees could earn below average wages during recessions but are more likely to keep their jobs.

79) Consider an automobile manufacturer who adopts a profit-sharing compensation system for its assembly-line
workers. Workers receive a wage of $15 per hour and in addition, the workers would divide among themselves a share of
the firm's profit. Which of the following is an advantage of this compensation system? 79) ______

A) If a single individual worker shirks, it is likely to have a small effect on overall profits and hence not damaging to the
firm.
B) It aligns the firm's goals with that of its workers' goals.
C) There could be greater emphasis on team cooperation rather than individual performance.
D) Since a worker's compensation depends on the firm's profits, all workers are likely to work equally hard.

80) In the market for restaurant servers, tips 80) ______
A) reduce the principal-agent problem by giving servers an incentive to provide good service.
B) compensate a server for the efficiency wage paid by the employer
C) allow employers to identify the highly productive servers from the unproductive ones.
D) increase the principal-agent problem because not everyone (for example, dishwashers and busboys) receives an equal
share of the tips.

81) Colleges and universities grant tenure to many professors, making it virtually impossible to fire them after they have
worked there for six or seven years. How can the tenure system lead to adverse selection? 81) ______

A) A tenured faculty member can reduce his productivity considerably without being fired.
B) The system encourages people who value job security the most to apply for these jobs, even though they may not
necessarily enjoy teaching as a career.
C) Because of the job security the tenure system provides, it tends to primarily attract those people who want to adopt
controversial teaching methods and research topics.
D) Because of the job security the tenure system provides, academic institutions can attract highly talented people and
pay lower salaries compared to the amount that faculty could earn in other occupations.

82) Colleges and universities grant tenure to many professors, making it virtually impossible to fire them after they have
worked there for six or seven years. How can the tenure system lead to moral hazard? 82) ______

A) A tenured faculty member can reduce his productivity considerably without being fired.
B) Because of the job security the tenure system provides, it tends to primarily attract those people who want to adopt
controversial teaching methods and research topics.
C) Because of the job security the tenure system provides, academic institutions can attract highly talented people and
pay lower salaries compared to the amount that faculty could earn in other occupations.
D) The system encourages people who value job security the most to apply for these jobs, even though they may not
necessarily enjoy teaching as a career.

83) Suppose the going wage for commercial and residential cleaners is $12 per hour. The Clean Town Crew, a commercial
and residential cleaning service decides to pay its workers $15 per hour. How will this higher wage affect the firm's
profits? 83) ______

A) The firm's profits will fall because over time the efficiency wage ($15) will become the market wage and to continue to
attract the more talented workers, the firm will have to continually increase its labor costs.
B) The firm's profit must rise; otherwise the firm has no incentive to pay above the going wage rate.
C) The firm's profits will rise because the above equilibrium wage will draw high productivity workers, lead to lower
absenteeism and worker turnover, and therefore lower labor training costs.
D) It depends on how workers respond to the higher wages. If productivity gains exceed the increased labor costs, profit
will rise, but if the higher wages do not result in an appreciable increase in productivity, profit falls.



TRUE/FALSE.  Write 'T' if the statement is true and 'F' if the statement is false.
84) One disadvantage of a seniority-based salary system in public education is that since compensation is not tied to
performance but rather on length of service, individual teachers have a reduced incentive to innovate or excel in the
classroom. 84) ______

85) From a firm's point of view, the adverse selection problem is that once it has hired a worker, the worker has an
incentive to work hard only if monitored. 85) ______

86) The Executive Building Company is planning to hire architects and advertises that it pays above the average salary for
architects. The company is likely to attract a larger number of qualified workers than it wishes to hire. 86) ______

SHORT ANSWER.  Write the word or phrase that best completes each statement or answers the question.
87) What is an efficiency wage? 87)  _____________

ESSAY.  Write your answer in the space provided or on a separate sheet of paper.
88) A majority of the casinos in Las Vegas no longer allow dealers to keep the tips given to them, but instead have
instituted a policy of tip-pooling where all tips given to dealers are pooled together and distributed evenly among all the
dealers. How would the tip-pooling system affect the productivity of the dealers? Will this policy require less monitoring
or more monitoring of the dealers?

SHORT ANSWER.  Write the word or phrase that best completes each statement or answers the question.
89) Identify three ways by which an employer can give workers an incentive not to shirk their obligations at work.

89)  _____________

90) Which of the two compensation systems—paying sales people a fixed salary or a commission on each item
sold—would earn a clothing store higher profit?  Explain your answer. 90)  _____________

MULTIPLE CHOICE.  Choose the one alternative that best completes the statement or answers the question.
91) What is the winner's curse? 91) ______
A) It is the phenomenon that the person who has the least information about a product's value is most likely to submit the
winning bid.
B) It is the phenomenon that winning bids in an auction are subject to higher taxes than if the item was purchased in a
private sale between a buyer and a seller.
C) It is the phenomenon that participants in an auction tend to bid just a little bit less than the perceived value of the item
because of incomplete information, thus the seller ends up worse off than the buyer.
D) It is the idea that the winner in certain auctions may have overestimated the value of the good, thus ending up worse
off than the losers.

92) When the U.S. government auctions off land for oil drilling, the auction's winners may bid a price that is higher than
the value of the oil sold from the land. The reason for this is 92) ______

A) the winners use the auction as a "loss leader" - they want to receive preferential treatment from the government in
future auctions.
B) the winners want to use the cost of the land to reduce their tax obligations, rather than to make a profit from selling oil.
C) the motive for the winners is to deprive other firms from having access to the land, rather than to make a profit from
selling oil themselves.



D) neither the government nor those who bid on the land know with certainty how much oil is in the land.

93) In an auction for a common-value asset, each of the firms that bid attempt to estimate the value of the asset using the
best available information. Which of the following is most likely to be closest to the true value of the asset? 93)
______

A) The second highest bid; the "winner's curse" will cause the highest bid to be greater than the true value of the asset.
B) The lowest bid; the "winner's curse" will cause the highest bid to be greater than the true value of the asset.
C) The winning bid, since it must have been based on better information than the information available to those who
made losing bids.
D) The average bid; some bidders are likely to overestimate the value of the asset while other bidders will underestimate
the value of the asset.

94) The winner's curse is a phenomenon that occurs in 94) ______
A) private-value auctions where all buyers have incomplete information.
B) private-value auctions where buyers and sellers have different information
C) common-value auctions where only some buyers have incomplete information.
D) common-value auctions where all buyers have incomplete information.

95) The severity of the winner's curse 95) ______
A) decreases with the number of bidders because the more bidders, the greater the probability that some of them have
underestimated the auctioned item's value.
B) increases with the number of bidders because the more bidders, the lower the probability that some of them have
overestimated the auctioned item's value.
C) increases with the number of bidders because the more bidders, the greater the probability that some of them have
overestimated the auctioned item's value.
D) decreases with the number of bidders because the more bidders, the lower the probability that some of them have
overestimated the auctioned item's value.

96) Consider a common-value asset auction where all bidders have incomplete information. Which of the following is
true?
a. Each participant expects to derive the same rate of return from the investment.
b. Each participant is unsure of the asset's value.
c. Each participant is likely to overestimate the asset's value.
d. Each participant is likely to underestimate the asset's value. 96) ______

A) Statements a, b, and c are true statements.
B) Statements a and b are true statements.
C) Only statement b is a true statement.
D) Statements a, b, and d are true statements.

97) Consider a common-value asset auction where all bidders have incomplete information. If bidding is competitive, the
average bid is likely to 97) ______

A) be submitted by participants with market power.
B) overestimate the value of the asset.
C) reflect the true value of the asset.
D) underestimate the value of the asset.

98) Consider a common-value asset auction where all bidders have incomplete information. If bidding is competitive, the
winning bid is likely to 98) ______



A) overestimate the value of the asset.
B) underestimate the value of the asset.
C) reflect the true value of the asset.
D) be submitted by participants with market power.

99) A savvy bidder on a common-resource asset can reduce the chances of a winner's curse by 99) ______
A) trying to convince other bidders the asset is more valuable than it is.
B) making a low bid and then offering to buy the asset from the winner after the winner's curse is realized.
C) making a low bid below the perceived value of the asset.
D) trying to convince other bidders that he knows more than they do about the value of the asset.

100) Three Atlantic Richfield engineers examined bidding in government auctions of oil fields, which frequently resulted
in the "winner's curse" - winning auction bids that exceeded the value of the oil recovered from the fields. Two
conclusions resulted from this examination. One of these conclusions is 100) _____

A) the greater the financial resources of the winning bidder, the greater the difference between the price paid for the oil
fields and the profits received from selling oil from the fields.
B) the winning bidder in one auction is frequently the winning bidder in other auctions.
C) in competitive bidding, the winner tends to be the bidder who most overestimates the true value of the oil fields.
D) the greater the number of bidders, the greater the difference between the price paid for the oil fields and the profits
received from selling oil from the fields.

101) Some economists have studied the process that men and women use to choose a marriage partner. One result of
these studies is that the winner's curse can apply to marriage 101) _____

A) when one marriage partner owns common-value resources that the other marriage partner cannot accurately value.
B) when one person overestimates the value of the other person as a marriage partner.
C) when two partners marry for financial reasons only.
D) when one marriage partner is much wealthier than the other marriage partner; there is a high probability that this
marriage will end in divorce.

102) Why do economists believe that some failed marriages can be explained by the winner's curse? 102) _____
A) It is difficult to determine how good a marriage partner will be until you are actually married to this person.
B) Marriage partners often fail to discuss whether they both want to have children before they marry.
C) Many people who delay marriage to pursue their careers make hasty decisions in the future to marry before they are
too old to have children.
D) Many people who are "winners" in business are prone to make marriage decisions in the same way that they make
business decisions.

103) The winner's curse does not apply to the auction of a private-value asset because 103) _____
A) auctions of these assets are perfectly competitive.
B) the value of the asset to each bidder depends on the bidder's own preferences.
C) these auctions are conducted privately, not publicly.
D) each bid in this type of auction is the result of positive economic analysis rather than normative economic analysis.

104) Suppose a guitar that was once owned by a famous rock star is being auctioned. You desire the guitar and place a
higher monetary value on the guitar than many others. You win the bid on that guitar and subsequently discover (from
Guitar World magazine) that you have paid above the market value of the guitar. In this case, you 104) _____

A) are a victim of the winner's curse.
B) are a victim of adverse selection.
C) are not a victim of the winner's curse because the guitar is a private-value item.



D) are a victim of moral hazard.

105) After playing for six years in the major leagues, baseball players are free to sign a contract to play for any team.  In
this situation, players often sign a contract to play for several years with the team that offers them the highest salary.
Consider two baseball players, Joe and Sam.  Joe is a minor star who performs at about the same level each year. Sam's
performance has been more uneven: Some years, he seems like one of the best players in baseball, but in other years, his
performance has not been very good. Suppose Joe signs with the Cleveland Indians and Sam signs with the Cincinnati
Reds. Three years later, which team is likely to be more satisfied that the player it signed played well enough to justify his
salary? 105) _____

A) Both teams are likely to incur a financial loss from their investment in the players because both teams are victims of the
winner's curse.
B) Cincinnati, because given Sam's uneven performance, the team would have most likely undervalued Sam's worth.
Therefore, over a three-year period, it is likely that the team earned an above average return on its investment in Sam.
C) Both teams are likely to be equally satisfied because they had the same information about the performances of the two
players.
D) Cleveland, because it is easier to estimate a player's worth if his performance is relatively consistent. Therefore, it is
likely that Cleveland paid Joe a salary commensurate with his skills.

106) Suppose you auction a $100 bill instead of a jar of coins, the value of which is unknown. Which of the following is a
likely result of your auction? 106) _____

A) The winning bid is likely to underestimate the value of the bill.
B) The winner's curse does not apply.
C) The winner's curse can still apply if bidders compete aggressively for the $100 bill.
D) The bids are likely to be more widely dispersed.

TRUE/FALSE.  Write 'T' if the statement is true and 'F' if the statement is false.
107) The winner's curse occurs in auctions of common-value assets that would be given the same value by all bidders if
they had perfect information. 107) _____

108) The winner's curse, when applied to baseball, refers to the situation where teams have to make assessments about the
expected performance of players they sign and about the financial gain they can expect to see from that performance.

108) _____

109) A consequence of the winner's curse is that by overestimating the value of the asset, the winning bidder is likely to
reap lower-than-expected profits or incur a loss in the venture. 109) _____

SHORT ANSWER.  Write the word or phrase that best completes each statement or answers the question.
110) Explain the winner's curse. 110)  ____________

111) How might the winner's curse work in the marriage market? 111)  ____________

112) Does the winner's curse apply to all auctions? Explain your answer. 112)  ____________

113) How does the amount of information available to bidders affect the size of bids on a common-value asset such as a
government oil field? How will this affect the amount of revenue the government receives from the auction? 113)
____________



1) C
2) A
3) D
4) A
5) D
6) A
7) A
8) C
9) A
10) A
11) B
12) B
13) C
14) D
15) B
16) C
17) A
18) A
19) D
20) B
21) B
22) D
23) A
24) D
25) B
26) B
27) C
28) D
29) D
30) B
31) B
32) B
33) B
34) C
35) C
36) A
37) B
38) B
39) FALSE
40) TRUE
41) TRUE
42) FALSE
43) Adverse selection refers to a situation where one party to a transaction takes advantage of the fact that she has more
information than the other party to the transaction.
44)  Because of the lemons problem you should buy the car only if the advertisement is placed by a car dealer with a
good reputation or by an individual you know well enough to trust, if you can cheaply determine that it isn't a lemon (for
example, by an inspection), or if you'll receive a solid warranty against defects.
45)  Some ways by which insurance companies can reduce adverse selection are:
1. finding out as much information about a person applying for insurance, for example requiring a medical
examination
2. refusing to insurance some applicants, for example based on prior health conditions



3. by insuring only large groups of people
46) Moral hazard is a tendency for people to act in risky and reckless ways if they know that others will bear the burden
of most or all of any bad consequences.
47) a. Individuals know more about the health risks from their habits and lifestyles than insurance companies do. The
consequence of this is adverse selection: people with a greater risk of death are those most likely to buy life insurance.
b. Owners of used computers know more about the characteristics of their computers than do potential buyers. The
consequence is adverse selection: buyers fear buying defective computers which means that owners of reliable used
computers will not be able to sell their products at the prices they want to charge. This will result in dealers dropping out
of the market. Another consequence is that some buyers interested in buying reliable computers will avoid the used
computer market.
c. The property manager acts as your agent since he is performing a service on your behalf. Because you, the principal,
cannot perfectly monitor the agent's behavior, the agent has an incentive to use less effort in performing his job than you
desire. The consequence of this asymmetric information is moral hazard: shirking or dishonest behavior by the agent.
48) C
49) C
50) D
51) B
52) C
53) A
54) C
55) A
56) B
57) A
58) D
59) D
60) A
61) B
62) TRUE
63) TRUE
64) TRUE
65) Firms seeking to raise funds by selling stocks or bonds know more about the firm's financial status than do potential
investors, thus making it more difficult for firms to sell their stocks and bonds.
66) The Securities and Exchange Commission is the federal government agency that regulates the stock and bond
markets. It requires that firms provide potential investors with financial information in an attempt to reduce the adverse
selection and moral hazard problems in financial markets. It was established in 1934 as a result of the stock market crash
of 1929 and the revelations that followed about the incomplete or false information provided to investors by some firms.
67) No. Adverse selection poses problems for investors when there is a lack of information about a firm. Investors will be
reluctant to buy stocks or bonds from a company for which they have little information. Moral hazard poses problems for
investors after they purchase either a corporation's stocks or its bonds. Because the managers of a corporation (the agents)
can act in their own interests rather than the stockholders' (the principals) best interests, the funds raised from selling
stocks or bonds can be used in ways that are inconsistent with profit maximization.
68) B
69) B
70) B
71) A
72) C
73) B
74) D
75) A
76) C
77) A
78) B



79) B
80) A
81) B
82) A
83) D
84) TRUE
85) FALSE
86) TRUE
87) It is an above-equilibrium wage paid by employers, thus raising the value of the job to the employer. This is likely to
give employees an incentive to work harder.
88) Tipping gives dealers an incentive to provide friendly and personable service. If a policy of allowing dealers to keep
their own tips is replaced by a policy of tip-pooling, the wages of popular dealers are likely to fall and service will likely
suffer. Tip-pooling will require more monitoring of all dealers in order to maintain the same quality of service and to keep
patrons happy.
89) 1. Paying workers an efficiency wage so that they will consider their jobs to be valuable and will be less likely to
shirk.
2. Close supervision of employees.
3. Instituting a seniority system based on performance and length of service.
4. Instituting profit-sharing contracts where workers participate in the firm's profits in addition to receiving a fixed
wage.
90) Sales people who are not monitored and are on fixed salaries are less likely to make efforts to increase sales because
their compensation is not tied to their job performance. One way to give sales people an incentive to increase sales is to tie
their earnings to the quantity sold, such as using a commission system.
91) D
92) D
93) D
94) D
95) C
96) B
97) C
98) A
99) D
100) C
101) B
102) A
103) B
104) C
105) D
106) B
107) TRUE
108) TRUE
109) TRUE
110) The winner's curse is the tendency for the winning bid in an auction to exceed the intrinsic value of the item
purchased. It occurs in auctions for common-value assets where participants have incomplete information and therefore
have difficultly assessing the asset's value. Because the winning bidder is also the bidder with the largest overestimation
of the asset's value, he is worse off than the losers in the auction.
111) Individuals searching for a spouse are competing with others, and winners tend to overestimate the value of a
potential spouse. Once married, a winner might find that his spouse has less value as a marriage partner than first
estimated.
112) No, it applies only to auctions of common-value assets such as potential oil fields, not to auctions of private-value
assets. This is because with private-value assets, the value to each bidder depends on the bidder's own preferences, but in
the case of common-value assets, no bidder knows the value of the assets and must make an assessment of their values,



given incomplete information.
113) The less the bidders know about the true value of the asset, the more dispersed the bids will be.  As the amount of
information available to all bidders increases, the more closely grouped the bids will be.  The amount of revenue
received by the government will be lower in this case because the highest bid will be lower.


