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00 O Which of your aunts is more likely to call you to ask for a loan[]

Aunt Sheila, ofcourse, because she has so much to gain if the investment pays off. You, however,would not want to
make a loan to her because there is a high probability that herinvestment will turn sour and she will be unable to pay
you back.OO O If you knew both your aunts very well——that is, if information was not asym-metric-you wouldnt
have a problem because you would know that Aunt Sheilais a bad risk and so you would not lend to her. Suppose,
though, that you dontknow your aunts well. You are more likely to lend to Aunt Sheila than to AuntLouise because
Aunt Sheila would be hounding you for the loan. Because of thepossibility of adverse selection, you might decide
not to lend to either of youraunts, even though there are times when Aunt Louise, who is an excellent creditrisk,
might need a loan for a worthwhile investment.[J [ Moral hazard is the problem created by asymmetric
information after thetransaction occurs. Moral hazard in financial markets is the risk J hazard[J that theborrower
might engage in activities that are undesirable [J immoral(] from thelenders point of view because they make it less
likely that the loan will be paidback. Because moral hazard lowers the probability that the loan will be repaid,lenders
may decide that they would rather not make a loan.OJ [ As an example of moral hazard, suppose that you made a
$1000 loan toanother relative, Uncle Melvin, who needs the money to purchase a word proces-sor so that he can
set up a business typing students term papers. Once you havemade the loan, however, Uncle Melvin is more likely
to slip off to the track and playthe horses. If he bets on a 20-to-1 long shot and wins with your money, he is ableto
pay you back your $1000 and live high off the hog with the remaining $19,000.But if he loses, as is likely, you dont
get paid back, and all he has lost is his repu-tation as a reliable, upstanding uncle. Uncle Melvin therefore has an
incentive togo to the track because his gains O $19,00000 if he bets correctly may be muchgreater than the cost to
him [0 his reputation if he bets incorrectly. If you knewwhat Uncle Melvin was up to, you would prevent him
from going to the track, andhe would not be able to increase the moral hazard. However, because it is hard foryou
to keep informed about his whereabouts——that is, because information isasymmetric——there is a good chance
that Uncle Melvin will go to the track and youwill not get paid back. The risk of moral hazard might therefore
discourage youfrom making the $1000 loan to Uncle Melvin, even if you were sure that you wouldbe paid back if
he used it to set up his business.
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