
CLASS 5: Markets for 
contracts. 

Insurance/LOANs 

  



Lets start from the 
experiment first 

•  Markets populated by sellers and buyers. One sided market—sellers offer 
menu of  contracts and buyers have the choice to accept what is offered to 
them. 

•  Contracts are two dimensional. In the experiment this is implemented by 
having markets called A, B, C, …., corresponding to values of  one 
dimension of  the contract space (discretized in the experiment) and 
within each market there are 25 “levels.” Thus an offering would be, say, 
E15. 

•  Buyers are of  two types, blue and red, and each knows their own payoff  
from each possible contract. The two types of  buyers have different 
payoffs. 

•  Sellers, however, only know what payoff  they would get if  they sell to 
“red” or “blue” buyer but do not know what type of  buyer will accept 
their contract if  they offer it. 
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More on the 
experiment 

•  Sellers do know how many “red” and “blue” buyers are there. 

•  Sellers can offer any number of  units of  any contract. 

•  The question is what contract are offered by the sellers and what 
contracts are chosen by the buyers.  
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What do buyers see? 
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Sellers 
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Competitive 
Equilibrium 
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Applications 
•  Two-dimensional contracts: besides prices (the insurance premia, or 

the interests charged on loans), the deductible (or, equivalently, the 
loan coverage, or collateral level) needs to be set. (Loans finance 
projects—projects can be of  high and low quality) 

•  If  it exists, the RS equilibrium separates the good and the bad 
projects, good projects get only partial funding, while bad projects 
necessarily receive full funding. Note, the RS equilibrium thus predicts 
the emergence of  “subprime” lending (100% funding) that has 
plagued mortgage markets in recent years. 

•  Market for collateralized loans-- RS equilibrium predicts 
extremeleverage for bad risks, at high interest rates, while leverage for 
good risks will be low, at low interest rates (Fostel and Geanakoplos, 
2008). 
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Conclusions 

•  The loan experiments provide a good occasion to 
better understand what happens when one insists to 
analyze the data as if  they represent equilibrium 
outcomes whereas in fact they do not. 

•  At the same time, the experiments prove that, if  the 
competitive equilibrium is Pareto efficient, high 
leverage of  investments in bad risks does emerge. In a  
sense, the experiments (which were ran in 2002) 
foretold the emergence of  “subprime” lending in 
unregulated mortgage markets. 
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