Chapter 17 (the new one) – Risk Sharing and Spreading:  Securities and Insurance Markets

Main Point of the Chapter - No matter how risk averse an individual is, there is a small fraction such that if we off the individual that fraction of the gamble, the individual will be willing to pay that fraction times a certain target percentage times the EMV of the gamble.


- the riskier the gamble is, the smaller that fraction will have to be.


- the closer the target percentage is to 100%, the smaller that fraction will have to 
 
   be.


- the more risk averse the individual is, the small that percentage will have to be.

If you take a gamble and spread it out, giving a small share to each of many different risk averse folks, since each share will represent only a little risk, each share will be worth the expected monetary value (EMV) of the share to its holder.  Thus the value of gamble becomes the sum of the EMVs of it shares - which is just the EMV of the original gamble.

The idea that risk spreading promotes value is the reason behind all sorts of financial and insurance markets.

If risk shares are correlated with portfolio of risks other folks are holding, the value of the shares is dependent on that correlation.  If share are uncorrelated, the value is the EMV.  If the shares have positive correlation with “the market,” the value is less than their EMV (if correlation is negative then their value > EMV).  

There are two main categories of reasons behind why it is hard to spread gambles in the real world:  1.  adverse selection and 2.  moral hazard.  (both of which will be addressed in more detail in later chapters)

The general problem of efficient risk sharing - taking a given gamble and parceling it out efficiently among a fixed set of individuals - is quite complex.  But when one of the parties is risk neutral and the others are strictly risk averse, efficient risk sharing is simple - the risk neutral party assumes all the risk.

Please Note:  These are not detailed notes, but it is not a detailed chapter.  The chapter is only 17 pages and is relatively anecdotal.  BTW - rumor is that Bill Clinton is taking over from Joss as the Dean of the GSB!
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