Asymmetric information
One of the assumptions of competitive markets is perfect information. This means, that you, as a consumer, know everything about the product you intend to buy. You know what substitutes there are and how they are priced. You know the exact quality of the product, how long it is expected to last in comparison to other products etc. In the real world, the closest you can get to perfect information is probably by reading hundreds of reviews on a site like Amazon.com, and then comparing the prices from different online retailers! In addition, the supplier is also expected to have perfect information, regarding, for example, the cost of production, the value of the product, etc.
[image: Valuing artwork]
In many cases however, either the buyer or the seller will have more information about the product than the other party! Think about someone who sells a painting by Picasso to an art expert, not knowing its true value, or a student who buys a used car, not knowing about the continuous problems the previous owner has had with its engine. These are obvious cases of market failure due to asymmetric information!
Unequal bargaining power
Market failure due to asymmetric information occurs when one party to the transaction knows more about the product or service than the other party, giving the party who knows more a superior bargaining position. Think again about the example from the preamble, involving the art-dealer who buys a Picasso painting from someone who has no idea of its true value. The art-dealer undoubtedly has a superior bargaining position in that he knows what he is buying. The owner of the painting might be very happy to receive $2000 for it, when its true value is really $2 million. The art-dealer has no incentive to share what he knows about the painting since that would result in him having to pay more for it.
We say that situations like these result in market failure because the market price fails to reflect the true costs and benefits of the product. The market price will lead to allocative efficiency, where both consumer surplus and producer surplus are maximised. In the above situation however, consumer surplus is far greater than the producer surplus due to the asymmetric information.
Dealing with asymmetric information
The way forward to overcome information asymmetries is to enforce regulation so that each party knows more details about the transaction than when the market is unregulated. With more information available, there is more confidence between parties so buying and selling will be more transparent.
While the IB does not require you to know any country-specific laws, it is nevertheless interesting to look at how countries deal with the problem of asymmetric information. In England, for example, part of the problem is addressed by the Misrepresentation Act 1967. The Misrepresentation Act states that if the seller should misrepresent the product, i.e. tell the buyer something about the product that is not true, the seller is always liable to pay as heavy damages as if he or she had been fraudulent (that is, misrepresenting the product with the intention of telling a lie). This shows how seriously the government deals with the problem of asymmetric information.
 
Examiner Tip
In fact, according to the Misrepresentation Act 1967 and the case law, the art-dealer who buys the Picasso painting would however be able to escape any liability in law so long as he does not state anything about the painting that isn’t true. If he would say something like “I don’t think the painting is very valuable”, or, indeed, even something like “I think this painting would be hard to sell” (which, he could argue, is true since it is extremely valuable), it is however likely that a court would find him guilty of misrepresentation. The contract would therefore be rescinded (cancelled), or, the art-dealer would have to pay damages amounting to the true value of the painting.
[image: Accurate food labelling]
Other types of information asymmetries are overcome by the requirement to disclose information about certain products, such as the detailed nutritional tables on food packaging. If you buy something organic, you want to make sure that the product has actually been cultivated without the use of pesticides and other chemicals. The requirement to place a certified label of organic products gives you this information so that you are confident that the right price is being charged. In some situations, the government may even provide the information itself. Land is traditionally regarded as the most valuable resource in any country, and so, a government agency is often charged with the task of publishing land prices listed by area, town etc. so as to make sure that there is no asymmetry in information regarding value in this particularly important market.
The American economist Joseph Stiglitz has won the Nobel Prize for his studies on asymmetric information.
 
What you should know
· Asymmetric information is a problem when one party in a transaction knows more than the other and prices do not reflect all the characteristics of the product.
· Governments can intervene to correct this market failure by forcing information disclosure in different ways.
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