Car Insurance Block

e What is Car Insurance?

e Car Insurance and Externalities

e Hidden Action and Car Insurance
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Why Car Insurance?

e Cars are very important

o Allow movement of goods and services
e Cars are very dangerous

e Fast and Large Mass

Newtonian Mechanics: Momentum

p=m-v
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Two Ways to view cars

e Car as a weapon

e Car as an expensive, necessary tool

Two Ways to insure cars

e Liability coverage

e Property coverage
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Damage done by a car

Car as a weapon
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BI-PD

e Bodily Injury and Property Damage Insurance

e Pays for legal liability of accident

e Not for tickets, fines, etc.
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To co-pay or not co-pay?

e Why co-pays or deductibles?

e Need either for liability insurance?
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Uninsured motorist coverage

e States mandate liability coverage

e Not all drivers have insurance

e or not all stay around.
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Damage done to a car

Car as a valuable object
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Comprehensive Insurance

e Something hits car

e Fire, theft, glass breakage

o ‘“Literally, should a spaceship fall on your car, comprehensive
would pay for the damage.”

e Falling while moving?
e Theft? Hidden action?
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Collision Insurance

e Car hits something

e Covers damage to car in collision
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AAA as Insurance?

e Roadside assistance: AAA, OnStar
e Insures against risk of towing costs
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Warranties as insurance

e New cars come with warranties .
e end after some period of time.
e Reliability as a function of behavior .

e changes over time.
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Usual assumptions

e Usually assume marginal private benefit = marginal social
benefit

e Usually assume marginal private cost = marginal social cost
e If so, market outcomes are efficient

e Can’t rearrange resources to make everyone better
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Externality

e What if MPB # MSB
e What if MPC #£ MSC

e Get an externality

e Markets will fail at providing efficient outcomes

Car Insurance



Example: Flu Vaccine

e When | get vaccinated, | limit my risk of the flu . . .

e and yours too!
e Positive Demand Externality

e Marginal Social Benefit > Marginal Private Benefit

Without intervention, not enough people are vaccinated
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Positive Externality

Demand: Consumption of good leads to extra social benefit

Vaccines; “network goods”

Supply: Production of good leads to extra social benefit

e Bees and pollination; housing; ideas
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Negative Externality

e Demand: Consumption of good leads to extra social cost
e Gasoline; risky behavior; congestion
e Supply: Production of good leads to extra social cost

e Pollution; fisheries
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Cars and Externality

e Pollution
e Road congestion
e Damage and liability
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Focus on liability

e Driving can lead to accidents

e Driving can lead to property damage

e Driving can lead to non-internalized costs, benefits
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Supply and Demand for Car Insurance

Qq(P)=20— P
Qs(P) =5+ 2P

Equilibrium (P*, Q*)

Qa(P") = Qs(P)
20 — P* =5+ 2P
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Equilibrium (P*, Q)

Q =15
P*=5
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Externality, though

e Un-insurance creates negative externality

e Hit-and-run accidents

Bankruptcy over liability

e MSB of insurance > MPB of insurance
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Supply and Demand for Car Insurance

ch]ocial(P) —35_P
QS(P) =5+42P

Equilibrium (P*, Q*)

Qjocial(P*) — QS(P*)
35 - P*=5+2P"
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Equilibrium (P*, Q*)

Qsocial* — 25
Psocial* —10

Free markets don’t provide enough insurance!

Qsocial* > Q*
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How do we get socially efficient outcomes?

e Subsidize positive externality

e Mandate positive externality
e Tax negative externality

e Pigouvian taxes for gasoline
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Ex-ante hidden action

Focus on how insurance changes incentives to avoid risky behavior
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Hidden Action and Car Insurance

e Behavior matters

e Can drive safely, or dangerously

e Can perform maintenance, or not
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Safety belts

e Safety belts as insurance

e Cost of putting it on

e Benefit of safety in an accident

Car Insurance



Peltzman Effect

Regulation intends to limit bad behavior

Safety belts: intended to make driving safer

Potentially encouraged more risky driving

Risky driving has externality
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Danger on the Roads

e Intensive margin

e How dangerous is any particular accident?
e Extensive margin

e How many accidents are there?

Unintended consequences

e Regulations may limit intensive margin
e but increase extensive margin

e May make driver, passengers worse off
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Externality

e Car as a weapon
Think about pedestrian deaths

After regulation, pedestrian deaths may increase

Damage done to property may increase
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Key to Peltzman

Safety regulations may decrease intensity of danger, but increase
amount of externality
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Car maintenance

e Warranties as insurance

e Guarantee against new car costs

e Could buy new car for less
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Should you buy a previously leased car?

e Newly bought cars—returns to maintenance are internalized

e Lease—don't face long-term benefit of maintenance

e Are leased cars worse than re-sold cars?
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