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The recent sub-prime mortgage crisis has divided the policymakers and academia over 
the issue- “Should there be a interest rate cut to help the financial market crisis?” The 
people supporting the rate cut feel financial markets are an important component of an 
economy and any disruption in them could lead to slowing down of US economy. The 
people who oppose the rate cut have two broad arguments, one, they feel role of central 
bank is to only look at inflation and leave the rest to markets, and two, any bailout now 
would lead to increasing Moral Hazard problems in the financial systems.  
 
In this report, we focus on the second argument – Moral Hazard, in particular the role of 
information asymmetry in financial markets. 
 
Background 
 
In traditional economics theory, markets were assumed to be perfect and in equilibrium. 
If there was any deviation from equilibrium prices, it would eventually lead to changes in 
demand and supply and again equilibrium would prevail. The same argument was 
extended to financial markets and as a result initial theories in financial markets (like 
Modgiliani-Miller Theorems, Fama-French Model of Efficient Markets) build their 
hypothesis on the basis that markets were perfect and any deviation from the same 
would lead to arbitrage opportunities and at the end we would have equilibrium. All this 
changed when George Akerlof in his seminal paper brought the issue of presence of 
informational asymmetry in markets. He addressed the fact that markets are imperfect 
as long as the buyer and seller have different levels of information. He got the Nobel 
Prize in Economics in 2001 for his work on the same.  
 
The idea is simple- if someone wants to buy a house he knows less about the house 
than the seller. The seller may not disclose the information that would fetch him lower 
price for the house and hence the final price may not be a perfect one. Regulators are 
appointed to reduce information asymmetry that issue guidelines/standards for certain 
products like food products would have ingredients, date of manufacture and expiry etc.  
 
In financial markets, informational asymmetry arises because of the nature of financial 
markets. There is information asymmetry as a bank does not know as much as the 
borrower and similarly the individual does not know about prospects of the company as 
much as the management. To mitigate information asymmetry in financial markets, 
regulators impose disclosure guidelines on various market participants companies, 
banks etc.  
 
Despite broad similarities in information asymmetry in both real and financial markets, 
there is a difference in terms of the impact on general economy. In a product/service 
market, a person gets the product/service either immediately or within sometime. On 
receiving the product/service a person can decide whether his experience was good or 
bad and accordingly makes a decision whether to purchase the same in future or not. 



Moreover, due to strict product/service standards and consumer awareness it is easier 
for a person to make a selection.  
 
However, in financial market whether a bank gives a loan or an individual invests in a 
share, the returns from the same come in future. So, the information asymmetry is not 
just there for a certain time but continues till one gets the desired returns on his 
investment. A Bank manager has to evaluate the loan on a continuous basis till the 
entire principal along with interest is paid. The investor also has to regularly monitor the 
performance of the company he has invested in order to get his desired returns from the 
company. It is this nature of financial markets that makes information asymmetry such a 
critical component of them.  
 
Types of information asymmetries 
 
There are two kinds of information asymmetries, adverse selection and moral hazard.  
 

1. Adverse Selection: a process where bad choices are made instead of good ones 
due to information asymmetry e.g. a bank selecting a borrower who has a higher 
probability of default. This occurs before the transaction. 

2. Moral Hazard: happens after the transaction and refers to the chance, or hazard, 
that a party in a transaction with more information about its intentions or actions 
behaves in a way that a party with less information would consider inappropriate, 
or in the extreme, "immoral" e.g. a bank in order to get higher returns may give 
loans to risky borrowers, hoping that in case risks turn negative, the Central 
Banker would bail out the bank.  

 
Both adverse selection and moral hazard are interlinked. An adverse selection in most 
likelihood would result in moral hazard e.g. if a bank makes a loan to bad borrower then 
most likely that borrower would take up projects that are riskier as it has nothing to loose 
and bring damage to the lending bank. However, even if a good borrower is selected, 
the intentions may change and he can still bring damage to the bank.  
 
Markets in particular financial markets also suffer from a problem called Free-riding. 
Free-riding occurs because entities that do not spend resources on collecting 
information can still take advantage from the information others have collected. Thereby, 
the first entity free-rides on the effort of others and is called a free-rider. The example 
could be that of bank that simply gives loans to a firm as it has got a loan from another 
bank. Hence, the former bank assumes that latter bank must have done its homework 
on the borrower and hence must be in good condition.  
 
This free-riding problem further worsens the moral hazard problem, as the lenders may 
simply not monitor the action of the borrower assuming other banks to do the function. 
This allows the borrower to take on more risks than it would have been allowed if the 
monitoring had been done.  
 
It is important and interesting to note that information asymmetry effect is mostly ignored 
when economy is doing well and vice versa. When economy is doing well, loans are 
given with least caution, investors invest assuming economy would continue to grow and 
free-ride on others’ investments etc whereas the opposite should be the case.  
 



When times are good the number of opportunities increase and as a result there are 
large number of projects wanting to cash on the rising economy. As there is large 
number of projects, the bank should do more homework to separate the good borrowers 
from the bad borrowers. Similarly, the investors should study the potential risks from 
each project and invest only in those that match his risk profile. In other words, adverse 
selection is ignored leading to high chances of moral hazard.  
 
As economy slows down, the number of projects decrease and instead of helping to 
kickstart the economy, banks and other financial intermediaries become highly risk-
averse.  They refuse to finance even the good projects and as a result the economy 
slows down further.  
 
Mitigating information asymmetry 
 
Financial Markets are a critical component of an economy and information asymmetry 
has to be reduced for it to function smoothly. Measures are taken by both the lender and 
the regulator to reduce adverse selection. The lenders often ask the borrowers to submit 
some form of collateral to mitigate the credit risk. The regulatory response to lessen 
adverse selection is to improve transparency in financial markets. The policymakers 
have made guidelines/regulations across different markets and across market 
participants to improve transparency in the markets. There are number of examples - 
disclosure norms, ‘Know your customer’ (KYC) norms, etc. As the financial markets 
continue to expand with varied financial instruments, addressing adverse selection is a 
continuous effort and we see new regulations or updations in existing regulations. 
 
The collateral also reduces moral hazard problem as the lender can sell the collateral in 
the market in case the borrower defaults. The policy response to lessen moral hazard in 
financial markets is one that poses a dilemma to the policymakers. Ideally, the party at 
fault should suffer the consequences of its earlier actions i.e. policymaker should let the 
defaulting party either close down its operations or pay a penalty for its actions in the 
form of losses. This would lead to two things, the party would be more conscious of its 
actions next time and secondly, it would set an example for others to monitor their 
actions. But, it is difficult to practice the same. 
 
It is easier to penalize the defaulting entrepreneur who invested the loan into a risky 
project but the same is not the case for other entities especially a bank that has given a 
loans to risky borrowers who eventually defaulted e.g. if the faulting bank is made to 
close down, it leads to a bank-run whereby depositors rush to other banks demanding 
their deposits fearing their banks would also close down. As banks are highly leveraged 
entities, the entire banking system collapses leading to a possible slowdown in the 
economy. Hence, it is not always easy for the policymaker to control moral hazard 
problems. Mostly under political pressure, the banks are bailed out which leads to 
worsening of moral hazard problem. And then this case is not just limited to banks. 
There are entities like hedge funds that have huge exposure in financial markets and 
closing them down could disrupt financial markets, again posing the dilemma. This was 
seen in the famous LTCM case, where the Federal Reserve bailed out the hedge fund 
with some goading of market participants.  
 
Sub-Prime Markets in an Information Asymmetry framework 
 



Sub-prime borrowers are those that have poor credit histories and are the ones that 
have higher probability of default. As the credit profile is already known, the problem of 
adverse selection is reduced. However, there are evidences of free-riding problem.  
 
The banks/ housing finance companies give sub-prime loans at higher interest rates 
than the prime borrowers and should have adequate risk management systems 
monitoring the borrowers on a continuous basis. However, this is where the sub-prime 
lenders were less cautionary and evidences show that loans were given with a lot of 
options with most having low interest rates initially and higher interest rates later on. A 
natural question that comes to mind is why were the least sophisticated borrowers given 
the most sophisticated loans? 
 
There were three broad reasons for this lending behavior, one information technology 
lets the lender know the borrower better and two because of financial innovation, these 
loans could be securitised and sold as bonds to the investors. As most investors were 
hedge funds and other institutional investors, who have better and more resources to 
reduce information asymmetry, it was understood that they were aware of the credit risks 
embedded in these instruments. Third, is presence of free-riding. The various 
foreclosures in sub-prime market have shown that many sub-prime borrowers had 
multiple loans to their names from different banking entities. Question to ask is why 
multiple loans given to people who would have great difficulty in servicing even a single 
loan. It does point evidence to the fact that most of housing finance companies/banks 
were free-riding on each other. Similarly, the investors that took exposure to sub-prime 
mortgage markets should have known the risks involved but were free-riding on the 
other investors.  
 
Financial innovation coupled with free-riding problems led to underpricing of credit risk. 
As interest rates rose, some sub-prime borrowers defaulted and as a result both the 
originator of the loans i.e. the housing finance companies and the various investors 
started making losses. This led to fallout in the markets in the equity prices and there 
was a rush for liquidity as various market participants tried to protect their books. This 
led to lobbying by the various institutional investors asking Central Banks to intervene in 
the markets and bail them out from the crisis.  
 
Economics of bailout  
 
How can bailout be provided? 
A bailout can be provided in number of ways but it can be broadly be categorized in two 
ways: 
 

1. A relief package provided by the government  
2. Central Bank cuts its benchmark interest rates that via monetary transmission 

would lower other interest rates in the financial market and also increase the 
liquidity. This would in turn help borrowers and lenders renegotiate loans at lower 
interest rates and the activity would again pick up.  

 
What are the costs of a bailout? 
In the first category, the burden of a bailout is borne by the taxpayers. In second, all 
those financial intermediaries that were prudent in their lending behavior share the 
burden and in a way the bailout provides them with a disincentive to be prudent. After all, 



the prudent financial intermediaries could also have lent or invested expecting a bailout 
when things went wrong.  
 
Who needs the bailout? 
There are two entities that need to be bailed out, one the distressed borrowers who 
cannot pay their loans and two, the lenders and institutional investors that have 
exposure to the sub-prime markets via loans or securitized bonds.  
 
Should they be bailed out? 
Theoretically, both parties should not get a bailout as it leads to worsening of the moral 
hazard problem and if bailed out today there may be a worse crisis in future. But, even if 
a bailout is given as long as it focuses on the first, it is fine as these are people with low 
incomes and hence cannot pay their loans and hence need help. Unfortunately, this is 
not the case and it is the banks and institutional investors that are lobbying for a bailout.  
 
This is a problem as these are large institutional players who took exposure to sub-prime 
markets and should be made to pay for their actions. After all, if these firms have 
retained profits in the past, then why should their losses be shared? Moreover, it 
worsens the moral hazard problem as these players could assume more risk in future, 
assuming that they would be bailed out. But if they are not bailed out this could weaken 
these entities, leading to disruption in the entire financial market. Financial market is the 
brain of the economy and disruption in it could lead to problems in the whole economy. 
This is the big dilemma in front of every policymaker as there are no easy answers for 
the same.  
 
The evidence so far 
So far, policymakers have bailed out the ailing institutions. Since the Great Depression 
where sweeping changes were made to put financial system on track to the much-hyped 
LTCM crisis where Fed facilitated a participant driven bailout, the US policymakers have 
stepped in to ease the disruptions in financial markets.  
 
Even in recent sub-prime crisis, Fed and European Central Bank have added huge 
liquidity to the system indirectly helping the market participants. Fed even lowered its 
discount rate by 50 bps to 5.75%, the rate at which selected entities can borrow money 
from Fed against highly rated securities as collateral including mortgage securities as 
well. The idea was to help those market participants that had good quality securities with 
them but were still finding it difficult to borrow money against it.  
 
This Fed move has been criticized by academicians and experts saying Fed shouldn’t 
have lowered the discount rate. Their view is that Fed should lend only at a penalty i.e. a 
rate higher than existing benchmark rate and the difference should be atleast 1% above 
the benchmark. As Fed Fund rate is at 5.25% the discount window should have been 
atleast 6.25%. At most Fed should have announced that discount window is available for 
distressed market participants and expanded the set of acceptable securities. The 
experts felt that by lowering the discount window rate Fed has sent a signal that it is 
willing to help the market participants, thereby worsening the moral hazard problem. 
However, other set of market participants feel that Fed has not done enough to tide 
away the crisis.  
 
Another recent surprise was from Bank of England. BoE has strongly defended its 
inflation-targeting role and has suggested that it would not intervene in financial markets. 



However, in previous week BoE along with Financial Services Authority and Treasury 
has structured a liquidity support for Northern Rock, a faltering British Bank.  
 
Hence, the bailouts continue in some form or the other. But each time the next crisis has 
only got bigger. The moral hazard problem has gotten worse and bigger. Even the best 
of the policymakers do not have the resources to assess the impact. Alan Greenspan 
the most revered central banker also admitted in a recent interview that he was aware of 
the abuses in sub-prime lending but failed to foresee their paralyzing their market effects 
until late 2005.  
 
One reason for the same is that due to increasing financial globalization, the crisis isn’t 
just limited to domestic financial system but extends to the global financial system. A set 
of critics has blamed the increasing financial innovation and suggests ways to control the 
same so that future recessions could be controlled. But this is unacceptable, as financial 
innovation has helped people diversify their portfolios leading to diversification of risks.  
 
Other aspects 
This debate on whether to bail out extends to other corners as well and the most 
important one is hedge fund regulation. Hedge Funds are entities that pool capital of 
high networth and institutional investors and they in turn operate across financial 
instruments and markets. Hedge Funds use variety of strategies but high leverage is 
generally central to the strategy. High leverage is used maximize the returns using as 
capital as efficiently as possible. These entities are largely unregulated as these are 
pools of high networth and  sophisticated investors who do not need to be regulated, as 
they are deemed to be aware of the risks involved. Secondly, most hedge funds register 
themselves in tax havens like Cayman Islands making them difficult to regulate. Things 
are fine as long as rich investors participate in hedge funds but reports point out that 
entities like pension funds, University Endowment Funds etc have increasingly invested 
in hedge funds in search of higher returns. Now, some of these hedge funds had taken 
exposure to sub-prime mortgage markets in search for higher return and are found to be 
in a problem.  
 
This would mean that pension funds would loose their investments, a cost finally borne 
by people who had invested in them to finance their old age needs. Moreover, some off 
these hedge funds are sponsored in some or the other way by the big banks and 
financial entities and if the hedge fund goes down, often the loss would be borne by the 
latter.  
 
This poses further problems for the policymaker. If there is no bailout, then people 
investing in pension funds may loose their hard earned incomes and if they don’t then 
moral hazard problem continues. The broad idea is whichever way you look at, it is not 
easy for the policymaker. Both the situations provide equally powerful arguments and 
there is not one easy answer.  
 
The Solution 
The solution is not to control financial innovation but along with liberalization of the 
financial system, also make efforts to effectively supervise the system. However, efforts 
should be made to minimize the fallout when the downturn happens. If there were 
instances of authorities letting a few financial entities fail and proper supervision was 
done, then credit risks would have been better priced and hence the fallout from sub-
prime crisis would have been limited.  



 
 
 



Final thought: Indian Financial System 
 
So far, the effect of sub-prime mortgage crisis has not been felt on India. There were 
concerns as Indian stock markets plunged looking at fall in US markets but the fears 
have subsided. There are concerns that if US economy slows down an impact would be 
felt on India as well but it would be limited. The growth may not be as robust as it has 
been in previous years (as merchandise and service exports might go down) but the 
slowdown would not be as much as it would be in case of other countries that have 
direct exposure to US financial markets. 
 
Indian households and investors so far have a domestic bias for their investments i.e. 
their investments are limited within domestic economy. The main reason for that 
behavior is that there has been onerous regulatory restriction on capital outflows and 
Indians cannot freely invest overseas. Though, with capital account liberalization RBI 
has been easing restrictions and now both households and mutual funds can invest 
abroad within some limitations. As limitations are progressively reduced, it would mean 
households could become vulnerable to any financial crisis that originates abroad. To 
lessen this information asymmetry, financial literacy programs need to be initiated in an 
aggressive manner by the authorities. RBI and SEBI have undertaken some efforts but 
their scope so far has been very limited. It is nonetheless a challenge, as basic literacy 
levels are still pretty low in India.  
 
The bigger challenge is going to come from financial entities. So far there are restrictions 
on number of branches foreign banks can open in India and similar is the case for Indian 
banks opening branches abroad. These restrictions are expected ease in coming years 
and pressure is mounting on Indian regulators to do the same quickly. The report on 
‘Mumbai as an International Finance Centre’ advocates a fast-track approach to the 
entire financial sector reforms. The Prime Minster’s Office and Finance Ministry have 
shown their enthusiasm for the report and steps are being taken to address the issues 
highlighted in the report. With this liberalization, Indian banks would perhaps be lending 
abroad which would increase the information asymmetry problems for Indian Banks. 
Similarly, foreign banks would be allowed to expand in India and would have bigger 
exposures in India. Any problems in their home country could mean possible losses in 
Indian operations as well (which so far has been limited).  
 
These would be challenging problems for India and its policymakers. On the one hand, it 
needs to liberalize the financial system and on the other ensure that information 
asymmetries are minimized.  
  
 
 
 
 
 
 
  
 


