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ABSTRACT

A “moral hazard” is a market failure most commonly associated with
insurance, but also associated by extension with a wide variety of public
policy scenarios, from environmental disaster relief, to corporate bailouts,
to natural resource policy, to health insurance. Specifically, the term “moral
hazard” describes the danger that, in the face of insurance, an agent will
increase her exposure to risk. If not immediately clear, such tetminology
invokes a moral notion, suggesting that changing one’s exposure to risk

+after becoming insured is morally problematic. This paper challenges that
position. It argues that there is nothing inherently moral about the moral
hazard. It does so by arguing against three proposed claims regarding
the wrongness of the moral hazard: first, the view that conceives of it as
deception; then, the view that conceives of it as cheating; and finally, the
view that conceives of it as stealing.

WHAT’S S0 MORAL ABOUT THE MORAL HAZARD?

y the time the outer bands of Hurricane Katrina brushed the banks of the
Gulf shore like so many tentacles of an automated car wash sponge, the
National Weather Service was already anticipating that the storm would be a
" disaster. Predictions were ominous. Reporters explained that the city of New
Orleans had been built in a “bowl,” and that if the retaining walls or levees that
held the water back were to fail, the city would be sunk. As the story is now leg-
end, most know that such prognostications eventually did come to pass. Billions
of dollars were flushed into the Gulf of Mexico, and hundreds of thousands of
people found themselves or their loved ones suddenly homeless, unemployed,
_or dead. It didn’t take long before commentators began to question the wisdom
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. of rebuilding a sub-sea-level city in the path of hurricanes; then, of course, it
wasn’t long after that, that they began to question the wisdom of ever building
on the coast in the first place.

What circulated in the background of this discussion was a concern about what
is sometimes called the “moral hazard”~—the tendency of insured parties to assume
risks that they would not otherwise assume. In the ¢ase of Hurricane Katrina,
some took the position that building levees to hold back the floodwaters of the
Gulf created “bad” incentives for citizens to build in areas that would otherwise
make undesirable nesting sites. More than this, some argued that the tragedy
was made extra-tragic because the citizens of the Gulf were itresponsible—too
reliant on the government to rescue them.! Whether regarding the bailouts of the
Federal Emergency Management Agency (FEMA), the construction of levees
around New Orleans, or even U.S. Treasury Secretary Henry Paulson’s September
2008 proposal to spend $700 billion bailing out Wall Street financial firms, many
policy. analysts are concerned that provision of such insurance induces actors to
behave in a way discordant with individual utility schedules.

One thmg that should be clear about the terminology of the “moral hazard”
is that the language invokes a normative notion. It suggests that there is 2 moral
danger, a moral problem, associated with the provision (or the overprovision) of
insurance, It is true that the existence of social programs like federal emergency
response teams, levee construction, flood insurance, and so on, creates incentives
for people to do things that they might otherwise not. This is an economic fact
about insurance. What is hazier is whether there are true moral complications
of changing one’s behavior in the face of insurance. In this paper, I argue that
there is nothing inherently moral about the moral hazard, and in fact, that the
so-called moral hazard is better understood as a central and inextricable feature
of insurance and public policy more generally.?

The strategy that I employ involves giving arguments against three of the primary
claims that one might make regarding the alleged immorality of the moral hazard.
Throughout, I suggest that there are often many good reasons to emphasize, instead,
the positive effect that insurance and policy regimes have on behavior, Given the
scant attention to the problem of the moral hazard in philosophy journals, I devote

 the first portion of the paper, however, to a discussion of the meaning of the moral
hazard and its use in public discourse. Section I attempts to give a background on
the moral hazard and to define it. Section II addresses public policy applications
and instances of the moral hazard, T devote the remainder of the paper, Sections I,
IV, and V, to conceptions of the moral hazard that might incriminate it as inherently
immoral. In Section III, I seek to address claims that the moral hazard is problematic
because it involves lying or deception. Then, I address in Section IV, claims that the
moral hazard is problematic because it involves cheating. And finally, in Section'V,
T address claims that the moral hazard is problematic because it involves steahﬂg
or taking from others.
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1. SO WHAT Is A MoRAL HAZARD?

The moral hazard is a market failure most commonly associated with insurance
but also associated by extension with a wide variety of public policy scenarios,
from unemployment insurance, to corporate bailouts, to natural resource policy,
to health insurance, to environmental disaster relief. Talk of moral hazards has
been around since at least as long as the modern insurance industry, which some
date back as far as 1662.% It was not until 1963, however, that Kenneth Arrow
employed the concept to discuss the economics of medical care. By 1968, he
and Mark Pauly had engaged in an exchange that was to invigorate the use of the
concept in public policy economics for years to come. More than earlier inves-
tigations of the moral hazard, this exchange identifies the tendency of insurance
coverage to change the behavior of individual actors.* Of particular interest to
us is Mark Pauly’s brief objection that “the problem of ‘moral hazard’ in insur-
ance has, in fact, little to do with morality, but can be analyzed with orthodox
economic tools.”* With this short sentence, Pauly suggests the thesis that T will
be defending in this paper—that there is nothing inherently moral about the
moral hazard. For some reason, this is the extent to which the moral dimensions
of moral hazards have been discussed in public forums. Perhaps not surpris-
ingly, Pauly’s objection fell into immediate disfavor with economists. Instead,
moral hazards continue to be discussed in economics and policy classrooms as
accepted market failures, implying all the while that when moral hazards occur,
something has gone morally awry.

Says Nobel Laureate James A. Mirrlees, “Pauly adopted the startling position
that such ‘rational economic behavior’ cannot be morally perfidious; Arrow, more
reasonably, emphasized its disadvantages. But both were wrong: there is a wide
class of cases in which there is no significant loss of efficiency as a result of self-
interested unobservable behavior””” Needless to say, I find nothing at ail startling
about Pauly’s original assertion regarding the morality of moral hazards, and while
most econornists will continue to debate the degree to which moral hazards take
root, I think it is high time that philosophers began a discussion of the degree to
which Pauly may have been correct about the morality of the moral hazard ?

The need to do so is amplified by recent attempts to re-interpret moral language
by invoking moral hazards. In a particularly creative attempt to make sense of
the contrary phenomenon, Chunchi Wu and Peter F. Colwell write that a “moral
imperative is the opposite of moral hazard. Thus, moral imperative is the drive
for an individual to produce more safety when insured than when uninsured.”
Being charitable, this explanation stipulates a new meaning for the phrase “moral
imperative.” Less charitably, this explanation demonstrates an underlying confu- -
sion among economists about the nature of morality and moral imperatives.

There has thus been a flurry of characterizations of the moral hazard, though
few economists have stopped to outline the true meaning of the term, or even its
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applicability to moral theory. E. . Faulkner, in a definition that is immensely
unhelpful, explains the moral hazard as “the intangible loss-producing propen-
sities of the individual assured.”?® Steven Shavell, somewhat more concretely,
defines the moral hazard as the “tendency of insurance protection to alter an
. individual’s motive to prevent loss.”!! John M. Marshall proposes that the
“moral hazard is commonly defined as excessive expenditure due to eligibility
for insurance benefits.”!?
From these explanations, we can discern at least three characterizations of
the moral hazard.”® One view, Fanlkner’s, emphasizes losses, and thus the con-
sequences of the action. Faulkner’s view might be interpreted to suggest that the
loss-producing propensities of the “individual assured” lead the agent to act inef-
* ficiently. The next view, Shavell’s, emphasizes motives, and thus the reasons for
certain actions. On this view, what’s wrong with the moral hazard is that it alters

- the motivation of the agent, and thus the reasons of the agent for acting. Yet the
third view, Marshall’s, emphasizes excess, and thus the degree to which one is
inclined to excess in the face of few repercussions. There’s quite a bit to say on
each of these three possible views, but I’ll restrict myself to the single question
in this paper about whether there’s anything really moraily troubling about the
moral hazard.

Specifically, I've restricted my discussion to Shaveli’s characterization of the
problem as a problem with motivations, because I think it is the most perplexmg
variant here. I should, however, say a few things on Faulkner’s “efficiency view”
and Marshall’s “excess view.” The efficiency view proposes that what is wrong
with the moral hazard is that it produces inefficiencies. This position appears to
offer little more than lip service to the possibility that a moral hazard has a moral
component. If one can be said to be violating some moral norm or principle, it
is the principle of efficiency. While it is true that many view inefficiency itself
as a moral offense, or more generally, that many consequentialist and welfarist
doctrines can be boiled down to claims about the moral undesirability of inef-
ficiency, it is hard to see what is especially moral about moral hazards. They
could just as easily be characterized as simple inefficiencies, apart from any

. claim about their morality.

As for Marshall’s “excess view,” we find here a similar sort of objection. In
this case, it appears that what’s wrong with the moral hazard is that it encourages
parties to engage in overindulgent (e.g., undesirable, negative, naughty) behav-
ior, thus suggesting that temperance and prudence have fallen by the wayside.
My suspicion, in fact, is that this is the commonsense view of the moral hazard.
If this is the case, the value element implied by the moral hazard is exogenous
to the assessment of its alleged wrong. Society must agree on what qualifies
as undesirably overindulgent, and then clarify that the insurance situation will
bring this overindulgence about. Moreover, this position is fraught with similar
problems to the efficiency view. For one thing, one could just as easily argue
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that there are equally as many moral safeguards with insurance.'* Street Jz
in dangerous neighborhoods produce incentives for hoodlums not to mug
kill. Health insurance for babies encourages parents to take them to the doets
Excessive consumption of insurance does not riecessarily pose a moral probl
at all. For another thing, this creates difficulties for those who appeal to meral
hazard logic as a reason to abandon public programs. If it is the case that public
programs ought to be abandoned not because exposing oneself to more risksis
morally problematic, but because of the undesirable bad that the moral hazard
brings about, then those who argue that the provision of insurance brings about
the undesirable bad must argue not that insurance is the problem, but instead
argue for the moral impermissibility of the action taken to excess.

Nevertheless, thete is some appeal to the commonsense view of the moral haz-
ard. It would appear that overindulgence is undesirable from a social standpoist.
I'll say more on this below. I'll be arguing throughout that becanse issues of moral
concern are not inhereit to the moral hazard, they must be exogenous to the moral
hazard; therefore, this is the only sensible position. The natural outcome of this
line of thinking, I believe, is that the determinations of what is morally desirable
from a social insurance standpoint must be made apart from market considerations.
Unfortunately, I do not have the space to argue this here. As I have mentioned,
this paper argues only that the moral hazard is morally neutral and that, because
of this, there are many reasons to be skeptical of those who employ the moral
hazard as an offhand condemnation of a public policy decision. What T mean by
this is that the “moral” evaluation of the actions described by the “moral hazard”
must cone froin outside, from some exogenous determination of their rightness
Or wrongness,

Toward a working deﬁmt:on: Loosely, a moral hazard is thought to explain the
occurrence of behavioral change in the face of insurance, broadly conceived. Mote
colloquially, it is sometimes considered to be “taking advantage of” insurance.
For our purposes, it should suffice to define the moral hazard as “the danger that,
in the face of insurance, an agent will increase her exposure to risk.” Since we are
seeking to determine whether there is anything inherently moral about engaging
in such actions, what we are asking is whether there is anything inherently mor-
ally wrong with increasing one’s exposure to risk in the face of insurance.

Suppose that Iinsure my house against fire. On one account, the reason that
Tinsute my house against fire is so that I will be reimbursed if a fire breaks out.
But certainly, if I am insured, 1 have less to wotry about, and consequently, less

‘incentive to be attentive to the devices that a more cautious homeowner might

use {0 protect herself. In this case, as Arrow notes, the “probability of fire is
somewhat influenced by carelessness, and of course arson is a possibility, if

‘an extreme one.”"> Here we have at least two undesirable scenarios. In the first

scenario, insurance forces a change in my behavior such that I become more
careless. In the second scenario, insurance places me in a position in which
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I have greater incentive to take a deliberate action and torch my house to its

foundations. What I am concerned about is the first scenario: whether a tendency

toward increased carelessness is cause to be morally concerned. The second

case of arson seerns more troubling, but we might reason equally strongly that

arson is itself morally problematic for reasons standing outside of insurance,

- and so therefore stands on its own moral terms, exogenous to the insurance
arrangement, :

II. PoLICY APPLICATIONS

As T mention above, the moral hazard is a principal-agent problem said to occur
most often in insurance-type situations. Perhaps less obvious is that it also pettains
to many public policy situations in which risk is distributed. In this paper, I'm
speaking primarily about the standard insurance scenario, to be clear about the
meaning of the moral hazard. I leave the slightly more complex considerations
associated with public pelicy decisions up to the imagination of the individual
reader. It might be helpful to recognize, however, the common lament issued
from conservative quarters regarding state provision of health insurance. Writes
Malcolm Gladwell in a recent New Yorker article,

The logic behind [the Bush Administration’s proposed Health Savings Ac-
counts] was laid out in the 2004 Economic Report of the President. Americans,
the report argues, have too much health insurance: typical plans cover things
- that they shouldn’t, creating the problem of overconsumption. Several para-
graphs are then devated to explaining the theory of moral hazard. The report
turns to the subject of the uninsured, concluding that they fall into several
groups. Some are foreigners who may be covered by their countries of ori-
gin. Some are people who could be covered by Medicaid but aren’t or aren’t
admitting that they are. Finally, a large number “rernain uninsured as a matter
of choice.” The report continues, “Researchers believe that as many as one-
uarter of those without health insurance had coverage available through an
employer but declined the coverage. . . . Still others may remain uninsured

because they are young and healthy and do not see the need for insurance.” In

other words, those with health insurance are overinsured, and their behavior
is distorted by moral hazard. Those without health insurance use their own
money to make decisions about insurance based on an assessment of their
needs. The insured are wasteful. The uninsured are prudent. So what’s the
solution? Make the insured a little bit more like the uninsured.¢

Of course, this is not the only area in which moral hazard logic is invoked. It is
also invoked to describe situations in which individuals are said to “avoid respon-
sibility” for the consequences of their actions.

A major argument for the privatization of Social Security is that the current
system creates “moral hazard”—harining recipients by giving them a perverse
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incentive to avoid responsibility for themselves in retirement. By.
the money that Social Security provides encourages workers (o g
earnings rather than save for old age. Such programs, privatization
argue, breed social pathology by rewarding laziness, incompeten
- entitlement mentality."” '

In a more current light, take the construction of levees, which p
surance (security) against floods. At first appraisal, the constructior:
may not seem analogous with the provision of insurance, since thé
clear principal and no clear risk pool. Yet the construction of levees
cited as a classic case of a public program fraught with moral hazards
a moment’s thought, this seems reasonable: circumstances in which ind
might not be inclined to build on a flood plain change dramatically once
have been built; expected value caleulations shift; otherwise uninhabita
becomes prime real estate; and the government pays the cost. Levees. m
possible for citizens to build and live on a flood plain without fear of lossidy
add insult, citizens might be further inclined, upon benefiting from governmisnt
construction of levees, not to purchase flood insurance (often itself an imsit
ance program administered by the state). That the government provides flood
insurance for those who might not necessarily take the risk of building on a
flood plain could be thought to be a further bureaucratic failure, giving rise to
a second moral hazard. There are hazards associated with building on flood
plains, and certainly, having built on the flood plain may not seem like such a
wise thing to endorse once the plain is flooded.

For instance, John Stossel—host of ABC News 20/20 and avowed Libertarian—
has recently taken to explaining that the reason that he built his multimillion
dollar house on the Gulf shore was because he was sure that FEMA and the U.S.
government would reimburse him.' On the face of it, it would appear that there
is something wrong with this arrangement—Stossel is taking serious risks and
doing so on the taxpayer’s back. He even implies this in his telling of the story.
He suggests that coverage provided by FEMA allows him to act inefficiently,
and that his rational action, like the action of any other rational citizen, creates
an undesirable burden on the taxpayer.?® More than this, however, he goes on
to suggest that the government has abrogated its duties by interfering with the
market. This is meant to infuriate the reader, to make the reader feel that such
programs are altogether ill-conceived. What he thus implies further is that the
government ought not, under any circumstances, to be involved in the business of
providing insurance. He is making a moral argument: because the government is
in the business of providing insurance with the money of other taxpayers, some of
whom may not want to play a role in the provision of insurance, the government
ought to get out of the insurance business.

Stossel blames the government for getting involved in a business that should be
tied to the economic market.  am not necessatily convinced that the government
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should be involved in the insurance business either, but I am also not convinced
that deliberative and bureaucratic mechanisms are inappropriate for determinations
about whether one should be insured against losses. Tt is this broader concern that
motivates this work.

The problem of the moral hazard is particularly sticky with government provi-
sion of insurance, since such insurance is often based on nonmarket considerations.
Government insurance is based on other considerations, like normative concerns
and social values, which wend their way into the making of public policy. Some
areas in which this is most prevalent might be in bankruptcy safety nets, in uni-
versal health insurance, or in federal emergency bailouts, as in the case of Katrina
or of the recent bailout of investment giant Bear Stearns.2! These programs are
adopted, presumably, because a legitimate decision-making authority has decided
that such protections are good and worthwhile. The intractable difficulty is that
very often moral hazard logic works its way into arguments about public policy
and, when it does, it is employed for the purpose of undercutting the policy.

The argument works like this: because citizens know that they will be bailed
out in the event of a disaster, they have incentives to be less cautious (or do not
have incentives to be more cautious) about disaster; they act on these incen-
tives and change their behavior, which is wrong; therefore, we ocught not to bail
citizens out in the event of disaster (or we ought not to bail them out as much).
This does not necessarily follow. The confusion stems from the second premise,
in which it is asserted that thete is something wrong with acting according to
revised incentive schedules. In some cases it might be wrong; but, if this is so,
the wrongness of the changed behavior is exogenous to the moral hazard. At
least, that is my contention. If it can be shown that there is nothing inherently
wrong about such moral hazards, as I will do here, then moral hazard arguments
against public insurance programs must be shown also to give rise to morally
undesirable outcomes in order to be held merally problematic. That is the goal
in this paper.

GROUNDS ON WHICH THE MorAL HAZARD
MiGHT BE SAID TO BE IMMORAL

Of the several interpretations of the moral hazard offered above, I understand
at least three reasons that one might say that a moral hazard induces behavior that
is inherently immoral. In the following sections, I'd like to discuss these reasons,
I'do so by investigating scenarios that view the moral hazard as a problem with
lying, cheating, or stealing. My strategy is to present scenarios that appear to be
described accurately by the moral hazard, but that, when taken in parallel with
follow-up scenarios, lose their persuasive fotce.
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ITL. A. LYING aBoUT MY ACTIONS

On one reading of the moral hazard, the risk of moral WIONZNESS rests on its
tendency to induce misrepresentation of actions. Richard Zeckhauser character-
izes the moral hazard as a problem of “hidden action,”® a problem of deception.
Emmett Vaughn and Therese Vaughn also refer to the moral hazard as a problem
with “dishonest tendencies What they mean by this is that one might, for
instance, have  tendency to downplay the risks to which one normally subjects
oneself, either in order to obtain a lower insurance premium or in order to cash
in on the insured object, Under many moral theories, lying is clearly wrong, and
80 if the moral hazard necessarily involves lying about facts in the world, then i,
too, would be morally impermissible.

First, let’s clarify matters. We should distinguish between straightforward
insurance fraud and dishonesty or hidden action associated with the moral
hazard. Insurance fraud is fraud, plain and simple—it is lying about one’s
actions or losses when filing an insurance claim. It is wrong, regardless of
the degree to which one is insuted. There is no hazard here, so this is not the
inoral hazard. The moral hazard describes a different phenomenon. It might
be thought, however, that the moral hazard describes the situation in which the
agent has an increased incentive to comumit insurance fraud; therefore, there
is only a hazard, a danger, that this fraud will occur. If this is the case, if the
fioral hazard involves only circumstances in which one’s incentives to com-
mit fraud increase, then the explanatory force of the moral hazard would be
relatively minimal. It would suggest that the moral wrongs associated with the
moral hazard are exogenous. What is wrong, according to this view, is that the
moral hazard creates incentives to Iie (or to commit sorne other morally undesir-
able behavior). On this view, those who argue against insurance programs on
moral hazard grounds would need to establish what is so fraudulent about the
hazarded behavior. So, cases of building near levees, increased consumption of
health care, or riskier behavior when driving, would all have to be established
as wrong in themselves.

The other way of reading the moral hazard, however, suggests that one’s in-
centives to commit hidden actions increase as the rewards for acting deceitfully
increase. Acting deceitfully is not exactly fraud. In this case, acting “deceitfully”
means acting without teporting one’s actions. To say such a thing would be to
say that insurance induces a situation in which one might have greater incentive
to behave “secretively” about what one is doing—not to reveal as much as one
might otherwise reveal. On this view, what is wrong with the moral hazard is that
it encourages hidden behaviot. The risk here is intherent to the moral hazard. If
this is said to be wrong in itself, as is often implied by critics of social insurance,
then we ought to rethink such insurance.
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Consider auto insurance. When we insure our cars, we do so primarily with the
objective of taking more rigks. We insure our cars 5o that we can travel freely on
highways at high speeds, without fear that we will lose our shitts in the event of an
accident. If we were to drive without insurance, it is possible that we would avoid
driving our cars under such risky circumstances. Our behaviors change precisely
because we have insurance. The moral hazard cannot reasonably describe a case
of deceit about actions because deceit requires that agents have a clear sense that
their revised actions are directly linked to their insurance.

The interpretation of the moral hazard that proposes that the hazarded behavior
involves lying about one’s actions leaves many cases of assuming risk in the face
of insurance off the table. If it were true that moral hazards necessarily involve
lying about one’s actions, then they would be inherently wrong. But they are not.
This view fails because there is not a clear sense in which one can be said to be
lying-about one’s actions.

III. B. LYING ABOUT MY MOTIVATIONS

One might instead say that the moral hazard describes a situation in which the
agent is deceitful, not about his actions, as we discussed above, but rather about
his motivations or risk orientations. The agent might paint himself as risk averse,
for instance, but harbor a secret risk proneness, This kind of misrepresentation,
we might say, is what is really wrong in cases of moral hazard, In this case, the
defender of the moral position is suggesting that the agent has lied about how he
Intends to act, about how his risk orientation will shift—that the insurance ar-
rangement implies that the agent will maintain a risk orientation equivalent with

. the orientation that he had at the time of the initial contract,

This resolves the problem of conspicuous and public behaviors, but this ap-
proach, too, seems somehow wrong. For instance, just as we discussed above,
the person who takes out auto insurance does so with the express intention of
changing her behavior. The same goes for almost all insurance programs. Chris-
topher Columbus would probably never have embarked on his voyage to the
new world if the Queen had not bome much of the risk; Neil Armstrong would
probably never have traveled to the moon if his family and his health had not
been cared for; and Judith Jarvis Thomson might never have walked through
Unpleasant Way at night if it had not been for some safeguards provided by the
state,® The principal provides security to Captain Columbus, Mr. Armstrong,
and Prof. Thomson so that they can change their risk orientations and explore
new worlds, land on the moon, or walk at night—relatively risky endeavors. If
the principal had not provided such insurance, the trio might well have huddled
in their respective homes,

Those who argue that the moral hazard involves a deceitful or secretive shift
in one’s risk orjentations argue inconsistently. The very act of taking out insur-
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ance involves notifying the principal of one’s future risk orientation. There are
certainly cases in which one might have a greater incentive to lie or be deceitful,
but the wrongness of these actions is not inherent to the moral hazard arrange-
ment, Rather, the wrongness must be exogenously established.

IV. A, CHEATING: THE CONTRACT OBJECTION

One might then propose, instead, that a moral hazard is the flip side of lying—
that the moral hazard describes a case in which one breaks promised obligations, a
case in which one violates the rules of the insurance game. In this case, the claim
thight be that the agent violates an agreement or a contract with the principal. On
the agent’s end of the contract, one might say, the agent promises to continue act-
ing in the same way, so long as the principal promises to cover the agent should
calamity befall her. Perhaps it is not that the agent has been dishonest about her -
intentions to be more or less risk prone, but that she has committed herself to a
particular motivational preference—that she has said, effectively, “Whether I am
or I am not risk averse, I promise to maintain the same risk orientation that I had
upon taking insurance.”

So here we must ask why one would take out insurance at all. The answer is
somewhat embedded in the language of insurance, but I think it can be made
plain by putting it this way: one takes out insurance so as to share risk across
coinparatively risk-averse actors. (In this case, “comparative” refets to the risk
orientation of agents before ihsurance versus the risk orientation after insurance.)
When sharing risk, one does so for an implied reason: to be able to take more
risks. One reason that I might take out insurance is because a loss to me would
be costly, as we explored in the above section, But another reason that I might
take out insurance is becanse I seek to alter the probabilities of abad occurrence.
This is an argument of a different nature. In this case, the reason that I engage
insurance at all is to ty t0 increase the probability that something otherwise
undesirable will happen, but so that its outcome is less undesirable to ie. This
is a funny way of speaking, but effectively, I seek to become more risk prone. 1
seek to do this either by distributing cost, probability, or uncertainty. I might even
seek t0 increase the probability that T will get into. an accident—not because I
love accidents, so much as that my life is worse off if T do not have insurance: I
either drive too cautiously, live too safely, or do not take the risks that it takes to
get ahead. To suggest otherwise suggests that insurance should apply only at the
time that a contract is set in writing. :

To get a clearer grip on this, suppose that ¥ approach you with a full deck of
cards, and propose that you give $100 to me in exchange for the opportunity to
pull one card from the deck. If you pull one ace from the deck, o matter the suit,
T offer to give you $1,000 it return. If you pull a card of any other rank from the
deck, you lose your money. Under fmost circunstances, you will take this to be
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“a bad arrangement—a stupid bet. It is stupid because it returns $1,000 only ohe
out of thirteen times, such that the expected return of your $100 bet is roughly
$76.92 (=$77). For every $100 that you contribute to the pot, you get $77 back.
Bad investment. And yet, this arrangement is sometimes thought to characterize
insurance. People make similar such investments all the time. The expected value
on the insurance dollars that they contribute is fower than the money that they
put in. So what’s the deal? Why do they do this? Why such irrational behavior?

The remaining $23 can be explained by appeal to one’s willingness to pay to
overcome uncertainty (as laid out in our rough equation at the beginning). The loss
in value of their doMar is not actually a loss in value at all. Instead, it is the price
of certitude, the price of peace of mind. One can thei adjust the costs to include
uncertainty costs and anxiety costs. Let’s set this as our maximurn willingness
to pay to overcome uncertainty. :

The insurance atrangement might thus be confused with cheating, as one might
cheat at cards. Consider blackjack. Some might think that the game of blackjack
is simply a matter of “one hand, one play,” where the deck is reshuffled after each
deal and players ought not to have the opportunity to alter their behavior based on
how many cards appear to have been dealt from the deck. Indeed, I myself have
browsed casino tables and muttered to myself about the stupidity of betters. The
odds are terrible. But this assessment seriously misunderstands the game, as any
blackjack player will tell you. The game of blackjack involves a deck (or more)
of cards, in which the player of the game plays against the house. Here is how
the Supreme Court of New J ersey views blackjack and card counting:

The putpose of blackjack is to obtain cards having a higher connt than those of
the dealer without exceeding a total count of twenty-one. In blackjack, unlike

in other games of chance, players’ skill can increase the 0dds in their faver,

Card counting is a method of playing blackjack that involves keeping track of
the number of “high value” cards. This technique allows a blackjack player to
identify a favorable count, which occurs when an unusually high percentage of
the cards remaining in the “dealing shoe” are high value cards. At that tirne, the

chances increase that the dealer will “bust,” or deal cards that exceed twenty-one
points, thereby permitting the card counter to win, A favorable count occurs

infrequently, and almost exclusively after most of the cards have been dealt,

Consequently, card counters must maximize their play at such times. To do so,

card counters may increase their bet, play two hands at once, or both.%

It would appear then that those who reason that card counting is cheating believe
that the contract to which one binds oneself is a contract that specifies that one
remain indifferent to the next card in the deck, continually resetting one’s mental
odds ratio, one’s risk calculations. But this is silly. This is expressly not the game
of blackjack. That game, the one described, is a game in which a deck is shuffled
before each hand. Let’s call it splackjack. To foliow through with the insurance
analogy, we must then ask wlhether insurance is the type of game in which the
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deck is shuffled before each hand, in which the uncertainty costs remain constant
{splackjack)—or whether it is a game in which the deck changes according to
how many cards have already been dealt (blackjack). _

Splackjack insists that the probabilities remain constant—that the player have
no insight into the alignment of cards in the deck. It demands, effectively; that
the player gamble on pot odds only. It insists that the player conduct only an
expected value calculation, leaving them to subscribe to the standard, sitple
definition of risk (Risk = Probability * Loss). Blackjack, by contrast, insists that
the probabilities can change, that players® calculations can shift across a multicide
of scenarios, some of which turn out well for the player and others which turn out
poorly. What blackjack allows, that splackjack does not allow, is that the player‘_
have a reason for playing a game in which the deck is stacked against him. . -

It is reasonable to believe that insurance is more like blackjack than splack-
jack. One reason that people play blackjack is for the putpose of playing, forthe
enfoyment of blackjack, for the challenge of a win—not solely for the purpose of
winning large sums of cash. It is nearly impossible to explain the phetomencn
of gambling otherwise (outside of attributing irrationality to the gambler). This
has parallels with insurance.?” One reason that people take out insurance is for
the purpose of coping with uncertainty, in order to gain peace of mind. Both
outwardly irrational games, blackjack and insurance, can be understood by ap-
peal to either enjoyment and challenge in the case of blackjack, or peace of mind
and increased risk exposure in the case of insurance. Accepting this, return to the
example of card counting. '

Card counting is, by many accounts, neither illegal nor immoral.?® This is so
because what it means to play blackjack involves changing one’s behavior in the
face of changes to one’s probability of making a hand. One can do this either
by basing one’s strategy on the two cards on the table, or by counting cards, by
becoming more skillful. Card counting may be undesirable from the standpoint
of the casino because it shifts the balance of odds (just as moral bazards are un-
desirable from the standpoint of the insurance conipany), but it is difficult to say
that it amounts to cheating. Anybody who does not count cards in a card game
involving both skill and odds is bound to lose that game (and anybody who does
not act or think differently in the face of insurance is a damned fool for taking
out insurance). This goes for blackjack, poker, bridge, hearts, spades, and many
other games. This goes for fire insurance, health insurance, auto insurance, flood
insurance, and many other types of insurance. What makes these games games,
in part, is that there is more to them than that they are just flat probability calcu-
lations.”® What makes insurance insurance, in part, is that there is more to it than
Just basing one’s decision to insure on flat expected value calculations. In both
cases, one seeks to maximize possibilities for wise investments. To argue otherwise
i$ to consider such arrangements on a par with strict games of chance—where
rows of bad mathematicians mindlessly pull the arms of rigged slot machines.
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IV. B. THE KANTIAN OBJECTION

There is yet a further objection that understands the moral hazard as cheating.
One could argue, as a Kantian might be inclined to argue, that “insurance would
not work if everyone cheated.” Changing one’s behavior once one becomes in-
sured appears not to be universalizable. But this depends on what we mean by
“cheat.” If what we mean by “cheat” is “to break the rules when it suits us,” then
it is certainly true that cheating is forbidden. No game would work if it were the
case that one could change the rules whenever it suited one to do so. But there
is a great deal of fogginess about the rules of insurance, as we discuss above.
More importantly, if, on the other hand, what we mean by “cheat” is “to actin a
way discordant with the expected value schedules of the insurer” then it is also
true that insurance would not work if we acted only in accordance with these
expected value schedules.*® Which is to say, insurance depends also on the notion
that one have something reasonable to insure—that one desire to expose oneself
to greater risks, which is exactly what the moral hazard proposes is immoral.

The Metaphysical Hard Drive

We can understand why this is the case if we imagine a “metaphysical hard
drive.” Suppose that some inventor ¢reates a metaphysical hard drive that can
return the universe and any of its possessions to a state prior to some unforeseen
calamity. Much like a hard drive on a standard personal computer, the metaphysical
hard drive keeps a tunning backup of structural data on all objects for which it is
programmed. Should some terrible calamity befall a person, the metaphysical hard
drive can simply check backup files stored on the drive and reinstate the object
exactly as it was prior to the calamity. There are nominal costs to operating this
metaphysical hard drive, and so there is a monthly service fee for maintaining
these regular backups.

Now imagine a case where a car aficionado of limited financial means desires to
purchase a car of great value to her. Suppose that this aficionado currently owns a
Dodge Dart, but desires strongly that she drive a Maserati. Being somewhat naive
to the advances of technology, imagine that she is unaware of the metaphysical
hard drive. After years of hard work, she may have saved just enough money to
purchase her Maserati, but will be car-poor once she has purchased the car. To buy
the Maserati would mean risking complete bankruptcy should something terrible
befall her or the car. Prudently, she may continue to drive her Dodge Dart.

I we think about this driver’s predicament, we can see that she is in a
worse-off state than she would be if she had access to or knowledge of the
metaphysical hard drive. The issue here is not that she could be driving a Mase-
rati, but that she will make a suboptimal decision due to her concern that she
will be brought dowit by a calamity. But the critical observation is this: under
these suppositions, the driver would be able to afford her dream Maserati only
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because she has the reassurance that the hard drive inaintains a copy of‘h ;
prized automobile. _ : . .
The Kantian objection is that it is unacceptable to change one’s risk orientation

_upon becoming insured because if such a principle were universalized, insurance

would cease to function. But insurance depends on reducing or spreading risk
across multiple agents, at an expected loss to the insured {as discussed above,
in the comparison with blackjack). Since the reason people have insurance in
the first place is so that they can change their risk orientation (as outlined in the
case of the metaphysical hard drive), insurance would also not function properly
if agents were restricted from changing their risk orientation, if they could not
take advantage of insurance. If changing one’s risk orientation were not permit-
ted, and, say, ‘were willed ifito a universal law, then players would be playing
splackjack, running expected value calculations to reduce losses to themselve§.
Stupid bets. Stupid-games. Nobody but fools would play. What we see here is
that insurance also would not function if agents were forbidden from changing
their risk portfolios.

One reason that we get auto insurance is so that we can drive without fear
that we will lose our shirts. One reason that people purchase fire insurance is so
that they do not have to bear the full risk of total loss; and one reason that they
do not want to bear the full risk is so that they can act differently. What we pay
for with insurance is either the possibility of increasing our probability of loss
or the possibility of playing with more costly material goods than we can actu-
ally maintain. In a world of the excessively rich, we do not need insurance. In a
world of infinite supply, we would have no need for coverage. We do not insure

‘ballpoint pens or rolls of yarn. If cars were made of scrap tin foil, if bodies and

limbs could be regenerated with hard drives, or if homes and investments could
be reinstated as if by magie, then we would have little reason to insure ourselves.
But this is not the case.. We are not all excessively rich, and the goods we valuedo
not grow on trees. We have insurance in order to create a circumstance 1nwh1ch
‘we are richer than we actually are, in which we can act with less care—expressly
not in order to create a sitnation in which we keep ourselves at the same 1eve§'?'f
impoverishment. :

V. STEALING

Finally, we must explore the third and perhaps most damning criticism of the
moral hazard. Some argue that relying on insurance programs and safety nets not
only breeds laziness and irresponsibility, but involves a selfish consump;i‘on of
resources that is detritnental to others involved in the insurance pool. The con-
servative commentator William Safire thinks that the moral hazard describes the
hazard of greed, and presumably also constitutes 4 sort of stealing.* Referring to
Arrow’s characterization of the moral hazard, he says: “Makes sense; whenever a
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disk in my back starts to crumble, I greedily demand an MRT; if T weren’t ihsured,
I'd settle for a cheaper X-ray.”2 Greedy indeed.

Ipropose to address this concern by first invoking the following understanding
of insurance: as a technique for shifting resources from one state of the universe
to another state of the universe. In this case, the idea is that we can accumulate
resources from the numerous states of the universe in which things don't go awry,

~and use them to pay off the instance of the universe in which things do go awry,
This has the effect of decreasing the one element of tisk in our universe that makes
us risk averse-—of spreading risk or distributing risk among multiple instances of
ourselves in other universes. So, for example, we might be less inclined to take
a gamble on an investment if we don’t have some insurance that the universe in
which we make that gamble is going to turn out okay.

I will therefore begin by assessing the claim that the moral hazard describes
a situation in which one steals (or takes) from oneself; then I will expand this

examination to assess the claim that the moral hazard desctibes a situation in
which one steals (or takes) from others.

A. Stealing from Oneself

On one view, what is wrong with the moral hazard is that it involves taking from
others without their permission; it involves stealing. But on one view of insur-
ance, I insure my future by convening an untold number of instances of myself
and urging all instances of myself to throw money into a collective pot. Insurance
involves impersonal agents who contribute to a collective pot, and so it is under-
standable to say that when contributing to an insurance pool, what one is really
doing is contributing to one’s own pot. On this way of thinking about insurance,
therefore, the moral hazard would have to describe a situation in which I could
steal from myself.

But consider a more concrete case. Suppose I were a berry farmer. Suppose
that I know I must grow x acres of a crop in order to survive. Suppose I also
know, however, that only one in ten of the seeds [ plant will germinate and grow
to maturity. To insure myself against losses, I'plant ten times as many seeds as I
need plants, over many more acres. The cost to me in seeds and land is great, but
I do so in order to survive.

Planting more seeds on more acres allows me to stop worrying so obsessively
about my future. I have insured myself against losses, shifting resources across
one state of the berry farni to other states of the berry farm. I can use my surplus
crops from one part of the farm to offset losses on another part of the farm. If
choose to plant more seeds on the farm—say, fifteen times as many seeds as [
need plants, perhaps to cover discrepancies in growth of weather patterns—then [
have some wiggle room with regard to my overall crop. In fact, T have now freed
myself to take some chances with miy crops that I might not otherwise have con-
sidered taking. I can experiment with new growing techaiques; I can leave some
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stones untumed. By insuring myself against losses, I have created possibilities
elf. ‘ ‘
fOITI:Tilz Strue that I am borrowing against myself by spreading my risk across c.hf-
ferent states of my berry farm, but it would be wror'{g tlo suggest that [ am steahqg
from myself. What I do by acting in this manner is improve the wholle s;t/sttemi,:
improve the whole farm. What I do is take the surplus value from onc?bs ) ?1:1')3
the berty farm and reinvest it in another state of t.he b:.arry farm I c_ontrz ute ;
value to the other state of the berry farm. A eynic mlgh.t ’Ehmk tlns‘ excessively
generous of me, but, of course, it is my berry farm, so it is really just a matter
of self-interest. It makes sense for me to shift resources from the abunc.lant SEEt'e
of the berry farm to the one that has not done so well. Further, I coptr1bute : is
value from one state of my berty farm to the other state of my berry farm Pmlar
to ever having any sense of which parts of my berry farm will do exceedingly
i ehind a veil of ignorance. -
We‘g}’;?:ngt?;;r?obstétes of the univirse. If we conceive of insurance as the shifting_
of resources from one state of the universe to another state, tl_wn I lellft resources,
skim off the top of successful states of the universe, to offset costs in other states
niverse. .
o Ithnetllllis sense, I am not stealing or taking from myself 1f 1 take advantage of
the other states of the universe, but rather, the nine other m§tances of me have
contributed to the well-being of the one instance of me that is not as we:llloffth—
precisely out of self-interest to them (me}, and p.remsely for the reason a; the
one instance of me will benefit from such value in the case t%lat my state of e
universe goes awry. Should another instance-of-me’s s.ta.te of f:lthef the berry farm
or universe go equally tragically awry, then the reinalmng eight mstaﬂcestt;) mﬁ
will be left to pick up the slack. This is true on down the line, so tpat even c;ug
the costs to sofhe instances of me are steep, Fhe feason that‘all 1nstanpfes of me
engage in insurance is to avoid being caught' in t.he bad states of t‘he ul;wtertie. o
What is deceptive in this kind of calculation is that we f:oncelveho states o
the berry fatin only according to a close.d-system f:alculatlonijso ] ;t it S\mt:)ﬁen
appear that on a probability that there will be one in tenlba;ii e;ry ar;;l;1 then
any action that might make it instead the case that one in five enyk gth
bad, would seetn to throw the entire insurance scengrm out of wh.ac (as t\:vl
the Kantiai objection, above). But if one considers, instead, that, just aslz c;ve
where I plant fifteen times as many seeds as I need berry bqghes, one cou ar 50
construe insurance to account for one in five bad berry fartns, then it befzomes
clear that insurance for berry faiming, as with insurance for 'stjates of the upweﬁe,
is a situation in which agents must recognize that they are giving to .apot in azrh l:r
to make it possible that other instances of themselves take more risks, just like
oing to take fmore risks. ‘
theI); ?)feg"furtt%er considers that all participants to the i_ﬂsx‘Jrance conﬁgurgtt;;)i are
voluntarily contributing to the pot with this understanding—the reason that we
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insure is so that we may expose ourselves to greater risk——then it would appear
that acting more riskily in the face of insurance is not so much stealing from

oneself, as enabling other instances of oneself to become exposed to greater risks.
Quite good. ' '

B, Siea'ling Jfrom Others

This is not how many people think of insurance, however. Instead, they think of
insurance as the pooling of orher people’s resources to pay down the debts of the
bad-off and unlucky. In effect, the concern is that the true moral hazard involves
stealing from other people who need the coverage, and that this is wrong. This
complaint manifests often with those who talk about cashing in on their insyr-
ance. We’ve certainly felt the impulse not to declare a damaged article because
we don’t need to declare it. We mj ght even have said to ourselves that it would
be better overall if, even though we are insured, we were to assume the burden
s0 that others could be reimbursed when their losses are more serious,

This concern inspired one caller to National Public Radio’s evening program
All Things Considered, to ask their resident ethicist, Randy Cohen (The Ethicist)
whether, as a reasonably well-off resident of New Orleans who suffered only
minor damage after Hurricane Katrina, it was acceptable to request aid for minor
damage when so many others were in such great need.” Cohen’s response was
correct: let the insurer worry about this because these programs are in place for
a reason. He might have added that it wouid be an act of charity for the caller to
forgo his insurance claim in the face of the calamity. What it most ceftainly was
not was a matter of greed.

To understand this, we must ask again: why would anyone contribute money
to an insurance pool in the first place? Is it for the self-interested reason that we
have detailed above, so that only we can benefit from the insurance by increasing
our exposure to risk, but that others must shoulder the cost? I cannot imagine that
this is why. To assume so would be to make ourselves an exception to the rule.
Or is it for a more mpartial reason, so that others might also expose themselves
to risk? If it is for this latter reason, then there is no stealing oceutring at all,

Instead, others have subjected themselves to the insurance scenarios for just the
reason that we have subjected ourselves to the insurance scenario, and aithough
it will cettainly be the case thai many of us increase our exposure to risk, we have
done so with the tacit consent of those who participate in the risk pool.

Imagine again our berty farin. Imagine that ten of us are bery farmers. Under

- hormal circumstances, we must each grow ten acres of a crop in order to survive

(one-hundred acres total), yielding one acre each (ten acres total), but there is no
guarantee that all ten acres will grow properly on each farmer’s apportioned land,
One farmer might be left with nothing, while another farmer might be flush with
berries. Luckily for us, we have an insurance pool. We grow our ten acres each,
just as we had planned. Nine of our berty farms produce well; one fails.
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Sugppoese that in response to the insurance pool, al! ten farrn.s r:ngag?l in rLskn'ar
behavior, Sorhe begin experimenting with new growing techniques, of e?s egg}
to experiment with new soils, and still others trylnew seeds. They art;:;nsufeh;
after all, and needn’t worty as much if their exPenments do nhot work. We mlﬂg] )
complain that farmers on the berry farm are taking advantage pf onhe anotg;ar,ca sae
they are exploiting their risk-sharing 'arrangeme.:nts. But this is no more : 1;3 5
between theth than it is in the berry farin of which I am the sole owner. They

he distribution of risks. . o :
bat’gg\frr;;fnl tse»e it, there are two ways to view what. is h_appextfmg 11; this fPOOI cr)f
berry farmers. One way views the farm as a collective, in wl?lch al tn?fn an:a;a:
participate in tandem to produce one collective crop. On this view, one ﬁeﬂ .
an ihcentive to take risks that will force the other farmers to worl_c extra har h his
describes the moral hazard (when it is thought to relate to. stealing frpm oft_ ers).
The other way to view the airangement on this l:lwerry farm is to conceive ofitasa
chain of wotkers wortking on separate farms (or in sc?parate states of the universe),
alt of whom work to help each other when somet.hmg does not turn _out thc? wt:g
that they had hoped. The reason that they do this is because, as we dlscugls ir;h
above section, they become members of this insurance poc.>-l exactly so ‘ at 1{ey
may alleviate their own tehsions and so that the.y may beg'm to tjake moIIe ris ?d
The first view conceives of insurance as inducing a free—r_lder ploblerr}. t\;mi <
appear with the moral hazard that the insured gets something for pothmg. :110 els
we examine the logic of the arrangement closely, we can see that insurance ioes
not produce this same sort of problein. With the free-rlderlproblem, the gulerselax
of who is pulling whose weight is unclear. If we are rowing a.bcat,I an [relax
my arms to allow others to pick up the slack, tt.len I ama free rider. IitSl:l‘t ceis
not like this boat. Insurance is like a relay race in which teamlmembeisd En t
between ruhners, so that at one moment I might test for one lap, %1;11 tI c;n al
another moment I might pick up the slack so that omers may rest. That I have
rested does not suggest that I am not pulling my weight. Rgstmg afterd ign;mg
was part of the bargain, part of the deal. As arelay team, we have agre.e t<:o ent*g
the baton to the end of the track. This kind of sharing enables ?he entire ;a;mdo
go the distafice, to bring the baton to the end of the track e§ped1ent1y34—an o
so both while resting and while contributing to Fhe collecpve effort. et
Other people, we must assume, are beneficiaries qf the msurancc? arrangt ont
just as much as the agent is the beneficiary of the 1ps'urance arrangemen t.o i
ot that an agent is the sole beneficiary of a weil—rur} msuranf:e progran:,breaks
exclusion of the interests of any given individual. It is not as if the.;ger;w e
into the bank accounts of nine other people in order to pay down is ascel: o
or to take risks on his berry farm. Instead, cs)slts ate sk‘la.red across insure -
stances of undifferentiated and presumably wrfllmg part101gants to the H&j}]r?an
arrangement. If there is a problem with inefﬁmency or overmdul%e;l;;, ) 1151 ;um
actuarial problem related to the formation of the insurance pool. What s \
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instead, be the case, for instance, is that fifteen farmets should participate in the
pool and not ten.

If the objection that the moral hazard involves stealing is primarily against
government-administered insurance programs that give rise to moral hazards
(like flood insurance or the construction of levees), then this is a blanket ctiti-
cism against redistributive regimes, not against insurance scenarios per se. This
is a separate claim suggesting not even that the moral hazard is eX0genous to the
insurance scenario, but only that moral hazards arising from public insurance
provision maintain a special moral status because the funds by which the insurance
program is supported were not collected with the consent of all parties. Whether
it is stealing from others would be true in all instances of public insurance (be-
cause others have not assented to the use of their funds in this manner), not just
in cases in which moral hazards come into play. Unfortunately, this is a matter
for another paper. For our purposes, it will suffice to recognize that moral hazards
appear in private insurance as well as in public insurance, and the claim in both

cases is that there is something morally wrong with changing one’s behaviors in
the face of insurance. :

CONCLUSION

What this exercise illustrates is that there is no inherently moral element of
the moral hazard—at least not as related to lying, cheating, or stealing. There is
nothing wrong with increasing one’s exposure to tisk in the face of insurance,

- public or private, because enabling risky behavior is what insurance is for. What

this illustrates, instead, is that one riust be extra vigilant when making decisions
4g an insurer, iot to insure for the wrong ptice or probability. When the govern-
ment acts as a principal, citizens who take advantage of the insurance are doing
nothing wrong; they are not hecessarily committing a tmoral act at all. The moral
hazard, if there is anything moral to it, comes from poor decision making on the

- part of the decision-making authority.

This should not, of course, suggest that one cannot behave immorally when
insured. Lying for personal gain, whether this is due to insurance or some other
arrangement, is still wrong. But it is wrong for the same reason in both cases—
one makes oneself an exception to the rule. Insurance does not function like this,
and “moral” hazards that purport to have some normative component als6 do not
function like this. When economists, or more aptly, politicians, speak of moral
hazards, this is code for sotne exogenously undesirable variable. Politicians who
argue, for instance, that government ought not to get involved in the provision
of insurance because it imposes moral hazards on actors, sneak morality in the

“back door.

What appeats to be wrong in the case of moral hazards has little to do with
morality at all, just as Pauly claimed forty years ago. What appears to be the case
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is that undesirable ends rear their heads and insurance programs are not in place
as promised. This is hindsight, ot morality. This is a sneaky way for 1t‘1‘surers
and politicians to weasel out of their bargains. Says Eh.zabeth Anderson: “Com-
monsense practical reasoning is often backward-looking: agents often choose
anh alternative not because it maximizes expected future payoffs b.ut bec?use the
alternative bears an appropriate relation of narrative unity to prior actions the
agents have undertaken.”* I am inclined to agree. Condemnatllons of changes of
behavior in the face of insurance often rely on backward-looking Teasons, noton
truly bad or immoral behavior. In the aftermath of Hurricax}e Katrina, it is easy to
point fingers at the people of the coast whose houses and lives were swept away.
It is easy to call them irresponsible, to suggest that government levee construc-
tion creates suboptimal development, that flood insurance provides a false ;ense
of security. From an incentive standpoint, this is probably true_. From a moral
standpoint, however, the matter is not so easily resolved. For this, we must turm
to ethicists and the deliberative resources of an open democracy. For tl}1s, we can-
not depend solely on econoinists or the tools of public policy_. For thlg, we Inust
determine our collective priorities, and we must know that if we bu11d. Ievef-,s,
if we build cities in the middle of sub-sea-level “bowls,” then people will build

" houses on flood plains. There’s nothing inherently wrong with this, even though

it may perhaps be a phehomenally bad idea.

University of Colorado, Boulder
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1. John Stossell, for instance, aigued this point on Fox News immed‘i‘ately foll‘owing
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.shtml.
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because the term “endogenous™ is commonly used in economics to'iefgr t0 varial les
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I have received significant feedback on the use of “cudogenogs —some cpﬁctzll] , som:
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I appreciate the criticism from several readers that it rhay be better to stick with more
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6. Responds Arrow: “Mr. Panly’s wording siggests that ‘rational econoric behavior®
and ‘moral perfidy’ are mutually exclusive categories. No doubt Judas Iscariot tuined
a tidy profit from one of his transactions, but the usual judgment of his behavior is not
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