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Adverse Selection and 
the Credit Card Market
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Market for Lemons

• Nice simple mathematical example of how 
asymmetric information (AI) can force 
markets to unravel

• Attributed to George Akeloff, Nobel Prize a 
few years ago

• Good starting point for this analysis, 
although it does not deal with CCs
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Problem Setup

• Market for used cars
• Sellers know exact quality of the cars they 

sell
• Buyers can only identify the quality by 

purchasing the good
• Buyer beware:  cannot get your $ back if 

you buy a bad car
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• Two types of cars:  high and low quality
• High quality cars are worth $20,000, low 

are worth $2000
• Suppose that people know that in the 

population of used cars that ½ are high 
quality
– Already a strong (unrealistic) assumption
– One that is not likely satisfied
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• Buyers do not know the quality of the 
product until they purchase

• How much are they willing to pay?
• Expected value = (1/2)$20K + (1/2)$2K = 

$11K
• People are willing to pay $11K for an 

automobile

• Would $11K be the equilibrium price?
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• Who is willing to sell an automobile at 
$11K
– High quality owner has $20K auto

– Low quality owner has $2K

• Only low quality owners enter the market

• Suppose you are a buyer, you pay $11K 
for an auto and you get a lemon, what 
would you do?



2

7

• Sell it for on the market for $11K
• Eventually what will happen?

– Low quality cars will drive out high quality
– Equilibrium price will fall to $2000

– Only low quality cars will be sold
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Some solutions?

• Deals can offer money back guarantees
– Does not solve the asymmetric info problem, 

but treats the downside risk of asy. Info

• Buyers can take to a garage for an 
inspection
– Can solve some of the asymmetric 

information problem
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CC Facts

• About 25% have no credit cards
• About 40% pay of CC users pay their 

charges each month (2006) 
• Average balance (among those with 

balances) is $2200/month
• 8.3% owe more than $9000 in CC debt

• Typical debt is 5% of annual household 
income
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Credit Card Facts

• Average person as 13 credit obligations 
(cc, store cards, gas cards, etc)

• ½ have 2+ CCs
• 10% have 10+ CCs

• US consumer debt (car loans, cc’s, etc), 
$2.5 trillion in 2007

• CC’s make up $904 billion
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College students

• % with CC from parents:  70%
• % with their own CC:  48%
• % with debit card:  58%
• Average balance on CC:  $1050
• % who have paid late once/year:  58%
• % who have paid late 3+ times/year:  25%
• Colleges than ban CC promotion on campus:  

1280 (2000 colleges)
• # direct mail offers/semester:  17
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Two type of customers

• People who intent to pay off their loan 
every month
– Sometimes they get in a pinch and generate 

interest charges

• People who need the money

• In this situation – will firms compete on 
interest rate?
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