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Prefatory Notes

• Hui Tong.

• Robert Shiller.

• Why a popular book:

–Over-acceptance of view that markets are 
invariably beneficial.

–Holes in acceptable economics.  



Elementary Model

• Market for lemons.

• Asymmetric information:

– Sellers know quality.  Buyers do not know. 

• Two questions:

–Consequences for Trade?

–Consequences for welfare?



Original Model

• Sellers:

– There are used cars.

– These cars differ in quality.

– Uniform distribution of quality between 0 and 2.

– All used cars initially owned by sellers.

– Sellers get 1 dollar’s worth of utility from one 
quality-unit of used car.

– Sellers know the quality.  Buyers do not know.



Model Continued

• Buyers:

–There are potential buyers of used cars.

–Buyers get 3/2 dollars’ worth of utility 
from one quality-unit of used car. 

–Buyers have rational expectations about 
the distribution of quality of used cars.



Formal Model

• Sellers’ utility function:

Us = M + ∑i Xi

• Buyers’ utility function:

Ub = M + ∑i (3/2)  Xi

where M is the amount of goods and

Xi is the quality of the ith car.



The Equilibrium

• No trade at any price.

• Why not?



Proof

• Suppose the price is p:

–The sellers:
• Offer all cars with quality ≦ p.

• Keep cars of quality between p and  2.

• Average quality of cars offered:

p/2. 



Buyers:  Are they willing to buy?

–Expected value to buyer:  

3/2 * expected avg. quality = 

3/2 * p/2.

–Expected net gain:

•3/2 * p/2 – p   = - 1/4 p  < 0.  



Model with Naïveté

• Buyers are naïve:

–Willing to buy any number of cars at 
price 3/2 or below.

–Will not buy any cars with price > 3/2.  

–Horizontal demand curve at p = 3/2.



Naïve Model: The Sellers

• Sellers: 

–At price p = 3/2,  sellers will trade any car 
with quality  ≦3/2.

–They will keep any car with quality 
between 3/2 and 2.



Equilibrium

• In equilibrium p = 3/2.

• Cars traded: between 0 and 3/2.   

• Expected quality of cars traded: p/2.

• Expected use value to buyers is: 3/2 * p/2. 

• Expected gain to buyers:  3/2 * p/2  - p  = - 1/4 p.



Conclusions

• Markets play a dual role:

–Gains because of comparative 
advantage.

• BUT also:

–Because of naïveté, a loss of p/4 per 
car.



Almost a Law of Nature

• Our most powerful tools are also 
the most dangerous. 



Free Markets

• 25 Cinquillion possible pairs of 
buyers and sellers:

–1 Cinquillion: 

25,000,000,000,000,000.



New Ideas

• Ideas: selectively sought out and 
adopted.

• Last Century: 4 trillion ideas.

• Older retirees: born when US was 
poorer than Mexico today.



Negative Selection

• Four trillion ideas:

–Positive selection:

• Good-for-you/good- for-me.

–Negative selection: 

• Good-for-you/bad-for-me.



Aim for Weak Spots

• Seek out emotional and cognitive 
weaknesses.

• Block our channels of information.  

• Take advantage of  failures to 
understand that we don’t know 
what we don’t know. 

• Phishing for Phools.



Phishing for Phools

• Free markets open us up to be phools.

• They open us up to those who seek to 
influence us to do what they want, but 
that is not necessarily good for ourselves. 

• Five billion adults can phish us. 

• Intentionally opened ourselves up because of 
the obvious advantages.

• But, there is the other side of the bargain.  



Phools

• A Phool is someone who is successfully 
phished.

• Not necessarily a Fool.



Little Effect, If Aware 

• People phished:

–Estimates for U.S.: From .6 million to 
3.6 million per year.  

• Relatively minor.



If We Ignore the Phish? 

• Will have major impact.

• Three examples.



Health

• US Adults:

–3/4 Overweight.

–1/3 Obese.

• Cinnabons: 

–A Metaphor.



Two More Examples

• Undersaving.

• Great Recession.



General Message

• Need to control phishing for phools.



Advantage Phisher? 
Or, Advantage Phool?

• General theory of advantages of 
phishers and weaknesses of phools.



World without Regulation

• History leading up to Meatpacking 
Inspection Act of 1906 and Pure 
Food and Drug Act of 1906.







Suze (pronounced “Susie”) Orman



Suze Orman

• Enthusiastic Audiences.

• The 9 Steps to Financial Freedom: Practical 
and Spiritual Steps So You Can Stop 
Worrying.  

• Financial advisees: do not follow rational 
budgeting.  

• Test: expenditures do not add up.

• Real life: nothing left over for savings.



Statistical Portrait

• Could not raise $2,000.

• Low financial assets.

• Purchases and payday.

• Bankruptcies.



Theoretical Puzzle

• Why are there all those sleepless 
nights, with worries about 
unpaid bills?

• Keynes: “Lives of our Grandchildren.”



Answer to Puzzle

• Businessmen’s Goals: 

–For you to spend your money.

• “How much is that doggie in the 
window?”

• Continual temptation:

–Shop windows.

–Supermarket aisles.

–Renting/buying a house.

–Buying a car.



Endemic Temptation 

• Goes beyond credit cards.

• The nature of capitalist markets.



The Financial Crisis

• Phishing for phools as succinct 
explanation for what happened.  



Reputation Mine

• Reputation for perfect avocadoes.

• I can sell you a rotten one.

• I will have mined my reputation.

• I will also have phished you for a phool.



Ratings Agencies 

• Ratings agencies: for a century built up 
reputation.

• Job: to rate prob. of default for bonds.

• New task: rate prob. of default for 
derivatives. 

• Possibility: for reputation mine.



By Analogy

• Rotten avocadoes were rated 
perfect.

• Commanded high prices.

• Central-Valley-ful of growers: 
profitable business of producing 
rotten avocadoes.



Role of Leverage
• Commercial banks, hedge funds, 

investment banks borrowed short 
term and invested in the over-rated 
securities.

• When truth discovered that securities 
were rotten:

–Owed much more than they owned.  



The Four Questions

• How had original reputations been 
established?

• What made it profitable then to mine those 
reputations?

• Why were the buyers so naïve?

• Why was the financial system so vulnerable?



Future Chapters

• Chapter 6.   Looting and Savings & Loan 
Crisis.

• Chapter 7.   The Role of Advertising.

• Chapter 8.   Mortgages and Credit Cards.

• Chapter 9.   Lobbying.

• Chapter 10. Review of the Literature.

• Chapter 11. Socialist economies.

• Chapter 12. Conclusion.



Don’t Economists Know About 
Phishing For Phools? 

• Yes:  When we see it we recognize it 
and understand it.

• No:   We have habits of mind that 
mask Phishing for Phools.  



Economics 1

• If people are well informed and smart: 

—competitive markets are “efficient”.  

• Leaves out:

— vulnerability to deception.  

• Standard economics: 

—The exceptions are externalities.

—Cure of externalities is taxes.  



Weak Spots

• Can be tricked.

• Markets: Playing field for phishing for phools.

• IMF Friend:  Should not combine “pathology.” 

• Sloppy, wrong-minded and consequential:

—Example: only one economist predicted 
crash.



An Analogy

• Old view of cancer:

Viral: like an externality.

• New view of cancer:

Extension of our own benign physiology.

• Phishing for Phools:

Extension of benign markets to markets 
with naiveté.



Application of Analogy

• Standard economics: 

—Pathologies are due to externalities.

• Opposite view: 

—Competitive markets by their nature 
spawn deception and trickery.

—Result of same profit motives that give 
us our prosperity. 

•



Conclusion

• Phishing for phools is important.

• It creates bad equilibria.

• Especially so, if we think markets 
are totally benign and ignore the 
phish.


