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The Basic Lemons Model

Players
A buyer and a seller.

The Order of Play
(0) Nature chooses quality type # for the seller according to the distribution F(#).

The seller knows #, but while the buyer knows F, he does not know the # of the
particular seller he faces.

(1) The buyer otfers a price P.
(2) The seller accepts or rejects.
Payoffs

It the buyer rejects the offer, both players receive payotfs of zero.

Otherwise, Ty, .. = V(¢#) — P and w4, = P — U(#), where V" and U will be defined later.
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Figure 1: An Extensive Form for Lemons I
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B ARG

B RKEFRERYS N, 0 €[2000,6000], FHFEN
6=4000.

B R B NF(0)=1/(6000-2000), RRFZEEA:

FO = [ f@)iz. (4

After substituting the uniform density for f(#) and integrating (1) we obtain

F(6) = ﬁgm 05, (5)

The payoff functions are the same as in Lemons L.
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Figure 2: Lemons II: Identical Tastes
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If e = —0.15 and 6 = 2,000, then $1,700 is the lowest price at which the player would
resell his car. The average quality of cars offered for sale at price P is the expected quality
of cars valued by their owners at less than P, i.e.,

G(P)=E@|(1+e)0 <P). (6)

Suppose that a large number of new buyers, greater in number than the sellers, appear in
the market, and let their valuation of one unit of quality be $1. The demand schedule,
shown in Figure 4, is the 45° line through the origin. Figure 4 shows one possible shape
for the supply schedule E[ P), although to specify it precisely we would have to specify the
distribution of the disturbances.

17
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Figure 4: Lemons IV: Sellers’ Valuations Differ br.
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In contrast to Lemons I, II, and III, here if P > $6,000 some car owners would
be reluctant to sell, because they received positive disturbances to their valuations. The

average quality of cars on the market is less than 4,000 even at P = $6,000. On the other
hand, even if P = $2, 000 some sellers with low quality cars and negative realizations of the
disturbance still sell, so the average quality remains above 2,000. Under some distributions
of £, a few sellers hate their cars so much they would pay to have them taken away.

The equilibrium drawn in Figure 4 is (P = $2,600,0 = 2,600). Some used cars are
sold, but the number is inefficiently low. Some of the sellers have high quality cars but

negative disturbances, and although they would like to sell their cars to someone who values
them more, they will not sell at a price of $2,600.

-¢m.ﬁ%%mlvﬁﬁ LA FETE i R
=i, XGBEEID, MEREFERSZHRES.
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