
1 .  I n  t r o  d u c  t i  o n

A cen tral oc cu pa ti on of eco no mists is to ana ly se the na tu re, cau ses, and ef fects 
of in cen ti ves – the cir cum stan ces that are held to mo ti va te hu man ac ti on. Eco no -
mists ag ree on the po si ti ve role that cer ta in in cen ti ves can play in in du cing ef forts
to in cre a se pro duc ti on. They also ag ree that ot her in cen ti ves have a rat her ne ga ti -
ve im pact on pro duc ti ve ac ti vi ty. One of the se per ver se in cen ti ves is cal led mo ral
ha zard, the sub ject of our pre sent essay.

Mo ral ha zard is pre sent in “ac ti ons of eco no mic agents […] to the det ri ment of
ot hers in si tu a ti ons whe re they do not bear the full con se qu en ces […] of the ir ac ti -
ons.”1) It is the in cen ti ve of a per son A to use more re sour ces than he ot her wi se
would have used, be cau se he knows, or be li e ves to know, that so me o ne else B will
pro vi de some or all of the se re sour ces. The im por tant po int is that this oc curs aga -
inst B’s will and that B is unab le to san cti on this ex prop ri a ti on im me di a te ly. The
mere in cen ti ve to rely on re sour ces pro vi ded by ot hers is not per se prob le ma tic.
For exam ple, the an noun ce ment of a fu tu re in he ri tan ce might pro mpt the pro spec -
ti ve heir to spend more in the pre sent than he would ot her wi se have spent. In such
ca ses we would not spe ak of mo ral ha zard. A ge nu i ne moral-hazard prob lem ap pe -
ars ho we ver if A has the po ssi bi li ty to use B’s re sour ces aga inst B’s will and if he
knows this. La y men would call A’s in cen ti ves a “tem pta ti on to ste al” or a “tem pta ti -
on to act ir res pon sib ly.” Eco no mists, ever we a ry of mo ra li sing, have es pou sed the
tech noc ra tic ex pres si on “mo ral ha zard.”2)

Thus the es sen ti al fe a tu re of mo ral ha zard is that it in ci tes some pe op le A to ex -
prop ri a te ot her pe op le B.3) The B-people in turn, if they rea li se the pre sen ce of such 
a mo ral ha zard, have an in cen ti ve to re act aga inst this po ssib le ex prop ri a ti on.
They make ot her cho i ces than tho se that they would con si der to be best if the re
were no mo ral ha zard. Many eco no mists have con clu ded the re fo re that mo ral ha -
zard en ta ils mar ket fa i lu res; it brings about a dif fe rent al lo ca ti on of re sour ces than
the one that would exist in the ab sen ce of mo ral ha zard. Thus the eco no my de vi a -
tes from its op ti mum path and po ssib ly ge ne ra tes disequilibria. The po ssib le me -
cha nisms of this pro cess have been stu di ed in a gre at va rie ty of cir cum stan ces.
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And va ri ous re me di es have been pro po sed to pre vent mo ral ha zard from cau sing
mar ket fa i lu res, usu al ly in vol ving some form of go ver nment in ter ven ti on.

Now, wha te ver the re me dy might be, it must be ba sed on a per ti nent dia gno sis
of the cau ses of mo ral ha zard. The con ven ti o nal the o ry of the cau ses of mo ral ha -
zard has emer ged in the 1970s ba sed on the pa ra dig ma tic works of Ar row (1963),
Mi rr le es (1971, 1976), and Hol mstrom (1979). It ex pla ins mo ral ha zard as a con se -
qu en ce of the fact that mar ket par ti ci pants are une qu al ly well in for med about eco -
no mic rea li ty. In ot her words, mo ral ha zard re sults from “asym met ri es of in for ma ti -
on” and the the o ry of mo ral ha zard is the re fo re con si de red to be a part of the
eco no mics of information.

In the pre sent pa per we will pro po se an al ter na ti ve ap pro ach. We will ar gue that 
in for ma ti on asym met ri es are just one among se ve ral cau ses of mo ral ha zard.
They en ta il di se qu i lib ria and the ex prop ri a ti on of third par ti es only ac ci den tal ly and 
ep he me ral ly, be cau se the se third par ti es can avo id them by an ti ci pa ti on.4) By con -
trast, mo ral ha zard also re sults from go ver nment in ter ven ti o nism; and in this case
it cre a tes di se qu i lib ria and ex prop ri a ti on of a sort that can not be avo i ded. Most im -
por tant ly, in this case di se qu i lib ria and ex prop ri a ti on do re sult even in the ab sen ce
of in for ma ti o nal asym met ri es.

It fol lows that the po li ti cal eco no my of mo ral ha zard, right ly con ce i ved, is not
a part of in for ma ti on eco no mics, but of pro per ty eco no mics – the dis cip li ne that
ana ly ses how the ac qu i si ti on of pro per ty de ter mi nes hu man be ha vi our.

We will first pre sent the con ven ti o nal “in for ma ti o nal” the o ry of the cau ses and
con se qu en ces of mo ral ha zard. Then we will stu dy mo ral ha zard on the free mar ket 
and un der go ver nment in ter ven ti o nism. Fi nal ly we will out li ne how our fin dings fit
the im por tant case of go ver nment in ter ven ti o nism in mo ney and fi nan ci al mar kets.

2 .  T h e  C o n  ve n  t i  o  n a l  T h e  o  r y  o f  M o  r a l  H a  z a rd

The fact that pe op le act on the ba sis of dif fe rent know led ge about the real wo rld
will hard ly be con tes ted. The ba ker knows ot her things than the as tro naut, the ope -
ra sin ger ot her things than the te a cher of mat he ma tics. Ne it her can it be doubted
that pe op le are une qu al ly well in for med about the real wo rld. Some ba kers know
more about ca kes, cake ma king, and the cake mar ket than ot hers, and so on. In
short, in for ma ti on asym met ri es are a uni ver sal as pect of hu man life as we know it.
They are both a cau se and a re sult of the di vi si on of la bour. The re is no re a son to
sup po se that they are a prio ri har mful or a sign of im per fec ti on.

In for ma ti on asym met ri es do not all by them sel ves en ta il the dis po si ti on that we
call mo ral ha zard. They do not per se give to some men the po ssi bi li ty to use the re -
sour ces of ot her men aga inst the latter’s will. In par ti cu lar, they do not per se in ci te
hu man be ings to be ha ve ir res pon sib ly. A ba ker who knows less than his
fellow-baker does not the re fo re adopt a more ris ky bu si ness stra te gy. He might in
fact adopt a more ris ky stra te gy or a less ris ky stra te gy; yet we have no re a sons to
as su me that he would do the one or the ot her be cau se of asym met ri es of in for ma ti -
on. It is the re fo re that the con ven ti o nal the o ry stres ses an ad di ti o nal con di ti on to
ex pla in the emer gen ce of mo ral ha zard, na me ly, the se pa ra ti on of ow ner ship and

4) The no ti on that mo ral ha zard en ta ils mar ket fa i lu res has also been cri ti ci sed from the po int of view

of con tract the o ry. The idea is that sui tab ly de sig ned con tracts could neu tra li se mo ral hazard’s un wel co me

ef fects. See for exam ple Laf font and Mar ti mort (2002).



con trol.5) Two main ca ses can be dis tin gu is hed: co-ownership and agen cy con -
tracts.

In the case of co-ownership, any one ow ner has con trol over a gi ven pi e ce of
pro per ty, but not ex clu si ve control. In for ma ti o nal asym met ri es can then pro du ce
mo ral ha zard in con jun cti on with  this se pa ra ti on of ow ner ship and con trol. Whe ne -
ver one co-owner of a swim ming pool can not ef fec ti ve ly mo ni tor the ac ti vi ti es of his 
fellow-owners, the lat ter have an in cen ti ve to swim wit hout cle a ning up, re pa i ring
the fen ces and so on, thus in cre a sing the ir own (mo ne ta ry and psy chic) in co me at
his ex pen se.

Si mi lar ly, in the case of an agen cy con tract, mo ral ha zard can ari se when an
eco no mic good is not ef fec ti ve ly con trol led by its ow ner (the “prin ci pal”) but by
a dif fe rent per son cal led the “agent,” for exam ple, by an em plo y ee. Aga in, in for ma -
ti o nal asym met ri es pro du ce mo ral ha zard in con jun cti on with this se pa ra ti on of ow -
ner ship and con trol. The agent, who is ful ly in for med about his own ac ti vi ti es, has
an in cen ti ve to act in his own ma te rial in te rest aga inst the ma te rial in te rests of his
less in for med prin ci pal. Whe ne ver the prin ci pal can not ef fec ti ve ly mo ni tor the ac ti -
vi ti es of his agent, the re fo re, the lat ter has an in cen ti ve to in cre a se his own (mo ne -
ta ry and psy chic) in co me at the ex pen se of the former.

The stan dard case of mo ral ha zard in an agen cy set ting is an in su ran ce con -
tract. Here the in su ran ce is the less in for med prin ci pal and the in su red per son is
the agent. Au to mo bi le in su ran ce for exam ple cre a tes a mo ral ha zard for dri vers; it
cre a tes an ad di ti o nal in cen ti ve for ris ky dri ving be cau se ot her pe op le (ot her cli ents 
of the in su ran ce) will pay a part of the costs of the ac ci dents. Si mi lar ly, in the pre -
sen ce of unem plo y ment in su ran ce, an unem plo y ed per son has an ad di ti o nal in -
cen ti ve to stay unem plo y ed be cau se ot her pe op le will pay at le ast a part of his li -
ving ex pen ses (see Spy cher, 2000). Or, in the pre sen ce of he alth in su ran ce,
in su red pe op le will have an ad di ti o nal in cen ti ve to en ga ge in ris ky ac ti vi ti es or life
sty les be cau se ot hers will pay at le ast a part of the tre at ment in case of ill ness or
ac ci dents (see Mises, 1922).

Ho we ver, mo ral ha zard is in no way a par ti cu lar prob lem of the in su ran ce in dus -
try.6) It can ari se in al most any ot her fi eld of hu man ac ti vi ty whe re the re is a se pa ra -
ti on of ow ner ship and con trol. Em plo y e es can be sub ject to mo ral ha zard to the ex -
tent that can re du ce the ir ef forts wit hout fe a ring re du ced pay. Deb tors may be
sub ject to mo ral ha zard if they be li e ve they can squ an der the mo ney wit hout ne ga -
ti ve con se qu en ces when they turn out to be in ca pab le of pa y ing back. Cer ta in au di -
ting firms have been sub ject to mo ral ha zard when they sold con sul ting ser vi ces to
the very com pa ni es they were sup po sed to au dit (for exam ple, in the En ron case).
A cen tral bank can pro du ce mo ral ha zard in the ban king com mu ni ty if the com mer -
ci al ban kers per ce i ve the cen tral bank as a len der of last re sort. The IMF can pro -
du ce mo ral ha zard among deb tor go ver nments (see Dre her, 2004). Tax pa y ers are
said to be sub ject to mo ral ha zard if they can eva de high-tax re gi ons, and so on. Si -
mi lar ly, in the li te ra tu re on pub lic cho i ce and con sti tu ti o nal po li ti cal eco no my, go -
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5) See in par ti cu lar Mi rr le es (1971, 1976); Hol mstrom (1979); Gros sman and Hart (1983). For ear ly

pa ra dig ma tic works on the se pa ra ti on of ow ner ship and con trol see Hil fer ding (1910), Ke y nes (1926), and

Ber le and Me ans (1932). Ac cor ding to Ar row (1985), the se pa ra ti on of ow ner ship and con trol cre a tes two ty -

pes of in for ma ti on asym met ri es: hid den know led ge (which en ta ils ad ver se se lec ti on) and hid den ac ti on

(which en ta ils mo ral ha zard).

6) Ar gu ab ly, even in the case of in su ran ce, the mo ral ha zard prob lem is not as for mi dab le as it ap pe -

ars. To some ex tent, at le ast, in su ran ce is not a di rect sub sti tu te for self-protection or self-insurance, but

rat her a com ple ment. See Bec ker and Ehr lich (1972) and Rot schild and Stig litz (1976). I am in deb ted to

Prof. Le men ni ci er for this re fe ren ce.
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ver nments and par li a ments are of ten port ra y ed as agents pro ne to mo ral ha zard,
whe re as the vo ters are the less in for med prin ci pals (see Laf font, 2002).

As the va rie ty of the se exam ples shows, mo ral ha zard is a rat her per va si ve
phe no me non. For this re a son alo ne, it me rits ca re ful stu dy and it has in fact been
stu di ed re pe a ted ly and at ten ti ve ly – though not al wa ys un der the name “mo ral ha -
zard” – in the his to ry of our sci en ce.7)

It is a rat her sig ni fi cant fact that, in the light of the con ven ti o nal the o ry, in for ma -
ti on asym met ri es pro du ce mo ral ha zard only in con jun cti on with the se pa ra ti on of
ow ner ship and con trol. We will ar gue that the lat ter is in de ed the de ci si ve ele ment,
whe re as in for ma ti on asym met ri es are but a si des how. More to the po int, we will ar -
gue that mo ral ha zard sys te ma ti cal ly en ta ils ex prop ri a ti on only when ow ner ship
and con trol of a re sour ce are se pa ra ted in a spe cial way, na me ly, wit hout the con -
sent of the ow ner. To de mon stra te our con ten ti on, we will first ana ly se the vo lun ta -
ry se pa ra ti on of ow ner ship and con trol, as it oc curs on a free mar ket and then turn
to the most im por tant case of in vo lun ta ry se pa ra ti on, na me ly, the case of in ter ven -
ti o nism.

3 .  M o  r a l  H a  z a r d  o n  t h e  F r e e  M a r  k e t

When we spe ak of a free mar ket, we mean that each pro per ty ow ner has the un -
ham pe red right to use his pro per ty as he sees fit (see Rot hbard, 1998). This in clu -
des the right to let ot her pe op le use his pro per ty un der con di ti ons he ap pro ves, as
well as the right to co-own pro per ty with ot her pe op le. In short, it in clu des pu re ly
vo lun ta ry se pa ra ti ons of ow ner ship and con trol.

The qu es ti on we have to an swer now is whet her such a vo lun ta ry se pa ra ti on of
ow ner ship and con trol is per se li ke ly to lead to any sort of ex prop ri a ti on due to in -
for ma ti on asym met ri es. In ot her words, we have to exa mi ne whet her the con jun cti -
on of the se two con di ti ons is suf fi ci ent for one man to en rich him self at the ex pen se
of anot her man, or whet her, to the con tra ry, even in the pre sen ce of the com bi ned
two con di ti ons, such ex prop ri a ti on of man by man is a con tin gent con se qu en ce.
We will ar gue that mo ral ha zard does not ne ces sa ri ly en ta il ex prop ri a ti on whe ne -
ver in for ma ti on asym met ri es com bi ne with a se pa ra ti on of ow ner ship and con trol;
that, whe ne ver mo ral ha zard re sults from them ac ci den tal ly, the re are strong for -
ces at work to eli mi na te ex prop ri a ti on; and that moral-hazard-induced ex prop ri a ti -
on is the re fo re not only ac ci den tal, but also ep he me ral on the free mar ket.

The de ci si ve fact on which we can base our ar gu ment is that the in ter play bet -
we en in for ma ti on asym met ri es on the one hand, and the se pa ra ti on of ow ner ship
and con trol on the ot her hand, finds on the free mar ket an ef fec ti ve an ti do te in ex -
pec ta ti ons. Con si der the prob lem of principal-agent re la ti on ships. Sup po se the
ow ner of a gro ce ry shop hi res a clerk for a sa la ry of € 1.000 per month. Sup po se
fur ther that that the ow ner has va ri ous ot her shops to run and that he can the re fo re
not ef fec ti ve ly su per vi se his new clerk all the time. Ac cor ding to the con ven ti o nal
the o ry, the clerk is li ke ly to be ha ve dif fe rent ly than he would in the per ma nent pre -
sen ce of his em plo y er. He can have lon ger naps over the lunch bre ak, be slop pi er
in de a ling with cus to mers, and so on. All of this, we can ad mit right away. But the
cru ci al qu es ti on is: does the slop py clerk ne ces sa ri ly en rich him self at the ex pen se 

7) We can not at this pla ce re vi ew this his to ry. We no ti ce ho we ver that ear li er ap pro a ches stres sed the 

in flu en ce of pro per ty re gi mes on mo ral ha zard (see in par ti cu lar Mises’ ana ly ses of so cia lism, in ter ven ti o -

nism, and fractional-reserve ban king in the 1920s). Only in the 1960s and 1970s did eco no mists start to re -

in ter pret mo ral ha zard from the po int of view of the bur ge o ning dis cip li ne of in for ma ti on eco no mics. This

dis cip li ne re li ed at le ast in part on Hayek’s pa ra dig ma tic work on the use of know led ge in so ci e ty (1945).



of his em plo y er? Does the prin ci pal ne ces sa ri ly bear costs en ta i led by the un fa it -
hful agent? Only if this were the case could we spe ak of sys te ma tic ex prop ri a ti on
and mar ket failure. But it is not the case. The clerk does not ne ces sa ri ly en rich him -
self at the ex pen se of the ow ner be cau se the lat ter can an ti ci pa te the be ha vi our of
the for mer. To the ex tent that he does an ti ci pa te it, the pa y ment of € 1.000 would
pro per ly ref lect the dis coun ted mar gi nal va lue pro duct of slop py la bour. And this is
of cour se pre ci se ly what pru dent em plo y ers do, on a free mar ket, whe ne ver they
hire new pe op le. They dis count the mar gi nal va lue pro duct of good or nor mal work
by a fac tor that re pre sents the risk of bad work due to lack of su per vi si on.

The role of ex pec ta ti ons can hard ly be over sta ted in the the o ry of mo ral ha zard.
To the ex tent that the ex pec ta ti ons of the prin ci pal are cor rect, mo ral ha zard on the
part of the agent can not lead to a si tu a ti on in which the lat ter ex prop ri a tes the for -
mer.8)

Mo re o ver, prin ci pals ac ting on a free mar ket do not me re ly have to rely on the ir
fo re sight of the fu tu re ac ti ons of the ir agents. They are also free to de sign con trac -
tu al re la ti on ships in ways that mi ni mi se: a) the dan ger of mo ral ha zard ari sing in
the first pla ce and b) the dan ger of mo ral ha zard, once the re, af fec ting them ne ga ti -
ve ly. The in su ran ce in dus try of fers well known il lus tra ti ons. In he alth in su ran ce, for 
exam ple, ex clu si ons, de duc tib les and co-pays are to ols in ten ded to re du ce mo ral
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8) Ex pec ta ti ons have very si mi lar im pli ca ti ons in a num ber of ot her ca ses which, al though they seem

to have af fi ni ti es with ca ses of mo ral ha zard, do not fe a tu re any mo ral ha zard at all be cau se the re is no harm 

for third par ti es. Such ca ses are es pe ci al ly wi des pre ad in sports. For exam ple, the in tro duc ti on of man da to -

ry hel mets in pro fes si o nal ice hoc key has made it po ssib le for pla y ers to en ga ge in more vio lent at tacks wit -

hout fe a ring pain and skull frac tu res. As a re sult, the sport has be co me more vio lent. But it has not pro du ced 

ex prop ri a ti on. No bo dy is for ced to play in the Ame ri can NHL and tho se who do play the re know what they are 

he a ding for. Ac tu al ly, the re might be more than just a few pla y ers who en joy the gre a ter vio len ce that is po -

ssib le only with hel mets. The same thing holds true for man da to ry hel mets and shoul der pads in Ame ri can

fo ot ball, man da to ry glo ves in pro fes si o nal bo xing, and si mi lar ca ses.

In ot her ca ses things get a lit tle bit more com pli ca ted. Con si der that tech no lo gi cal ad van ce of ten

in du ces in cre a sed risk ta king with po ten ti al ad ver se ef fects for third par ti es. Road sa fe ty is a case in po int.

Lar ger ro ads will in ci te dri vers to go at a hig her spe ed, thus in cre a sing the pro ba bi li ty of road ac ci dents.

(The Ger man au to bahn sys tem is a no to ri ous exam ple.) But the same ef fect – gre a ter spe ed and thus gre a -

ter num bers of vic tims – could be pro ven to re sult from vir tu al ly any tech no lo gi cal prog re ss that ma kes dri -

ving a car less ris ky, even from man da to ry “sa fe ty belts.” Eve ry new tech no lo gi cal ad van ce that would make 

dri ving sa fer if the dri ver dro ve as be fo re, ac tu al ly cre a tes an in cen ti ve for the dri ver to prop up his spe ed.

Aga in, it does not fol low that pe op le who might be ne ga ti ve ly af fec ted should be con si de red as be ing ex -

prop ri a ted. Af ter all, no bo dy is for ced to ride on a hig hway for which no spe ed con trol exists. And the re a son

why pe op le do cho o se to use and fi nan ce such hig hwa ys des pi te the known risks is that they be ne fit from

the ab sen ce of spe ed li mits even if they do not per so nal ly en joy the thri lls of high spe ed. For exam ple, they

might be ne fit, as con su mers, from the lo wer trans por ta ti on costs that re sult from hig her spe ed; or, as pa ti -

ents, when they need a qu ick ride to the hos pi tal or need ur gent de li ve ry of me di ca ti on.

The re is al wa ys a trade-off bet we en de si rab le and un de si rab le con se qu en ces, which need to be

pro per ly ba lan ced. The pro per ba lan ce in turn will be dif fe rent for dif fe rent in di vi du als. It will de pend on in di -

vi du al va lu es and thus will re qu i re in di vi du al cho i ces. As long as all con se qu en ces of a de ci si on fall on the

decision-maker, eco no mic ana ly sis te lls us that this in di vi du al will cho o se the ba lan ce that ranks hig hest on 

his va lue sca le (ex ante). Ho we ver, as soon as a cho i ce con cerns dif fe rent in di vi du als, we can not in fer,

from the mere fact that the cho i ce is ex ante op ti mal in the eyes of the decision-maker, that it is si mi lar ly op -

ti mal from a lar ger so ci al po int of view. Eco no mic ana ly sis is at a loss to com pu te the va lue jud ge ments of

dif fe rent in di vi du als (see Cu hel, 1907; Rob bins, 1932; Rot hbard, 1956). Such com pu ta ti ons would re qu i re

a com mon unit of va lue or uti li ty, and no such unit is known to exist. By con trast, eco no mic ana ly sis can elu -

ci da te the cau ses and con se qu en ces of cho i ce un der dif fe rent pro per ty re gi mes. The po int of the pre sent

work is to show that the lat ter have in de ed dif fe rent ten den ci es to cre a te mo ral ha zard prob le ms.
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ha zard.9) Si mi lar ly, mo ral ha zard in road traf fic has been ef fec ti ve ly re du ced with
the help of ra dar con trols and black bo xes in ve hic les.10)

Most im por tant ly, on a free mar ket, prin ci pals have the li ber ty to se ver con trac -
tu al re la ti ons with agents at any time. The thre at of be ing fi red is pro bab ly the most
po wer ful in cen ti ve to de li ver di li gent work rat her than suc cumb to mo ral ha zard
(Mi ses, 1922). Re pu ta ti on ef fects and blac klists ope ra te in the same di rec ti on.

Ana lo gous con si de ra ti ons app ly to all forms of co-ownership. Here the va ri ous
co-owners, be ing awa re that the uti li sa ti on of the com mon re sour ce must be re -
stric ted to pre ser ve its va lue, have an in cen ti ve to set up and ac cept ru les for its
use. If the num ber of co-owners is high, in di vi du al capitalist-entrepreneurs might
step in and pro vi de the co-property and the ru les. An im por tant exam ple is ur ban
de ve lop ment (see Mac Cal lum, 2003).

The in sti tu ti o nal set tings de sig ned to neu tra li se mo ral ha zard are usu al ly con si -
de red to be “second-best” so lu ti ons, as dis tinct from the “first-best” so lu ti ons that
would exist in a wo rld in ha bi ted with hu man be ings that en joy per fect in for ma ti on.
Ba sed on this dis tin cti on, some wri ters in fer that com pe ti ti ve mar kets are inef fi ci -
ent in the pre sen ce of mo ral ha zard (see for exam ple Ar nott and Stig litz, 1985). In
ot her words, mo ral ha zard would be a sys te ma tic cau se of mar ket fa i lu res even on
a free market.

Ho we ver, the dis tin cti on bet we en first-best and second-best so lu ti ons is a fig -
ment of the ima gi na ti on. It is ba sed on the pre mi se that hu man be ings could cho o -
se to in ha bit a wo rld in which they would be en do wed with per fect fo re sight and in
which they would not need any in sti tu ti ons de sig ned to deal with mo ral ha zard.
Only in com pa ri son to such an al ter na ti ve wo rld could the wo rld that we know – the
wo rld with in for ma ti on asym met ri es and mo ral ha zard – be cal led inef fi ci ent. But
the al ter na ti ve does not exist. The only me a nin gful stan dard to eva lu a te the ef fi ci -
en cy, say, of de duc tib les and co-pays are ot her con trac tu al pro vi si ons or si mi lar
de vi ces that could be used to at ta in the same end. The ir ef fi ci en cy can not be gau -
ged a prio ri (see Dem setz, 1969, who cal led this met ho do lo gi cal er ror the “Nir va na
fal la cy”).

4 .  M o  r a l  H a  z a rd  a n d  t h e  D e  f i  n i  t i  o n  o f  P ro  p e r  t y  R i g h t s

Be fo re tur ning to the ana ly sis of mo ral ha zard un der go ver nment in ter ven ti o -
nism, it might be use ful to first con si der the hyb rid or in ter me di a te case in which
pro per ty rights are not clearly de fi ned. The case is not only in te res ting from a sys -
te ma tic po int of view, but also be cau se, in prac ti ce, for a gre at num ber of eco no mic
go ods the re are no clearly de fi ned pro per ty rights. Most no tab ly we might think
here of air and oce ans and the ir in ha bi tants; birds and fish. Hu man be ings appro -
pri a te the se re sour ces with only fe eb le at tempts at cre a ting so met hing like pro per -
ty rights. Thus we have a sys tem of co-ownership wit hout ru les. Not sur pri sing ly,
the re sult is so met hing like a uni ver sal mo ral ha zard; eve ry bo dy has an in cen ti ve

9) On ac ti ve and pas si ve mo ni to ring, see Jean Ti ro le (2001). On pro tec ti ve me cha nisms aga inst

asym met ric in for ma ti on in the fi nan ci al mar kets, see Beb czuk (2003). In his stu dy of mo ral ha zard in in si der 

tra ding, Ale xan dre Pa dil la (2002) dis cus ses the fol lo wing in sti tu ti ons through which moral-hazard prob le -

ms are mi ni mi sed: con tract law, (hos ti le) ta ke o vers, in ter nal and ex ter nal ma na ge ri al com pe ti ti on, re pu ta ti -

on, blac klist, and bo y cott. He ar gu es that in si der tra ding due to agen cy prob le ms tends to be mi ni mi sed on

the free mar ket, whe re as go ver nment in ter ven ti o nism tends to exa cer ba te the se prob le ms, be cau se it we a -

kens the principal’s abi li ty to go vern the ir firms (for exam ple, by thre a te ning to end a la bour con tract) and

ac tu al ly en cou ra ges dis cre ti o na ry be ha vi our of the agents.

10) In su rers too use pri ce dis cri mi na ti on and tech no lo gi cal de vi ces such as black bo xes to in ci te “good 

risks” to show them sel ves.



to use the re sour ce in qu es ti on as much as po ssib le. This is a sure re ci pe for qu ick
dep le ti on, as has been known at le ast from the ti mes of Aris tot le. In more re cent ye -
ars, the phe no me non has been cal led “tra ge dy of the com mons.”11)

Now, in this prac ti cal ly high ly im por tant case, in for ma ti on asym met ri es play no
role wha te ver. Mo ral ha zard would be at work here even if each co-owner were per -
fect ly awa re of the ac ti vi ti es of his fellow-owners. We could even say that mo ral ha -
zard would be here at work es pe ci al ly in the case in which eve ry co-owner was per -
fect ly awa re of the ac ti vi ti es of his fellow-owners.

5 .  I n  t e r  ve n  t i  o  n i s m  a n d  M o  r a l  H a  z a r d

Im por tant though mo ral ha zard stem ming from a de fi ci ent or lac king de fi ni ti on
of pro per ty rights might be in prac ti ce, it is no match for mo ral ha zard that re sults
from a for ced se pa ra ti on of ow ner ship and con trol. To this type of mo ral ha zard we
turn now.

By a “for ced” se pa ra ti on of ow ner ship and con trol we mean a se pa ra ti on
brought about aga inst the will of its ow ner. Al though ow ners might be for ced both
by go ver nments and by pri va te par ti es, go ver nment in ter ven ti o nism is far more im -
por tant in prac ti ce. This is so not only be cau se of the gre a ter qu an ti ta ti ve im pact,
but also be cau se, in our wes tern so ci e ti es at le ast, in ter ven ti o nism is usu al ly
enshrined in the law and thus can be anticipated.

Let us first stress that go ver nment in ter ven ti o nism must not be con fu sed with
a mi xed eco no my. In the lat ter the go ver nment is one of se ve ral ow ners and it con -
trols only its own pro per ty. By con trast, an in ter ven ti o nist go ver nment com mands
ot her pro per ty ow ners to use the ir re sour ces in a dif fe rent way than the se ow ners
them sel ves would have used them.12) In so do ing, the in ter ven ti o nist go ver nment
ma kes some per son or group A (for exam ple it self) the unin vi ted co-owner of ot her
agent B’s pro per ty. The es sen ce of in ter ven ti o nism is pre ci se ly this: in sti tu ti o na li -
sed unin vi ted co-ownership.

Go ver nment ma kes it self the unin vi ted and un wan ted co-owner whe ne ver it ta -
xes, re gu la tes, and pro hi bits.13) The spe ci fic forms of ta xa ti on, re gu la ti on, and pro -
hi bi ti on are my ri ad. The im por tant fact is that any form of go ver nment in ter ven ti o -
nism, by its very na tu re, en ta ils a for ced se pa ra ti on of ow ner ship and ef fec ti ve
con trol.

Ta xa ti on me ans that the go ver nment pro cla ims it self the ow ner of (a cer ta in
sha re of) re sour ces be lon ging to its sub jects; and that it for ces them to even tu al ly
hand over the se re sour ces, which the lat ter would not have yi el ded vo lun ta ri ly (ot -
her wi se one would not spe ak of ta xa ti on, but of do na ti ons to the go ver nment). To -
day ta xa ti on does not con cern con cre te phy si cal items, but the ir mo ne ta ry equ i va -
lent. It fol lows that, un til the tax is paid, the go ver nment im po ses it self as the
co-owner of vir tu al ly all phy si cal as sets of the tax pa y ers. Ho we ver, un til the tax is
paid, the resources in question are typically controlled by the citizen.

Re gu la ti on me ans that the go ver nment pro scri bes a cer ta in use of cer ta in re -
sour ces. This use is ty pi cal ly not the one that the ci ti zens would have cho sen (ot -
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11) See Aris tot le (350 B.C.E) in Po li tics, 1261b, said: “What is com mon to the gre a test num ber gets the 

le ast amount of care.” See also Mi ses (1940) in Na ti o na lö ko no mie, idem, Hu man Ac ti on (1998). The term

“tra ge dy of the com mons” was co i ned by bio et hi cist Gar ret Ja mes Har din (1968).

12) See Mi ses (1929: chap. 1). It goes wit hout sa y ing that all mo dern sta tes are in ter ven ti o nist sta tes.

13) We do not here con si der the mo ral di men si on of in ter ven ti o nism. In ob ser ving that the go ver nment

ma kes it self the co-owner of pro per ty be lon ging to its sub jects, we make a pu re ly fac tu al sta te ment. It is

safe to say that, sub jec ti ve ly, the go ver nment con si ders it self to be the co-owner of that pro per ty. Ob jec ti -

ve ly, it has the po wer to im po se its po int of view (wit hin the li mits of eco no mic law).
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her wi se the re gu la ti on would be po in tless). Aga in, the go ver nment the re by pro cla -
ims it self the co-owner of the se re sour ces. Con si der the case pri ce con trols. If the
go ver nment fi xes a mi ni mum wage rate, it ef fec ti ve ly pro cla ims it self the co-owner
of wor kers, be cau se it does not al low them to work un der con di ti ons they see fit.
And it also pro cla ims it self the co-owner of the ca pi ta lists or, more pre ci se ly, of the
mo ney that the lat ter plan to spend on la bour. Ho we ver, the go ver nment does not
per ma nent ly con trol the ac ti ons of the workers, and it does not interfere with other
uses of the capitalists’ money.

Pro hi bi ti on me ans that the go ver nment out laws a cer ta in use of cer ta in re sour -
ces al to get her. Aga in, it the re by pro cla ims it self the co-owner of all re sour ces that
could be put to the pro hi bi ted use. For exam ple, if it pro hi bits the pro duc ti on and
sale of al co ho lic be ve ra ges it ef fec ti ve ly im po ses it self as a co-owner of all re sour -
ces that could be used for the pro duc ti on and sale of such drinks. Ho we ver, it does
not in ter fe re when those resources are used in other employments.

In ter ven ti o nism does not abo lish pri va te pro per ty. The ci ti zens still have ow ner -
ship and con trol of the ir pro per ty, even though they have to sha re both ow ner ship
and con trol with the go ver nment and its agents.14) It is true that this for ced
co-ownership is usu al ly a mat ter of de gree. In cre a sed in ter ven ti o nism in cre a ses
the sha re of go ver nment con trol of re sour ces, though wit hout out la wing ot her
people’s si mul ta ne ous con trol of the se same re sour ces. But the for ced na tu re of
the co-ownership it self is not a mat ter of de gree. It is a ca te go ri cal and es sen ti al fe -
a tu re of any in ter ven ti on, be it ever so small.

Go ver nment in ter ven ti o nism al wa ys and eve ryw he re en ta ils a for ced se pa ra ti -
on of ow ner ship and con trol. It fol lows that, by its very na tu re, it cre a tes a mo ral ha -
zard both for the ci ti zens and for the go ver nment. Most im por tant ly, it cre a tes a si -
tu a ti on in which each of the par ti es in vol ved (the ci ti zens on the one hand and the
go ver nment on the ot her hand) de si res to ex prop ri ate the re sour ces sub ject to
interventionism at the expense of the other parties.

First con si der the re ac ti on of the ci ti zens to ta xa ti on, re gu la ti on, and pro hi bi ti -
on. From the very fact that in ter ven ti on en ta ils for ced co-ownership it fol lows that
the ci ti zens have an in cen ti ve to eva de the in ter ven ti on. They can to some ex tend
eva de it be cau se they have some con trol of the ir pro per ty. To avo id ta xa ti on, for
exam ple, they can cho o se to in vest ca pi tal in a coun try with low ta xes rat her than in 
a coun try with high ta xes; they can cho o se to emig ra te to low-tax coun tri es rat her
than stay in high-tax pla ces; they can cho o se a pro fes si on that is less ta xed than
ot her pro fes si ons; and they can cho o se to make frau du lent dec la ra ti ons of the ir in -
co me and ca pi tal. To eva de re gu la ti ons, they can cho o se not to buy or sell com mo -
di ti es sub ject to pri ce con trols, or they can cho o se to buy and sell them on the black 
mar ket. To eva de pro hi bi ti ons, they can buy and sell pro hi bi ted items on the black
mar ket. Ho we ver, ope ra ting on the black mar ket is ris ky and thus very cost ly, and
eva si on to ot her coun tri es is cost ly too. Thus it fol lows that the re is an in cen ti ve for
the ci ti zens to use a gre a ter part of the ir pro per ty for per so nal con sum pti on rat her
than in vest it. Hen ce, the ge ne ral ten den cy of in ter ven ti o nism on the ci ti zens is to
en ta il ex ces si ve con sum pti on and to make pro duc ti on more cost ly be cau se of the
ne ces si ty to eva de the in ter ven ti on.

But mo ral ha zard also co mes into play on the side of the go ver nment it self. Go -
ver nments rely on the re sour ce use that co mes through ta xa ti on and re gu la ti on.

14) One could also ar gue the ot her way round: In ter ven ti o nism is ba sed on the pre mi se that, in prin cip -

le at le ast, the go ver nment owns all re sour ces wit hin so ci e ty (be cau se the go ver nment it self de ci des which

re sour ces it may con trol). Yet in ter ven ti o nism does not go the full way to to tal plan ning and to tal con trol; it

le a ves some mar gin of con trol to in di vi du al ci ti zens. 



They will the re fo re tend to tax more and re gu la te more in or der to neu tra li se the ways 
in which the ci ti zens eva ded its pre vi ous in ter ven ti on. It will seek to “clo se the lo op -
ho les.” We have here a ba sic me cha nism of the dy na mics of go ver nment in ter ven ti -
o nism. In ter ven ti o nist go ver nments have an in cen ti ve to ex tend ta xa ti on to all bran -
ches of eco no mic life; to re gu la te in dus tri es that have so far es ca ped re gu la ti on; and 
to beat into sub mis si on the coun tri es that ser ve as tax ha vens. The ul ti ma te re sult is
to re in for ce the ten den ci es that we cha rac te ri sed abo ve: ex ces si ve con sum pti on
and lac king pro duc ti on; in short, a ge ne ral im po ve ris hment of society.

It can hard ly be over-emphasised that it is not co-ownership per se that cau ses
the se ex ces ses. They are cau sed by the unin vi ted and un wan ted co-ownership
that springs from in ter ven ti o nism.

No ti ce that our fo re go ing ana ly sis in no way de pends on the exis ten ce of asym -
met ri cal in for ma ti on. We can as su me for the sake of ar gu ment that all ci ti zens are
per fect ly awa re of the government’s ac ti vi ti es, and that the go ver nment is also per -
fect ly well in for med about the ac ti vi ti es of all ci ti zens. All of this would not al ter the
pic tu re. Go ver nment in ter ven ti o nism en ta ils mo ral ha zard both on the side of the
go ver nment and on the side of the ci ti zens. And this mo ral ha zard can not be neu -
tra li sed by cho o sing ap prop ri a te con trac tu al de vi ces, be cau se it has no con trac tu -
al ba sis at all, but is im po sed. It can not be si des tep ped by cho o sing to avo id the
mo ral hazard-prone si tu a ti on al to get her, be cau se the si tu a ti on it self is im po sed.
The very meaning of interventionism is, as we have said, to overrule the choices of
property owners.

And si mi lar ly, the wor kings of mo ral ha zard can not be eli mi na ted or di mi nis hed
by cor rect ex pec ta ti ons, as in the case of mo ral ha zard on the free mar ket. The
case is exact ly the re ver se. It is pre ci se ly when the ci ti zens an ti ci pa te how high the
next tax will be, and when it will hit them, that a mo ral ha zard will start be a ring on
them and in ci te them to eva de the tax.

6 .  F i a t  M o  n e y,  M o  r a l  H a  z a r d ,  a n d  D i  s e  q u  i  l i b  r i  u m

Let us now turn to the dis cus si on of an im por tant case in which go ver nment in -
ter ven ti o nism pro du ces mo ral ha zard on a lar ge sca le: mo ne ta ry interventionism.

The fun da men tal in ter ven ti on, on which all ot her in ter ven ti ons in this fi eld are
bu ilt, is the im po si ti on of a le gal ten der (see Hül smann, 2004). The lat ter is a me -
ans of pa y ment that the mar ket par ti ci pants are ob li ged to ac cept, even if they
made con tracts that sti pu la ted pa y ments in terms of ot her me dia of ex chan ge. This 
in ter ven ti on cre a tes a mo ral ha zard for the mar ket par ti ci pants to ho ard or ex port
the me dia of ex chan ge that in the ir eyes are bet ter than the le gal ten der, but which
they are le gal ly bound to use at par with the le gal ten der. The pa ra do xi cal re sult is
that only the le gal ten der – the me di um of ex chan ge that eve ry bo dy se eks to avo id
– re ma ins in cir cu la ti on. The at tem pted eva si on of the le gal ten der pro du ces the
op po si te re sult. Eco no mists call this phenomenon “Gresham’s Law.”

All con tem po ra ry paper-money sys tems are ba sed on such le gal ten der pri vi le -
ges. Pa per mo ney does not com pe te with ot her mo ne ta ry pro ducts on the free mar -
ket, but is im po sed by spe cial pri vi le ge. It is the re fo re cal led fiat pa per mo ney. This
in sti tu ti on is of gre at in te rest from the po int of view of the the o ry of mo ral ha zard. In
fact it en ta ils mo ral ha zard on the gre a test ima gi nab le sca le, aga in, both on the
side of its pro du cer and on the side of its users.

Fiat pa per mo ney cre a tes mo ral ha zard for the pro du cer be cau se he has the po -
ssi bi li ty to cre a te ex ni hi lo vir tu al ly any amount of mo ney and, thus, to buy vir tu al ly
any amount of go ods and ser vi ces for sale. The only li mit to this ca pa ci ty is the hy -
per in fla ti on that in va ria bly re sults in the case of a gre at in fla ti on of the mo ney supp ly.
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But fiat pa per mo ney also cre a tes mo ral ha zard on the side of the mo ney users
– the ci ti zens, the banks, and the go ver nments – be cau se they so o ner or la ter
come to rea li se that the mas ters of the prin ting press have the po wer to bail out vir -
tu al ly any ban krupt firm or go ver nment. Thus they en ga ge in more or less rec kless
fi nan ci al plan ning, ex pec ting that the mo ne ta ry aut ho ri ti es will not al low a gre at
mass of rec kless plan ners go ban krupt. This spe cu la ti on has been bor ne out by the 
last thir ty ye ars. Pub lic and pri va te debts are at record heights all over the world.

Mo ne ta ry the o rists have been awa re of this dan ger ear ly on, even though they
did not use the word “mo ral ha zard” in this con text. Here we should men ti on in the
first pla ce de fen ders of com pe ti ti ve mo ney, such as Lud wig von Mi ses, F. A. Ha y ek, 
Mur ray Rot hbard, and many ot her eco no mists of the Aus tri an Scho ol. But ne it her
has the prob lem es ca ped the at ten ti on of the cham pi ons of fiat mo ney. Thus Wal ter 
Ba ge hot (1873), who co i ned the “len der of last re sort” con cept, war ned that the
cen tral bank, whi le fre e ly len ding in ti mes of fi nan ci al du ress, would have to avo id
at any cost the im pres si on that it would bail out the mar ket par ti ci pants. Some six ty
ye ars la ter, Her bert Si mon (1936) stres sed the need for ru les rat her than dis cre ti on 
in eco no mic po li cy, es sen ti al ly for the same re a sons. And his dis cip le Mil ton Fri ed -
man (1959, 1969) re i te ra ted this point even more famously in his proposal for
a con stant growth rate of the money supply.

The idea that ru les could pre vent large-scale mo ral ha zard in a fiat pa per mo -
ney sys tem de fi es hu man lo gic. Af ter all, the only po ssib le use of a prin ting press is
to pro du ce more mo ney than would have been pro du ced on a free mar ket. What
sen se does it make to as sert that this po wer could be han dled res pon sib ly?15) In
ana lo gy to a fe li ci tous phra se from An tho ny de Ja say, we might say that pra i sing
the vir tu es of mo ne ta ry sta bi li sa ti on whi le ma in ta i ning le gal ten der laws for pa per
mo ney is like using chas ti ty belts for Miss Wo rld whi le han ding over the keys to the
lady. Let us add, though, that, to make the ana lo gy with our mo ne ta ry con sti tu ti on
per fect, we would have to ad ver ti se day in day out in the New York Ti mes that Miss
Wo rld de fi ni te ly owns the key to her chas ti ty belt.16)

Fi nan ci al bub bles are the una vo i dab le re sult of such a sta te of af fa irs. If more or 
less eve ry ma jor par ti ci pant to the fi nan ci al mar ket is sub ject to mo ral ha zard then
in due time even the smal ler tra ders rea li se that the big ger fish play the mo ral ha -
zard card, and thus they ven tu re to set out on the same path. This me ans that the
mar ket par ti ci pants so o ner or la ter come to base the ir plans on the ava i la bi li ty of
a far gre a ter qu an ti ty of go ods and ser vi ces than is rea lly ava i lab le in the eco no my.
In short, pa per mo ney by vir tue of its mere exis ten ce pro du ces mas si ve er ror on
a lar ge sca le, un til the bub ble bursts in a cri sis (see Hül smann, 1998).

Aga in, as in the ot her ca ses of interventionism-induced mo ral ha zard, the se ef -
fects can not be neu tra li sed, avo i ded, or di mi nis hed through an ti ci pa ti ons. And this 
me ans that they can not be ma na ged through the ma na ge ment of ex pec ta ti ons.
Kyd land and Pres cott (1977), along with the rest of the ma in stre am, have in the
past thir ty ye ars la bou red to bring ex pec ta ti ons into the pic tu re of mo ne ta ry po li cy.

15) Some the o re ti ci ans po int out that the re are “ga ins from ty ing one’s hands” in mo ne ta ry po li cy.

Self-imposed li mi ta ti ons of one’s abi li ty to ex pand the mo ney supp ly (which could be in sti tu ti o na li sed, for

exam ple, in the form of in de pen dent cen tral banks or of cur ren cy bo ards) could yi eld the be ne fit of lo wer in -

te rest ra tes (see Gi a ne ti and Pa ga no, 1988). This is true. But even the most strin gent currency-board sys -

tem ma kes for a re la ti ve ly lo o se mo ne ta ry po li cy – and, thus, re la ti ve ly high in te rest ra tes – when com pa red

to com mo di ty mo ney sys tems. And no ti ce also that the “in sti tu ti o nal sa fe gu ards” can usu al ly be thrown over 

bo ard with sim ple ma jo ri ti es.

16) In No vem ber 2003, the Fe de ral Re ser ve Sys tem go ver nor, Pro fes sor Ber nan ke gave a wi de ly no ti -

ced ad dress in which he stres sed that, tech ni cal ly spe a king, the cen tral bank could print vir tu al ly any qu an -

ti ty of mo ney and in ject it into the eco no my.



The next thir ty ye ars will pre su mab ly be ne eded to take ac count of in sti tu ti o na li sed 
mo ral ha zard. The prob lem is that our mo ne ta ry sys tem will not sur vi ve that long, if
we can extrapolate the speed of the events of the past thirty years.

7 .  C o n  c l u  s i  o n

Con ven ti o nal the o ry ex pla ins mo ral ha zard as a con se qu en ce of in for ma ti on
asym met ri es. We have ar gu ed that in for ma ti on asym met ri es are just one among
se ve ral cau ses of mo ral ha zard and that they en ta il ne ga ti ve con se qu en ces for
third par ti es only ac ci den tal ly. By con trast, mo ral ha zard also re sults from go ver -
nment in ter ven ti o nism. And in this case ne ga ti ve con se qu en ces are sys te ma tic
and do result even in the absence of information asymmetries. 

The main prac ti cal im pli ca ti on of the se fin dings is that the pe ren ni al pre sen ce
of mo ral ha zard is not so much as sign of mar ket fa i lu re as it in di ca tes go ver nment
fa i lu re. The main the o re ti cal im pli ca ti on of our work is that in for ma ti on asym met ri -
es might not be the right pla ce to look into when it co mes to ex pla i ning per va si ve
disequilibria caused by moral hazard.
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Ab stract: 

Con ven t i  o  na l  the  o  ry ex  p la  ins  mo ra l  ha zard  as  a  con se qu en ce o f  in  fo r  ma t i  on

asym met ri es. The pre sent pa per pro po ses an al ter na ti ve ap pro ach. We ar gue that

in for ma ti on asym met ri es are just one among se ve ral cau ses of mo ral ha zard and that

they en ta i l  ne ga ti ve con se qu en ces for third par t i es only ac ci den tal  ly. By con trast, mo ral 

ha zard also re sults from go ver nment in ter ven t i  o nism. And in this case ne ga t i  ve

con se qu en ces are systematic and do result even in the absence of information

asymmetries.

Ke y words:  Mo ral ha zard, po l i  t i  cal eco no my, in for ma t i  on asym met r i  es, eco no mic

sys tems, Aus tri an eco no mics
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