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A Note on General Conditions of Adverse
and Favourable Selections with Uncertainty
and Information Asymmetry

XU Xiao-ping', LIU Min-quan?
(1. School of Finance Shanghai University of Finance and
Economics, Shanghai 200433, China;
2. Sino-American Center » Nanjing University, Nanjing 210093, China)

Abstract: This paper studies the general conditions for adverse and fa-
vorable selection of investment projects on credit markets under uncertainty
and asymmetric information. Here, let’s suppose there are only two results
of investment projects: it either succeeds or fails. It defines and proves that
in a project where there are only two results, there exist a “region” of ad-
verse selection and a “region” of favorable section in the success probability
—return space. The early cases of adverse and favorable selections of Stiglitz
and Weiss (1981) and De Meza and Webb (1987) become special cases. De-
pending on the projects profiles under investigation, there can exist an infi-
nite number of possible cases of adverse and favorable selections. The paper
also examines the comparative static effects of some parameter changes on
entrepreneurs choice of investment projects, and the possibility of transfor-
ming an adverse selection case into one of favorable selections through some
appropriate policy mix of the bank.

Key words: uncertainty; asymmetric information; investment project

adverse selection; favourable selection
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