ECO381                                                                                                                                   Errata

Class 2 – Insurance and Incentives

Corrections


Assignment 2

· Answer key to Question 5 should be:

“(5) To decide whether the contract is an efficient contract, we can follow similar steps as in problem 4. Specifically, the problem is to maximize the firm’s certainty equivalent subject to the designer’s participation constraint. The participation constraint for the designer is E[w]-c(e)-RPA=R.  Now, w=a+bq, with E[w]=a+b10e and Var[w]=b2V. Also, RPA=0.5rAVar[w]=0.5rAb2V. Therefore, the participation constraint becomes: a+b10e-e2-0.5rAb2V=R, or a=R+e2+0.5rAb2V-b10e.  Substituting in for values of rA=0.3, V=2 and R=0, we have that a=0+e2+0.5(0.3)b2(2)-b10e=e2+0.3b2-b10e.  Next, the firm’s certainty equivalent equals E[q-w]-RPP=E[q-a-bq]-0.5rPVar[q-w]=(1-b)10e-a-0.5rPVar[q-w]=(1-b)10e-a-0.5rP(1-b)2V. Substitute for rP=0.1, V=2, and for the base salary from the participation constraint to get 10e-e2-0.1(1-b)2-0.3b2.  The first-order condition for e yields 10-2e=0, from which it follows that e*=5.  The first-order condition for b yields 0.2(1-b)-0.6b=0 from which it follows that b*=0.25. Lastly, use e*=5 and b*=0.25 in the participation constraint to obtain a= e2+0.3b2-b10e =(52)+0.3(0.252)-0.25(10)(5)12.5.  Therefore, the efficient contract is [e*,a*,b*]=[5,0.25,12.5].  This contract is a better contract than the firm’s offer of [5,0.5,0.2]. “ 


· Answer key to Question 2 should be:

“(2) Sean’s certainty equivalent can be approximated by E[y]-0.5rVar[y], where r is the coefficient of absolute risk aversion, equal to –u(y)/u(y)=0.125.  The expected value of y is E[y]=0.5(1)+0.5(1)=5 and its variance is therefore 0.5(1-5)2+0.5(9-5)2=16. Therefore, Sean’s certainty equivalent is 5-(0.5)(0.125)(16)=4. On the other hand, Sean’s risk premium can be approximated by 0.5rVar[y], which in our case is equal to (0.5)(0.125)(16)=1.” 
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