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Exercise 5

Consider a person with utility of income u(x) = y/x. The person
has an income of 2500 Euros but loses L Euros with probability .
Determine the certainty equivalent and the risk premium as a
function of & and L. Is the risk premium increasing or decreasing in
L? Is the risk premium increasing or decreasing in «?
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Exercise 6

Consider the utility function u(x) = —e~"%. The person has an
income of 1 and experiences a loss of 1 with probability a. The
coefficient of absolute risk aversion is defined as —u”(x)/u’(x).
Compute this coefficient. Let now o = 0.5 and check whether the
certainty equivalent in- or decreases in 7).
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Exercise 7

The Wall Street Journal reported in 2006 of "mini-medical
insurance plans”. These plans cover routine services, but little
hospital coverage and usually have a cap on payouts (say of
$10.000). The premium, however, is only $50 per month. Why
might people buy a mini-medical plan? Why are such insurance
plans not more popular (in a country where a substantial part of
the population did/does not have health insurance)?
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Exercise 8

Consider a person with utility of income u(x) = y/x. The person
has an income of 2500 Euros but loses 1500 Euros with probability
1/4. Assume there is an insurance company that offers to insure an
arbitrary coverage C € [0,1500] at premium pC. Determine the
amount of coverage C(p) that the person will buy. (If you find this
too hard, let p be 0.3.)
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