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We now have a continuum of people of length 1/2. More precisely,
we have a person / for each i € [0,1/2]. All people have the same
utility function u(x) = y/x and the same income of 2500. However,
they differ in terms of risk: Person i loses 1600 with probability /.
We consider an insurance policy with full coverage, i.e. a policy
that pays out 1600 in case of a loss. Every person knows his own
risk but insurance companies cannot distinguish people (and will
therefore have to offer the same premium to everybody).



Exercise 10g)

g) Consider an insurance subsidy to insurers, i.e. each insurer
receives for each sold insurance a subsidy payment s. How
high does s have to be to ensure efficiency?
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Exercise 10h)

h) Consider an insurance mandate (without subsidies), i.e.
everyone is forced to buy an insurance contract. What is the
equilibrium insurance premium? Who will benefit from the
mandate? Who will lose out with the mandate?
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Exercise 10i)

i) Suppose insurers can now distinguish two groups: The people
i > 0.3 and the people i < 0.3. Assume that insurers are
allowed to offer different contracts to these two groups.
Consequently, there are now two separate markets. What is the
equilibrium on the "high risk market"? What is the equilibrium
on the "low risk" market? Is the new situation more or less
efficient than the one considered in the previous subquestions?
Who benefits from group discrimination and who does not?
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Exercise 10j)

j) With the previous subquestion in mind, what happens if
insurers can identify people better? (For example, distinguish
more and more subgroups as in the previous subquestion.)

What are the consequences for welfare? Who benefits and who
loses?
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Exercise 11

You work for a profit maximizing health insurer which recently
understood the problem of adverse selection. Your boss asks you
what to do to increase/maintain profits in light of the adverse
selection problem. What do you answer?



m

A dvesge Suec{iou(oblgm

Problom o8 adoUs @ SHORNON: okFradk O of Wan TR Contumer S
S ilor  insorancy Qlowst  towacd  heainy QWb

° oflCQuw Toe NoN (,Q\)&r&%k CONNC adrS

RONY ISR gese SSMNT

o \oovw‘s Qregf A~ S QQ( Qg_ Q&\«\Q%% cmg&g/ g%m W\Q)\/\,\\'_\Qf‘é/\;?_s

"0y b acx Par >f W g‘QNV\'L\)M N ek N0 Care

(os  Jsedh

T MaRae i gwa%FC\Q&&VL -Q&f Q{\r()(\j\c_g&‘&g NG\ %@LXr PQ)’E()b-a

. (§53/\ L WY QT U orands o L Mﬁco\}f&r\ oY JCFQ,G}W\{/\H
Lor QMO QuSLZOSRS,



g &8'\*:}6 INQOT ot Contvak  andie (3cd Q(,Qg\r QL%/\QJ¥
)XY Ng

- adoy Remany s pore Onkine

SO0\ ol i AU orood SN e SOGDlonomC Shakus/
o adW U Nse QSQE“Q% NP

© Caf o~ fgcktjodcs



ﬂ\e. Qo&hs&\\\d- Sﬁ‘jlﬂ’% Modd.

;J_Cﬁﬁ%_—’@ﬁﬁ lnsocances ace awore of the advuse seleckion problem (/?eoelo, ok b.:jm&;roues £39«Laﬂ\3 hose hxdher'

cigks)

Mom wdea \nguranceS  opffer o manv of contracts  ( Coveroge — premiom <o) thak are dosigned @ Sodh & way that  diffecent

CoKk types  SUp- select  into the  contrack disigned  for  them

—> The RS- Modal onaliges has these  contracks ase clu:‘jnad in the Simple wse of  fuoo possible
<SR {j\ves (\‘\*3\“ % fow)

The. ?\(—’Eégﬁ’ lnserances, kegh cisk EJP'LS/ Lows risk ijfets

Insurances = - Moximi ze wpacted  wroflEs ( offer  menv of Coutrogﬂ.—?re.m;an Qaics)

- No  osdwnastrokue Cotts

*Wake 0 Rrdvt  indec  Recfeck  Compeki ion



* They Woow e Share of  Wgh @ik Bype o popuiskon Y € (O, 4)

= Thar  22co-iSoerokt — lines  indhcate WNUN (ontrocks ore Rrofbable  for them
(dg,(JQndlr\S o the Yype \D\)gz{,r\g the  conteack)

“1Uso - el cuve for ot T aik Goelanaksons (q.p Qnm.lmfj © otk
L RqIw=T) =7 +dyl (spe ol)

_\‘LL&}H— Low risk \'&Q_ Want +o 3d; e oot possible  contra Ck U\gher 00\10039_1- o wer Tr{(,e,)

CAK kyee s gavake \nfoemakion of consomess
= Thure indifeece coves ndicake. Judy  wnbmcts by grefec over otner cortracks
T A (P\Q(B Combinakions medmg B expeoked wslity v
L Ecgedked wblity: E(0) = v (W-p-(-g)L) + (4-o) v (W -p)

' ‘t»\L %\ogo_ oL thwe tcls S \t\ﬁ\«u Lo A Sope  oF e (S0- ?m@k R -@m— q"'(s«ncim?o(q:")

* bhe slope of et indiffrence cove is hyghee  for Wighee ol



Egoi()\ﬁ'\om'- S\j&h&ﬁ\ of O oks C (ovtroge - pramium vas)
* vy offesed  Covvodk yiddds Non-negakive  expecked Rrofibs
* ho wourdnle e \aureade ex Qedked Qro‘é;hs \% 0%‘\{3 anothes  Conr otk

WasomerS  wMaximipe  Rxpedked ubvut‘j



Exercise 12

In this exercise we show that in the Rothschild-Stiglitz model only
one contract per type can be sold in equilibrium. We do this by
contradiction. Suppose this was not true, i.e. suppose there were
two contracts (p1, g1) and (p2, g2) that are bought by consumers
with high risk.
a) Draw in a coverage, premium diagram such two contracts and
the indifference curve of the high risk consumers.

b) Draw the isoprofit lines of the insurers through these contracts.
c) Find a deviation contract that yields strictly positive profit
(and is bought by some players if offered).

d) Now suppose there were two contracts (p1, g1) and (p2, g2)
that are bought by consumers with low risk. Do the same as
above but be careful when arguing that the deviation contract
is strictly profitable.
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