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Exercise Session 3 - Insurance Demand
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Questions about the lecture



Exercise 3

Assume i's preferences over lotteries on the set of outcomes
{healthy, ill, dead} satisfy the assumptions of the von
Neumann-Morgenstern expected utility theorem and can therefore
be represented by three numbers uf€@/thy il and y9ead  Assume
that uhe@thy = 1, 4 = 0.75 and u9e?9 = 0.

a) Treatment 1 leads to the probability distribution (0.3,0.5,0.2)
(over {healthy, ill, dead}) while treatment 2 leads to the

probability distribution (0.4,0.3,0.3). Which treatment does i
prefer?

b) Show that i's preferences over lotteries can also be
represented by the three numbers vheathy — g4 yhealthy 4 p
vil = a5 u 4+ b and v¥29 = g% y9¢ad | p where a > 0 and
b € R are some real numbers.
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Exercise 3 (cont.)

c) Show by means of an example that i's preferences are not
necessarily represented by veathy — f(yhealthyy —ill — (il
and v@ad — f(y9ead) for some strictly increasing function f.
Why does this not contradict our result from exercise 1 above?
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Chapter 2 - Insurance Demand

In all exercises let the person be an expected utility maximizer, i.e.
the person’s choices satisfy the assumptions of the von
Neumann-Morgenstern expected utility theorem.



Exercise 4

Consider a person with utility of income u(x) = \/x. Is this person
risk averse? For the following lotteries, compute the expected
income, the certainty equivalent and the risk premium.

a) Probability 1/3 for each 1600, 2500, and 3600 Euros.
b) Income is uniformly distributed between 1600 and 2500 Euros.
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