Econ 4333 - Fall 2007
Problem Set 1 

1. There are two kinds of people in the market for health insurance, nonsmokers and smokers.  Each group is half of the population.  The following tables give the probability of each type of person becoming ill and the costs of treating the person given the level of severity of the illness.  With insurance the person’s payoff is 100 minus the premium regardless of health.  Assuming that people’s utility is given by u(wealth)=wealth0.5, how much is each type of person willing to pay for insurance?  What is the expected cost of illness for each type of person?  If the insurance company could not tell who was a smoker and who was not so that they had to charge everybody the same premium, what will happen in this market and who will buy insurance?  {Hint:  The insurance company’s expected profit is premiums collected minus expected costs for the insured.)
	Health
	Non Smoker’s Probability
	Smoker’s Probability
	Cost to Treat
	Payoff to Person with no Insurance

	Healthy
	0.50
	0.35
	0
	100

	Mildly Ill
	0.30
	0.35
	10
	90

	Poor
	0.14
	0.15
	40
	60

	Serious
	0.05
	0.10
	75
	25

	Catastrophic
	0.01
	0.05
	100
	0


2. Your firm may be liable for $100 due to an injury a customer received while using your product.  You have to decide if you are going to keep a lawyer on retainer, which costs $20 regardless of whether or not you are found liable.  If you do not have a lawyer and you are found liable you will be forced to pay the entire $100.  However, due to the lawyer’s skills if you retain the lawyer and are found liable you will only have to pay $20 to the plaintiff even though the lawyer has no impact on the probability that you are found liable.  Assuming you are risk neutral, for what probabilities of being found liable would you prefer to retain the lawyer?  How does your answer change if you are risk averse and your utility is given by u(wealth) = wealth0.8.  {Hint:  In the event you do not retain the lawyer and you are not found liable you would not have to pay anything and thus your wealth would be $100.} 

3.  In the accompanying Excel file you will find data regarding riders on the Bay Area Rapid Transit System. Using multivariate regression, estimate the elasticity of demand as well as the cross price elasticity with parking rates, the income elasticity, and the effect of a percentage increase in population.  Interpret your results.  Given your findings, what would you expect to happen to the number of BART riders during a gasoline price spike?  Explain.
