No Excel Workbook

Insurance Answers

1) From the Constraint sheet, create a graph of the constraint with 10 points on it.

Copy and paste your graph in your Word file.
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2) Interpret the last (tenth) point on the constraint. What is the consumer doing at this point?

Buying $45,000 dollars of insurance. They will have $34,550 in the “good” state of nature (no accidental loss) and $69,550 in the “bad” state of nature (the accident does happen).

Looks like they might want the accident to happen!

Clearly, insurance companies are wary of people who want to overinsure.

3) Consider moving northwest from the initial endowment on the budget constraint. What's going on here?

This is a really weird deal with the insurance company. The consumer is receiving a guaranteed fixed amount (the premium) from the insurance company, but they pay the insurance company a lump sum if the accident happens. You could call this negative insurance or you could simply say that the consumer and insurance company have switched roles! Remember that this is an endowment model so buyers can become sellers . . . in theory.

Or, we could add a constraint that the consumer cannot become a seller.

4) From the OptimalChoice sheet, conduct an analysis of the effect of changing the PotentialLoss.

A) Change PotentialLoss to $11,000. Examine the MRS and slope condition.

What is the consumer going to do? Why?

With PotentialLoss at $11,000, the consumer is no longer optimizing so he will move down the constraint by buying more insurance.

I know this because the MRS is greater than the slope (as shown by the next figure):
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B) Run Solver. Compute the PotentialLoss elasticity of K* from PotentialLoss=$10,000 to $11,000. Show your work.

After running Solver, I found that K*=$11,000.

So, I increased PotentialLoss by 10% and K* went up by 10%. Obviously, the elasticity is 1.

C) Explain the advantages of diversification when PotentialLoss=$11,000, using actual numbers from this concrete problem to support your answer.

Diversification enables you to maintain the same expected return with lower risk.
In this case, by buying $11,000 of insurance, I get Final Assets of $34,890 (the same expected value I would have gotten had I bought no insurance), but with zero risk! I am guaranteed this Final Assets value.

5) Return to the original problem in the OptimalChoice sheet (by clicking the Reset button).

Conduct an analysis of the effect of changing the ProbLoss.

Take screen shots as needed and explain your procedure in answering this open-ended question.

NOTE: The solution is very sensitive to ProbLoss (it appears as an exponent in the utility function).
I used the Comparative Statics Wizard and changed ProbLoss by 0.001 with 10 shocks:
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As ProbLoss rises, I buy more insurance.

Duh.

OK, how about this one: the ProbLoss elasticity of K* is about 3.5 (from ProbLoss=1% to 1.1%). That’s pretty responsive.

In economics, the qualitative predictions are usually pretty obvious. The real gain is in the quantitative prediction. Of course, we’re going to have to do a lot more work. I don’t know if the real-world ProbLoss elasticity of K* is 3.5. We’re going to have to get data and run regressions to try to estimate the value. This is why econometrics is an important part of economics.
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