Econ 384 Winter 2013
L. Priemaza


University of Alberta

Econ 384
Assignment #2
Winter 2013
L. Priemaza

1) Albert’s lifetime utility is expressed below.  He makes $60,000 a year, and spends $15,000 on a hovercycle.  There is a 10% chance that he has an accident and totals the bike (full replacement cost) and a 20% chance that he crashes ($5,000 repair cost).   (22 marks)
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a) Calculate Albert’s expected income and expected utility.
b) Calculate Albert’s Actuarially Fair Premium.  If insurance is $3000, what is the loading ratio?

c) What is Albert’s Risk category?  Why?

d) Calculate Albert’s Risk Premium.

2) Edmonton is concerning with increasing DENSITY (replacing houses with apartments and duplexes.  Assume the following initial demand and supply for rental houses (H) and rental apartments (A): (32 marks)
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a) Calculate the initial equilibrium, showing all work.

b) Assume that 24 houses are replaced by 300 apartments. (Shift the supply curves.)  Calculate new equilibrium.  How have prices and quantities changed?

3) Answer the following questions: (12 marks)
a) What is adverse selection and how does mandatory insurance fight it?

b) What is moral hazard and how do deductibles fight it?

4) Econic considers offering superspeed internet in Edmonton (through the magic of Economics!).  It can offer fast or crazy fast internet.  Depending upon market demand, its monthly profits (in $1000’s) are listed below:
	
	
	Superspeed Demand
	Internet
	 

	
	
	High
	Medium
	Low

	Internet
	Fast
	20
	10
	0

	Speed
	Crazy Fast
	100
	40
	-20


a) Assume that there is a 10% chance of Edmonton having both low and high demand, and 80% chance of Edmonton having medium demand.  Create an advanced decision tree where Econic can either choose its internet speed first or research the demand and then choose its internet speed.

b) Solve the game tree by folding it back.  Show all work and re-draw the rolled back game tree for the initial decision.
c) What is the maximum Econic would pay for the market research?
5) Consider the following utilities for Ben and Jerry.  If both Ben and Jerry start with 9 fruit (F) each, how should 2 chocolate bars (C) be split between them to guarantee exchange efficiency?
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Assignment is due in Tory 8-14 by 2:30 pm Wednesday April 3rd.  It is the student’s responsibility to ensure assignment is handed in, and office is closed from 12 noon to 1 pm. Late assignments must be time stamped and will receive a 1% per minute penalty.
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