Review etc
12/09/2008

Final Exam: Friday 12/12 9am-12pm SB 201
Pre-midterm material: Population lectures, chapter 9

Post-midterm material: Chapter 11-15, only portion of Prof. Foster’s lectures relevant to
HW 5 #1.

I am available Tuesday-Thursday, email to set time
Format: 5 T/F, 10 points each; 5 Short answer 20 points each. 3 hours available.

Today’s Agenda
1. Wrap up insurance
2. Review-- Jeopardy
3. Evaluations

So far—
e Enforcement problems can plague insurance schemes

o What if enforcement constraint does not hold—perfect insurance i.e. perfect smoothing
is unattainable

e What is the second-best insurance available—that is how close together can we keep
insured incomes and also keep people contributing?

e In other words, maintain a balance between insurance & incentives.

e Write down the insurance budget equation and enforcement constraint.

e Gains: difference between high and high minus contribution
e Loss: Difference between utility of average and average of utility



In order to find the second-best insurance scheme, we are looking for “least dispersed”
values of X and Y that are compatible with both equations. Figure below plots how the
LHS of the enforcement constraint changes as we alter X from the perfect insurance case
to the no-insurance case.

We are keeping average income under insurance same, just changing the spread = As X
increases, Y decreases

Initially, as X increases, the gains > losses, LHS increases; then gains < losses, LHS
decreases.

Now lets us add RHS to diagram. Why are they horizontal lines?

Say RHS represented by B, which values of X/Y represent the second-best insurance

scheme?

u(X) + N{ pu(X) + (I-p)u(¥) } >= u(H) + N{pu(H) + (1-p) u(L) } -S
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Figure 15.1. The enforcement constraint and imperfect insurance.



