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Do all questions.  Double-space all written answers, and use at least one-half page for any diagram.  

1. (16) Each of the following statements is TRUE, FALSE, or (possibly) UNCERTAIN.  State which, and justify your choice, in no more than 15 lines.  Do both questions; each is worth 8 points.

a) Julia has a utility of wealth function given by 
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.  Her current wealth is $10,000, and with probability 0.5 she faces a loss of $1900.  Steve’s situation is identical, but his utility of wealth function is V(w)=2U(w).  The maximum Julia is willing to pay for full insurance is greater than the maximum Steve is willing to pay.

b)  Zhihua and Pu are partners in a store in which they do all the work.  

They split the store's business profit equally (ignoring the opportunity cost of their own time in calculating this profit).  Their profit-sharing contract gives them an incentive to maximize their joint economic profit.

2. (24 marks) Sharda has a utility of wealth function given by u(w)=ln(w).  Her 

current wealth is 100,000, and she knows that with probability 0.5 she will    lose 51,000.

a) (3)  In a state space diagram, label Sharda’s endowment point E, and sketch her indifference curve through this point.  

b) (4)  Briefly explain what the “indifference curve” you drew means.  How do you interpret the slope of this curve? 

(question continued on back of page)

      (2, continued) Suppose now that Sharda has preferences defined over both  

     wealth and leisure, and her utility function is 
[image: image2.wmf](,)

Uwlwl

=+

, where l  

     denotes time spent in leisure.  Her endowment of time is Ω.  If she chooses  

     to expend effort e, 0<e< Ω, her leisure is reduced to Ω-e, but the probability of 

     loss will be reduced to 0.25; if e=0, the loss will occur with probability 0.5.  

c) (8) In a new diagram, illustrate Sharda’s situation.  Identify her endowment point, and briefly explain your diagram.

d)  (9) With the aid of the diagram in part c), explain (in no more than 

one page, double-spaced) how this possibility of decreasing her 

loss probability might make it more difficult for her to purchase insurance.

.

3. (40) A risk-neutral firm wants to hire workers for a one-year project.  There are two types of workers, skilled and unskilled; all workers are risk-neutral.  Skilled workers produce 2,000 units per month, and unskilled workers produce 1,500 units per month.  Each unit of output generates $1 in net revenue for the firm.  There are alternative sources of employment for the two types of workers.  Skilled workers can earn 1,800 per month and unskilled workers can earn $1,500 per month in their alternative jobs.   

a) (6) If a worker's type is costlessly observable by all workers and the firm, explain the considerations that limit the contracts for each type of worker. 

Suppose workers know their own skill type, but the firm cannot tell whether workers are skilled or unskilled until they have been employed for one month.  After one month workers’ types are correctly identified with probability 0.95, so there is a 5% chance that an unskilled worker is incorrectly identified as being skilled, and a 5 % chance that a skilled worker is incorrectly identified as being unskilled.  

b) (10) What further restrictions does this asymmetric information impose on the feasible contracts offered by the firm?  Explain briefly.

c)  (4) Is this an issue of moral hazard, or of adverse selection?  

Explain.

(question continued on next page)

(3, continued) The firm has hired you to design a probationary contract to attract skilled workers.  A worker hired on a probationary contract has a guaranteed job for a short period of time, after which the job is either made “permanent” (in this case, for the remainder of the year), or the person is fired.  

e) (10) Assuming the firm never fires a worker who is identified as skilled, and always fires any worker identified as unskilled, explain how you would design this contract.  

e) (10) How would your design be affected if workers were risk averse 

rather than risk neutral?

4. (30) Describe either your moral hazard example or your adverse selection example, and answer the following questions:

a) (6) Is this a case of moral hazard or adverse selection?  Why?

b) (8) What would the outcome be if there were no information problems?

c) (8) Who benefits from the asymmetric information?  How? Who loses?

d) (8) Is the impact of the information merely distributional, or is there a social loss?  Explain.

THE END
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