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Exercise sheet 5 
 

Exercise 1: Health insurance and moral hazard 
Consider a person with income X who chooses a consumption bundle consisting of 

rehabilitation R and a normal good Y with a price of unity. Her utility function is given 

by U(Y, R) with UY, UR > 0 and UYY, URR < 0. Furthermore, the person can conclude a 

health insurance contract with coverage θ . The premium per unit of coverage is π. 

a) Derive the welfare loss stemming from moral hazard in the case of committed 

transfers within a two-goods diagram. 

b) Explain why the person reaches a higher utility level in the case of uncommit-

ted transfers compared to the case of committed transfers. What are the ad-

vantages and disadvantages of the former variant?  

 

Exercise 2: Kinked utility and guaranteed minimum wealth 

Besides the health insurance, another pillar in the social security system is the social 

aid which guarantees a minimum wealth for eligible individuals and also pays for their 

rehabilitation costs. Social aid thus induces the incentive for poor individuals not to 

insure themselves but to rely on social aid instead. Let an individual’s utility be given 

by U(V) with U’(V) > 0 and U’’(V) < 0 where V denotes her wealth. The individual fac-

es a wealth distribution V = a – C with a being a deterministic value and C being the 

binary distribution for a loss l occurring with the probability w 
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a) Consider first the case in which no social aid is provided. Draw an expected 

utility diagram for the individual and indicate the expected wealth and the cer-

tainty equivalent. Give an interpretation for the difference between them. 

b) Assume now that the individual’s wealth is bounded from below by Vmin which 

is larger than the actual wealth under loss occurrence. Draw the individual’s 

utility function for this case and indicate the expected utility and the certainty 

equivalent. Which implications can be drawn from your graph with respect to 

the functioning of insurance markets and aggregate welfare?    


