(From Milgrom and Roberts)
P 197 q 3, “food for thought”:
3. In automobile collision insurance and health insurance, the insurance policy often has a provision calling for a deductible according to which the portion of any insured loss up to some fixed limit, such as $500, is paid for by the insured person; only the excess is paid for by the insurance company. In addition, health insurance policies often provide for copayments by the insured, according to which the insurance company pays only some fraction, such as 80 or 90 percent, of the medical costs in excess of the deductible, until the insured has paid some maximum amount (such as $2,000 in a year). What economic function do deductibles and copayment provisions serve? Why do we see deductibles but not copayments used in automobile insurance policies?

Quantitative Problems
4. (Forcing contracts). In principal‑agent problems of efforts provision, moral hazard may not be a problem if the structure of uncertainty allows the principal to infer precisely whether the agent has failed to perform as desired. To see this, suppose in the context of the example in the Appendix that the matrix relating the probabilities of various outcomes were changed so that the high level of revenues (30) was sure to occur if the worker supplies the high level of effort (e = 2), but either level of revenue could still happen if the low level of effort (e = 1) is provided. Thus, the first row of Table 6.5, corresponding to e = 1, is unchanged, but the entries corresponding to e ‑‑ 2 become 0 and I instead of 1/3 and 2/3.Rewrite the incentive and participation constraints and show that it is possible to design a forcing contract that motivates the worker to work hard, supplying e = 2, without placing any risk on him or her. How much is the worker paid if revenues of 10 are realized? How much when revenues are 30? What are the expected utilities of the two parties? Is there any cost in this case to effort not being observable, that is, could the parties do better if effort were observed? Would it be possible to achieve this sort of result if the low level of effort surely resulted in revenues of 10, but the high level of effort could result in either revenues of 10 (with probability 1/3) or 30 (with probability 2/3)? Why or why not?

5. (Selling the firm to a risk‑neutral agent). In many principal‑agent problems of effort provision, moral hazard is costly if the agent is risk‑averse because making his or her pay reflect the full marginal impact of his or her effort choices imposes costs on the agent that could be avoided if the risk‑neutral principal absorbed the variability in incomes. Again in the context of the example in the Appendix, show that if the agent is risk‑neutral, with utility function for income w and effort e of u(w,e) = w ‑ (e‑ 1), then it is possible to acheive the same expected utilities for both parties as would result if effort were observable by having the agent bear all the risk and the principal receive an amount that is independent of the realized level of revenues.
 

