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Risk Management and Insurance

Tutorial 8. Risk Aversion and Insurance Demand

Question 1
Consider the CRRA utility function.
=y
el
L=y

a) Compute the elasticity of marginal utility with regard to a change in wealth.

oW W
MUW ™ aw v V'

b) What is the coefficient of relative risk aversion?

c¢) Is constant relative risk aversion a desirable property of a utility function?

Question 2
Show that the CRRA utility function simplifies to /nW; if y approaches 1.
Hint: Use L’Hdpital’s rule.

Question 3

Does constant relative risk aversion imply decreasing absolute risk aversion? Does decreasing
absolute risk aversion imply constant relative risk aversion?

Question 4

Consider an individual who faces a risky prospect:

Utility function: w(W) = wo3

Initial wealth: 10

Risky prospect: (-6, 0.5; +6, 0.5)

a) Determine the individual’s exact certainty equivalent and risk premium.

b) Use the Arrow-Pratt formula to obtain an approximation of the risk premium.

¢) What is the individual’s maximum willingness to pay for insurance?
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( Although hail insurance emerged in Europe in the 19" century, there still exists no private
multi-peril crop insurance that covers hail, drought and other perils. In several countries
governments provide multi-peril crop insurance that includes drought. The subsidy is

substantial if public insurance is available at —say — 3 % and farmers would be willing to
pay E&%. /-2 ,.)
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