ECON 474: Problem Set 2




        
Due date: September 10, 2009
You are allowed to work in a group, but everyone should hand in his or her own problem set.  If you do choose to work in a group, you must include all of your group members’ names on the top of your problem set.

Most of these problems have multiple parts.  You are responsible for all parts unless otherwise noted.

1.  Chapter 10, problem 14 
Here’s some help to get you started on this problem.  Start by defining:

yA1 = Person A’s income if output is 1000

yA2 = Person A’s income if output is 2000

yB1 = Person B’s income if output is 1000

yB2 = Person B’s income if output is 2000

Notice that:

yA1 + yB1 = 1000


yA2 + yB2 = 2000


Since person B is risk-neutral, we can express her expected utility equal to her expected income:
Utility for person B = UB = 
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To find an efficient rule, we have to maximize person A's utility given whatever person B's utility is.  Take person B’s utility to be 
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 (some number) and solve for yB2 as a function of 
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 and yB1.

Finally, notice that person A’s utility is: 

Utility for person A = UA = 
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  where u(.) is a concave function (the second-derivative is negative) to reflect the fact that person A is risk-averse.
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