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1. Prove that in our insurance screening model there is no pure strategy subgame
perfect equilibrium if « is sufficiently high.

2. In the context of our insurance screening model, consider the following opti-
mization problem.

max a(p, — 1B;) + (1 — «)(pr, — TBy) subject to
Ui(By, pi) > max([Uy(Bn, pn), Ur(¢)] and

Un(Bh, pr) > max[Uy,(By, pr), Un(¥3)],

where the maximization is over all feasible policies (B, p;) and (B, pr). Let V(«)
denote the optimal value of this problem as a function of «, the fraction of low-risk
consumers.

(a) Show that V(0) =0, V(1) >0, V'(«) > 0.

(b) Prove that a pure strategy subgame perfect equilibrium of the screening game
exists if and only if V(a) = 0.

3. Again, in the context of our insurance screening model, let

oUL (Y5,
ng — g(wh)’
P
and for 1 = [, h, let
50U = OV
Uip = apl and Up = 831

Note that Ukips Uip <0 and U;s > 0.



Improve upon the bound for « that is implicit in your solution to problem 1 above
by proving that a pure strategy subgame perfect equilibrium of the screening game
does not exist if _ _
(=Us,)(Uis + zUpp) - j —Y
UnpUis — UngUp, a
Hint: Show that for ¢ > 0 sufficiently small, there exists a pair of policies, (B3, p5)

and (Bf,pf), that earn positive expected profits when employed as a deviation,
where (B, p5) = (L, 7L — ¢).

4-6. Complete problems 8.11-8.13 in JR, p. 371-372.



