
In theabsence ofmost hazard:

E(X10] =10 +1.) +0(25) =S

=[X(1)] == (0 +
10 +(25) =15

Also:F =((0) +2 =1 =
3 v(d =1

x =c(1 +2
=2 =[(i) =4

Hence he optimal contextis

[e", 198)=[1;4],
and theexpected profit i E(X11] -w(i =11 //



Withmore hazard:

amaei == in to i =1 =swi =w =x

Rus, Mu PC and 12 equations are:

(PCL !(2x) +I(z) =2

(IC) ↓(2x) +(y) - 1 =(2x).
4

Where y =Ws. The solution tois system is x=1,y =3.

How in opted contactinducing theAgat toexerteffort
2=1 is w,* =wx =1, ~z =y2 =9. Hand in expected2

wage
is

=(w),] =1
11 +1 +1(2) =

The Principal's expected profitis E(x(i) - E(w4,] =15 - 5 =10
Thelostsurplus is

=>[wY0l] sw(0) =5-4 =1.



Wehave:
W

112xioo iE(X/0)) =

=
10

+2oo=/n

*200
1 - 4 D

x (r) o- ;E[X(,] =4(200) + x-p)(0) - Zoop.-
2 20

In theabsence ofmould hateral, W10-50, wil=t0 as in
S

optimal fixco wage topay for in agat to either exartno

-

h



effortor to exerteffort, respectively. Hone

E(X(,)] - w(, E(Xol] -wIdE> 2004 -70100 - 50

Eb ↑ , =
Withwolward inopted wage confectfor el solves

the system ↑C) pW, +(1 - p)wz =70

(IC) PW, +(1 - p)w, =20

Hame wi(p)

Elerpj-
it

-
=w(r).

Moul hazard does not -Heatthe expectedwage
become in Agatis visual!
Limited ability (2) Ifloop - to do, i.e., Ran

~

L implies Wz
=

0 and hence -

-(PC) pw, =70 =w, -70/p
a

-

111 pr, - 20 = W (p -) =2



Ifwe setwi, then for in I restricttohold

itis required that

p() - 20 x I(5)() p34/10,
which we as assuring code ofhold.

Here topct/ in IPC) is notbinding, while the
I

DC is;home wr, solve s

~

pw,
- 20 == (w,)

...., E- for P240. (hoak!)
P

Have L2 works in favor of the Agent, allowing
him to captan some surples.

(b) In inprocess---



(b/
For e= 0 ,

he fixed wage contract 10
.
Eso)

,

ahem

Eco7 is in solution to in exuction

n(w) = 2 hw =50=> Ecol= e = 12
.

18
,

Is incentiva compatible , and

E [X 10))- E %) = 100-12 .
18 In

For e= d
,

in fixed wage contact is (1
,
E1 . 1) when

n /w) = 20 hw = 70 (=> =(1) = e+E 35
.

11
,

-

E [X (1)] - Ci = 200p - Ex = 200(E) - 73
.

11 = 126
.

85

Hu
,

in The absence of mot hezad in optimet contect is

(1, < ,1)

↓ in mowe hard in contect 10
,
woll remains inactiva

compatible ,
but for el in optime contrect is

ine random wen los , ws) belaimg Ra System :



[PC) - (2022 ws) + 5/20h Wrs) =
70

1122 - 120 hws) + + (20hwws] - 20 = * 1206 ws + 2
C Was)

Hene ~e 76
.2 : Was = 2 .3 .

The expected profite
~ :T itscntect is

↑ (200
- e
* ) + +(0 - e) = 107

.

9431m

⑤

Hane is contect is optimet



Iwill atyou give ita way before Idiscuss the

Solution.

In heence of insurance ,

in individe will taken the precau-

Loney
action

,
i
.., e= 1

,
vine

En (e = 1)=+I - El =Novos-to
= 8

. 6

->-tu-C = No+ss-o

= 8
.
5



1 ina action is vorifatle
,

in maxim previe in individed
↓ el

is vident to pg forWin in surance involving tatie

Th procationary action is in solutie to in eficte

n(w - I) = 8
.6 VE = 8 . 6

=> I = w- 8 .

5 = 26 . 02
.

If in action is f verifise ,
hen in mompoly mot provid

incelice by offeing a policy with a deductible D30
,
to

satify both in PC - IS constaints
,

i . e .,

PC :
↓VI + &Noti - (10) = 8

. S
2

12 : ↓I +En - (0) = Not +END2

The soltic tothis system is

It= = 3
.
96

D = = 28 .
8

.

The moneda expected proft is I - =(1 -D) = 3 .96 - /36 - 28 . 8) = 0 .36
=


