N1B408: Risk, Information, and Insurance

Semester 1, 2009/10
Professor Paul Fenn (Convener)
Email: paul.fenn@nottingham.ac.uk
Phone: 15254

Room: C4, Business School North (Office hours 11am-1pm Mondays)

Dr Jonathan Tan,  

Email: jonathan.tan@nottingham.ac.uk
Phone: 46414
Room: B31, Business School North (Office hours 10am-12pm Mondays)

Method of Delivery & Frequency of Class: 
9 one-hour weekly lectures, 1 one-hour revision lecture and 2 one-hour tutorials (signing lists on Nexus from Week 2).

Method and Criteria of Assessment: 
One 1.5 hour examination (75%); One 2,000 word essay (25%)

Module Aims: 
To provide a conceptual framework necessary for an understanding of decision-taking under risk and uncertainty, and to use this framework to explore issues in the market for insurance such as those involving asymmetric information.

Summary of Content: 
This module examines individual decision-making under conditions of risk and uncertainty, and investigates the effectiveness of insurance as a means of controlling risk.
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Recommended Reading

Recommended background reading

Bernstein P, Against the Gods: the Remarkable Story of Risk (Wiley; 1996)

Katz M and Rosen H, Microeconomics (3rd edn), (Irwin; 1998); Chs 2, 6, 17
Recommended texts

[Note: there is no single textbook which covers the scope of this module at the required level. The texts below taken together contain most of the material, but sometimes at a fairly advanced level. The supplementary lecture notes (available via Nexus – see below) should therefore be read in conjunction with these]

Hargreaves Heap S et al, The Theory of Choice, (Blackwell; 1992), Chs 1-4

Biswas T, Decision-Making under Uncertainty (Part I), (MacMillan; 1997)

Hillier B, The Economics of Asymmetric Information (Part II), (MacMillan; 1997)

Recommended collections of readings

Dionne and Harrington (eds.), Foundations of Insurance Economics (Kluwer; 1992)

Hey J and Lambert P J (eds.), Surveys in the Economics of Uncertainty, (Basil Blackwell; 1987)

Recommended review articles

Hey J, (1992), “Uncertainty in economics”, Ch 13 in Greenaway et al (eds), Companion to Contemporary Economic Thought sections 1-2

Wik, Mette (1996), ‘Individual Decision Making Under Risk: Deficiencies of and Alternatives to Expected Utility Theory. http://www.umb.no/ios/Publikasjoner/Fulltekst/D9623.pdf
Rees R (1989) "Uncertainty, Information and Insurance" in Current Issues in Microeconomics (ed. J D Hey) MacMillan; London

Recommended links
Nexus contains links to the following downloadable materials for this module:


Course outline and reading lists [i.e. this document]

Supplementary Lecture Notes


Powerpoint presentations

Seminar topics

Past papers

The American Risk and Insurance Association (ARIA) has several links to academic sites with teaching notes, reading lists etc at http://sshuebner.org/teaching/search.php
Course Outline and Suggested Further Reading

# = introductory

* = advanced
1.Basic concepts; choice under uncertainty

#Wisniewski M, Quantitative Methods for Decision Makers (2nd edn), (Pitman; 1997); Ch 6

#McKenna C J, The Economics of Uncertainty, (Wheatsheaf; 1986); Chs 1 and 2

#Katz M and Rosen H, Microeconomics (3rd edn), (Irwin; 1998); pp 159-166

#Hey J, Uncertainty in Microeconomics, (Martin Robertson; 1979); Ch 5

2. Expected utility theory
#Katz M and Rosen H, Microeconomics (3rd edn), (Irwin; 1998); pp 185-193 (s.6.4)

#McKenna C J, The Economics of Uncertainty, (Wheatsheaf; 1986); Ch 3, pp 19-32

Hargreaves Heap S et al, The Theory of Choice, (Blackwell; 1992); Ch 1

Hey J, “Uncertainty in economics”, Ch 13 in Greenaway et al (eds), Companion to Contemporary Economic Thought (1992), sections 1-2

Biswas T, Decision-Making under Uncertainty, (MacMillan; 1997); Ch 1 (Appendix)

Kreps D, Microeconomics for Managers, (Norton; 2004), Chs 15, 16
3. Non-expected utility theory
Biswas T, Decision-Making under Uncertainty, (MacMillan; 1997); Chs 1, 5

Hargreaves Heap S et al, The Theory of Choice, (Blackwell; 1992); Ch 3

Hey J, “Uncertainty in economics”, Ch 13 in Greenaway et al (eds), Companion to Contemporary Economic Thought (1992), sections 3-5

Starmer C, "Developments in non-expected utility theory: the hunt for a descriptive theory of choice under risk", Journal of Economic Literature, XXXVIII, pp. 332-82, (2000) http://www.nottingham.ac.uk/%7Elezcs/pdf_files/STARMER_JEL.PDF 
*Machina M, (1987) "Choice under uncertainty: problems solved and unsolved" Journal of Economic Perspectives.  Reprinted in Dionne and Harrington, Foundations of Insurance Economics (1992)

Kreps D, Microeconomics for Managers, (Norton; 2004), Chs 15, 16

4. Properties of the utility function; measures of risk and risk aversion.
#Katz M and Rosen H, Microeconomics (3rd edn), (Irwin; 1998); pp 166-172

#McKenna C J, The Economics of Uncertainty, (Wheatsheaf; 1986); Ch 3, pp 32-41

Gravelle H and Rees R, Microeconomics, 3rd edn, (Longman; 2004); pp. 456-472

Biswas T, Decision-Making under Uncertainty, (MacMillan; 1997); Ch 2

*Eeckhoudt L and C Gollier, Risk: evaluation, management and sharing (Harvester; 1995); Chs 3-5

Kreps D, Microeconomics for Managers, (Norton; 2004), Chs 15, 16

5. The Demand for Insurance: basic theory
#McKenna C J, The Economics of Uncertainty, (Wheatsheaf; 1986); Ch 7, pp 85-90

#Katz M and Rosen H, Microeconomics (3rd edn), (Irwin; 1998); pp 179-185

Biswas T, Decision-Making under Uncertainty, (MacMillan; 1997); pp 30-34

Hillier B, The Economics of Asymmetric Information, (MacMillan; 1997); Ch 5

*Eeckhoudt L and C Gollier, Risk: evaluation, management and sharing (Harvester; 1995) Ch 10

6. Self-insurance and self-protection
Ehrlich J and Becker G (1972) "Market insurance, self insurance and self-protection" Journal of Political Economy, 80, 623-48.

*Dionne G and Eeckhoudt L (1985) "Self insurance, self protection and increased risk aversion" Economic Letters, 17, 39-42.

*Hiebert L (1989) "Optimal loss reduction and risk aversion" Journal of Risk and Insurance, 56, 300-306.

7. Insurance and resource allocation
#McKenna C J, The Economics of Uncertainty, (Wheatsheaf; 1986); Ch 6

#Katz M and Rosen H, Microeconomics (3rd edn), (Irwin; 1998); pp 394-7

Biswas T, Decision-Making under Uncertainty, (MacMillan; 1997); pp 34-37

Gravelle H and Rees R, Microeconomics, 3rd edn, (Longman; 2004); pp. 525-530

*Eeckhoudt L and C Gollier, Risk: evaluation, management and sharing (Harvester; 1995) Ch 13

8. Adverse selection

#Katz M and Rosen H, Microeconomics (3rd edn), (Irwin; 1998); pp 564-573

Biswas T, Decision-Making under Uncertainty, (MacMillan; 1997); pp 37-40

Hillier B, The Economics of Asymmetric Information, (MacMillan; 1997); Ch 7

Rees R (1989) "Uncertainty, Information and Insurance" in Current Issues in Microeconomics (ed. J D Hey) MacMillan; London
*Rothschild M and Stiglitz J (1976) 'Equilibrium in competitive insurance markets: an essay on the economics of imperfect information' Quarterly Journal of Economics 90, 629-650.

Gravelle H and Rees R, Microeconomics, 3rd edn, (Longman; 2004); pp. 530-539

9.  Moral Hazard

#Katz M and Rosen H, Microeconomics (3rd edn), (Irwin; 1998); pp 576-582

Biswas T, Decision-Making under Uncertainty, (MacMillan; 1997); pp 40-43

Hillier B, The Economics of Asymmetric Information, (MacMillan; 1997); Ch 6

Rees R (1989) "Uncertainty, Information and Insurance" in Current Issues in Microeconomics (ed. J D Hey) MacMillan; London
*Shavell S (1979) "On moral hazard and insurance" Quarterly Journal of Economics 93, 541-562. Reprinted in Dionne and Harrington, Foundations of Insurance Economics (1992)

Gravelle H and Rees R, Microeconomics, 3rd edn, (Longman; 2004); pp. 540-547
Sample examination paper
The University of Nottingham

BUSINESS SCHOOL

A LEVEL B MODULE, AUTUMN SEMESTER 2004-2005

RISK, INFORMATION AND INSURANCE

Time allowed ONE hour THIRTY minutes

__________________________________________________________________________

Candidates must NOT start writing their answers until told to do so

Answer TWO Questions

All questions carry equal marks

1. 
Compare and contrast the state preference and Machina triangle diagrams as means of representing the indifference maps for risk averse expected utility maximisers.

2. 
“Subjective Expected Utility Theory is not good at explaining real world behaviour but it is nevertheless a good normative theory of choice”. Critically discuss this statement.  

3. 
“Insurance premiums always reflect the size of the sum insured and the probability of loss when insurers are fully informed and transaction costs are negligible”. If so, compare the available options for buyers of insurance to minimise their premiums. 

4. 
Use an Edgeworth Box diagram to show how risks will be shared optimally between two risk averse decision takers. Explain what factors determine the efficient allocation of risk.

5. 
When moral hazard is present, how can policy conditions be designed in order to make insurance contracts incentive compatible?

6. 
“If motor insurers can assess the risk of accidents accurately across vehicle types and driver characteristics, no adverse selection problems will arise”. Discuss in relation to available evidence.

Coursework essay topics

A (word-processed) assignment of 2000 words (with weight 25% of final assessment) must be chosen from one of the topics listed below. The assignment must be submitted by 2.00pm on Friday, December 11th, 2009.

Topic 1

“Available evidence on insurance buying and selling decisions casts doubt on the validity of Subjective Expected Utility Theory.” Comment, and discuss whether alternative theories of choice under uncertainty yield better predictions in the light of ambiguity effects.

Reading:
Course Reading List from Week 3 plus the following [all of these are available from online resources]:

Hogarth R and Kunreuther H (1985), “Ambiguity and insurance decisions”, American Economic Review, 75, 386-390 

Kunreuther H, Meszaros J, Hogarth R Spranca M, (1995), “Ambiguity and underwriter decision processes”, Journal of Economic Behaviour and Organization, 26(3), 337-352 

Di Mauro C and Maffioletti A, (2002),”The valuation of insurance under uncertainty: does information about probability matter?” Geneva Papers on Risk and Insurance Theory, 26:195 

Einhorn H and Hogarth R, (1986), “Decision making under ambiguity”, Journal of Business, 59, 225-250 

Cabantous, L (2007), ‘Ambiguity Aversion in the Field of Insurance: Insurers’ Attitude to Imprecise and Conflicting Probability Estimates’ Theory and Decision, 62(3), 219-240.  
Topic 2

“Testing propositions involving information asymmetries is inherently difficult”. Discuss in the light of the available evidence on the existence of adverse selection in insurance markets?

Reading:
Course Reading List from week 8 plus the following [all of these are available from online resources]:

Chiappori P and Salanie B (2000) “Testing for asymmetric information in insurance markets”, Journal of Political Economy, 108(1), 56-78. 

Cawley J and Philipson T (1999), “An empirical examination of information barriers to trade in insurance”, American Economic Review, 89(4), 827 

Puelz R and A Snow (1994) “Evidence on adverse selection: equilibrium signalling and cross-subsidization in the insurance market” Journal of Political Economy, 102, 237-257 

Cohen A (2005) ‘Asymmetric Information and Learning: Evidence from the Automobile Insurance Market’ Review of Economics and Statistics, 87(2), 197-207 
Finkelstein, A and McGarry  (2006),  ‘Multiple dimensions of private information:

evidence from the long-term care insurance market’, American Economic Review, 96(4): 938-958
Finkelstein A and Poterba J (2002), ‘Selection Effects in the UK Individual Annuities Market’ Economic Journal, 112, 28-50.
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