
ECON1810 - ASSIGNMENT  
 
Assignment available: Monday 14 March 2011  
Date of submission: Monday, 28 March 2011, between 10:00 and 12:00  
Submission Place: Front desk, 12th floor, Eilert Sundt building 
 
Other information:  

• The assignment is voluntary 
• A possble grade on the assigment will not count towards your grade in the course. 
• It is important that your submission will be submitted by the deadline (see above). 

Assignments submitted after the deadline will not be marked.  
• All assigments must be submitted at the place specified above. Do not submit your 

term paper directly to the subject teacher, seminar leader, or by e-mail. If you want to 
submit the task before the deadline, please contact the front desk at the 12th floor.  

 
 
 
 
 
 
 
Question 1  
 
A company wants to borrow from a bank. There are two types of potential borrowers, G-
type has a high probability of paying back the loan, while the D-type has a low 
probability. The bank can not observe whether the loan applicant is of the one or the other 
type.  
 
a) How can this be presented as a principal-agent problem? Who is the principal, who is 
the agent, and what kind of information problem is this?  
 
b) Credit rationing means that there are businesses or individuals who are unable to 
borrow even if they are willing to pay a high interest rate. Can you give an explanation of 
credit rationing by using this model?  
 
The bank will only grant loans if the bank believes that the company is a G-type. The 
Bank is considering several measures to get better information, including requiring 
security and contact a credit bureau to obtain information about the loan applicant's 
payment history. The Bank will also add weight to the impression created by the loan 
applicant personal contact with the bank, for example if they are properly dressed, seem 
organized, and, the person's educational background, occupation, etc.  
 
c) Explain the concepts of screening, self-selection and signaling. Using the above 
example to illustrate these three phenomena.  
 
 

  



 
 
Question 2  
 
A company can choose between two different projects. One project is the production of a 
luxury product, while the other project is the production of a low cost product. Each 
product has different sales potential depending on the growth rate of the overall economy. 
The probability of an upturn in the economy next period is 30%, while the likelihood of 
continued low growth is 70%. Revenues for the two projects are given in the table below 
(in millions of NOK)  
 

 Up turn Low growth 
Luxury 100 0 
Low cost 20 40 

 
a) What is the expected sales revenue for each project? Which project seems most risky?  
 
Each project required an investment of 25 million NOK. The company can chose between 
debt (e.g. loan from a bank), or equity (e.g. from a group of investors).  
 
b) Which projects will be selected if the company chooses 100% equity financed?  
c) Which projects will be selected if the company chooses 20% equity financing, and the 
rest (i.e. 80%) through a loan?  
d) Explain why the company chooses different projects depending on the financial 
structure of the project.  
 
 
Question 3  
 
a) Explain what is meant by risk aversion.  
b) Show that the utility function U(x) = √𝑥  implies risk aversion, and that U (x) = x, 
implies risk neutrality. (Hint: You can insert values for x and calculate U (x). Does the 
additional benefit from an extra krone depend on x? If so, how?)  
   
You are risk averse with utility U(x) = √𝑥, and you own a business that gives you either 
an income x = 49 or x = 81. Both outcomes are equally likely.  
 
c) Calculate your utility from owning the company.  
d) If you sell your business, you do not have income uncertainty. How large must the 
selling price be for you to be willing to sell the company?  
e) Calculate the expected income if you do not sell the company. What is the difference 
between expected income as a business owner and sales price of the company an 
expression of? 

 

 


