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Questions about the lecture

1. In the lecture, | did not quite understand why RP’(L) is greater
than 0 (and thus RP increases with L):

RP'(L) = a((v(W — L)/ (CE)) — 1)

| know that the fraction (u'(W-L)/u’(CE)) needs to be greater
than 1 and therefore W-L>CE , but | don't understand why that is
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Exercise 4

Consider a person with utility of income u(x) = \/x. Is this person
risk averse? For the following lotteries, compute the expected
income, the certainty equivalent and the risk premium.

a) Probability 1/3 for each 1600, 2500, and 3600 Euros. \/
b) Income is uniformly distributed between 1600 and 2500 Euros.
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Exercise 5

Consider a person with utility of income u(x) = y/x. The person
has an income of 2500 Euros but loses L Euros with probability c.
Determine the certainty equivalent and the risk premium as a
function of o and L. Is the risk premium increasing or decreasing
in L? Is the risk premium increasing or decreasing in o
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Exercise 6

j'u'\( 'b’#k‘
Consider the utility function u(x) = —e‘x". The person has an
income of 1 and experiences a loss of 1 with probability a.. The
coefficient of absolute risk aversion is defined as —u”(x)/u'(x).
Compute this coefficient. Let now o« = 0.5 and check whether the
certainty equivalent in- or decreases in 7.
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CE depending on 7 for a = 0.5

mcm&'uﬁ n 4
(Hhis 1wgn : lu}lw ik avedion
=D Lsxr CE)

08}

(x from <5.2t0 3.6)

ra



