Solutions to SELECTED End of Chapter Exercises

3AW.1

a.
Let X denote the rate of return on an investment and Y denote the amount of risk




associated with an investment.  Then the utility function can be expressed as 




U = f (X,Y) and MUX = 
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, meaning that the consumer's utility rises as




the rate of return on his investment rises, and MUY = 
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 meaning that a




consumer's utility decreases as the risk associated with his investment rises.


b.



[image: image3.wmf]
Figure 3AW.1



good X (return) is regarded as an economic "good"



good Y (risk) is regarded as an economic "bad"

3AW.3  
Consumer's utility function is U (X) = 5X.5.



Expected Utility of new Ford Probe is computed as:
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Expected Utility of the used Corvette is computed as:



[image: image5.wmf](

)

(

)

(

)

(

)

(

)

(

)

(

)

55

050540005050

500

50

CCCCC

BBWW

..

EUXPrUXPrUX

..

éù

=×+×

êú

ëû

éùéù

=+

êúêú

ëûëû

=+

=



The individual will choose the new Ford Probe since the expected utility received from the


Probe is greater than the expected utility received from the used Corvette.


3AW.5
The value of the expected utility associated with Mutual Fund B computed as 315.85 in



exercise 3AW.4.  Set the individual's utility function equal to 315.85,


U (XB) = 4(XB)
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= 315.85,



and solve for the value of XB (riskless return on Mutual Fund B) necessary to achieve the utility



level of 315.85.


4(XB) 
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= 315.85


(XB)
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 = 78.9625
((XB)
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)2 = (78.9625)2

XB = $6235.08

Compute expected value of return from Mutual Fund B:
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Risk Premium = Expected Value of Return from Mutual Fund B - Riskless Return on Mutual Fund B necessary to achieve a utility level of 315.85.


Risk Premium = $6400 - $6235.08 = $164.92.

The value of the risk premium in this problem indicates that the consumer is willing to forgo $164.92 of the possible $6400 return he expects to receive from Mutual Fund B in order to receive a riskless return of $6235.04.


3AW.7  
Samantha's utility function, U (X) = 2X2, is convex indicating that she is a risk preferring


person.  Matt's utility function, U (X) = 0.5X.5, is concave indicating that he is a risk averse


person.  Therefore, Matt would be more likely to purchase insurance on his vacation home.
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