
Question 1 
u1(c) = log(α + c)  ---------------------------------------------------- (i)
 u2(c) = log(c)       ---------------------------------------------------- (ii)
        a) At the value of q= 1 the expected payoff is zero
        b) At free date, we apply the  equation (ii) to get the expected pay off as follows 
            u1(c)= log ( 0.05 +1)
                        = 0.021
          
        c) All Black supporters need to support the team irrespective of  the pay offs for through their contributions via betting is when  the firm raises an income. Passionate supporters should make both smaller and  bigger bets. 

    Question 2

 a) 

This follows again from:

		(using correlation instead of covariance)

	
    b) 
[image: ]
 c).Neutral probabilities do not  hold except for  the following:
Probability win by 15%= 1- probability lose (x≤15)
Probability 15%successes= 25C15 * 0.4015*0.6010
    =0.02122
Thus
Probability = 1-0.02122
  =0.97878
      d) Financial markets can help agents  in gaining access to risk free market securities and equities for operation as well as help them avoid making risks via emancipation about market environments 
 Question 3

    a) 	Demonstrating this is simple.
	If a risk free asset exists – m must price it.

	 since Rf is a constant.

Let’s use this relation to consider the economics behind risk free rates:


Assume  power utility for illustration (log utility as   1) so .

From earlier discussions we know if there is no uncertainty about ct+1, then




	 =  =   = 


b) Assume consumption growth is lognormally distributed.
	
The combination of power utility and a lognormal distribution implies this expectation can be written:
	


c) 


d) In terms of returns:

	
	so,

	
e) The risk free rate of return is an essential factor in  the determination of overall returns to  an investor via use of the Capital Asset Pricing Model (CAPM)

Question 4
a.)     E [ e-aỹ] = e -αμ + ½α2ϕ2½
             But α=1,  μ=1 and ϕ=1 at time t0
               = e-1 + ½x1x1
               =e -1 + ½
              =e -½
              =0.6055
         =0.61      

 b) The level of X that maximizes her expected utility would be at a time t1, where x= 2 hence the expected utility would be:
 Calculations
  	E [e-αỹ] = e-αμ + ½αϕ2
                   But ϕ=2
   	=e-1+½x1x2
                  =e-1+1
                   = e0
                   = 1
 c) Portfolio change in response to the absolute risk aversion would be as follows:
 The change would lead to a drop down in the risk free rate leading to a consequential lowering in the systematic risk attached to the Beta of the portfolio
d) Expected utility maximizing portfolio would be the derived as follows;
We first let the labor income denoted by Ḹ to assume the value of the alpha in the expectation utility formula for the portfolio as the sigma for standard deviation. 
We then take the PDF ( Probability Density Function) of the initial utility function with limits as labor income and sigma as shown below
ϴ2  

	e -Lμ  + ½L-2ϴ2    ; taking limits we have.
                      e-Lϴ +½L-2ϴ2    + K
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