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$POTJEFS UIF POF�QFSJPE NPEFM PG DPOTVNQUJPO BOE QPSUGPMJP DIPJDF� -FU BO JOEJWJEVBM
JO UIJT FDPOPNZ IBT UIF VUJMJUZ GVODUJPO BT GPMMPX�

U(C) = ln(C)

"MTP
 MFU C1
C0

JT EJTUSJCVUFE BT MPH�OPSNBM XJUI NFBO FRVBMT µc BOE JUT WBSJBODF JT σc �
1MFBTF SFBE BOE BOTXFS UIF GPMMPXJOH RVFTUJPOT DBSFGVMMZ BOE DPNQMFUFMZ�
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2VFTUJPO ��� 	 �� NBSLT
 $BMDVMBUF UIF SJTL GSFF SBUF Rf JO UFSNT PG UIF JOEJWJEVBM�T
DPOTVNQUJPO
 C0 BOE C1� 5IFO
FYQMBJO UIF SFMBUJPOTIJQ CFUXFFO UIF MFWFM PG DPOTVNQUJPO
BOE UIF SJTL GSFF SBUF JO UIJT FDPOPNZ�
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Given V10)= lnlc )

i. V'(G) = too
U'(G) = to

,

so
, ma

- 89
,

when interest rate is high ,
Then
, Rf = %

,
so is expected growth in

consumption
positive relationship between level of consumption and

risk free rate in this economy
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2VFTUJPO ��� 	 �� NBSLT
 $BMDVMBUF UIF FMBTUJDJUZ PG JOUFSUFNQPSBM TVCTUJUVUJPO JO UIJT
TFUUJOH� *G JO UIF OFYU ZFBS
 UIF JOUFSFTU SBUF JT GBMMJOH
 8JMM UIF JOEJWJEVBM�T DPOTVNQUJPO
MFWFM JODSFBTF PS EFDSFBTF 8IZ 5P TVQQPSU ZPVS BOTXFS
 VTF UIF DPODFQUT PG JODPNF
FGGFDU BOE TVCTUJUVUJPO FGGFDU�
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:{ = - I implied that

14--81
,

it is inelasticity
Foc :f¥t= 's V0

,
the income effect

=j¥÷F¥¥, outweighs the substitution

effect.

Eñ 39¥ , ⇐ ¥; }¥:
for primitive security s , I - Elmo,Rt ]

1-- Tumart It next year , the interest rate
Foc : -148%114=1 -?⃝ falling , individual 's consumption

level will consume less in bothDifferentiate ① ;☒*Rf)dlÉ ) -1*8/1%144=0 period .

Rfd = - ¥dRf

¥
,

- III. = -1
i. C- = -1

elasticity of intertemporal substitution is -1
.
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2VFTUJPO ��� 	 �� NBSLT
 4PMWF GPS UIF QSJDJOH LFSOFM Pi PG BOZ SJTLZ BTTFU J JO UIJT
FDPOPNZ� 5IFO FYQMBJO UIF NFBOJOH PG UIJT QSJDJOH LFSOFM�
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Optimal Price of asset Pi=E[Maxi ]

Pi=E[%f¥Xi) ; Vico)=1coaU'an=I
,

17--1-18-9
,
✗ i ] so

, ma
- %;
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2VFTUJPO ��� 	�� NBSLT
 $BMDVMBUF )BOTFO�+BHBOBUIBO #PVOE BOE FYQMBJO UIF NFBOJOH�
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CAPM relation

C- (Ri ]=Rf+pilECRm] - Rf ) ,0Mq=%f¥ ; ECR ;] -- Rf - (0V[Ma9Ri]
Elmo ,]

Gmo,
gg
,

KRI}gRf= - Pmo , ARI E[Mop
- lfpmo

, ,p ;
El → "Ri]

-Rft ¥1m:p = Pmo, Rf ; Elma ]=¥Sei

moi - %; = gelnlcolop

- 6mn
=

. - ECMOD
f. [elnlcolcj

=/ f. [ e. 21h16 /G1 ) - Elem "0%17 ;¥=fÉ
C- [elhlcolil ]

=/ f. [ e-21h14 /co ) ) f. [ethlc , /8112-1

=/ e-12th -1218211/ e-12th-188 - y

=✓e-2oF* a -1-281 implied that very low -17m¥,
= very risk aversion
= required high
compensation to invest


