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"TTVNF UIF VUJMJUZ PG UIJT JOWFTUPS� U(W ) = ln(W ) BOE UIF SBUF PG SFUVSO PO UIF SJTLZ
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dE[UÑD=fµyÑW-411=0 8=121441-1214-1
DA

d2E¥AÑD=E[vYÑKT-419<-0
Note :

ECVYÑIIÑ-411=0 → maximum wo-yytwh-woll-rfl-A14rf-r.ly=Wo( ltrf )t3Arf

Note :V=E[UÑD=EpiUi Diminishingy increasingwt-woll-rfl-AI-rf-rfl.tt
in wealth (concave function =Wo(1-141-21-4

→ f- U'cwhkrh- rfltzvlcwl )(perf )=O ① Vlwhltsrf ) > 0

② UYW 'll-241<0
/ At > 0

Note : vcwtlncwl
i. VYW)=1w
VUBVYWI -- twin equation

Nbwh=Wo(HrfH3ArfqWl - Woll-141-21-4
3rf Vf

=O
→ Iziwtn - (44-4)+12 - twetrf-41=0

→

2[Wo( ltrf )t3Arf ]
-

Wolltrf)-2Arf
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Orf
=

rf
2.[Wolltrf )-13Arf] Woll-141-2Arf

3Rf[Wotltrf ) -2Arf ] = 2kt [Wolltrf ) -1JArf]

Two (11-4)-6Arf =2Wo( ltrf) -16Arf

Wolltrf ) = 12 Arf

A Hrf
→ individual 's proportion of

0=124 # initial wealth invested in the risky asset



&&��� "TTFU 1SDJOH 5IFPSZ 4QSJOH����� 4UVEFOU *%�����������������������������������

2VFTUJPO � 	 �� 1PJOUT
 4DPSF����������������������
"O FYQFDUFE�VUJMJUZ�NBYJNJ[JOH JOEJWJEVBM IBT DPOTUBOU SFMBUJWF�SJTL�BWFSTJPO VUJMJUZ


U(W ) =
W γ

γ


XJUI SFMBUJWF�SJTL�BWFSTJPO DPFGųDJFOU PG γ = −1� 5IF JOEJWJEVBM DVSSFOUMZ PXOT B
QSPEVDU UIBU IBT B QSPCBCJMJUZ Q UP GBJMJOH
BO FWFOU UIBU XPVME SFTVMU JO B MPTT PG XFBMUI
UIBU IBT B QSFTFOU WBMVF FRVBM UP -� 8JUI QSPCBCJMJUZ ��Q
 UIF QSPEVDU XJMM OPU GBJM BOE
OP MPTT XJMM SFTVMU� 5IF JOEJWJEVBM JT DPOTJEFSJOH XIFSUIFS UP QVSDIBTF BO FYUFOEFE
XBSSBOUZ PO UIJT QSPEVDU� 5IF XBSSBOUZ DPTUT $ BOE XPVME JOTVSF UIF JOEJWJEVBM BHBJOTU
MPTT JG UIF QSPEVDU GBJMT� "TTVNJOH UIBU UIF DPTU PG UIF XBSSBOUZ FYDFFET UIF FYQFDUFE
MPTT GSPN UIF QSPEVDU�T GBJMVSF
 EFUFSNJOF UIF JOEJWJEVBM�T MFWFM PG XFBMUI BU XIJDI TIF
XPVME CF KVTU JOEJGGFSFOU CFUXFFO QVSDIBTJOH PS OPU QVSDIBTJOH UIF XBSSBOUZ�
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output probability
Tomakeghe indifferent between

Given : Ñ /
Wh P

purchasing or non-purchasinghw 1-p Vet,UlW -CKEIUCÑD

-

1 =P- l
-

P
fluent ]=¥piUigVlW1=Wf with 8=-1 we w w- L

pi. Ucw)=W= -1W
we

= ☒he
P

=
(P-111W-C) -1W

Therefore
, EIUW~D-pl-w.tl -111 -plftwl we wear

= -

P PCW'-CW)=(W-LHPW-PC-tv-c-wfw-L-tw-P-wpwZ-pcw-PW-PWL-PWX-LPC.tw-LC
= Pwt - WIL o= -

pwltlpl-wc-LCPWL-WC-LPC-LCWCPL-ct-LPC-LCW-PLC-LC.pro
*→ individual 's level of wealth
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 $IFDL UIBU UIFZ BSF XFMM CFIBWFE 	6��� BOE 6���
 PS TUBUF SFTUSJDUJPO PO UIF QBSBNFUFST
TP UIBU UIFZ BSF� 'PS UIF VUJMJUZ GVODUJPO 	�

 UBLF UIF QPTJUJWF α BOE β 
 BOE HJWF UIF
SBOHF PG XFBMUI PWFS XIJDI UIF VUJMJUZ GVODUJPO JT XFMM CFIBWFE�

	C
 $PNQVUF UIF BCTPMVUF BOE SFMBUJWF SJTL BWFSTJPO DPFGųDJFOUT�

	D
 8IBU JT UIF FGGFDU PG QBSBNFUFS α 	XIFO SFMFWBOU
 

	E
 $MBTTJGZ UIF GVODUJPOT BT JODSFBTJOH �EFDSFBTJOH SJTL BWFSTJPO VUJMJUZ GVODUJPOT 	CPUI
BCTPMVUF BOE SFMBUJWF
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UYW)=1wz 70 UYW)=w1 > 0 UYW)= - fhW-H=wY+ , >oifr >0
U "(W/ = -↳ CO U "(W/ = - CO U "(W/ = -1¥ coif 870

④ UCW )= - e'-0W' ⑤ UCW )=tgwr ⑥ UCW )=dW -13W
'
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= get-owl

= Fw 7017870 =W8-170 U "(W/ = -213<0,1370
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-
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(b) 1- (d) Absolute risk aversion ltodedineinwealthl Relative risk aversion

aRW=2-YY%, Rrcwtwrcw )
2W 2W

① ARA :RCW)= -
-21W'

= 2¥ .#=L ② ARA :RCW)= - %wW"=1w1hr2

2121W)= - w1z(o→DARA Decreasing2R£wWl=-w2z ( o →DARA _- higher wealth absolute

Decreasing
less risk aversion 2W risk aversion

absolute
risk aversion

RRA :RrCW1=2_w.w=2→ constant relative RRA :RrlWl=1w.w=l → constant relative
risk aversion risk aversion

dRrlW1=o dY¥W)=odw

⑧ ARA :Rcw)=
ÉÉAW→-2 y+ ,

Hurry
=

_w ④ ARA :Rcw)=¥¥¥T=y
2R(Wl= -8-1 (o→DARA¥¥¥einQ 2R(WHO → CARA constant absolute
2W WZ risk aversion 2W risk aversion

RRA :RrCW1=Tf - w RRA :RrlW1=8W

→+1 d1¥W=r > o → Increase relative
R÷M=o → constant relative

risk aversion

risk aversion

⑤ ARA :RCW)= -18
-11W' -2=-8+1 ⑥ ARA :R(W)=-

-213
= 213

Wo-1 W
N -213W 4-213W

2kW)=zp 213 4132
2121W)= 8-1 y-zpwjz-y-zpwp.JO →T-ARA
zw wz

70 → IARA 2W
increasing

increasing absolve
absolve risk aversion

RRA :RrCW)= -2ft .w
"" """"

RRA :RrCW)= ZP .w= 213W
4-213W 4-213W

= -81-1
DRHWI

=
@ -213W )2p - ZPWC-213)

J=0 → constant relative
TW @ -213W )2

risk aversion
= 2130

(b) from⑥ UCW )=dW-pw2 @ _zpwp)O→IRRA increasingrelative
risk aversion

1ft increase
,
www.llbelarqerlvnwillingtopaylarqeriskpremivm)

absolute riskarerrioncrcwiwillbeloweraand
relativeriskaversionkrcwpwillalsolower.HNdecrease

, www.llbesmallerabrolvteriskaverrioncrcwbwillbehiqheraand
relative risk aversion IRRCWD will also higher .


