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Part I: Multiple Choice Questions

1. A truly risk-averse person will:


A)
at times buy a risky asset.


B)
sometimes sell when prices are falling.


C)
demand some compensation for taking risks.


D)
all the above.

2. If you are a risk-lover and have the chance to play a game where the odds of winning $1,000 are 0.3 and the odds of losing $1,000 are 0.7:


A)
you will be willing to play the game because of the uneven odds.


B)
you will be willing to play the game only if the game's odds are made even.


C)
you will be willing to play the game because the utility gained from playing is greater than the utility lost from losing on average.


D)
you may or may not play the game, depending on how you balance the love of risk with the probability of loss on average.

3. Ron is risk-averse while Maria is risk-neutral. Both are confted with the following gamble: win $5,000 with the probability of 65% or lose $9,000 with a probability of 35%. One can predict that:


A)
both will accept the gamble.


B)
only Maria will accept the gamble.


C)
only Ron will accept the gamble.


D)
Maria will accept and Ron may accept.

4. Jonathan has two choices: a 50% chance of winning $20 and a 50% chance of losing $20 versus a 20% chance of winning $100 and an 80% chance of losing $20. Which choice has the larger expected value?


A)
Both choices have the same expected value.


B)
The 50%-50% chance.


C)
Both have negative expected values and neither should be selected.


D)
The 20%-80% choice.

5. It is frequently difficult to buy flood insurance in coastal areas because:


A)
the individual risks are not independent.


B)
the insurance companies are unfair to people living in these areas.


C)
coastal areas never flood.


D)
the individual risks are independent.

6. One explanation of risk aversion is that:


A)
the marginal utility of an extra dollar increases as more income is earned.


B)
there will always be some individuals willing to take risks while others will be unwilling to assume risks regardless of the payoff.


C)
the marginal utility of an extra dollar decreases as more income is received.


D)
the marginal rate of substitution between winning and risk is constant.

Part II: Short Question

1. Risk-Aversion, Risk-Neutrality and Risk-Loving:

Suppose you work as a mutual funds manager for a commercial bank and a new customer has just walked through the door. She is interested in buying mutual funds for the first time. Your first task is to find out her degree of risk tolerance before you can recommend to her the most suitable funds (conservative funds, balanced growth funds or aggressive growth funds). See http://www.hsbc.ca/1/2/en/personal/investing-retiring/lifemap-effortless-investing 

To do so, you have designed the following highly simplified questionnaire: Suppose she has a choice between playing a game that has a 50% chance of winning $10, and a 50% chance of winning nothing, or not playing the game and receiving $5 for certain.

(i) Find the expected value (EV) or return of the game.

(ii) Suppose she can have one of the following utility functions: 

(a) U=x0.5
(b) U=x

(c) U=x2
Where x is $5. Find the utility value for each utility function. These are the utilities she can enjoy if she receives $5 with certainty and not take the gamble.

(iii) Now suppose she takes the gamble and can achieve expected utility given by 0.5*U($10)+0.5*U($0). Calculate the expected utilities for the three types of utility functions.

(iv) Which utility type is risk-averse, risk-neutral or risk-loving? Explain.

(v) Suppose you found out that her preferences are best described by U=x2. Which type of mutual funds would you recommend her to buy?
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