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Part 1. (50%)

1. Lory has preferences over risky prospects represented by the following
vN-M utility function U (x) =

∑s
ω=1 πω lnxω.

(a) Compute the indexes of absolute and relative risk aversion.

(b) Is Lory risk averse or risk prone? justify.

(c) Assume Lory is given a lottery that pays 0.01$ with probability 1
2

and 100$ with probability 1
2 . Compute the certainty equivalent and

risk premium of this lottery for Lory.

2. Adam has preferences over 2 goods (x1 and x2) represented by the utility
function U (x1, x2) =

1
2 ln (x1) +

1
4 ln (x2).

(a) Determine the ordinary demand functions.

(b) Determine the marginal rate of substitution between the goods at
the bundle z ≡ (4, 8).

(c) Determine the compensated demand functions.

(d) Are goods 1 and 2 complements or substitutes for Adam? Shortly
justify your answer.

3. Firm B purchases inputs on a competitive market.

(a) Define competitive markets.

(b) What properties should the cost function of firm B satisfy?

(c) Can firm B’s cost function be C(w1;w2; q) = (w1)
1
4 (w2)

1
2 y7? Justify

your answer.
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Part 2. (50%)

An airline loses two suitcases belonging to two different travelers. Both
suitcases have the same value but the airline does not know this value. The
airline manager separates both travelers so they cannot confer, and asks them
to write down the amount of their value between and including $2 and $100
without decimals. If both write down the same number, he will treat that
number as the true dollar value of both suitcases and reimburse both travelers
that amount. However, if one writes down a smaller number than the other, this
smaller amount will be reimbursed to both travelers. Furthermore, the traveler
who wrote down the lower value will get a $2 bonus and the traveler who wrote
the higher value will get a $2 deduction (if they write down the same value they
do not get any bonus or deduction).

1) Specify the normal form of this game.
2) Determine the Nash Equilibrium.
3) Now suppose the traveler who writes the higher value does not get any

deduction. Does the Nash Equilibrium change? How? Motivate.
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