Risk, Preference and Utility Assignment

1. A friend confidentially asks your advice regarding her investments. After some discussion you understand that she is constantly risk averse—that her attitude towards risk seems to remain pretty much the same regardless of her personal wealth. You also discover that she is willing to risk $2,083 to win $4,166 with even probability. Specifically she owns a portfolio of investments that will leave her with $21,000 or $11,000 with equal probabilities.  She has been offered $14,000 for her portfolio. Should she sell out?

2. The same individual above later tells you that she also has the option of keeping half of the portfolio and selling the other half for $7,000. Does this new option beat out the one you suggested above?

3. For your graduation present your parents offer you a $20,000 or to make an investment in your name which can increase in value to $32,000 with .7 probability or go down to $10,000.  If your utility for X dollars (in thousands) is given by 750 + 20X -.06X2.  Which option should you prefer?

