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CONSUMPTION IS CONTINGENT UPON THE OCCURENCE OF RANDOM AND MUTUALLY EXCLUSIVE EVENTS THAT REALIZE WITH KNOWN PROBABILITIES.THE ARGUMENT OF THE UTILITY FUNCTION IS A CONTINGENT CONSUMPTION BUNDLE
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THE GREEN STRAIGNT LINE THROUG X IS CALLED THE
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BUDGET LINE: DESCRIBES THE AVAILABLE OPPORTUNITIES TO TRANSFER CONSUMPTION FROM STATE 1 TO STATE 2 or vice versa
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LOTTERY A
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LOTTERY B
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= endowment of
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= money price of consumption
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INSURANCE PROBLEM: WEALTH IS RISKY. IT IS 25000 IN STATE b AND 35000 IN STATE g
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DAMAGE D = 35000 - 25000 = 10000
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0 = < K = < D
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BUDGET LINE EQUATION:
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SLOPE 
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EXPECTED PROFIT OF INSURANCE COMPANY
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IN THE LONG RUN, THE ENTRY OF FIRMS IN THE INSURANCE SECTOR DRIVES THE PROFIT TO ZERO AND MAKES THE PREMIUM 'FAIR' (WE MAKE ABSTRACTION FROM ADMINISTRATION COSTS)
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WITH COBB-DOUGLAS UTILITY, MARGINAL UTILITY OF Cb depends on Cg, the consumption in the state that does not occur
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PERFECT-SUBSTITUTES UTILITY FUNCTION: WE SHALL SEE THAT IT DESCRIBES NEUTRALITY WITH RESPECT TO RISK
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