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1. Assume an economy, where the investor’s goal is to obtain his/her
optimal consumption plan. That means that the consumer-investor
solves

max u (¢;) + BE; [u (cer1)]

with

¢ = e — hp

Ct1 = €1+ hay
where

e ¢, is the endowment at time ¢

e ¢; is the consumption at time ¢

e p; is the price of asset at time ¢

e 1., is the payoff of the asset at time £+1

e h is the amount of the asset the investor chooses to buy at time ¢

e [ is the subjective time preference.

Show that
pe = Ei[miazi4a] and
w (Cpr1)
M1 = 'BW

Hint: Solve the first order condition (FOC) for the optimum by differ-
entiating the objective function with respect to A and seting it equal
to zero. Thereafter solve the resulting equation for p;.

2. The Law of One Price.
3. Time series predictability.

4. Time series tests for asset pricing models.




