Uncertainty and Risky Behavior
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KEN ST:"\H Lectures in Microeconomics-Charles W. Upton

The Economics of Uncertainty

« Utility is a function of income.

 The higher the level of income, the higher
the level of utility.

 Decisions are based on expected utility, not
expected income.
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A Digression

A Digression

* An individual is offered a bet.
— If he loses, he gets income of I; .
— If he wins, he gets income of Iy;.
— The probability of winning is p
* His expected income is
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A Digression

Draw the
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Risk Neutrality
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The Three Cases

* When utility rises less than income, we say
the individual is a risk averter.
— That is, he will avoid fair bets
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The Three Cases

* When utility rises less than income, we say
the individual is a risk averter.

* When utility rises faster than income, the
individual is a risk-taker.
— He will take fair bets
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The Three Cases

* When utility rises less than income, we say
the individual is a risk averter.

* When utility rises faster than income, the
individual is a risk-taker.

e When utility is proportional to income, the
individual is risk-neutral

— He is indifferent to fair bets
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The Three Cases

* Which one is most likely?
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The Three Cases

* Which one is most likely?

¢ Some are risk takers, some are risk averters,
and some are risk neutral.
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The Three Cases

* Which one is most likely?

* Some are risk takers, some are risk averters,
and some are risk neutral.

* But most people are risk averters.
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