Chapter 7 Notes

  Risk and Uncertainty

 Types of investors


 Risk Averse:  People who prefer a certain income to one that is risky.
 Risk Loving: People who prefer risky income to certain ones
 Risk Neutral: Being indifferent about risk ( Certain and uncertain income). 

Risk premium: The price a risk averse person pays to avoid taking risk.

Indifference curves and Risk Aversion: All market baskets that generate the same level of satisfaction for a consumer.

Ways of Reducing risk

 Diversification: Investing in different activities with outcomes that are closely related . Just like the saying “Don’t put all your eggs in one basket”

Pay Premiums: To avoid risks.

Get Information about the investment before proceeding.

Consumer Behaviour: Irrational

 Bubbles: High prices based on expectation.
Informational cascades: An assessment based on actions of others (Doing it because everyone is), which can be very risky.
Reference Point: The point where you can get information before making a final decision.
Endowment Effect: Valuing an item more when you own it, than when it is owned by someone else, or sold at a high price than you were willing to pay.
Loss aversion: Tendency for individuals to prefer avoiding losses over acquiring gains
Fairness: Refusing to buy an item because of a sudden increase in price.
Framing; Marketing (buying something because it looks good on the outside)
Law of small numbers: Underestimating the value of something because of it’s relatively low price.

Standard deviation of a risky return is always positive
Standard deviation of a risk free return is 0
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