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Where it all began: St Petersburg Paradox Problem posed by Bernoulli in 1728: Suppose someone oers to toss a fair coin repeatedly until it comes up heads, and to pay you 1 pound if this happens on the rst toss, 2 pounds if it happens on the second toss, 4 pounds it takes three tosses to come up heads, and so on .... How much would you pay to take such a bet? The expected value of this gamble is innite Evidence that the "value" of a gamble is not in general equal to its expected monetary value => theory of utilities First statement of EU Marie-Pierre Dargnies
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A set of axioms on preferences



Bernoulli's theory did not nd much favor with economists until the 1950's Interest in the theory was revived by von Neuman and Morgenstern Axioms from which EU can be derived: Ordering: requires completeness and transitivity Continuity Independence
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A set of axioms on preferences (2)



Ordering:



Completeness: ∀ q and r, either q  r or r  q Transitivity: ∀ q, r and s, if q  r and r  s then q  s



Continuity: ∀ q, r and s, where q  r and r  s , there exists some p such that (q , p ; s , 1 − p ) ∼ r Ordering and Continuity =⇒ preferences over prospects can be represented by a function v (.) which assigns a real-valued index to each prospect: v (q ) > v (r ) ⇐⇒ q  r
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A set of axioms on preferences (3)



Independence axiom places quite strong restrictions on v (.) . It is the axiom that most alternatives to EU will relax. Independence: ∀ q, r and s, if q  r then (q , p ; s , 1 − p )  (r , p ; s , 1 − p ) ∀p If all three P axioms hold, preferences can be represented by: v (q )



=



i pi u (xi )
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Early evidence of limitations of expected utility theory



Two kinds of violations of EU theory:



Those that have possible explanations in terms of "some" conventional theory of preferences Evidence that seem to challenge the assumption that choices derive from well dened preferences



Marie-Pierre Dargnies



Behavioral Finance



expected-utility theory Ambiguity aversion More examples of EUT violations and Prospect theory



Ellsberg's paradox



An urn contains 30 red balls, and 60 green and blue balls, in unspecied proportions; subjects are asked to compare:



a bet on a red draw (Gamble A) vs. a bet on a green draw (Gamble B), and a bet on a red or blue draw (Gamble C) vs. a bet on a green or blue draw (Gamble D).



If the subject wins a bet, she receives 10 euros; otherwise, she receives 0.
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Ellsberg's paradox (2)



Most people prefer Gamble A to Gamble B and Gamble D to Gamble C Rationalisation?
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Ellsberg's paradox (2)



Most people prefer Gamble A to Gamble B and Gamble D to Gamble C Rationalisation?



betting on red is "safer" than betting on green, because the urn may actually contain zero green balls; on the other hand, betting on green or blue is "safer" than betting on red or blue, because the urn may contain zero blue balls.
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Ellsberg's paradox (3)



May seem reasonable BUT violates subjective expected utility theory:



Choosing Gamble A over Gamble B indicates that P({g}) < P({r}) (drawing a red ball is thought to be more likely than drawing a green ball); Choosing Gamble D over Gamble C indicates that P({r,b}) < P({b,g}) wich implies P({r}) < P({g}) (drawing a green ball is thought to be more likely than drawing a red ball)
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Capacities and Choquet expected utility: Main ideas



So, the modal preferences in the three-color urn example are inconsistent with a probabilistic representation of beliefs essentially because probabilities are additive. Thus, the Ellsberg paradox can be formally resolved if a weaker, non-additive representation of the individuals' qualitative beliefs is allowed. This approach is pursued by Schmeidler (1989, Econometrica)
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Capacities and Choquet expected utility: Main ideas (2) Uncertainty is modelled by a non-additive probability called capacity. The expected utility is computed by the use of the Choquet integral. Representation R Rof preferences: f  g i u (f (s )) dv > u (g (s )) dv A capacity is a function v : S −→ [0, 1] which satises: Monotonicity: A, B ∈ S and A ⊆ B implies v (A) ≤ v (B ) ("larger" events are more likely) Normalisation: v (∅) = 0 and v (S ) = 1 Marie-Pierre Dargnies
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Capacities and Choquet expected utility: Main ideas (3) Choquet integrals
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Capacities and Choquet expected utility: Main ideas (4)



Special case : A capacity v is a probability distribution, if it satises additivity, i.e. if for all A and B ∈ S such that A ∩ B = ∅: v (A ∪ B )



= v (A) + v (B )
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Multiple priors and Maxmin expected utility



Gilboa and Schmeidler (1989, Journal of Mathematical Economics) propose an alternative rationalisation of the preferences in the Ellsberg's paradox: One conceivable explanation of this phenomenon which we adopt here is as follows: ...the subject has too little information to form a prior. Hence he considers a set of priors as possible. Being ambiguity averse, he takes into account the minimal expected utility (over all priors in the set) while evaluating a bet.
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Multiple priors and Maxmin expected utility (2)



Formally, preferences admit a maxmin expected utility (MEU) representation if, given a utility function u and a set C of probability R distributions on S,Rf  g i minP ∈C u (f ) dP > minP ∈C u (g ) dP The modal rankings in the Ellsberg paradox are consistent with MEU, with u(10) > u(0) and, for example, C



= {P such that
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Ambiguity and asset pricing Epstein and Schneider (2008 Journal of Finance) When ambiguity-averse investors process news of uncertain quality, they act as if they take a worst-case assessment of quality. Ambiguous information has two key eects: First, after ambiguous information has arrived, agents respond asymmetrically: Bad news aect conditional actions, such as as portfolio decisions, more than good news.



This is because agents evaluate any action using the conditional probability that minimizes the utility of that action. If an ambiguous signal conveys good (bad) news, the worst case is that the signal is unreliable (very reliable). Marie-Pierre Dargnies
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Ambiguity and asset pricing (2) The second eect is that agents also dislike assets for which information quality is poor, especially when the underlying fundamentals are volatile. These eects induce ambiguity premia. Moreover, show that shocks to information quality can have persistent negative eects on prices even if fundamentals do not change (example of 9/11 as a shock that not only increased uncertainty, but also changed the nature of signals relevant for forecasting fundamentals)
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Allais' paradox



Set 1: Choose between



(a) certain amount of 1 million (b) lottery that pays as follows: 5 millions with 10% chance; 1 million with 89% chance; and zero with 1% chance



Set 2: Choose between



(a) 1 million with 11% chance or zero with 89% chance (b) 5 millions with 10% chance and zero with 90% chance
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Allais' paradox (2)



In Set 1, if (a) is preferred to (b), then: u (1) > 0.1u (5) + 0.89u (1) + 0.01u (0) this implies: 0.11u (1) + 0.89u (0) > 0.10u (5) + 0.90u (0) => (a) should be preferred to (b) in set 2, as well
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Framing: Asian disease Imagine that the U.S. is preparing for the outbreak of an unusual Asian disease, which is expected to kill 600 people. Two alternative programs to combat the disease have been proposed. Assume the exact scientic estimate of the consequences of the programs are as follows: The rst group of participants was presented with a choice between programs A and B: In a group of 600 people,



Program A: "200 people will be saved" (chosen by 72% of subjects) Program B: "there is a one-third probability that 600 people will be saved, and a two-thirds probability that no people will be saved"



The second group of participants was presented with the choice between the following: In a group of 600 people,



Program C: "400 people will die" Program D: "there is a one-third probability that nobody will die, and a two-third probability that 600 people will die" (chosen by 78% of subjects) Marie-Pierre Dargnies
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Kahneman and Tversky's prospect theory



The prospect theory of Kahneman and Tversky is one of the theories trying to match the experimental evidence No aspiration as a normative theory Tries to capture people's attitude to risky gambles
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Four crucial caracteristics of prospect theory



Utility is dened over gains and losses rather than over nal wealth The value function has a kink at the origin, indicating a greater sensitivity to losses than to gains (loss aversion) The shape of the value function is concave in the domain of gains and convex in the domain of losses Nonlinear probability transformation: small probabilities are over-weighted
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Value of a Gamble



Consider a gamble that pays monetary prizes x and y , with x > 0 > y , respectively with probabilities p and (1 − p ) If the individual has initial wealth w, expected utility theory measures the attractiveness of the gamble as: U = pu (w + x ) + (1 − p )u (w + y ) According to prospect theory, the value of this gamble is: V = π(p )u (x ) + π(1 − p )u (y )
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Probability transformation π(p ) is nonlinear and is such that small probabilities are β overweighted. For example: π(p ) = pβ +(p1−p)β
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Probability transformation (2)



A smaller value of β gives a larger distortion A value of β = 1 gives linearity As long as β < 1, π(p ) > p for small p and π(p ) < p for large p
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Value function Value function u (x ) is: increasing in x concave for gains (i.e for x >0) convex for losses (i.e for x 1 example: u (x ) = |x |β if x ≥ 0 u (x ) = −λ|x |β if x ≤ 0
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Value function (2)
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Prospect theory and EUT



Two fundamental reasons why prospect theory (which calculates value) is inconsistent with expected utility theory:



utility is necessarily linear in the probabilities, value is not utility is dependent on nal wealth, value is dened in terms of gains and losses (deviations from current wealth)
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Reference point



We have considered current wealth, or zero wealth, to be our reference point Also, implicit benchmarks such as:



last year's/last quarter's earnings, or the avoidance of declines in earnings expectations
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Prospect theory and rst order stochastic dominance



Let there be three states, with payos (100, 100, 90.25) The true probabilities are (0.05, 0.05, 0.90) Let the perceived probabilities be (0.1,0.1,0.85) If u (x ) = x 0.5 , a prospect-theory investor would prefer the lottery√to a certain √ payo of 100 : √ 0√.1 ∗ 100 + 0.1 ∗ 100 + 0.85 ∗ 90.25 = 10.075 100 = 10 This contraddicts First Order Stochastic Dominance
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Cumulative prospect theory To cure the problem of FSD, the cumulative prospect theory of Tversky and Kahneman (1992) suggests dening the weighting function, say T(x), on the cumulative probability density of gains and losses rather than on the probability density The prospect R utility function is obtained in general as PTv (x ) = v (x ) dT (x ) Since T (x ) is an increasing monotone transformation the FSD property is preserved. In other words, if lottery A rst order stochastically dominates lottery B then T (A) rst order stochastically dominates T (B ) In CPT people overweight extreme, but unlikely events, but underweight "average" events. This is in contrast to Prospect Theory which assumes that people overweight unlikely events, independently of their relative outcomes. Marie-Pierre Dargnies



Behavioral Finance



expected-utility theory Ambiguity aversion More examples of EUT violations and Prospect theory



Applications to investors' behavior: Insucient diversication Prospect theory: thinking in terms of gains and losses may lead to narrow framing Tendency of agents facing new gambles to evaluate them separately, in isolation from other risks they already have Agents derive utility directly from the outcome of the gamble instead of evaluating its contribution to total wealth and miss the chance of diversication Put dierently, agents maximize utility locally in an optimal manner, but by doing so they may come to a bad global outcome For example, a lottery A paying 60 by head and -59 by tail and a lottery B paying -59 by head and 60 by tail would be rejected if evaluated separately Though, playing both lotteries simultaneously is an arbitrage opportunity delivering a sure prot of 1 Marie-Pierre Dargnies



Behavioral Finance



expected-utility theory Ambiguity aversion More examples of EUT violations and Prospect theory



Applications to investors' behavior: Selling decisions (disposition eect) Shefrin and Statman, JoF, 1985 The disposition to sell winners too early and ride losers too long: Theory and evidence



Investors are reluctant to sell below purchase price, and are more likely to sell stocks that have gone up in value There is evidence that the average performance of stocks that investors have sold is higher than the average performance of stocks that investors have kept One way to rationalize this kind of behavior: prospect theory
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Applications to investors' behavior: Selling decisions (disposition eect) (2) Odean, JoF 1998: Are investors reluctant to realize their losses Suppose that an investor buys a stock If the stock appreciates and the investor uses the purchase price as a reference point, the stock price will then be in a more concave, more risk-averse, part of the investor's value function => the investor is more likely to sell If the stock declines, its price is in the convex, risk-seeking part of the value function
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Applications to investors' behavior: Selling decisions (disposition eect) (3) Suppose that a stock was originally bought at 50 and now sells at 55 Should the investor sell? Suppose that gains and losses of prospect theory refer to the sale price minus the purchase price The investor gets u (5) by selling If the investor waits another period, the stock could go up to 60 or down to 50 with equal probability If he waits, he will therefore get 21 u (0) + 12 u (10) Since u (.) is concave, the investor sells now (is more likely to do so than if comparing u (W + 5) to 1 1 2 u (W + 0) + 2 u (W + 10) Marie-Pierre Dargnies
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Applications to investors' behavior: The equity premium puzzle Stocks tend to have more variable annual price changes than bonds do As a result, average return to stocks (about 8%) higher as a way of compensating investors for the additional risk they bear Accepted until Mehra and Prescott (1985) asked how risk-averse investors have to be to explain this premium Surprising answer: they would have to be absurdly risk-averse to demand such a high premium:



indierent between a coin ip paying either 50000$ or 100000$ and a sure amount of 51 209$
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The equity premium puzzle (2) Plausible answer based on Prospect Theory (Benartzi and Thaler 1997) Investors are not averse to the variability of returns, they are averse to loss Annual stock returns are negative much more often than annual bond returns, investors demand a high premium to compensate them from the much higher chance of losing money in a year Higher average return to stocks implies that the cumulative return to stocks is increasingly likely to be positive as the horizon lenghtens:



Benartzi and Thaler must also assume that investors take a short horizon over which stocks are more likely to lose money than bonds Over a 1 year horizon, an 8% premium is necessary to equalize the stock and bond returns Marie-Pierre Dargnies



Behavioral Finance



























des documents recommandant







[image: alt]





Recent developments in planet migration theory 

Recent developments in planet migration theory star planet ... Confronting theory and observations. Need to slow .... viscosity, resistivity, and magnetic field.










 


[image: alt]





Developments in Soil Science 

III. APPLICATIONS. 431. 19. Geomorphometry â€” A Key to Landscape Mapping and Modelling ... Case study: hydrologic response of north basin, Baranja Hill. 595. 6. Summary ...... western edge of the map, yllcorner is the southern edge of the map, cells










 


[image: alt]





recent developments in ngos pdf 

Enterprises In Andhra Pradesh, and many other ebooks. We have made it easy for you to find a PDF Ebooks without any digging. And by having access to our ebooks online or by storing it on your computer, you have convenient answers with recent developm










 


[image: alt]





recent research developments in physical chemistry 

Our ebooks online or by storing it on your computer, you have convenient ... Des Maladies Volume, Reclaiming The L A, Reform In Soviet Politics, Religion.










 


[image: alt]





developments in russian politics 5 dbid hd8 












 


[image: alt]





developments in direct payments dbid 3cqg 












 


[image: alt]





developments in polymer degradation7 dbid 52jah 












 


[image: alt]





Crisis in Economic Theory 

colleagues at other central banks have indicated. .... are those based on axiomatic â€œfirst principlesâ€� (basically, the building blocks of an ..... The theory behind the practices that had led to the crash however, survived and this has been.










 


[image: alt]





New Developments in Photonic Microscopy : Laseroptical ... - sfmu2007 

While Electron microscopy and other ultrastructure imaging methods based on ionizing .... sample to produce low-frequency moirÃ© patterns that are registered; ...










 


[image: alt]





Marie-Pierre Dargnies 

Current position : Assistant Professor, DRM Finance, University of Paris Dauphine. Professional ... Competitionâ€�, Management Science (2012), 58(11), pp. ... Previous attempts to remove the miscalibration bias relied on ... Working Papers.










 


[image: alt]





Marie-Pierre Dargnies 

Page 11 .... Dans cette introduction, aprÃ¨s avoir exposÃ© les avantages et inconvÃ©nients de l' ...... genetics might explain both why a society is matrilineal or patriarchal and the .... In a second chapter, the way team competition affects men and










 


[image: alt]





New developments in national drug strategies in Europe 

multi-criterion evaluations, 10 implementation progress reviews, and 4 issue specific evaluations were reported ..... development of multiple forms of cancer (Connor, 2016). Alcohol has progressively become established ... the cross-cutting nature of










 


[image: alt]





New developments in national drug strategies in Europe 

comorbidity to the spread of blood-borne viruses (human immunodeficiency virus (HIV) and hepatitis C virus (HCV)) and drug-related overdoses, are serious problems in many countries. In terms of drug trafficking and supply, strategic responses are req










 


[image: alt]





Topics in Interface Theory - CiteSeerX 

Dec 8, 2010 - Chicago: Chicago. University Press. Inkelas, Sharon & Draga Zec 1995. Syntax-phonology Interface. The Handbook of. Phonological Theory ...










 


[image: alt]





Time Preferences - Marie-Pierre Dargnies 

Other alternative to the DU model. Time Preferences ... The DU model specifies a decision maker's intertemporal preferences over .... (Î²,Î´) preferences => dynamic inconsistency .... asset-pricing models may help explain the equity premium.










 


[image: alt]





Finance Experiments - Marie-Pierre Dargnies 

Mar 27, 2013 - Should an experiment replicate a formal model? A good design depends ... legislative bargaining, use eBay users to study design changes on eBay. .... Take students in a MBA investment course (obviously business-oriented).










 


[image: alt]





Concave Programming in Control Theory 

As it plays a central role in robust control theory, many researchers in .... algorithm descriptions the notation X k is used to designate the -th iterate of the variable.










 


[image: alt]





Endowment effect - Marie-Pierre Dargnies 

Mar 6, 2013 - real incentives). Anonymity (how viewed by others, e.g., sell high / buy low) ... Trading mug for pen rate of subjects switching => 80% keep mug alternative .... exchange probability should not affect trade, i.e., the proportion of ...










 


[image: alt]





Overcon dence - Marie-Pierre Dargnies 

Jan 7, 2015 - Usually: for all questions the proportion of correct answers is lower than .... After a 3 min IQ test : Chance that your performance is in the top 50 ...










 


[image: alt]





Asylum systems in 2016 Overview of developments from selected 

between Morocco and the Spanish enclave of Ceuta. With the exception of 2 people, all others were returned to Morocco. A similar assault on 9 December 2016 ...










 


[image: alt]





developments in postpress technology pira international ltd dbid 1npv17p 












 


[image: alt]





Head Impact Protection Developments in the F1 Cockpit with 

Low Resilience (Coefficient of Restitution). â€¢. Consistent Performance (including temperature stability). This research project was developed in the context.










 


[image: alt]





Developments in enforcement of heavy goods vehicles (A. Hellemons) 

Brussels 27-2-2013 ... and a better use of technology, so that the sparse human capacity can be used in a ... the technology do what the technology can do best.










 


[image: alt]





Recent Developments in Storm Surge Prediction ... - WMO Library 

Detected as a low-pressure area over the southeast bay and adjoining ... Thus the total water level at Chittagong is about 7.3 m, which compares well with.










 














×
Report Developments in nonexpected-utility theory - Marie-Pierre Dargnies





Your name




Email




Reason
-Select Reason-
Pornographic
Defamatory
Illegal/Unlawful
Spam
Other Terms Of Service Violation
File a copyright complaint





Description















Close
Save changes















×
Signe






Email




Mot de passe







 Se souvenir de moi

Vous avez oublié votre mot de passe?




Signe




 Connexion avec Facebook












 

Information

	A propos de nous
	Règles de confidentialité
	TERMES ET CONDITIONS
	AIDE
	DROIT D'AUTEUR
	CONTACT
	Cookie Policy





Droit d'auteur © 2024 P.PDFHALL.COM. Tous droits réservés.








MON COMPTE



	
Ajouter le document

	
de gestion des documents

	
Ajouter le document

	
Signe









BULLETIN



















Follow us

	

Facebook


	

Twitter



















Our partners will collect data and use cookies for ad personalization and measurement. Learn how we and our ad partner Google, collect and use data. Agree & Close



