
Abstract 

 

Prior work has shown that background risk affects economic decisions, both in theory 

and in practice. Recent studies have shown that health status could impact risky decisions and 

in particular, lead to less risky portfolio allocations. Moreover, models that ignore 

background risk could generate biased estimates of individual risk preferences. We analyze 

how risky decisions change when individuals are exposed to increased financial background 

risk, while accounting for their health status. We want to understand whether the introduction 

of different exogenous financial background risks makes individuals more or less prone to 

making more risky decisions.  

In addition, the analysis of risky decisions has mainly emphasized the measurement of 

risk aversion (second-order risk preferences). An individual’s risk profile is not only 

composed of her risk preferences but also of other higher-order risk preferences such as 

prudence (third-order) and temperance (fourth-order). We analyze how higher-order 

preferences interact with risky decisions, depending on the health status of the individual.  

The experimental design for each treatment consists of two main tasks and one 

exogenous background risk lottery. In the first task, individuals choose from a series of 16 

risk apportionment lotteries to measure risk aversion, prudence and temperance. Our 

elicitation method for higher-order risk preferences is based on the experimental risk 

apportionment, non-parametric approach developed by Eeckhoudt and Schlesinger (2006). 

This approach defines risk aversion, prudence and temperance over 50-50 lottery pairs. 

In the second task, individuals respond a series of questions related to the different 

background risks that could be brought to the experimental session. 

Our treatments are background risk lotteries, introduced between the choice set tasks. 

The subject knows that the lottery will affect her payoff but she will not make any decisions 

about it. This background risk lottery is independent from other background risks the 



individual might have. The four treatments are: no lottery a mean-zero lottery a negative 

expected value lottery and a positive expected lottery. Therefore, we measure individual 

choices before and after the background risk lottery is introduced.   

We find that both health and higher-order risk preferences, when considered, explain 

changes in risky decisions once exogenous financial risks have been introduced. Sick 

individuals (defined as individuals who report having at least one chronic illness) make less 

risky decisions when exposed to potential exogenous losses. Higher-order preferences 

explain part of the changes in risky behaviors. However, they cannot be considered on their 

own. Prudence is not enough to explain patterns of risky decisions, as prudent sick 

individuals make riskier decisions when exposed to exogenous risks, but sick, prudent and 

temperate individuals make less risky decisions when exposed to potential exogenous losses. 

Individuals react differently when exposed to exogenous gains, losses and mean-zero 

lotteries, which could be evidence towards the existence of “cross-risk vulnerability”, as one 

type of background risk, such as health status, could impact decisions on another type of 

foreground risk – financial decisions - (Malevergne and Ray 2009).   

 


