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Prospect Theory
Kahneman and Tversky, “Prospect Theory: An Analysis of Decision 

Under Risk.” Econometrica, March 1979, vol 47, p263—291.

• Noted another difference between Gains versus Losses
• Consider these options: 
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• Gambles G and H imply that u(6000) < u(4000) + u(2000) 
which is consistent with concavity of utility in gains. 

• But G’ and H’ imply that u(−6000) > u(−4000) + 
u(−2000), which is consistent with utility being convex in 
losses. That is, Utility is S − shaped with a possible kink at 
zero gains or losses.
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• So the utility map needs to look like this: 

change

value
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Things to note:

• The theory has now been restated as preferences over gains 
and losses, not over final consumption. 

• The data seem to suggest that EU doesn’t quite hold – we 
get fanning out.  So Subjective EU seems to fit the data 
better.

• People seems to be risk averse over small gains, but risk 
loving over small losses.

• But,…most of this work was done with either small 
gambles or hypothetical gambles.

• This raises the question of do we still see problems with 
bigger, real gambles.
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Second Demonstration: On each line choose either 
option A or option B.  

Number your card from 1 to 10 and make a choice for 
each line.  



28

Holt and Laury, 2002

• We need accurate measure of risk aversion – for 
every kind of economics. But experimental 
measures are typically only collected with small 
stakes. Doesn’t give us measures of curvature 
over large stakes.

• Psychologists say no problem, do hypothetical 
large stakes. People are imaginative enough to 
understand what they will do, and also will 
answer honestly.

• H & L test this claim directly.
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A is safe, B is risky.

Expected Pay difference is the amount in favor of A.

Go down the chart and the additional payoff for taking the riskier B option steadily increases. 

Everyone should start out at A, eventually switch over to B.

A risk neutral person would maximize expected value, switch at 5.

A risk averse person will switch later – Safe A has to get really bad, compared to risk B, for them to 
switch.

Innovation is to do this experiment hypothetically, and with large amounts - $100’s.
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Conclusions:
• Even with prizes < $4, some risk aversion
• Sharp increases in aversion, with larger payoffs.
• No change when hypothetical payoffs are 

increased.
• People general underestimate their actual risk 

aversion. This means that hypothetical tests will 
exaggerate risk aversion.
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• So real vs. hypothetical matters. People really are 
risk averse, and risk aversion increases as the 
stakes increase.

• This raises the possibility that a lot of the issues 
and data we’ve gotten from prior studies could be 
misleading because the gambles were small or 
hypothetical. 
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