Prospect Theory: Understanding Risk and
Ambiguity in Decision-Making

Prospect theory is a behavioral economics theory that describes how
individuals make decisions under risk and ambiguity. It was developed by
Daniel Kahneman and Amos Tversky in 1979 and has since become one of
the most influential theories in behavioral economics.

Prospect theory challenges the traditional economic model of rational
choice, which assumes that individuals are rational actors who make
decisions based on objective probabilities and expected utility. In contrast,
prospect theory suggests that individuals are often irrational and make
decisions based on heuristics and biases.
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Key Features of Prospect Theory

Prospect theory is characterized by several key features:
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1. Reference Point: Individuals evaluate gains and losses relative to a
reference point, which is typically the status quo. Gains are perceived as
positive deviations from the reference point, while losses are perceived as
negative deviations.

2. Loss Aversion: Individuals are more sensitive to losses than gains,
meaning they place a greater weight on potential losses when making
decisions. This asymmetry in perception can lead to risk-averse behavior in
situations involving potential losses.

3. Diminishing Sensitivity: The sensitivity to gains and losses decreases

as the magnitude of the deviations from the reference point increases. This
means that individuals become less sensitive to extreme gains and losses

as they become larger.

4. Curvature of the Value Function: The value function, which represents
the utility of gains and losses, is concave for gains and convex for losses.
This curvature reflects the fact that individuals experience diminishing
sensitivity as the magnitude of the deviations from the reference point
increases.

Implications of Prospect Theory for Risk-Taking

Prospect theory has significant implications for understanding how
individuals make decisions under risk. It suggests that:

1. Risk-Averse Behavior: Individuals tend to be risk-averse when faced
with potential losses, meaning they prefer to avoid risks that could lead to
negative deviations from the reference point.



2. Risk-Seeking Behavior: Individuals may exhibit risk-seeking behavior
when faced with potential gains, meaning they may be willing to take risks
that could lead to positive deviations from the reference point.

3. Endowment Effect: Individuals place a higher value on goods that they
already own, which can lead to a reluctance to sell or trade these goods.

4. Framing Effects: The way a decision is presented can influence an
individual's perception of risk and their willingness to take risks.
Extensions of Prospect Theory

Since its initial development, prospect theory has been extended to
account for additional factors that influence decision-making:

1. Time Sensitivity: The perceived value of gains and losses can differ
depending on the time horizon over which they are realized.

2. Social Comparison: Individuals' decisions can be influenced by
comparisons with others, particularly in situations involving social norms
and fairness.

3. Emotional Factors: Emotions, such as fear and regret, can play a role
in decision-making, particularly in situations involving high stakes or
uncertain outcomes.

Applications of Prospect Theory

Prospect theory has been applied in various fields, including:



1. Finance: Prospect theory helps explain why investors may be more
likely to hold onto losing investments due to loss aversion and the
endowment effect.

2. Marketing: Marketers can use prospect theory principles to design
promotions and products that appeal to consumers' risk preferences and
loss aversion.

3. Public Policy: Governments can use prospect theory to design policies
that encourage positive behaviors and discourage negative behaviors by
framing decisions in a way that aligns with individuals' risk preferences.

4. Health: Prospect theory can help explain why individuals may be more
likely to engage in risky health behaviors despite knowing the potential
negative consequences.

Prospect theory is a powerful behavioral economics theory that provides
insights into how individuals make decisions under risk and ambiguity. It
has challenged the traditional economic model of rational choice and has
implications for a wide range of fields, including finance, marketing, public
policy, and health.

By understanding the key features and implications of prospect theory,
individuals and organizations can make more informed decisions and
design policies and strategies that better align with human behavior.
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Chris Hogan is an Everyday Millionaire who shares his secrets to
financial success. He is the author of the bestselling book "Everyday
Millionaires," which has sold over 1...
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In the annals of science, there are countless stories of brilliant minds
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