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winning $2,500 and a 75 percent chance of winning nothing. We compute the expected
utility of each outcome by multiplying the probability of the outcome and the dollar
value of the outcome.

Even though option 2 has a higher expected utility, approximately 75 percent of
people choose option 1 (Kahneman & Tversky, 1979). They avoid the risk of option
2 in favor of the sure gain of option 1. This is what we mean when we say that peo-
ple are risk-averse for gains. Most people prefer a less attractive but certain outcome
over a more attractive but risky alternative.

Interestingly, this occurs only if one of the options is a certain outcome. If asked to
choose between two uncertain outcomes—for example, a 25 percent chance of winning
$2,500 (expected utility � $625) versus a 30 percent chance of winning $2,000 (expected
utility � $600)—most people will chose the first option, even though it is a riskier bet.
Taken as a whole, we can say that people prefer a sure thing to a bet, but if forced
to bet, they will bet on a low-probability/high-payoff alternative more than a high-
probability/low-payoff alternative (Kahneman & Tversky, 1979; Tversky & Fox, 1995).

The situation is different when losses are involved. Imagine that you are given
another choice to make (see problem 2 in the bottom half of Table 4.12). You can
either lose $500 or play a game in which you have a 25 percent chance of losing
$2,500 and a 75 percent chance of losing nothing. In this case, about 75 percent of
the people will choose option 2, even though the potential cost is greater. This pref-
erence is consistent with the claim that people are risk seeking when it comes to
losses. They prefer taking a gamble that they will lose nothing over knowing they will
surely lose something.

Figure 4.5 presents some of the things we’ve been discussing, as formalized in a
theory known as prospect theory (Kahneman & Tversky, 1979; Tversky & Kahneman,
1992). The S-shaped line in the figure represents a value function. Values above the
midpoint represent psychological pleasure and values below the midpoint represent
psychological pain. Two effects are of interest. First, the S-shaped line rises and falls
steeply at first and then begins to level off, indicating that both gains and losses show

Psychological pleasure
produced by a one-unit 
gain

Psychological pain 
produced by a 
one-unit loss

Gains

Value

Losses

FIGURE 4.5
Hypothetical value func-
tion as described by
Kahneman and Tversky’s
prospect theory.

Source: Kahneman & Tversky
(1979).
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