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1 Introduction

Cumulative prospect theory (CPT) has nowadays become one of the most prominent
alternative to expected utility (EU). It is widely used in empirical research and, building
upon prospect theory (Kahneman and Tversky 1979) and the work of Starmer and Sugden
(1989), various axiomatic characterizations of CPT have been proposed (Luce 1991, Luce
and Fishburn 1991, Tversky and Kahneman 1992, Wakker and Tversky 1993, Chateauneuf
and Wakker 1999, Zank 2001, Wakker and Zank 2002, Schmidt 2002, Schmidt and Zank
2002). The paradoxes of Allais (1953) and Ellsberg (1961) are resolved under CPT, as well
as the coexistence of gambling and insurance (Friedman and Savage 1948). The equity
premium puzzle (Mehra and Prescott 1985), the overtime premium puzzle (Dunn 1996),
the status quo bias (Samuelson and Zeckhauser 1988), and the endowment effect (Thaler
1980) can all be accommodated under the CPT model.

Another popular alternative to expected utility is the rank-dependent utility (RDU)
model of Quiggin (1981, 1982). RDU generalizes EU by introducing a weighting function
which transforms cumulative probabilities. There exist various theoretical applications of
RDU in the literature, showing that it generates results substantially different from those
derived in the expected utility framework. In many cases these results provide a better
accommodation of observed behavior.

CPT is more general than RDU by allowing additionally for reference-dependence
(utility is defined on deviations from a status quo, i.e., on gains and losses, and not on final
wealth positions) and sign-dependence (there exist two separate weighting functions, one
for probabilities of gains and one for probabilities of losses, which do not need to coincide).

Due to reference-dependence a decision maker in the CPT framework can exhibit loss



aversion which means that the utility of a given loss weights more heavily than the utility
of a gain of equal size. Empirical studies have consistently confirmed loss aversion as a
very important aspect of human choice behavior. Rabin (2000) demonstrated that, in the
EU-framework, reasonable degrees of risk aversion for small and moderate stakes imply
unreasonably high degrees of risk aversion for large stakes (see also Rabin and Thaler
2001). This inconsistency is also implied under RDU (Neilson 2001). Rabin suggests
that the empirically observed degrees of risk aversion for small and moderate stakes are
in fact a consequence of loss aversion. Hence, the above mentioned inconsistency can be
resolved under CPT. Starmer (2000) reviews several recent theories for decision under risk
on their merits as descriptive models of choice, and highlights the advantages of rank-
and sign-dependence as they are combined in CPT.

A further important aspect of choice behavior is risk aversion. Under EU the curvature
of the utility function captures all information concerning risk attitudes. The classical
measures of risk aversion established by Pratt (1964) and Arrow (1964) are based on the
assumptions of EU where risk aversion is equivalent to concavity of the utility function.
Because the modern decision models capture more general preferences a distinction be-
tween different forms of risk aversion has emerged. Nearly all theoretical applications of
RDU and EU assume strong risk aversion. An individual exhibits strong risk aversion
if she or he always dislikes mean-preserving spreads in risk (cf. Rothschild and Stiglitz
1970). In comparison, weak risk aversion holds if a nondegenerate lottery is disliked to
its expected value. Chew, Karni and Safra (1987) have shown that strong risk aversion is
satisfied within the RDU framework if and only if the utility function is concave and the
weighting function is convex. In contrast, strong risk aversion has not yet been analyzed

for CPT. Since CPT is more flexible than RDU by incorporating reference-dependence



and two weighting functions, the consequences of risk aversion are not obvious. It is useful
to derive the conditions for risk aversion under CPT in order to improve our understand-
ing of this model. Moreover, since most theoretical applications of RDU and EU assume
strong risk aversion it is natural, as a benchmark case, to do the same for CPT in order to
make the results comparable. Most economists associate a concave utility with risk aver-
sion. While under the EU theory risk aversion is equivalent to a concave utility function,
it has become clear that under the RDU concavity of the utility function is achieved only
with strong risk aversion (Chew, Karni and Safra 1987, Chateauneuf and Cohen 1994).
Weak risk aversion is not sufficient to imply this result. It is therefore important to find
out whether this association remains valid under CPT.

Our results confirm that the conditions for strong risk aversion under CPT and RDU
coincide if we consider only gains or if we consider only losses, i.e., utility is concave on the
domain of gains and also concave on the domain of losses and both weighting functions
are convex. In contrast to previous studies we derive these results without any prior
assumption of differentiability for the utility function because non-differentiability at the
status quo is characteristic for CPT. In our proof differentiability! is derived entirely from
preference conditions, in particular stochastic dominance and strong risk aversion. Our
analysis of strong risk aversion allows for discontinuous weighting functions in agreement
with most axiomatizantions of CPT. In empirical studies, discontinuities of the weighting
functions are frequently observed at impossibility and certainty. One important result is
that, if gains and losses are considered simultaneously, surprisingly utility does not need

to be concave over the entire domain; in extreme cases strong risk aversion and convex

Our conditions do not imply differentiability of the utility function over the entire domain. Utility

will be differentiable except on a countable set.



utility may coexist under CPT. This result is noteworthy since Chateauneuf and Cohen
(1994) tried to derive the coexistence of risk aversion and convex utility under RDU. They
have shown that RDU is compatible with convex utility only in the presence of weak risk
aversion, while strong risk aversion forces utility to be concave everywhere.

Our results show that there exists a particular relationship between strong risk aversion
and loss aversion: strong risk aversion is compatible with loss seeking, while utility is
concave if and only if loss aversion holds. It turns out that the relationship between strong
risk aversion and loss aversion is characterized by the ratio of the left and right derivative
of the utility function at zero. Theoretical arguments have motivated Kébberling and
Wakker (2001) to propose this ratio as index of loss aversion. Our results support their
proposal since in our framework this index of loss aversion arises naturally and entirely
from preference conditions.

In order to shed more light on the consequences of strong risk aversion in the CPT
framework we consider two specific variants of the model. In the first variant utility is
a linear /exponential function, and in the second case it is a power function. By incor-
porating strong risk aversion these variants lead to examples where the utility function
is non-concave, in particular loss seeking behavior is allowed in a region around the sta-
tus quo. Considering the power function, utility becomes linear for gains and linear for
losses with a possible kink at the status quo. In this extreme case utility can be con-
vex, indicating loss seeking behavior. Under the assumption that the weighting functions
are continuous, we show that the utility function must be concave everywhere if strong
risk aversion is to hold. This shows that loss aversion is satisfied under this additional
condition, hence implied by natural and well-known preference conditions.

The paper is organized as follows. In the next section we present the CPT model



and derive our main results. Section 3 considers the consequences of strong risk aversion
for the two special variants of CPT mentioned above. All proofs are presented in the

Appendix.

2 Cumulative Prospect Theory and Risk Aversion

In this section we recall cumulative prospect theory for decision under risk. It is assumed
that a decision maker has a preference relation over lotteries denoted by =. A lottery
is a finite probability distribution over the set of monetary outcomes (here identified
with the set of real numbers, IR). It is represented by P := (p1,x1;...; pp, T,) meaning
that probability p; is assigned to outcome z;, for j = 1,...,n. The probabilities p; are
nonnegative and sum to one. With this notation we implicitly assume that outcomes are
ranked in decreasing order, i.e., x1 > --- > x,. Without loss of generality, we assume that
the status quo is given by zero. Therefore, we refer to positive outcomes as gains and to
negative outcomes as losses.

Cumulative Prospect Theory (CPT) holds if the decision maker evaluates lotteries by

the following functional.

n

(Pr 15+ 5Dy ) = Y m5U (),

J=1

where U is the utility function and the 7;’s are decision weights.

The utility function assigns to each outcome a real value with U(0) = 0, and it is
strictly increasing and continuous. In general, differentiability of the utility function
does not need to hold. In particular, all CPT models in the literature allow for non-
differentiability at the status quo in order to capture loss aversion.

The decision weights are generated by probability weighting functions w*,w~. These
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functions map the interval of probabilities [0, 1] into itself, they are strictly increasing and
satisfy wT(0) = w™(0) = 0, and w*(1) = w™(1) = 1. Discontinuities of the weighting
functions are explicitly allowed. For a lottery (py,x1;...; pn, ), the decision weights are
defined as follows. There exists some k € {0,...,n} such that z; > --- > 2, > 0 >
Tki1 = -+ = x,. Then

w(pr+ -+ p;) —wH(pr+ -+ pjoa), i j<H,

7Tj:

w(pr+--+pj) —w (pr+ -+ pj), >k

Under CPT utility is a ratio scale, i.e., it is unique up to multiplication by a positive
constant, and the weighting functions are uniquely determined.

Several axiomatizations of CPT can be found in the literature. To derive the general
functional form often complex conditions are required beyond the standard properties
(continuity, weak ordering, stochastic dominance). Luce and Fishburn (1991) use a con-
dition termed compound gamble and joint receipt (see also Luce 1991). Tversky and
Kahneman (1992), Wakker and Tversky (1993), Chateauneuf and Wakker (1999) and
Schmidt (2002) use sign-dependent comonotonic tradeoff-consistency. The conditions can
be less complex if a particular parametric form for utility is desired. Schmidt and Zank
(2002) use a condition called independence of common increments to derive a model where
utility is linear for losses and linear for gains. Wakker and Zank (2002) use a general-
ization of constant proportional risk aversion to incorporate losses, and derive CPT with
utility as power function. Zank (2001) provides a model where utility is exponential or
linear by requiring constant absolute risk aversion for gains and separately for losses. The

latter two models are analyzed in more detail in the next section.

Recall that under expected utility, where there is no flexibility in modelling distortions
in probabilities, risk aversion is entirely captured by concavity of the utility function.
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Since the flow of alternatives to expected utility theory different notions of risk aversion
have been proposed and analyzed. The most prominent one, introduced by Rothschild
and Stiglitz (1970), defines risk aversion as aversion to mean-preserving spreads which

is referred to as strong risk aversion. More precisely, an individual exhibits strong risk

aversion if for all lotteries P = (p1,x1;...;Pn,Ty) and 6 > 0 it follows that
) )
(P1, 215+ 3Py T — =5 3D T+ =Py Tn) = P
Di Dby

whenever p;,p; > 0. Note that, due our notation, é must be chosen such that rank-
ordering of outcomes is maintained.

Several generalizations of strong risk aversion have been proposed by Chateauneuf,
Cohen, and Meilijson (2000), and their implications on various decision models have
been studied. Strong risk aversion is a property which is model independent, i.e., it is
defined in terms of preferences and not in terms of properties of the utility representation.
Moreover, the property is sufficient to derive concave utility in EU and RDU. These facts
may explain its popularity. In the next theorem we present the implications of strong
risk aversion under CPT. Recall that in the case of RDU (characterized by w™ = w™)
utility has to be concave and the weighting function has to be convex if strong risk
aversion is to be satisfied. In the theorem below we do not assume any differentiability of
the utility function, nor do we assume continuity of the weighting functions. We rather
adopt a different approach and show that these assumptions can be relaxed. In this sense

Theorem 1 below also generalizes the existing results for RDU.

THEOREM 1 Suppose that cumulative prospect theory holds. Then the following two state-

ments are equivalent:

1. Strong risk aversion holds.



2. The weighting functions w™ and w™ are convex and therefore continuous on the
half-open interval [0,1), the utility function is concave on the domain of losses and
also on the domain of gains. Consequently, the utility function and the weighting
functions are differentiable except on a countable set. In particular the left and right
deriwative of the utility function at each outcome exists, as well as the left and right
derivatives of the weighting functions at each p in (0,1). Further, the following

relationship is satisfied:

(1)

O

Theorem 1 shows that the utility function does not need to be concave on the entire
domain since non-concavity at the status quo is permitted. In the next section two special
cases of CPT are analyzed with respect to this issue and an example with convex utility
is presented.

The formula obtained in Theorem 1 can be used to derive a measure of loss aversion.

Since zz)pl) ng;; can be less than unity for w® # w™, in general U'(07)/U’(0") can
p )
be also less than unity. Then, some losses may not “loom larger than the corresponding
gains”, that is, not for all x > 0 we have |U(—z)| > U(z). Therefore, loss aversion
does only hold if U’(07)/U’(0") > 1. Note that an identical definition of loss aversion
was already proposed by Bernatzi and Thaler (1995) and formalized by K&bberling and
Wakker (2001). The latter authors denote the ratio U’(07)/U’(0™) as index of loss aversion
(say A) and employ it in order to compare the degree of loss aversion between different

individuals. In the present paper the measure of loss aversion arises in a natural way,

derived solely from preference conditions.



If we want to obtain a utility function in Theorem 1 which is overall concave then
U'(07)/U’(0") must be larger or equal to 1. Since the converse relationship holds as well

we can formulate the following corollary.

COROLLARY 2 Assume that CPT holds and that strong risk aversion is satisfied. Then,

the utility function is concave if and only if loss aversion holds. OJ

Note that in the case of RDU we have w™ = w™ and, therefore, sup % > 1.
p€(0,1)
Consequently, in this case strong risk aversion does always imply loss aversion and a
concave utility function on the entire domain.

For CPT, two examples which illustrate the issue of non-concavity of the utility func-

tion in a region around the status quo are presented in the following section.

3 Examples of Risk Aversion and Convex Utility

As already noted in the preceding section, the interest of economists in a particular
parametric form for utility has lead to simpler axiomatizations of CPT. The first functional
form for utility which we analyze here is linear/exponential utility. Zank (2001) provides
a characterization of CPT with linear/exponential utility for decision under uncertainty.
A function U : IR — IR is from the increasing linear/exponential family for gains (losses)

if one of the following holds for all x > 0 (z < 0):
(i) U(z) = ax, with a > 0,
(ii) U(x) = ae™ + 7, with ary > 0 and 7 € IR.

Under CPT utility satisfies U(0) = 0. Therefore, in (i) we dropped the location
parameter, and in (ii) the only possibility for the location parameter is 7 = —a. In the
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above definition only the functional form of utility is described. Clearly the parameters
a,v can be different for gains (say a™,y") than for losses (say a~,77). The following

result holds if we assume CPT with linear/exponential utility in Theorem 1.

COROLLARY 3 Suppose that in Theorem 1 cumulative prospect theory holds with lin-

ear/exponential utility. Then formula (1) is equivalent to

a~ vy~ JatyTif utility is exponential wt (p-)
A= >
' -~ 21(?1) w™'(pt)
a Jat if utility is linear P
where \ denotes the index of loss aversion. 0

If the utility function in the above corollary is exponential for both, gains and losses,
the involved parameters are all negative. We can use this result to design an example
which shows that utility is not necessarily concave on the entire domain. Suppose that

for some positive a the utility function is defined as

—exp(—x)+1, >0,
U(z) =

Oé(GXp(—.YI) - 1)7 T < 07

and for some positive 3 the weighting functions are defined as

exp(p)—1
e PEI),
w(p) =
]-7 P = 1a
and )
- pw*(p), pe€l0,1),
w(p) =
1, p=1.

\

Obviously, CPT holds and the above corollary is satisfied if —a3 > 1. Hence, strong risk
aversion holds. However, utility is not concave for 0 < —a < 1. Non-concavity of the
utility will occur if for example a« = —0.9 and (G = 2.
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The next corollary is focusing on a result of Wakker and Zank (2002), in which utility

is a two-sided power function of the following form:

otz®  withot >0,a> 0, for all z > 0,
Ulx) =
—o~|z|?, witho™ >0,8> 0, for all z < 0.
This form for utility under CPT has been proposed by Tversky and Kahneman (1992),
and is the most used parametric form in empirical and theoretical applications (many

references are given in Wakker and Zank 2002). If we assume CPT with power utility in

Theorem 1 then the following result holds.

COROLLARY 4 Suppose that in Theorem 1 cumulative prospect theory holds with power

utility. Then formula (1) is equivalent to

o w(p~
A= — > sup _,(p+)7
o pe(0,1) W (p™)

where A denotes the index of loss aversion. O

For the parameters «, 3 in the above corollary it holds that = g = 1. This follows
from the fact that the right hand side of the inequality (1) is a positive constant that is
independent of the magnitude of outcomes, and the derivative U’'(07) = 0 as U is concave
for losses. The above result shows that strong risk aversion and convex utility can coexist

under CPT. Assume that CPT holds with the following utility function

otx, x>0,

Uz) =
o x, <0,
and the weighting functions
p/4, p€0,1),
w™(p) =
L p=1



and

- p/2, p€[0,1),
w™(p) =
1, p=1.
Then for ot = 1, 0~ = 0.9 the conditions in the above corollary are satisfied, and

obviously utility is convex, due to the fact that utility is less steep for losses than for
gains (i.e. 1 =01 >0~ =0.9).

The reason why in this example we have loss seeking is that the weighting functions
are allowed to be discontinuous at 1. If we require continuity of the weighting functions
on [0, 1] loss-seeking behavior cannot occur. In that case continuity and convexity of
the weighting functions imply that sup,cq)[w* (p7)/w™(p™)] will be at least 1, and,
therefore, utility must be concave on the entire domain. The proof is simple. If w™ is
above w™ then for p close to 1 we have w™'(p*) < w™(p~). Similarly, if w™ is below
wt then for p close to 0 we have w™'(p*) < w™(p~). If neither of the previous cases
holds, then the two weighting functions must intersect. In the case that they overlap on
an interval obviously w™ = w™ there and therefore w'(p~)/w™'(p™) = 1 for some p.
Otherwise, there exists an interval in [0, 1] where either w™ is entirely above w* or where
w™ is entirely below w™ except at the boundary of the interval. Using similar arguments
as above, we can conclude the existence of some p € (0,1) with w™(p™) < w™'(p7).

This analysis is independent of the chosen utility function, and therefore it holds in
general. This shows that, while under RDU assuming a continuous or discontinuous
weighting function is irrelevant for the shape of the utility function, here the assumption
of continuous weighting functions is crucial and forces utility to be concave. We get the

following result.

COROLLARY 5 Suppose that CPT holds and that strong risk aversion is satisfied. Further,
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assume that the weighting functions are continuous on [0,1]. Then, loss seeking behavior

is excluded, i.e., the utility function is concave. 0

4 Conclusion

In the framework of decision under risk, we have contributed towards a better understand-
ing of cumulative prospect theory. In the framework of decision under uncertainty, where
probabilities for events are not given in advance, a corresponding analysis would have to
invoke an unambiguous definition of uncertainty aversion. Currently there are different
versions available most of which are presupposing a particular decision model. However,
a model free definition is desirable to allow for a general analysis of loss aversion. An
interesting result is that of Epstein (1999) and later Epstein and Zhang (2001) who define
uncertainty aversion model free for interpersonal comparisons of risk attitudes. What is
needed in addition is a definition that allows for comparisons of different prospects, in
particular one that enables an unambiguous statement about when a prospect is consid-
ered more uncertain than a second one. The only definition that we are aware of is that of
Grant and Quiggin (2001), who provide an intuitive definition of increasing uncertainty
which is in many ways related to the definition of mean-preserving spreads in risk. The
implications of that definition should be a topic of further research.

Our goal in this paper has been to show what the effects of the assumption of strong risk
aversion are for the most popular decision model that permits an analysis of loss attitudes.
It is important to fully understand cumulative prospect theory, a decision model which
is appealing and, as it has been shown elsewhere, has an impressive predictive power.

This model deviates from expected utility in two aspects. The first one is probability

14



weighting, which has been analyzed in depth in the rank-dependent utility framework.
The second aspect is loss aversion, which recently receives increasing attention in economic
applications. We show that the traditional association of strong risk aversion with a
concave utility remains valid under this model only probability weighting functions are

assumed continuous, or alternatively, if loss aversion is assumed.

5 Appendix. Proofs

PROOF OF THEOREM 1: Let us first assume Statement 1 and derive Statement 2. Sup-
pose strong risk aversion holds and as well CPT. In what follows we prove that if the
outcomes are gains or the status quo then utility must be concave and the weighting
function wt convex. Then a similar result is derived for the case that outcomes are losses
or the status quo: again utility is concave on this domain and the weighting function w™
is convex. In both cases we cannot rely on results from the literature as our assumptions
are weaker: we do not assume differentiability of the utility function, rather we derive a
certain degree of differentiability from preference conditions. Further we do not assume
continuity of the weighting functions. It turns out that these additional assumptions are
not necessary. (It has been shown in Corollary 5 that such additional assumptions can be
restrictive under CPT.) The final step in the derivation of Statement 2 is to consider the

mixed outcome case.

First we consider the lottery P := (p1,x1;...;Pi, Ti; Dit1, Tit1; - - - ; Pny Tn) With out-

comes x;, x;11 of the same sign. Strong risk aversion implies that

6/ 6/
(1,15 -3 Pis Ti — — 3 Dit1, Tiv1 +
Di Di+1

yo Py n) = P
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whenever &' € [0, pipir1(x; — xit1)/(pi + pit1)]. After elimination of common terms,

substitution of CPT gives

o' o
miU(z:) = Uz — —)] < mia [U(@in +
Di Dit+1

) = Ulziy)).
In particular, for all p € (0,1/2], by choosing p; = p;+1 = p, we get
mi[U(z:) = Ulzi — 0)] < mia[U(@igr +6) — U(@isa)],

for all ; > 2,41 and all 6 € [0, (x; — x441)/2]. This implies for all z; > ;41 and

6 € [0, (x; — xiy1)/2] and all p € (0,1/2]

i [U(2ip1 4 6) — U(wi41)]
Ti+1 s [U(x;) — Ulx; —6)] (2)

Observe that the left hand side of this inequality is independent of x;, z;11, and 6, and
similarly the right hand side is independent of p. These facts will be exploited in what

follows.

Step 1: Outcomes in P are gains or they are equal to the status quo.

Suppose that there exists x; > x;11 > 0 and 6 € [0, (x; — ;41)/2] such that U(z;41 +
8) — U(xir1) < U(x;) — U(z; — 6). Note that U is strictly increasing, hence these utility

differences are all positive. It then follows from (2) that

T

< 1.
Tit+1

Suppose now that there do not exist x; > x;.; = 0 and 6§ € [0,(x; — x;11)/2] such
that U(z;1 + 6) — U(xip1) < U(z;) — U(x; — 6). Then for all x; > 2,47 > 0 and all
6 € [0, (x; — x441)/2] it follows that U(z;sq + 6) — U(xip1) > Ulz;) — U(x; — 6). This
implies that U is a strictly concave function on the domain of gains (including the status
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quo). Hence, U is differentiable everywhere except on a countable subset of IR, . Further,
left and right derivatives exist at any outcome in IR, and the right derivative at the
status quo. Moreover, all derivatives are positive. We can therefore choose z; > z;11 > 0

such that U'(z;) and U’(z;41) exist. It follows that

U(Tiv1+6) — U(riga) [U(wi1 +0) — U(wi1)]/0

) — Ul —0) A8 0w = Uz —0)/6
_ U'(wiy1)
U/<$l)

Further by letting x;,1 converge to x; we get

i G JWirt 0 = Ul@an) o Ul@ig)

= =1.
piioribnd U(xg) — Uz —0)  aiioa U'(x)

Finally, from formula (2),

Ti+1
can be derived for this case.

Hence, m;/m11 < 1 must hold for any p € (0,1/2]. Substitution of the weighting

function w™ for the decision weights gives

i—1 i—1
wr (> pi+p)—w (O _py) < ij+2p ij +p),
=1 =1

or equivalently that the weighting function w™ is convex.

It can now be shown that the weighting function w™, which is strictly increasing
satisfying w™(0) = 0 and w*(1) = 1, is continuous on [0, 1). Convexity and monotonicity
are sufficient for the derivation of this property.

Recall that a monotonic continuous function is differentiable almost everywhere. In

+

addition the weighting function w™ is convex, and this means w™* is differentiable except

on a countable subset of [0,1], and that the left and right derivatives at each point in
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(0,1) exists as well as the right derivative at 0. Discontinuity of the weighting function
at 1 cannot be excluded, hence, the left derivative of the weighting function at 1 may not
be defined.

The final part of this step is to show that the utility function is indeed concave. Recall

that for all ; > x;41 > 0 and 6 € [0, (x; — x;11)/2] and all p € (0,1/2]

Ti U(zip1 +6) — Ulxiya)]
Ti+1 = [U(l’l) — U(l’l — 5)]

holds. Moreover, the right hand side is independent of p. Hence,

T U(zi41+0) = U(wiy)]
sup <
pe(0,1) Tit1 [U(x;) — U(x; — 90)]

Note that sup W’Zl = 1 because w™ is convex and therefore differentiable at some
pe(0,1)

p € (0,1). Hence,

[U(wi41 +0) = U(wigq)]

NS T 0@) — U - )

for all x; > x;11 > 0 and 6 € [0, (z; — x;41)/2], implying concavity of U. Consequently,
U is differentiable on IR, except on a countable subset. We conclude that the left and
right derivatives of the utility function at each point z > 0 exist and in particular the

right derivative at the status quo is well defined. This completes the proof of Step 1.

Step 2: Outcomes in P are losses or they are equal to the status quo.

The proof is similar to the one in the previous step. The same arguments apply to
U on IR_, and to w™, respectively. Therefore, we can conclude that the utility func-
tion is concave for losses and that the weighting function w™ is convex. Moreover, w™
is continuous on [0, 1) and differentiable except on a countable subset of (0,1). The left

and right derivative of w™ exists at each point in (0,1), and also the right derivative of
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w~ at 0 is well defined. Similarly to the previous step we can conclude that the utility
function U is differentiable on IR_, except on a countable set, and that the left and right
derivative exists at each z < 0. In addition the left derivative of U at 0 is well defined
(and in general it may not agree with the right derivative established in step 1 of this

proof).

Step 3: Some outcomes in P are gains and some losses.

This step will focus entirely on the derivation of the inequality in Statement 2 of the
theorem as the remaining statements have been established. Suppose we have a lottery
P = (p1,%1;- .. Pk, Tk Pkt1y Tkt 1} - - - Py Tp), Where xp > 0 > z449. Then strong risk

aversion implies

(P1,%15 -+ -5 Phy Tk — — Dht1, Thop1 + Pee i Dn, X)) = P
Dk Drr1

Let now 6 > 0 be small enough such that xy — 6/pr > 0 > xp1 + 6/prr1. Substitution of

CPT gives

U () — Ui — p%n < T [U @ + pi> Ule))

Therefore, for any probabilities pg, prr1 and any zp — 6/pr > 0 > zp1 + 6/prs1 the

following must be satisfied:

U(xy) — Uy, — )] _ [w= (35 py) — w (- py)]
U(zpin + 522) = Ulzen)]  [wr (5 py) — wr (S5 p))]

Pk+1

We can write this inequality as

U (xy) = Uz = L)/ - [w= (355 pi) —w™ (5 pi) /pesa
Uz +55) = Ulee)l/35 ot (S8 p) —wt (S8 p)l /o
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This inequality needs to be satisfied for all probabilities pi, ..., p,, all zx > 0 > x4, 1 and

any appropriate 6 > 0 such that x; — §/pr, > 0 > a1 + 6/prs1. Hence,

(U (@) = Ul — 21/ o o (2 ) —w (2 py)] Pk
sup < inf

< in -~
2p—6/pp>0>Tp41+6/Prt1 [U(xk-H + p,il) - U(iﬁk—f—l)]/pkil P15e5Pn [w+(2§:1 pj) - w+<2§:11 pj)]/pk
6>0

must hold. We now use the concavity of the utility function on the gain domain and on

the loss domain, and the convexity of the weighting functions on [0, 1], and derive

10+ —1(
UO7) o 20
U'(0-) “peo,n) wt'(p~)

This inequality is equivalent to

U)o e
U'(0t) pe(0,1) wfl(PJr)’

WV

which concludes the proof of Statement 2.

Let us now assume that Statement 2 holds. Take any lottery P = (p1,Z1; ...} Pn, Tn)

and let 1 <7 < j < n. Define the lottery

o o)
P(6) :== (p1,x1; -5 piy i — PERR 2k +;;---;pn,xn)

( J
for 6 > 0 such that the rank-ordering of the outcomes is maintained.
If x;, x; are of the same sign, then convexity of the corresponding weighting function
and concavity of the utility on the respective domain imply P(6) = P.
Assume now that z; — % >0>x;+ p%_. We have to show that in this case CPT(P) —

CPT(P(6)) < 0, or equivalently, that

mi o Ulz;+6/p;) — Ulz;)
mi o Ulw) = Ulxi — 6/pi)

Note that the decision weight m; is generated by w™ and 7; is generated by w™.
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We know that

™/ 7 <sup [m; /7]
DisPj

and further by using convexity of the weighting functions

wt’ (p”)
sup [m;/m;] < sup ——-—=.
Di\Dj ! pe(0,1) W /(er)

Concavity of the utility function on the gain domain and also on the loss domain implies

v'(0”) _ Ulz; +8/p;) — Ulz))
U’(0+) h U(%) - U(Q?i - 5/1%’) .

Using formula (1) from statement 2 of Theorem 1 we conclude

mi o Ulzj+6/p;) = Ulz;)
T h U(zi) — Uz —5/291')'

or equivalently P(6) = P for this case.
If 6 is such that a sign reversal occurs, i.e., x; > 0 > x; — 1% or xrj + 1% > (0 > z;, then
i j

;57; (or x; + [‘f—; = 0). Repeated application of

there exists a 0 < ¢’ < 6 such that 0 = z; —
the previous steps implies first that P(8’) »= P and second that P(6) »= P(¢8’). Hence, by
transitivity, we conclude P(¢) = P.

Summarizing the above cases we conclude that strong risk aversion holds, hence state-

ment 1 of the theorem. This concludes the proof of Theorem 1. O

PROOF OF COROLLARY 2: The proof follows immediately from the new definition of loss

aversion: A =U'(07)/U’(07). O

PrROOF OF COROLLARY 3: The proof follows from substitution of the particular form for

the utility function in Theorem 1. 0
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PROOF OF COROLLARY 4: The proof follows from substitution of the particular form for

the utility function in Theorem 1. 0
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