Reading Guide for Kahneman and Tversky: Choices, Values and Frames

Please read Ch. 5 of Anderson Sweeney and Williams before you read this article.

When I ask you to explain a term, you should also be able to give an example.
What is meant by each of the following?

Risk aversion


Risk seeking


Recall: a concave (down) function represents risk-averse and looks like looks like:
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And a convex (concave up) function represents risk-seeking and looks like:
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Where the horizontal axes are value (dollars) and the vertical axes are utility.
With some help from calculus, we can interpret this as a risk-averse person gets smaller gains in utility (Δy) for each extra gain in value (Δx) as we move out the x-axis; the opposite is true for the risk-seeking person.

In economic terminology, we say the risk averse person has a decreasing marginal utility function (derivative of utility), while the risk-seeking person has an increasing marginal utility function.

What do K&T mean by the following passage (starting on last paragraph of p. 195): 

It is customary in decision analysis to describe outcomes of decision in terms of total wealth….If the effective carriers of subjective value are changes of wealth rather than ultimate stares of wealth, as we propose, the psychophysical analysis of outcomes should be applied to gains and losses rather than to total assets.

What is meant by loss-aversion?  
Recall that loss aversion is associated with an S- shaped curve (p.196).

Explain the difference between risk-aversion and loss-aversion.

What is meant by :

   
Dominance

Invariance


Reference state


Framing

How would you describe the relationship between ‘reference state’ and ‘anchoring and adjustment’?

Here are a few decisions.  If it is framed in terms of losses, rephrase it to frame it in terms of gains, and vice-versa:

· You stand a 20% chance to lose money if you invest in the stock market today.



· You stand a 40% chance to lose money after inflation if you invest in 10-year bonds today.




· If you buy a lottery ticket for $5 you have a one in 250,000 chance to win a million dollars.




· If you wear a seat belt you reduce your chances of a traffic fatality by 95%.  In the U.S. there are 45,000-50,000 auto fatalities each year.  So, on average, the probability of being killed in an auto accident next year is about 1/600.




· New data (2/9/07) shows that the probability of a child being born autistic is one in 150.



What is meant by:

Category-boundary effect


Minimal account/advantage


Topical account/advantage


Comprehensive account/advantage


Endowment effect


Mental accounting

The stability of preferences


Cost-loss discrepancy


Experience value


Decision value


Hedonic adaptation

How is ‘hedonic adaptation’ related to the ‘(revolution of) rising expectations’?

What phenomenon/a does each of the following episodes illustrate? Why?
a. Mary has just turned 21 and her aunt sent her a check for $100 for her birthday.  Mary has been offered a job phoning for her alma mater’s alumni-fund drive, a one day but rather annoying job for which she will earn $100.  Mary decides to take the job and spend the $100 on a sweater she has been admiring.



b. Mary owns a stock which is at exactly the same price she paid for it.  Her uncle, who has made a lot of money in the stock market, urges her to sell her stock and buy one he recommends.  Mary decides not to.



c. Rob has $10,000 set aside for next semester’s tuition.  His aunt tells him about a stock which has a 75% probability of doubling by August and a 25% probability of going down between 20%.  Rob decides to leave his money in the bank.



d. Rob has been saving his summer earnings for an eventual house down-payment.  His mother (who is a successful investor) tells him that instead of investing in a S&P 500 index fund, which has made 6.7% a year for the last 5 years, he should put half his money into an index fund of foreign stocks (MSCI EAFE) which has made 16% a year for the last 5 years.  Rob decides to ignore her advice.



e. It has been observed that Japanese investors prefer Japanese stocks to U.S. stocks and U.S. investors prefer U.S. stocks to Japanese stocks.   While it may be argued that one stock market is more likely to have good returns than the other, this argument should carry the same weight with American and Japanese investors, but clearly it doesn’t.








