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Abstract

The main aim of this paper is to empirically evaluate the role of three significant factors of the Prospect Theory: the S-
shaped value function, the loss aversion, and the distortion of probability, in decision making. In order to do this, a
general behavioral reward-risk model is firstly setup and an empirical evaluation about the role of each of these
factor, separately and in interaction, on the optimal solutions of the problem follows. For the analysis, well known US
equity portfolios consisting by stocks listed in NYSE, AMEX, and NASDAQ formed on investment style are employed.
The findings indicate that agents differentiate their behavior according to their type of preferences and their loss
aversion level but they seem to always prefer high positively skewed assets such as small and value stocks. The
attractiveness of positively skewed assets is re-enforced when probability distortion is introduced in the model. The
introduction of probability distortion also affects the optimal perspective values of the problem increasing significantly
their magnitude. After that, results show that as loss aversion increases agents tend to follow more conservative
strategies, with and without probability distortion, while the value functional form has also its role in the model;
bounded value functions as the negative exponential function drives agents to more conservative behaviors while
unbounded value functions as the piecewise power function give the incentive to agents to undertake great risks and
follow more aggressive strategies. The examination of the interaction of these factors indicate that the combination of
an unbounded value functional form with a large loss aversion index may reduce agents' aggressiveness and limit
(but not alter) the value functional form effect on optimal solutions.
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