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Abstract. As behavioral economics advances, loss aversion has become an important theory
for explaining human decision-making biases. This hypothesis, presented by Kahneman and
Tversky, shows how people react differently to losses and profits. Although loss aversion
has been studied in many disciplines, the psychological mechanics and emotional causes of
this bias in decision-making remain unknown. Emphasizing its psychological and emotional
effects on decision-making, this paper tackles loss aversion in behavioral economics. The
principle of loss aversion suggests that people perceive losses much more strongly than the
pleasure derived from equivalent gains, and this preference is particularly pronounced in
social comparisons. In addition, it delves into the specific applications and impact of loss
aversion in fields such as finance, marketing, and policy-making, exploring how it drives
investment strategies, consumer choices, and risk decisions. The results demonstrate that an
enhanced comprehension of loss aversion can optimize decision-making frameworks, thus
mitigating its adverse effects in practical applications as well as improving decision-making
efficiency and effectiveness.
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1. Introduction

In 1979, Kahneman and Tversky included loss aversion into prospect theory, a fundamental
concept in behavioral economics. The concept posits that individuals exhibit a more pronounced
response to losses than to gains, which has extensive implications across various disciplines [1]. In
particular, loss aversion can lead to irrational decisions, where investors may hold onto losing
investments in an attempt to avoid realizing current losses, hoping for greater future gains. This
reflects the impact of loss aversion on decision-making biases [2]. In recent years, loss aversion
research has focused on its use in financial decision-making, marketing, and policy-making. Despite
a significant body of literature, gaps remain in the field. Therefore, the paper intends to describe and
critique the research advancements in loss aversion across several domains, while thoroughly
analyzing its efficacy and underlying mechanisms in finance, consumer behavior, and policy
formulation. Through an analysis of the existing literature, it explores the theoretical basis of loss
aversion, main influencing factors and application prospects. In addition, this paper analyzes the
limitations in the current research and propose directions for future research, especially in the under-
explored areas such as the interaction between loss aversion and other cognitive biases, the role of
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individual differences, as well as the moderating effect of cultural factors. As such, this paper may
contribute to the development of strategies to reduce the negative effects of loss aversion, enabling
more rational decision-making in various situations.

2. Overview of loss aversion bias and heuristics

2.1. Loss aversion and decision-making behavior

Loss aversion influences decision-making behavior. For example, most individuals would select
the guaranteed $750 rather than an 80% chance of winning $1,000. Similarly, when confronted with
the alternative of an 80% likelihood of losing $1,000 most individuals tend to select the former. In
addition, research demonstrated that the motivation to avoid loss typically outweighs the motivation
to gain. For example, many people buy a new movie ticket after losing one, especially if they think
the loss is equal to the ticket price rather than just to enjoy the movie [3]. This shows that emotional
responses to losses often outweigh rational assessments of equivalent gains.

2.2. Theoretical extensions of loss aversion and investment behavior

Loss aversion, a central concept in Kahneman and Tversky’s prospect theory, is usually
interpreted as the pain from losses being more intense than the pleasure from equivalent gains. This
asymmetry in affective responses helps to explain economic decisions, especially investment
behavior. In investment decisions, loss aversion implies that investors are more concerned with
avoiding losses than pursuing gains, and this psychology affects their risk preferences. Indeed,
Benartzi and Thaler applied the loss aversion theory to the equity premium problem, explaining why
stocks have higher returns than other less risky assets [4]. They further suggest that due to loss
aversion, investors need higher returns from risky assets to compensate for the psychological pain
associated with losses. In addition, Barberis showed that investors demand higher returns from risky
investments because the discomfort associated with losses outweighs the satisfaction associated with
gains, thus they prefer predictable, low-risk assets such as bonds [5]. Berkelaar, Kouwenberg, and
Post further examine the portfolio strategies of loss averse investors and reveal how these investors
choose to avoid stocks despite their higher returns [6]. And Argen relaxes the assumptions about the
distribution of returns and finds evidence to support that loss aversion explains the evidence for the
equity premium problem [7]. These studies generally show that loss aversion does play an important
role in investor behavior, leading them to adopt more conservative investment strategies [1]. As
shown in Figure 1, the degree of loss aversion rises with increasing losses, exacerbating investors'
risk-averse behavior.
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Figure 1: Loss aversion increase

The asymmetry of the utility function also implies an amplification effect of the loss, or an
enhancement of the negative effect. This effect helps to explain why individuals are more inclined to
adopt conservative decision strategies when faced with potential losses. Prospect theory links utility
function asymmetry to choice weights. Decision makers “distort” probabilities to align with their
subjective perceptions; decision weights embody this distortion. Low-probability loss events are
assigned greater significance, rendering their consequences more critical in decision-making. The
phenomenon of loss aversion can be quantitatively defined by the second-order derivative of the
utility function. When the utility function U(x) < 0, it indicates that the individual exhibits loss
averse behavior, as noted by Barberis [5].

2.3. The psychological mechanisms of loss aversion and market performance

Loss aversion is a psychological mechanism that involves multiple cognitive and affective
factors. Research has shown that loss aversion is associated with neural activity in the prefrontal
cortex of the brain, and that activity in this region increases significantly when individuals compare
possible loss options [8]. Loss aversion largely explains why people feel strongly bad when they
lose, which can lead to conservative or foolish financial actions, supporting the asymmetry of the
risk aversion utility function, i.e., when people exhibit risk aversion when making gains and tend to
take risks when facing losses. This variation in risk perception is closely related to the shape of the
utility function. In addition, loss aversion is associated with asymmetries in market volatility, i.e.,
stocks are more volatile when the market is falling and less volatile when it is rising. Loss aversion
helps explain why people make irrational decisions in the face of losses and why they tend to use
psychological heuristics. Loss aversion not only affects individual decisions, but has a significant
impact on market performance. It is closely related to market outcomes such as asset prices, trading
volume and information efficiency, especially in the context of information asymmetry. Moreover,
loss aversion has become a central component of behavioral asset pricing theory. Behavioral asset
pricing theory has reconstructed the traditional capital asset pricing model by introducing behavioral
characteristics such as wealth preference, habit formation, loss aversion, and envy to form a more



Proceedings	of	ICMRED	2025	Symposium:	Effective	Communication	as	a	Powerful	Management	Tool
DOI:	10.54254/2754-1169/2025.BL24534

188

complete behavioral asset pricing model. These models provide a more detailed explanation of
financial market activities, including phenomena such as asset pricing [9].

3. Applications of loss aversion in various domains

3.1. The application of loss aversion in the financial field

Loss aversion significantly influences investor behavior in financial markets. Research has shown
that investors exhibit strong risk aversion in the face of losses and a tendency to take risks in the
face of gains. And this is particularly evident among retail investors, who typically delay closing
positions in the face of losses and sell prematurely in the face of profits. This behavior stems from
the psychology of avoiding realizing losses and expecting prices to recover, but this strategy often
fails due to imbalanced risk-return ratios and high opportunity costs [10].

In addition, it has been found that individual variables such as gender, age, and marital status are
closely related to the level of loss aversion and risk aversion and affect them in different directions.
Investors with different levels of loss aversion adopt different investment strategies when asset risk
rises. Investors with lower loss aversion tend to reduce their investments in risky assets, while
investors with higher loss aversion may tend to increase their investments in risky assets. Many
investors tend to hold on to their investments for long periods of time in the face of floating losses,
while looking to exit as early as possible in the face of profits. This behavior often leads to a
mismatch between risk and return. For example, an investor may take on the risk of a loss of more
than 50%, while may end up with a return of only 10%, a behavior that can be fatal to the investor.
This is one of the reasons why bull markets usually have greater trading volumes than bear markets.
Studies found that an individual's gender, age, marital status, and other variables are strongly
connected to the degree of loss aversion and risk aversion, with various directions of effect.
Individual investors with varying levels of loss aversion will have different investment strategies

when asset risk rises. Those with low loss aversion will invest less in risky assets, while those
with high loss aversion will invest more in them.

In unleveraged markets (e.g., 100% funded stock purchases), waiting for the price to rally above
the purchase price is understandable in some cases. However, in highly leveraged margined trades,
such as futures or short selling options, choosing not to close a position and wait for the price to
recover can lead to disastrous consequences. Even though the price may recover, if the position is
not stopped out in time, the investor may be forced to close the position due to insufficient margin.
To make matters worse, many retail investors tend to add to their positions when prices move
against the trend in an attempt to break even by lowering their average cost. The main risk of this
strategy is that risk accumulates gradually as positions are added, and small initial mistakes can turn
into fatal decisions as positions continue to be added, especially when stock prices continue to fall.
This behavior is common in the final trades of many failed retail investors [11].
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Figure 2: Risk: reward and win rate

In financial trading, the win rate and the risk-reward ratio are two key factors that govern each
other. Increasing the win rate may lower the P/L ratio, while pursuing a higher P/L ratio may result
in a lower win rate, as shown in Figure 2. Trading strategy value depends on win rate and breakeven
ratio, which indicate long-term profitability. Different strategies balance the two according to their
characteristics. For example, trend-following strategies usually accept a lower win rate in exchange
for a higher P/L ratio. However, loss aversion causes retail investors to exhibit low win rates and
suboptimal risk-reward ratios. When faced with floating losses, investors often delay closing or
adding to positions in the hope of avoiding realizing losses. This action leads to a lower profit-loss
ratio and a higher risk-return ratio [12]. The act of adding to a position exacerbates the risk because
the potential profit is weak and the downside risk is unlimited. Therefore, floating losses indicate
that the trade has a low win rate and the strategy has a low probability of success. To avoid the
negative effects of loss aversion, investors should stop their losses in time and not add to their
positions. Successful traders avoid making irrational decisions due to loss aversion by increasing
their win rate and selecting opportunities to trade with a high risk-reward ratio.

3.2. The application of loss aversion in business and marketing

Loss aversion can be a significant determinant of consumer behavior, especially in how
consumers evaluate marketing strategies. For instance, research shows that, given symmetric gains,
potential losses are valued much more highly by customers. This psychological bias leads
consumers to be more eager to avoid a loss than to receive a reward. Marketers can leverage this
tendency by presenting offers that highlight potential losses for the customer rather than potential
gains.

A common and effective marketing tactic that exploits loss aversion is the use of time-limited
offers. And strategies like “Today Only” promotions or flash sales create urgency and tap into the
consumer’s fear of missing out. This urgency compels customers to act swiftly to prevent missing a
finite opportunity. Events such as Double Eleven Sales or Black Friday promotions use this method
to elicit significant consumer engagement by offering a restricted time-frame to obtain discounts.
The barter strategy also utilizes the principle of loss aversion. By providing trade-in options for
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obsolete products, corporations facilitate the relinquishment of these items by consumers, thereby
mitigating their perceived loss and consequently enhancing the probability of new acquisitions. This
method is prevalent in the electronics and automobile sectors.

In addition, in the beauty industry, loss aversion is also exploited by emphasizing the fear of
losing one’s youth or appearance. Advertisements often focus on maintaining or restoring beauty,
making consumers feel that the loss of these qualities is a huge threat, which creates an emotional
drive to purchase products that promise to preserve or enhance appearance. Similarly, strategies such
as “free shipping” or “buy one get one free” reduce consumer sensitivity to additional costs by
reducing the psychological burden of additional costs, even though they are included in the price of
the product. Thus, it is found that loss aversion is used to manipulate consumer decision-making by
highlighting the psychological discomfort of losses and making them feel that taking action now
will prevent those losses. This approach drives consumer behavior, increasing the likelihood of
purchase and promoting brand loyalty.

3.3. The application of loss aversion in policy making and management

Loss aversion is a fundamental element in policy-making, as it profoundly affects public
reactions to policy alterations. Such peculiarities should also consider how individuals tend to
exaggerate future costs relative to equivalent advantages. For example, when new policies are
publicized, highlighting the potential issues arising from the non-adoption of these measures is one
of the most effective methods of engaging the public, often through narratives concerning
environmental or economic damage. This pertains to the loss aversion principle, wherein individuals
are inclined to take action to avert unfavorable outcomes as they recognize the consequences of
inaction.

At the policy level, there is a loss aversion in the decision between the options. For instance,
while in the process of pushing through his proposed alterations, the policymakers may opt to take
safer strategies that are less risky bearing in mind the fact that people are always likely to backlash
were the changes to fail. Yet, it restricts the potential impact of the policy. It is essential to establish
policies that incorporate measures reducing perceived risk for both the public and implementers,
with clear, specified objectives to ensure maximum efficacy.

In addition, loss aversion can be an equally important tool for developing incentives in business
management. Managers may implement a blend of rewards and penalties within the performance
appraisal and incentive framework to encourage staff to avert losses. For example, setting up
penalties for low-performing employees and giving rewards for good performance is a way to
motivate employees to pay more attention to improving work efficiency and reducing inefficient
behaviors by linking errors to losses. At the same time, by setting a higher cost of error, employees
will be more vigilant in their day-to-day work and avoid making mistakes, which in turn improves
overall performance and team productivity.

4. Conclusion

Loss panic plays a key role in individual decision-making, especially in finance, consumer
behavior and policy making. Studies have shown that people's psychological reactions to losses are
much stronger than those to equivalent price gains, and this unfairness leads to risk-averse behavior
under loss of gains and risk-seeking behavior under loss of losses. In investment decisions, disaster
epidemics often lead investors to insist on making up for investment or loss of losses and make
irrational decisions. At the same time, the principle of disaster epidemics has been widely evaluated
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in marketing and policy design, emphasizing potential losses to stimulate the purchasing power of
consumers and investors. Many research focus on the behavioral manifestations of disaster deaths,
but few investigate their brain underpinnings and cognitive repercussions, focusing on individual
differences. Future study should focus on identifying the brain mechanisms behind loss aversion and
determining how to mitigate its detrimental impact on decision-making, particularly in financial and
policy decisions. Furthermore, more research into policy should still be done on how to make
effective intervention measures based on the traits of different groups in order to cut down on costs
and cause people to act irrationally.
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