Test of Myopic Loss Aversion Theory: The Case of Taiwan
Jia Luo(
University of California, Los Angeles

March 2004
[Abstract] In this paper, I develop a loss aversion portfolio choice model to test the myopic loss aversion theory using data from the Taiwanese stock market. The concept of loss aversion was first proposed by Kahneman and Tversky (1979) in their prospect theory, in which investors behave according to “loss aversion” instead of “risk aversion”. Benartzi and Thaler (1995) propose the myopic loss aversion theory by combining loss aversion and evaluation frequency to explain the equity premium puzzle. They claim that high equity premiums can be caused by loss-averse investors’ frequent evaluation of their assets. In this paper, I take the first order conditions as moment functions and use a two-stage General Method of Moments (GMM) to estimate the parameters of the utility function. Consistent with loss aversion theory, the estimation results show that investors are more sensitive to losses than to gains, i.e., the pain of a loss is much greater than the payoff of an equivalent gain. However, I find that investors in Taiwan are not completely loss-averse: the estimated utility function shows that people become risk-seeking in the domain of losses, while they are risk-averse in the domain of gains. Additionally, I examine the absolute errors of different estimations using portfolio returns measured over 1 month, 3 months, 6 months and 12 months.  I find that the 3 months data fit the model best, which can be explained as investors choosing to monitor and evaluate their portfolios approximately every 3 months.
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