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In troduc tion
The interpretation of efficiency theory, predicted
utility theory, and prospect theory is also the
starting point for a study of the cumulative prospect
theory and Radner theory in economics and finance
studies. Each of these ideas is concerned with the
predicted result of a bet or action. Each one is
about how investors feel about danger and
ambiguity. People, by nature, make decisions in the
face of uncertainty in their daily lives. Individuals,
for example, often make decisions/choices in the
face of confusion at home, in marriage, in faith, at
university, in studies/schools, and also in gambling
or lottery.

A degree in accounting or banking and finance, for
example, may contribute to lucrative jobs or
unemployment and crippling debt. A medical
doctor's visit could help in the early diagnosis and
care of an illness, or it could be a waste of
resources in the sciences. Both of these choices
represent different attitudes toward danger in the
face of instability in actual life. This is due to the
fact that life is full of unknowns and dangers.
Business life, marital life, school life, political
race/aspiration, to name a couple, are all fraught

with volatility and a plethora of dangers, each with
a different likelihood weighting assigned by
individuals/investors.

Typically, when faced with confusion, investors
engage in one of three behaviors (risk). They may
be risk takers (risk lovers), risk averse (risk
avoiders), or risk adverse. Under ambiguity, they
typically apply chance weighting to predicted
future outcomes. This assumes that consumers are
intelligent actors and have differing perspectives on
danger and ambiguity. They wanted to reduce risks
in order to increase the valuation of their
investments. Investors are more concerned about
the utility or profit that can be derived from a
predicted result. In a circumstance of complexity,
utility provides a logical way of communicating
optimization behavior with differing attitudes to
risk.

Rev iew o f th e L ite ra tu re

Theo ry o f U tility
The principle of efficiency is used to assess utility
in microeconomics. The enjoyment an individual
derives from the use of a product is referred to as
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Abstract
This study compared cumulative prospect theory and Radner theory when it came to analyzing investor
activity in the stock industry. The study's specific goals were to see whether there were any correlations
between the cumulative prospect theory and Radner theory, as well as to determine the cumulative prospect
theory's financial market consequences, the Radner theory's financial market implications, and the cumulative
prospect theory's and Radner theory's disadvantages. The study surveyed applicable extant literatures on
investor behavior in relation to cumulative prospect theory and Radner theory in a comparative manner using
a desk top library analysis methodology. The findings suggest that investors' risk/uncertainty attitudes
influence their investment/consumption decisions. They would rather see a higher return than a lower risk, as
well as a higher level of gratification from committing wealth to an asset package in the event of general
equilibrium. The cumulative prospect hypothesis and Radner theory have also observed and discussed these
behavioral dispositions. The cumulative prospect theory and Radner theory are barometers by which
investors' investment trajectory is continuously watched in the equity market all over the world, according to
the study's findings. As a result, financial analysts/experts, market participants, and managers should often
mix the fundamentals of conventional finance and behavioural finance while evaluating assets and
studying/observing the reactions of a large number of competing investors, especially in ideal, full, and
incomplete markets, according to this analysis.
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utility. The utility hypothesis attempts to
understand why people make sound decisions in
the face of danger and ambiguity. The utility of a
buyer or creditor is evaluated using two methods:
ordinal and cardinal approaches. The predicted
utility hypothesis was developed as a result of the
flaws of both of these utility theory methods.

Theo ry o f E xpec ted U tility
Person choices about risky consequences often
deviate from forecast outcomes or effects,
according to the anticipated utility hypothesis.
Daniel Bernoulli proposed the initial definition of
predicted utility principle in 1738. Utility,
according to Bernoulli, can be described as the
calculation of an individual's happiness from the
consumption of his capital. The predicted utility
principle was popularized later by [1] , who used a
series of axioms that included transitivity and
consistency on choice. As a result, the intended
hypothesis became a very useful tool for
understanding person or investor decision-making.
The predicted utility hypothesis assumes that both
investors or entities are risk averse. However, there
are numerous examples of human behavior that
directly contradicts this predicted utility theory
tenet or concept, particularly when faced with
uncertainty.

The expected utility hypothesis is both a normative
and descriptive theory of decision-making. It's a
hypothesis that illustrates why it's difficult to
precisely model decision-makers' psychological
processes or accurately forecast people's decisions.
The prospect theory was proposed by [2] in
response to the predicted utility theory's apparent
flaw.

Theo ry o f P oss ib ilit ies
[3] proposed the prospect hypothesis as part of a
mean-variance method to calculating asset (security)
returns. In the fields of psychology, sociology, and
finance, the prospect hypothesis describes how
decision-making is influenced by ambiguity.
People make decisions based on the possible
significance of losses and gains rather than the
actual result, according to the hypothesis, and they
measure these losses and gains based on previous
experiences. Though the prospect theory was able
to justify several significant violations of the
predicted utility theory involving a limited number
of results, it has a flaw in that it explicitly violates
first-order stochastic domination. It was also
incompatible with a vast range of possible
scenarios and failed to clarify the cause of
ambiguity unique to human decision-making.

Theo ry o f C um u la tive P rosp ec ts
[4] established the cumulative prospect theory in
1992 to ensure that the noticeable flaw in prospect
theory was solved (CPT). Individuals are risk-
averse over benefits and risk-seeking over loses,
and they appear to overweight low probability
occurrences while underweighting the odds of
high-probability ones, according to two central
hypotheses in CPT. Cumulative prospect theory
(CPT) is founded on a previous iteration of
prospect theory, and it also describes decision-
makers that make decisions based on the value
equation, which exhibits loss aversion, decreasing
sensitivity, and the likelihood distortion function.
On the one side, the cumulative prospect theory
(CPT) of [4], published in 1992, focuses on loss
aversion. Specific investors, in general, are risk
takers and risk averters at the same time. Intuitively,
this can be seen in their financial decisions.

Under two elicitation methods, [5] investigate the
robustness of a fourfold pattern of danger attitudes.
Individuals are risk-seeking when it comes to low-
probability gains and high-probability losses, and
risk-averse when it comes to high-probability gains
and low-probability losses, according to them. The
fourfold pattern is a rather strong indicator of
danger perceptions, according to [6], but it tends to
function only or best when people are required to
report their ability to pay for a dangerous future.
When they are forced to chose between the gamble
(lottery) and its predicted worth, their choices are
often indistinguishable from that of a random
person.

Cum u la tive P ro spec t Theo ry 's E lem en ts
The key distinction between prospect theory and
probability theory is that cumulative odds are
converted rather than probabilities. As a result,
catastrophic events of low likelihood, rather than
just low probability events, are over weighted.
According to [7], the key elements of CPT in the
context of financial asset allocation are that people
evaluate assets in comparison to such benchmarks
rather than on final wealth positions; people behave
differently on gains and losses; they are not
uniformly risk averse and are distinctively more
sensitive to losses than gains; they are not
uniformly risk averse and are distinctively more
sensitive to losses than gains (the latter is a
behaviour called loss aversion).

The Roy R adne r H ypo thes is
Radner Equilibrium is another name for the Radner
hypothesis (RE). [8] re-examined the Arrow-
Debreu paradigm and added the gap in knowledge
between agents, but he did not address business
incompletion. The work of [9] and [10]
demonstrates how the analysis can be applied to a
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broader context with time and ambiguity. Radner
developed a consistent logical expectation
paradigm in which trading and complexity were
made clear. This is in contrast to the conventional
total markets general equilibrium model, in which
expenditure viability is determined solely by
demand (utility) and value (utility).

The publication of "existence of equilibrium of
schedules, rates, and price preferences in a series of
markets" in 1972 was a major contribution to
Radner theory, prompting Radner to generalize it in
1979. The paper from 1972 examined a model that
included a variety of commodities, time periods,
and general technology. A single-valued and
universally correct rate assumption is given to the
agents. By endowing firms with their own interests,
the aspect of mutual choices in companies, for
example, is avoided. [8] established the existence
of allocation, in which all agents' transactions and
strategies are optimal, and all markets are
transparent, assuming that stock market share
values are consistently positive, filling a gap in the
literature that has been partially filled as more
appropriate judgment requirements for companies
have been adopted. Money and liquidity aren't
important in Radner's theory. All contracts are
negotiated at the start of the economy's history, and
all subsequent actions are guided by carefully
chosen strategies. Of course, new information as it
becomes available can be factored into such
strategies.

A demand for liquidity stems from computational
constraints and that it would exist even in a world
where the environment is known with certainty if
the world were sufficiently complicated.[8] goes
on to say that incorporating computational
limitations in a "classical" equilibrium theory based
on optimizing behavior is difficult, and that this is
an impediment to applying welfare economics'
classical theorems to the case of a monetary
economy.In a similar vein,[8] that receiving
information about each other's behavior as well as
information about the environment introduces a
type of externality (interdependence) among
decision rules. This type of externality usually
forces decision-makers to consider uncertainty
about each other's behavior as well as the
environment. It could cause a liquidity demand.
This type of externality is exacerbated by the
introduction of "spot" and "futures" markets, and
does not appear to be amenable to analysis using
the "classical" theory of competitive equilibrium.

Reputational influences may additionally have an
effect on companies’ long-term prospects. More
than ever, agencies are being judged by using
clients and personnel alike on how significantly
they take stakeholder hobbies into account.

Companies perceived to have inadequately
answered to the pandemic may want to face social
backlash and boycotting, now not to point out
conceivable regulatory penalties[11]. The study
concluded that both current ratio and quick ratio
has significantly, strongly and positively influenced
the profitability of listed deposit money banks in
Somalia, while the cash ratio was concluded to
have significant, strong and negative impact on the
performance of the banks[12]. Microfinance is
playing a dynamic role in the social, psychological
as well as economic empowerment of women in
India. The academic literature reviewed in this
paper highlights that there is definitely an
applauding impact of microfinance on empowering
women in India[13]. Organizations could change
their mentalities towards specific wellsprings of
Cash Conversion Cycle, and that in the various
periods of development cycle, the longitudinal
examinations using ideally the board or pooled
information may demonstrate increasingly
supportive[14].

A rrow -D eb reu -M cken z ie (A -D -M ) M ode l
The Arrow - Debreu model, also called the Arrow -
Debreu - Mckenzie model points out that with
perfect competition and demand independence
assumptions, a set of prices exist such that
aggregate supplies equal aggregate demands for
every commodity in the economy. The general
equilibrium model named after[15] and[16] work
has become important in financial economics. The
significance of Arrow - Debreu economy is in
reference to arrow - Debreu security.

Arrow - Debreu securities is a security that pays
one unit of numerare if a particular state of the
world is reached and nothing (zero) in other states.
Arrow - Debreu model of state security promised
future payments in terms of both the times at which
payments are to be made and the states of the world
that must obtain for payment to be made, hence it is
a time - state paradigm sort of. For instance, a
decision being made today that will generate
outcome say go days from today (2 time period)
and the outcome could be positive or negative (two
possible future states of the world with associated
payoffs). Thus, the states are mutually exclusive,
that is only one can occur at the point in the future
and exhaustive, one must occur.

So, Arrow - Debreu security characterizes
uncertainty in investment outcome uncertainty
refers to an incomplete state of knowledge about
the truth of a proposition, particularly about which
among many possible outcomes may result from a
certain course of action. An uncertainty is more
often described by probability. In areas in finance
and related fields of study, uncertainty is
interchangeably used as risk and risk is the
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variability of the outcomes of uncertain event. Thus,
to investigate investors behaviour in terms of
investment decision under uncertainty requires a
clear understanding of attitude towards risk and
utility theory.

Herves-Beloso, Moreno-Garcia, and Yannelis (nd)
assert that the classical Arrow-Debreu- Mckenzie
(A-D-M) model consists of a finite number of
commodities and a finite number of agents, each of
whom is characterized by her preferences and
initial endowments. [17] and [18] introduced
uncertainty into the classical A-D-M model and
showed how the deterministic results are still valid
in the presence of uncertainty.

[8] introduced differential (asymmetric)
information into the A-D-M model. In particular,
an exchange economy with differential information
consists of a finite set of agents, each of whom is
characterized by a random utility function, a
random initial endowment and a private
information set. For such an economy,[8] defined a
notion of Walrasian equilibrium, called Radner
equilibrium. This notion is analogous to the
Walrasian equilibrium in the arrow-Debreu-
Mckenzie deterministic model.

The Walrasian equilibrium notion for an economy
with differential information (Radner equilibrium)
is of interest because it captures trades under
asymmetric information. In such an economy,
agents maximize ex ante expected utility subject to
their budget constraint. However, each agent's
allocation is measurable with respect to its own
private information and thus, all choices made
reflect the informational asymmetries. It should be
noted that the Radner equilibrium differs from the
rational expectations equilibrium (REE), [19],
which is an interim concept allowing prices to
reveal some or all of the private information in the
economy.

A major criticism of the RE is that it does not
provide an adequate explanation as to how prices
reveal the same information to agents who are
differentially informed and therefore prices do not
reflect the differential information of agents. This
is not an issue for the Radner equilibrium since
decisions are made in an ex-ante stage. However,
since net trades are private information measurable
for each agent, the equilibrium outcome reflects the
asymmetric information.

Loss A ve rs io n
Loss aversion in finance may also be regarded as
break-even or disposition effect. It is defined as a
reluctance to sell investment after they have fallen
in value. In other words, loss aversion is the

tendency for investors to hold on to losing stocks
for too long and sell winning stocks too soon [20].
The most logical course of action would be to hold
on to winning stocks in order to further gain and to
sell losing stocks in order to prevent escalating
losses. But the fact of the fact is that often time,
many of the losing stocks never recover and the
losses incurred continued to increase with often
disastrous results[21].

Loss aversion also implies that decision making is
sensitive to the description of the action choices, i.e
to the way the alternative are framed[22]. A lot of
persons decide differently depending on whether
the problem is framed as contemplated gains or as
losses. This losses salience effect extends to the
financial decision problem and implies that people
care more about the financial losses than gains. The
losses are amplified at the social level to the extent
that conversation or media reporting are biased
towards transmitting adverse and emotionally
charged news[23].

Loss aversion within the context of cumulative
prospect theory is very relevant today in finance
because it helps to explain some illogical financial
behavior of people. If for instance, some workers
do not wish to put their money in the bank to earn
interest or refuse to work overtime because they
don’t want to pay more taxes. Even though these
workers will financial benefit from the additional
tax income, CPT points out that the benefits or
utility gained from the extra money is not enough
to overcome the feeling of loss incurred by paying
taxes.

G enera l E qu ilib r ium
According to [24], the theory of general
equilibrium is the theory of interrelationship among
all parts of the economy. General equilibrium
exists when all prices are in equilibrium; each
consumer spends his given income in a manner that
yields him the maximum satisfaction; all firms in
each industry are in equilibrium at all prices and
output; and the supply and demand for productive
resources (factors of production) are equal at
equilibrium prices. There are certain assumptions
that must be held sway for the general equilibrium
to occur.

The general equilibrium analysis is based on the
assumptions that there is perfect competition both
in the commodity and factor markets; tastes and
habits of consumers are given and constant;
incomes of consumers are given and constant;
factors of production are perfectly mobile between
different occupations and places amongst others.
Given these assumptions, the economy is in a state
of general equilibrium when the demand for every
commodity and service is equal to the supply for it.
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It implies perfect harmony of the decisions made
by all the market participants.

The decisions of consumers for the purchase of
each commodity must be in perfect accord with the
decisions of producers for the production and sale
of each commodity. Similarly, the decisions of
owners for selling each factor service must be in
perfect harmony with the decisions of their
employers. It is only when the decisions of buyers
of goods and services fit in perfectly with the
decisions of sellers that the market is in general
equilibrium.

Im p lica tio ns o f C um u la tive P rosp ec t Theo ry
on F in anc ia l M a rke t
Cumulative prospect theory has been applied to
diverse range of situations which before now
appears to be inconsistent with the standard
economic rationality. More specifically, it has been
applied in the area of equity premium puzzle by
[25]. [26] in the US stock exchange and South
African stock market; the asset allocation puzzle by
[27] on the Hang Seng Index; and[28]; the status
quo bias by[29]; various gambling and betting
puzzles by[30], and [31]; and intertemporal
consumption and the endowment effect
respectively.

Im p lica tio ns o f R adne r th eo ry on F in anc ia l
M a rke t
 It is the basis of investors’ investments in

securities in the market in that they are always
uncertain about returns.

 Radner equilibrium is an action framework for
competition in the financial market

 It assists to determine equilibrium between
market participants and investors in the financial
markets.

 It tells us why investors’ utility is made due to
budget feasibility.

 The Radner equilibrium engenders demand for
liquidity in the financial markets as a result of
computational limitation of investors.

 The Radner theory is of interest to agents in the
economy or financial market in that it captures
trades under information asymmetry. In such an
economy, agents maximize ex ante expected
utility subject to their budget constraint.
However, each agent’s allocation is measurable
with respect private to its own private
information and thus all

S im ila r ities be tw een Cum u la tive P ro spec t
Theo ry and R adne r Theo ry
Comparatively, there is similarity between the
cumulative prospect theory and the Radner theory/
equilibrium.

 First they both address investors’ behaviour
with regard to uncertainty in the markets.

 They try to spell out the utility value (gain)
derivable from investment/commodity
occasion by budget feasibility or initial
endowment.

 Similarly they are both coherent models of
rational expectation where trading and
uncertainty become explicit.

 Both the cumulative prospect theory and
Radner theory clearly explain investors
(individuals and firms) attitude to risks; given
that firms are sometimes risk neutral and
workers are risk averse.

 Given that the cumulative prospect theory and
Radner theory are applicable particularly in an
environment of uncertainty, they serve as a
guide/ compass at directing or cautioning
managers at investing resources in order to
maximize shareholders wealth.

 Cumulative prospect theory and Radner theory
share partly from the traditional finance and of
course from behavioural finance in that they
are partly models for explaining sometimes the
rationality and irrationality of an agent or
investors.

D iffe ren ces be tw een Cum u la tive P ro spec t
Theo ry and R adne r Theo ry in F in anc ia l
M a rke ts
 Radner equilibrium differ from the rational

expectation theory (utility theory, expected
utility theory, prospect theory and cumulative
theory) in that it allows price to reveal some or
all of the private information in the economy.

 Cumulative prospect theory compares actual
values with expected values from a gamble or
lottery by probability weighting and with this,
investors are able to maintain different attitude to
risks in an environment of uncertainty.

D raw backs o f C um u la tive P ro spec t Theo ry
and R adne r Theo ry
Though they both attempt to explain the rationality
of the investors in their behaviour but do not
explicitly explain how information come to
impound on stock prices, neither do they account
for price formation/ discovery, transparency in the
financial markets as commonly observed and
discussed in market microstructure. Similarly,
cumulative prospect theory and Radner equilibrium
do not tell us how volatility are transmitted into an
economy or financial markets, only that they are
concern about investors rationality and fear of
uncertainty.
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Conc lus ion and R ecomm enda tio ns
There are several indications that the theory of
incomplete markets provides a useful framework
for unifying and clarifying the mutual dependence
between real, financial and monetary phenomena.
The contributions of[32] were indeed seminal to
the emergence of a theory that keeps evolving.
One of the assumptions of the capital market theory
as advocated by[33] is market efficiency; and that
investors in capital market are supposed to act
according to the rationalism provided by the
financial theories. However, empirical evidence has
suggested that it is not so. Behavioural finance has
provided new models to understanding the
behaviours and functioning of the market
participants who are not rational. Findings from
ndicate that many economists and financial experts
the world over have done a good number of
interesting studies in the area influenced by
cognitive psychology and economic behaviour in
behavioural finance and investor's behaviour. The
realities and conclusions put forward by prospect
theory and cumulative prospect theory is aversion,
disposition effect, reference point, mental
accounting and heuristic biases play important
roles in shaping the cognitive behaviour of
investors in the capital market rather than the
rationalism provided by the financial market
theories. Therefore, in the context of the Algerian
capital market, cumulative prospect theory should
be applied in the area of asset allocation, bonds and
equity investment, equity premium puzzle, either
focusing on their performance or awareness and
perception of bonds and equity investors from the
behavioural perspective.
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