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Abstract

The behavior of stock traders and lottery buyers can teach us about our common

aspirations, thoughts, and emotions and help answer many questions of finance.

“My investors insist on buying Treasury bonds because they find corporate bonds too

risky,” says a financial advisor, “but they also insist on trading hot IPOs and buying

lottery tickets. So, what are they—risk averse or risk seeking?” In fact, we are both risk

averse and risk seeking, and our dual behavior reveals our aspirations, thoughts, and

emotions.

More than 50 years ago, Milton Friedman and Leonard Savage noted that risk aversion

and risk seeking share roles in our behavior: People who buy insurance policies often

also buy lottery tickets. A short time later, Harry Markowitz wrote two papers that

reflect two very different views of behavior. In one, he created the mean–variance

framework, and in the other, he extended the insurance–lottery framework. People in

the mean–variance framework, unlike people in the insurance–lottery framework, never

buy lottery tickets; they are always risk averse, never risk seeking.
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It is easier to banish risk seeking from our theory than from our behavior. Although

mean–variance portfolio theory has become the basis of standard financial theory,

investors continue to trade stocks and play the lottery.

Lottery playing and stock trading are puzzles in standard financial theory because they

are negative-sum games—games that combine high risk with negative expected

returns. Lottery playing is a negative-sum game because the lottery authority keeps

some of the money. Stock trading (as opposed to buying and holding) is a negative-sum

game because brokers and market makers keep some of the money. So, why do people

play? First, perhaps all lottery players and stock traders think they are above average,

likely to win even in a negative-sum game. Second, perhaps lottery players simply like

to play and stock traders simply like to trade. Third, perhaps lottery players play and

stock traders trade because they aspire to move up in life, from the working class to

the middle or the upper class. I discuss these three possible reasons for lottery playing

and stock trading:

We think we're above average. According to a 2001 survey of individual investors,

the investors expected the stock market to provide a mean 10.3 percent return

over the following 12 months, but they expected their own portfolios to provide a

mean return of 11.7 percent. In other words, investors expected, on average, to be

above average. The unrealistic optimism that people display in the lottery and

trading arenas is similar to the unrealistic optimism they display in other arenas.

People expect higher-than-average satisfaction in their first jobs, higher-than-

average salaries, and a higher-than-average likelihood of having gifted children.

We like to play. Lottery playing and stock trading allow players or traders to find

“flow experiences.” Flow comes when high challenge meets high skill. It is the

experience of an athlete “in the zone,” a slot machine player pulling the lever, or a

day trader enthralled by the flickering colors of the monitor.

We have aspirations. Some people who aspire to be millionaires can expect to

reach their aspirations through steady contributions to IRAs and 401(k) accounts.

For others, stock trading and lottery playing offer the only paths up. For example,

“Betting on the Market,” a PBS Frontline program of 1997, showed a young couple

who traded frequently and watched CNBC constantly: “This is our dream house . .

.,” the wife says while pointing to blueprints of a fancy house. “We look at it when
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we are off to work in the morning and when we come home tired. . . . Isn't it

beautiful?”

The insurance–lottery framework is a keystone in behavioral portfolio theory. In the

simple version of the theory, people have two goals—a “downside protection” goal and

an “upside potential” goal. The prototypical purchase for downside protection is an

equity participation note, which ensures that investors will at least get their money

back. The prototypical purchase for upside potential is a lottery ticket. Lottery buyers

are likely to lose their money, but they have a chance to obtain even multimillion dollar

levels of upside.
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https://www.tandfonline.com/servlet/linkout?url=https%3A%2F%2Fdx.doi.org%2F10.2469%252Ffaj.v56.n1.2326&type=Scholix
https://www.tandfonline.com/servlet/linkout?url=https%3A%2F%2Fdx.doi.org%2F10.1037%252F0022-3514.32.2.311&type=Scholix
https://www.tandfonline.com/servlet/linkout?url=https%3A%2F%2Fdx.doi.org%2F10.1037%252F0022-3514.70.1.17&type=Scholix
https://www.tandfonline.com/servlet/linkout?url=https%3A%2F%2Fdx.doi.org%2F10.1016%252F0022-0531%252882%252990046-1&type=Scholix
https://www.tandfonline.com/servlet/linkout?url=https%3A%2F%2Fdx.doi.org%2F10.7551%252Fmitpress%252F2958.001.0001&type=Scholix
https://www.tandfonline.com/servlet/linkout?url=https%3A%2F%2Fdx.doi.org%2F10.1007%252Fbf00114154&type=Scholix
https://www.tandfonline.com/servlet/linkout?url=https%3A%2F%2Fdx.doi.org%2F10.2469%252Ffaj.v51.n1.1862&type=Scholix
https://www.tandfonline.com/servlet/linkout?url=https%3A%2F%2Fdx.doi.org%2F10.1016%252Fb978-075065486-9.50001-x&type=Scholix
https://www.tandfonline.com/servlet/linkout?url=https%3A%2F%2Fdx.doi.org%2F10.2307%252F2328481&type=Scholix


Source: The Journal of Finance

The Utility Analysis of Choices Involving Risk

Source: Journal of Political Economy

Prospect Theory. An Analysis of Decision Making Under Risk

Source: Unknown Repository

Continuous Auctions and Insider Trading

Source: Econometrica

The Pre-Outcome Period and the Utility of Gambling

Source: Unknown Repository

Illusion and well-being: A social psychological perspective on mental health.

Source: Psychological Bulletin

The Disposition to Sell Winners Too Early and Ride Losers Too Long: Theory and

Evidence

Source: The Journal of Finance

Positive Illusions and Forecasting Errors in Mutual Fund Investment Decisions

Source: Unknown Repository

A Theory of Trading in Stock Index Futures

Source: Review of Financial Studies

Trading is Hazardous to Your Wealth: The Common Stock Investment Performance of

Individual Investors

Source: SSRN Electronic Journal

The “two beta” trap

Source: The Journal of Portfolio Management

Prospect Theory: An Analysis of Decision under Risk

Source: Econometrica

The Utility of Wealth

Source: Journal of Political Economy

Behavioral Portfolio Theory

Source: Journal of Financial and Quantitative Analysis

COGNITIVE DISSONANCE AND MUTUAL FUND INVESTORS

Source: The Journal of Financial Research

Views of Financial Economists on the Equity Premium and on Professional

Controversies

Source: The Journal of Business

 

Linking provided by  

https://www.tandfonline.com/servlet/linkout?url=https%3A%2F%2Fdx.doi.org%2F10.1086%252F256692&type=Scholix
https://www.tandfonline.com/servlet/linkout?url=https%3A%2F%2Fdx.doi.org%2F10.21236%252Fada045771&type=Scholix
https://www.tandfonline.com/servlet/linkout?url=https%3A%2F%2Fdx.doi.org%2F10.2307%252F1913210&type=Scholix
https://www.tandfonline.com/servlet/linkout?url=https%3A%2F%2Fdx.doi.org%2F10.1007%252F978-94-017-1590-4_9&type=Scholix
https://www.tandfonline.com/servlet/linkout?url=https%3A%2F%2Fdx.doi.org%2F10.1037%252F%252F0033-2909.103.2.193&type=Scholix
https://www.tandfonline.com/servlet/linkout?url=https%3A%2F%2Fdx.doi.org%2F10.1111%252Fj.1540-6261.1985.tb05002.x&type=Scholix
https://www.tandfonline.com/servlet/linkout?url=https%3A%2F%2Fdx.doi.org%2F10.31234%252Fosf.io%252F8f2rh&type=Scholix
https://www.tandfonline.com/servlet/linkout?url=https%3A%2F%2Fdx.doi.org%2F10.1093%252Frfs%252F4.1.17&type=Scholix
https://www.tandfonline.com/servlet/linkout?url=https%3A%2F%2Fdx.doi.org%2F10.2139%252Fssrn.219228&type=Scholix
https://www.tandfonline.com/servlet/linkout?url=https%3A%2F%2Fdx.doi.org%2F10.3905%252Fjpm.1984.408976&type=Scholix
https://www.tandfonline.com/servlet/linkout?url=https%3A%2F%2Fdx.doi.org%2F10.2307%252F1914185&type=Scholix
https://www.tandfonline.com/servlet/linkout?url=https%3A%2F%2Fdx.doi.org%2F10.1086%252F257177&type=Scholix
https://www.tandfonline.com/servlet/linkout?url=https%3A%2F%2Fdx.doi.org%2F10.2307%252F2676187&type=Scholix
https://www.tandfonline.com/servlet/linkout?url=https%3A%2F%2Fdx.doi.org%2F10.1111%252Fj.1475-6803.1997.tb00241.x&type=Scholix
https://www.tandfonline.com/servlet/linkout?url=https%3A%2F%2Fdx.doi.org%2F10.1086%252F209653&type=Scholix
https://scholexplorer.openaire.eu/


Related research 

Recommended articles Cited by 

79

People also read

https://www.tandfonline.com/action/clickThrough?id=112808&url=https%3A%2F%2Frpc.cfainstitute.org%2Fresearch%2Fcelebrating-research-excellence%2F80-years-financial-analysts-journal-anniversary&loc=%2Fdoi%2Fabs%2F10.2469%2Ffaj.v58.n1.2506&pubId=52528031&placeholderId=101378&productId=107039


Information for

Authors

R&D professionals

Editors

Librarians

Societies

Open access

Overview

Open journals

Open Select

Dove Medical Press

F1000Research

Opportunities

Reprints and e-prints

Advertising solutions

Accelerated publication

Corporate access solutions

Help and information

Help and contact

Newsroom

All journals

Books

 Sign me up

 

 

Keep up to date

Register to receive personalised research and resources

by email

Copyright © 2025 Informa UK Limited Privacy policy Cookies Terms & conditions

Accessibility

Registered in England & Wales No. 01072954 

5 Howick Place | London | SW1P 1WG

https://authorservices.taylorandfrancis.com/
https://taylorandfrancis.com/who-we-serve/industry-government/business/
https://editorresources.taylorandfrancis.com/
https://www.tandfonline.com/page/librarians
https://www.tandfonline.com/societies
https://www.tandfonline.com/openaccess
https://www.tandfonline.com/openaccess/openjournals
https://www.tandfonline.com/openaccess/openselect
https://www.tandfonline.com/openaccess/dove
https://www.tandfonline.com/openaccess/f1000
https://taylorandfrancis.com/who-we-serve/industry-government/marketing/
https://taylorandfrancis.com/partnership/commercial/advertising-solutions/
https://taylorandfrancis.com/partnership/commercial/accelerated-publication/
https://taylorandfrancis.com/who-we-serve/industry-government/business/purchasing-options/
https://help.tandfonline.com/
https://newsroom.taylorandfrancisgroup.com/
https://www.tandfonline.com/journals?&pageSize=3000
https://www.routledge.com/
https://taylorandfrancis.formstack.com/forms/tfoguest_signup
http://facebook.com/TaylorandFrancisGroup
https://twitter.com/tandfonline
http://linkedin.com/company/taylor-&-francis-group
https://www.youtube.com/user/TaylorandFrancis
http://www.weibo.com/tandfchina
https://bsky.app/profile/tandfresearch.bsky.social
https://www.informa.com/
https://informa.com/privacy-policy/
https://privacy.informa.com/trackers/en/
https://www.tandfonline.com/terms-and-conditions
https://www.tandfonline.com/accessibility
http://taylorandfrancis.com/

