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Abstract

We study the optimal perception of probabilities and rewards by an agent who faces
noise in processing information. The optimal patterns share key features with
prospect theory, namely, overweighting of small probability events (and
corresponding underweighting of high probability events), and loss aversion. These
apparent biases arise from correctly conditioning on whether processing errors may
be pivotal for the decision at hand. Our results are based on effect akin to
accounting for the winner's curse in common value auctions.
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