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DEPARTMENT OF ECONOMICS 

 
Exam: ECON4260 – Behavioral Economics 
 
Date of exam: Monday, December 4, 2006 Grades will be given: January 3, 2007 
 
Time for exam: 02:30 p.m. – 05:30 p.m. 
 
The problem set covers 4 pages 
 
Resources allowed: 
• No resources allowed 
 
The grades given: A-F, with A as the best and E as the weakest passing grade.  F is fail. 
 
 
 
The exam consists of seven problems. They count as indicated. Start by reading through the 
whole exam, and make sure that you allocate time to answering questions you find easy. You 
can get a good grade even if there are problems or parts of problems that you do not have time 
to solve. 
 
Problem 1 (Counts 10%) 
Rabin’s theorem discusses the implication of expected utility theory when the theory is used 
to explain risk aversion in small gambles, like when an individual turns down the lottery 

(−100, ½; 200, ½). 
 Rabin shows that expected utility theory in this case has some unreasonable implications. 
What are these unreasonable implications?  (No calculation is required to answer the 
question.) 
 
Problem 2 (Counts 5%) 
Consider the following anecdote (from Richard Thaler): 
 

Mr. R bought a case of good wine in the late 50s for about $5 a bottle. A few years 
later his wine merchant offered to buy the wine back for $100 a bottle. He refused, 
although he never paid more than $35 for a bottle of wine. 
 

Briefly explain how this anecdote relates to the endowment effect discussed in class. 
 
Problem 3 (Counts 20 %) 

(a) What are the main differences between prospect theory and expected utility theory?  
 
Consider the following choice: 
  

Option A: ($100, ½ ; $0, ½)       vs.       Option B: ($300, 1/3 ; −$60, 2/3) 
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(b) Miguel evaluates gambles according to prospect theory with probability-weighing 

function π(p) and value function v(x). Provide an inequality that describes when 
Miguel will choose Option A over Option B. 

 
(c) Suppose that Miguel’s specific probability-weighing function is π(p) = p and that his 

specific value function is  
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For what λ will Miguel choose Option A over Option B? 
 
Problem 4 (Counts 7.5%) 
Suppose that Alice has the following indifference points: 
 

$70 now ∼ $100 in one month 
$40 now ∼ $100 in two months 

 
(a) Is this evidence consistent with exponential discounting? 

 
(b) Is this evidence consistent with hyperbolic discounting? 

 
Problem 5 (Counts 7.5%) 
Consider three types: standard exponential discounters, naive hyperbolic discounters, and 
sophisticated hyperbolic discounters. For each of the statements below, for which of these 
types is the statement true? No explanations required. 
 

(a) Plans made in period t correspond to the future behavior that they desire in period t. 
 

(b) They never deviate from their plans. 
 
Problem 6 (Counts 15%) 
Bob must do an activity on one of Monday, Tuesday, Wednesday, or Thursday. Bob is a 
hyperbolic discounter with (β, δ)-preferences. Depending on the perspective, he ranks the 
alternatives as follows: 
 
On Sunday (and at earlier times) Bob ranks the alternatives as follows: 

(Thursday)  (Wednesday)  (Monday)  (Tuesday) 
 
On Monday, Bob ranks the alternatives as follows: 

(Thursday)  (Wednesday)  (Monday)  (Tuesday) 
 
On Tuesday, Bob ranks the alternatives as follows: 

(Tuesday)  (Thursday)  (Wednesday) 
 
On Wednesday, Bob ranks the alternatives as follows: 
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(Wednesday)  (Thursday) 
 

(a) Is this activity a burdensome activity or a pleasurable activity? Briefly explain. 
 

(b) If Bob is naive, when will he do the activity? Briefly explain. 
 

(c) If Bob is sophisticated, when will he do the activity? Briefly explain. 
 

(d) In this instance, which generates a larger welfare loss, sophistication or naiveté? 
Briefly explain. 

 
Problem 7 (Counts 35%) 
Consider the following game: 
 
 

0, 0 6, −1 Defect 

−1, 6 5, 5 Cooperate 

Defect Cooperate  
 
 
 
 
 
 
 
 
 
The first number in each cell shows the material payoff to the row player, A. The second 
number in each cell shows the material payoff of the column player, B.  
 
Think of A and B as two farmers whose farms are located side by side in a swamp area. If the 
farmers drain the swamp, production will increase in both farms. Assume that drainage is a 
public good for the two farmers, in the sense that the effect of drainage on production will 
always be the same for both farmers, regardless of whether it is A or B who does the drainage 
work.  
 
Assume that the farmers have made an agreement to drain the swamp, implying that each 
farmer should do a certain amount of drainage work on his own land. In the game to be 
considered, both farmers consider whether to keep their part of the agreement (cooperate) or 
to break their promise (defect). If both cooperate, both must cover their own drainage cost, 
but agricultural production will increase in both farms. The resulting net material payoff will 
be 5 for each farmer. If both defect, there is no drainage cost, but agricultural production will 
be poor, leading to a material payoff for each of 0. If farmer i cooperates, while farmer j 
defects, only farmer i pays the drainage cost, while production for both increase somewhat. 
We assume that the material payoff to i is then –1, while the material payoff to j is 6.  
 
Is it possible (and if so, why) that cooperation by both farmers is a Nash equilibrium in total 
utilities (material plus psychological benefits), if … 
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(a) … each farmer cares only about his own material payoff?     
 

(b) … each farmer’s preferences can be described by the inequity aversion model 
proposed by Fehr and Schmidt (1999)? 

 
(c) … each farmer has reciprocal preferences, in the sense that he prefers to repay 

kindness with kindness and unkindness with unkindness? 
 

(d) … each farmer’s preferences are impurely altruistic, in the sense that each farmer gets 
a psychological benefit of 2 from his own contribution to the public good (that is, from 
paying his drainage cost)?   
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