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UNIVERSITY OF OSLO 

DEPARTMENT OF ECONOMICS 

 
Exam: ECON4260 – Behavioral Economics 

 

Date of exam: Tuesday, May 14, 2013  Grades are given: June 6, 2013 

 

Time for exam: 2:30 p.m. – 5:30 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. 

 

 

Please do not forget the periodic course evaluation for 

ECON4260, which you will find on the website for the course. 

The deadline is June 6. 
 

Problem 1 (counts 10%) 

Rabin’s theorem shows that if a person is risk averse in a small gamble, then it follows as a 

logical consequence that the person is extremely risk averse in large gambles – provided that 

some additional assumptions are satisfied. (For concreteness, think of a small gamble as one 

where potential gains and losses are less than 100 kroner, while in a large gamble the potential 

gains can be in millions of kroner.)  

 

What are the additional assumptions that must be satisfied for Rabin’s theorem to hold? 

 

Problem 2 (counts 20%) 

Consider the following choices.  

 

Choice 1: You first get 400 kroner, and then you have to choose between  

A: Losing 500 kroner or winning 500 kroner with equal probability.  

B: Losing 100 kroner with 100% probability. 

 

Choice 2:  You have to pay 100 kroner, and then you get to choose between  

C: Winning 1000 kroner or 0 kroner with equal probability.  

D: Winning 400 kroner with 100% probability. 

 

Consider Ann’s and Ola’s preferences in these two choices.  

a) Ann maximizes expected utility. She prefers B over A in Choice 1. What are her 

preferences in Choice 2?  
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Now consider Ola, who behaves in accordance with prospect theory with decision weights

( )p p  and value function  
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b) What are Ola’s preferences in the two choices? 

 

Problem 3 (counts 35%) 

Present-biasedness is one way of representing a person with self-control problems. A 

particular way of modeling such present-biasedness is to assume that she has (, )-

preferences. 

(a) Explain what is meant by (, )-preferences, and how it departs from intertemporal 

preferences with exponential discounting. Why does (, )-preferences lead to 

problems of time-inconsistency? 

(b) Explain what is meant by naïve and sophisticated behavior when preferences are time-

inconsistent. Explain why a sophisticated person with (, )-preferences may be 

willing to pay for restricting future choices or changing future relative prices, while a 

naïve person with (, )-preferences will not. 

Consider the problem of choosing a membership plan for a health club. Each visit to the 

health club generates a future benefit, but carries an immediate cost. The health club offers a 

choice between either paying a monthly membership fee allowing free usage or paying a per-

visit price.  

(c) Explain why a naïve person with (, )-preferences may accept paying the monthly 

membership fee, even though the average cost per actual visit turns out to exceed the 

per-visit price. 

(d) Explain why also a sophisticated person with (, )-preferences may accept paying the 

monthly membership fee, even though the average cost per actual visit turns out to 

exceed the per-visit price. 

The dual-self model, in which a long-term planner attempts to control at a cost a series of 

short-term doers, is an alternative way of representing a person with self-control problems. 

(e) Will a person that makes decisions as modeled by the dual-self model accept paying 

the monthly membership fee, even though the average cost per actual visit turns out to 

exceed the per-visit price? 

(f) Observed behavior shows that consumers accept paying the monthly membership fee, 

even though the average cost per actual visit turns out to exceed the per-visit price. 

However, some consumers continue to pay the membership fee for several months 

after their last actual visit to the health club. Are any of the models above (present-

biasedness with naïve behavior, present-biasedness with sophisticated behavior, a 
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long-term planner controlling a series of short-term doers) consistent with such 

behavior? 

 

Problem 4 (counts 35 %) 

(a) What is a convention? Explain. Give at least one example, and explain why you 

believe the example fits your definition. 

 

(b) What is the difference between a convention and a social norm? Discuss. Do you think 

the example of a convention you provided in 4a) could be considered a social norm? 

Why/why not?  

 

Consider a large society with N members. Let H be the quality of society’s health care 

system, which is a public good. Assume that H is determined by  
 

  ∑  

 

   

 

 

where j = 1, …, N, and tj is person j’s tax payment.  

 

Assume that for every tax payer i there are only two alternatives for tax payment: Either ti=1 

(i is a tax payer), or ti = 0 (i is a tax evader). The tax authorities in this society are unable to 

verify whether a given individual has paid her taxes, and consequently, tax evaders need not 

fear legal punishment.  

Every member of society has an identical exogenous income, Y. Person i’s budget constraint 

is given by 

 

        

 

where xi denotes person i’s  consumption of private goods. 

Assume that the behavior of Anna, a member of this society, is determined by maximization 

of the following utility function: 

 

    (  )   ( ) 
 

where UA is Anna’s utility, and u and v are increasing and concave functions.  

 

(c) Discuss whether you find it reasonable to call Anna an altruist.  

(d) Assume that Anna does not think her behavior will influence the behavior of others. 

Demonstrate under what conditions Anna will choose to pay her tax, and provide an 

intuitive explanation for your result.  
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Consider the same society as described above, but assume now (contrary to the assumption 

made about Anna above) that every member i of society maximizes a utility function of the 

following type: 

 

    (  )   ( )     
 

where Ui is i’s utility, u and v are increasing and concave functions, and si is social approval 

to i from others. Social approval to i is given by 

 

        
 

where K>0, and a = the share of tax payers in society, where 0 ≤ a ≤ 1. 

Assume that every i considers others’ behavior as exogenous (not affected by i’s choices). 

Under what conditions will everyone in this society pay their taxes, even though there is no 

legal punishment for tax evasion?  

 

 


