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UNIVERSITY OF OSLO 

DEPARTMENT OF ECONOMICS 

 
Exam: ECON4260 – Behavioral Economics 

 

Date of exam: Friday November 21, 2014  Grades are given: December 12, 2014 

 

Time for exam: 09:00 a.m. – 12:00 noon 

 

The problem set covers 3 pages 

 

Resources allowed: 

 No resources allowed (except if you have been granted use of a dictionary from the 

Faculty of Social Sciences) 

 

The grades given: A-F, with A as the best and E as the weakest passing grade.  F is fail. 

 

 

Problem 1 (weight 1/6, each part counts equally) 

Suppose you randomly hand out an item, such as a chocolate bar, to half the subjects in a 

large group. You then allow the subjects to trade the item. I.e., the ones who own the item can 

sell theirs, and the ones who do not own one can buy from the others. The items can be sold at 

any price the buyer and the seller agree upon, irrespective of the price in the shop.  

 

a) Explain why, in the absence of transaction cost, we would expect about half the items 

to change hands. 

Typically, when the experiment is conducted in the lab it is observed that less than half the 

items change hands.  

 

b) How can you explain this observation by loss aversion? 

c) Can you think of other explanations, not related to loss aversion? 

 

Problem 2 (weight 1/6, each part counts equally) 

In a well-known article, Tversky and Kahneman find that many subjects prefer Lottery A: 

3000 for sure, over Lottery B: 4000 with 80% probability and otherwise 0. At the same time 

they prefer Lottery D: 4000 with 20% probability and otherwise 0, over lottery C: 3000 with 

25% probability and otherwise 0. (All amounts are in Israeli shekels.) 

 

a) Explain why these preferences are inconsistent with expected utility theory. 

b) What element of Prospect Theory can explain this observation? Do you need loss 

aversion to explain the observation?  
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Problem 3 (weight 1/3, each part counts equally) 

Anne is a decision-maker with present-biased preferences. In particular, assume for part (a)-

(c) that she has (, )-preferences. 

 

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

preferences with exponential discounting. 

 

(b) Suppose first that Anne is indifferent at time 1 between the following three utility 

streams: 

Stream A: (u1, u2, u3)  (1, 0, 0) 

Stream B: (u1, u2, u3)  (0, 2, 0) 

Stream C: (u1, u2, u3)  (0, 0, 3) 

 

Compute  and . If Anne does not choose stream A, and can reconsider her choice 

between streams B and C at time 2, what will she prefer? Why is the preference 

between streams B and C strict at time 2, even though they are equally good at time 1 

and the utility in period 1 is the same in both streams? 

 

Assume for the rest of the problem that Anne can complete a task on any of the next three 3 

days. Completing the task requires Anne to incur an immediate cost, where 3 is the cost if she 

completes the task on day 1, the cost is 5 if she completes the task on day 2, and the cost is 8 

if she completes the task on day 3. All the costs are measured in terms of utility so that the 

three alternatives are: 

Doing the task at time 1: (u1, u2, u3)  (3, 0, 0) 

Doing the task at time 2: (u1, u2, u3)  (0, 5, 0) 

Doing the task at time 3: (u1, u2, u3)  (0, 0, 8) 

 

(c) Assume that   ½ and    1. What are Anne’s preferences among the three 

alternatives at time 1? What is Anne’s preference between doing the task at time 2 and 

doing the task at time 3 if she has not done the task at time 1? When will she do the 

task if she is naïve? When will she do the task if she is sophisticated? 

 

(d) What is the dual-self model? Assume now that Anne does not discount the future, but 

has a cost of self-control that is   times the difference between actual utility and the 

highest possible utility. Assume that   1, and that Anne has no control cost at time 3 

if the task has not been done before, as the task must be performed then. When will 

Anne do the task? When will Anne do the task if she has not done the task at time 1? 

 

Problem 4 (weight 1/3, each part counts equally) 

(a) What is an ultimatum game? Explain.  

(b) If each participant in an ultimatum game cares only about his or her own material self-

interest, what outcome(s) would you predict? Why? Assume that preferences are 

common knowledge. 

(c) When ultimatum games are being played in the laboratory, how do the results 

typically conform to your answer to question (b) above? Do results depend on the size 

of the stakes (the sum to be shared)? Do results differ between cultures, and if so, can 

you give an example of how?   
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Consider a two-person, one-shot, fully anonymous ultimatum game. Assume that the proposer 

is inequity averse according to the Fehr-Schmidt inequity aversion model, while the responder 

cares only about his own material payoff. Assume that the proposer’s aversion for 

advantageous inequity, the β parameter in the Fehr-Schmidt model, is smaller than 0.5. 

Preferences are common knowledge.  

 

(d) What outcome of this game would you predict? Why?  

 

Next, consider the following binary ultimatum game (two-person, one-shot, fully 

anonymous): The proposer gets 100 kr, and can choose between alternatives A and B. In 

alternative A, he keeps 80 kr for himself. In alternative B, he keeps b kr for himself. All 

information is common knowledge. 

There are two treatments. In Treatment 1, b = 50. In Treatment 2, b = 20.  

The experimental results show the following: If the proposer chooses alternative A, 

responders are more likely to reject in Treatment 1 than in Treatment 2.  

 

(e) Can this pattern of responder behavior be explained by inequity aversion? Why/why 

not? Can you suggest another explanation for this pattern of responder behavior? (A 

brief, intuitive explanation is sufficient).  

 

 

 


