
Problem 3 (counts 35%).  

Consider the following binary version of the two-person ultimatum game:  

The Proposer receives 100 NOK. The Proposer’s task is to suggest how to split the 100 NOK between 

herself and the other player, the Responder. The only alternatives available to the Proposer are the 

following: either an 80-20 split, or a 20-80 split. The Responder knows this. The game is played 

anonymously, and is one-shot.  

3 a. (5%) If both players have narrowly self-interested preferences, and this is common knowledge, 

how would you expect each player to behave? Why?  

The Responder will accept anything strictly positive. Knowing this, the Proposer will propose as little 

as possible, and the Responder will accept whatever he gets.  

In this version of the game, the lowest possible offer is 20 (so the responder will never reject). The 

Proposer will thus propose 20, keeping 80, and the Responder will accept.  

 

In the two-player inequality aversion model of Fehr and Schmidt (1999), the preferences of player i 

can be specified as follows: 

𝑈𝑖 = 𝑥𝑖 − 𝛽𝑖(𝑥𝑖 − 𝑥𝑗) if 𝑥𝑖 > 𝑥𝑗 

𝑈𝑖 = 𝑥𝑖 − 𝛼𝑖(𝑥𝑗 − 𝑥𝑖)  if 𝑥𝑗 ≤ 𝑥𝑗, 

where i≠j, βi ≤ αi, 0 ≤ βi < 1.  

3 b. (10%) Assume now that the Responder in the binary ultimatum game described above has 

inequality averse preferences according to the model of Fehr and Schmidt (1999), with α=2 and 

β=0.1. What would you expect to be the Responder’s strategy in this game?  

First, note that the Responder’s utility by rejecting is always  𝑈𝑅 = 0.  

If the Responder is offered 80 (leaving 20 to the proposer), the Responder’s utility by accepting is  

𝑈𝑅 = 80 − 0.1(80 − 20) = 80 − 6 = 74 > 0. Thus, the Responder will accept an offer of 80. 

If the Responder is offered 20 (leaving 80 to the proposer), 

𝑈𝑅 = 20 − 2(80 − 20) = 20 − 120 = − 100 < 0.  

Thus, the Responder will reject an offer of 20. 

3 c. (10%) Assume now that the Proposer in the binary ultimatum game described above also has 

inequality averse preferences according to the model of Fehr and Schmidt (1999), with α=2 and 

β=0.1. The Proposer knows that the Responder has similar preferences. What would you expect to be 

the Proposer’s strategy in this game? What is your prediction of the two players’ earnings in this 

game? 



The Proposer knows that the Responder will reject an offer of 20. Given this, the Proposer’s choice is 

between offering 80 and getting 20 NOK (which involves disadvantageous inequality), or offering 20 

and getting 0 (with no inequality, but also no income).  

Which does the Proposer prefer? In fact, this calculation is similar to the latter one for the Responder 

above: Since the Proposer knows that an offer of 20 will be rejected, then if she chooses to offer 20, 

her utility is 𝑈𝑃 = 0. If she chooses to offer 80, the Proposer’s utility is  

𝑈𝑃 = 20 − 2(80 − 20) = 20 − 120 = −100 < 0.  

Hence, the Proposer prefers to propose 20, even though he knows that he will be rejected. 

Consequently, the Proposer proposes 20, the Responder rejects, and each earns 0.  

3 d. (10%) In lab experiments, researchers have found that when the Proposer can only choose 

between a 20-80 percent split and an 80-20 percent split in a binary ultimatum game, more than 70 

percent of Responders accept an offer of 20 percent. Is this in line with your predictions in 3b) 

above? Can you think of another assumption about players’ preferences (apart from narrow self-

interest and the Fehr & Schmidt inequality aversion model) that you think might plausibly explain 

Responder behavior in binary ultimatum games? Discuss. (Verbal discussion is sufficient; you do not 

have to demonstrate the predictions of an alternative model formally.)   

Since more than 70% of Responders accepted, this is at odds with the predictions in 3b that the 20% 

offer is rejected.  

The FS inequality aversion model is outcome-oriented, implying that players do not care about the 

others’ intentions. This means that a player’s unchosen alternatives do not matter.  

If players have reciprocal preferences, this may matter. Reciprocal preferences are often defined as 

the preference to repay kind intentions by kind actions and mean intentions by mean actions. A 

Reciprocal responder may not necessarily be concerned about inequality as such, but rather about 

being fairly treated (or not being treated in a mean way).  What is “kind” and “mean” may depend on 

the players’ alternatives, including unchosen ones. (In Rabin’s (1993) model of reciprocity, for 

example, kindness is determined by the material payoff the other could have secured to you and the 

payoff she did secure to you; note, however, that this model is based on a normal form game, not 

explicitly accounting for the sequential nature of the game).  

A reciprocal Responder may think that a Proposer offering 20% was not trying to be mean if her only 

alternative was equally unfair (although favoring the other player).  In fact, Falk, Fehr, and 

Fischbacher 2003 (On the Nature of Fair Behavior, Ec. Inquiry 41(1), 20-26 – students are not 

expected to remember this citation) finds that contrary to the predictions of the inequality aversion 

model, Responder behaviour in binary ultimatum games varies strongly with the Proposer’s 

unchosen alternative. 


