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1. [(20 points) Nonstandard decision making]

1.1 [(10 points) Heuristics and flood insurance] Some empirical evidences

found that, after a recent major flood, there was an increase in flood insurance

purchase. How can “heuristics” help explain this empirical evidence ? Give

brief explanation to support your answer.
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1. [(20 points) Nonstandard decision making] ‘
1.1 [(10 points) Heuristics and flood insurance| Sofhe empirical evidences
found that, after a recent major flood, there was an increase in flood insurance

purchase. How can “heuristics” help explain this empirical evidence ? Give

brief explanation to support your answer.
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1.2 [(10 poi . . , O
' points) Framing effect and Risk communication] Imagine that
Thailand is preparing for the outbreak of an unusual airborne disease, which is

expected to kill 600 people. Two alternative programs to combat the disease

have been proposed. Assume that the exact scientific estimates Of the

consequences of the programs are as follows:

If Program A is adopted, 200 people will be saved.
If Program B is adopted, there is a 50% probability that 600

saved and a 50% probability that no people will be saved.

people will be

1.2.1 (2 points) Which program has higher expected value of number of people

saved?
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1.2.2 (8 points) Based on the shape of value function of Prospect theory, how

would you present the scientific estimates of the consequences of the programs

to the public, so that the program with higher expected value is chosen? Provide
brief explanation to support your answer.
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2.1) (5 points) Given wealth w and housing price p, derive the condition under

which sellers who were endowed with a house will be willing to sell the house.
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2.2) (5 points) Given wealth w and housing price p, derive the condition under

which buyers who were not endowed with a house will be willing to buy a

house.
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2.3) (5 points) Since house sellers might be attached to their houses to some

extent, what must the restriction on the value of A be, to ensure that there is loss

aversion? What is the reason for such restriction?
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2.4) (5 points) How does loss aversion help explain the illiquidity of property
transaction?
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2.5) (5 points) In a 81tuat10n in which there 1s(bubble in housing market,

properties becoma more lm compared to the normal situation with no

bubble. How can the restnctlon on the value of A be changed, so that we can
still use this model to help explain the liquidity in housing transactions? Give a
brief explanation to support your answer.

In 2.4), we cliscossed how loss owersion -€. ?\71 em'qm
\\]\qu.d -'\1 of propertdy Yropsoetion. ’\JOW the houslv\a marﬁe)L yewmes
Mo e }:qu,(i H lmphes the | ’}’MnsochnonS ore_ecsier Y0 Gecpr
Rerall Hhat G ernSac%aﬂ will ocevr if WTA<WT|7 This situgtion
rmpl;es ﬁlc{' H'Iért are VLWo wss,bb\? cgses: ) WTA ) ower ‘H\an Lefore
0 i) WTP s higher then before. Note thal & con be alevlld 5
or by wri”an Qs v%{w‘:_? the mtic between w'\lumms \(0 o\CcP,mL
odl. willina pess lo Luu Whre ther one_case occurs or both of thew
0CLUL a‘l‘ Prve Somg lv.\me,, Hﬁfl ratio wr” be “owfl Jinee H"t' relo
'S [ower A wil O\ISO he [ower Lowu A |V)W"€s lower loss owtrsion
owwot ;\ence hCrease ‘aau: w in “M houma Ma(kd‘




Qg‘ [(20 points) The purchase of lottery ticket and insurance policy] @

3.1) Can expected utility theory help explain why an individual buys botha

lottery ticket and an insurance policy? Provide explanation to support your
answer. |
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3.2) Can Prospect theory help explain why an_individuél buys both a lottery

ticket and an insurance policy? Provide explanation to support your answer.

On the fonlioy , vhe Prory of | iiﬂ?(‘:ﬁ«! Caw Exploiv) his phevomeny I/

reary com be reaiogyaled alo Two poarls — vatlue fonction and probability

werobitivig. Forthe evoluahon of fhre valve, people by ch-overre tvew ooy ,] 5/
J r T 7

gl risk-loyag buer 7. Howeyer, W {‘we’ coge thol fhe inciden hoy Jow
troe probubilihy ,_poople deudl fo oveywergh Yair probubiity For ecowple,
ppo!?.‘c e fov 00 1n low -octvronce Winn g the it ev Y. while feay s
loss v toe bytl evont Haat Vovrov’_LWwW'd —{ly lauymy an 1w vice policy
Tng westins Houl v Joww-probobility evenls e overwergliting of prdosbil
W\O:A’ﬂ?’i'i/p yan:fl"ff oulfwvee o differente  Fisk Profo yéw(efm, .Ma iV'rIO';l.}fj
Thu, posple o act Ve botts yvisl -aveire ang yysh-hving.




4-1) (7 points) Assume 8 = ~ and future health benefit h = 10, if Eddie decides I

Wwhen to work out by thinking like a Naif, when does Eddie work out? That i, /V"\/
what is 7,,5;-? —

Hint: Fill in the following table.

T=1 T=2 =3
N Ph-PP.h 4 4{—
Att=1: Ul(x h-u P‘i P 4
_ L -~ C/\'l)a___
Att=2: U%(1) PR Py

W 2 Wfd
= . s ﬂh' &l'l)., %_‘Q‘/
Att=3: U3(7) B,

On day 1, write out Ul(z = 1), Ul(z = 2), U'(t = 3) and compare.
On day 2, write out U?(t = 2), U?(7 = 3) and compare.
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4.2) (7 points) Assume 8 = -i- and future health benefit h = 10, if Eddie decides q-

when to work out by thinking like a sophisticate, when does Eddie work out?

That is, what is Tsophisticate?

Hint: Write out game tree, and figure out what Eddie would decide if Eddie was

at day 2. Incorporate Eddie’s day-2 behavior into his day-1 decision.
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4.3) (5 points) Does sophistication help with procrastination in this case?

Provide brief intuition why it helps or why it doesn’t help. 5_
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4.4) (11 points) Now, let’s consider the case when Eddie is a partial naivete
with (8, B, 8) preferences. Let § = 1, ==, f = =. That is, Eddie gives weight 7 )
equal to 25% for his future payoff, for his current decision. But, he thinks that

he will weigh his payoff at s of the actual payoff for his decisions in the
future. 51,

4.4.1) On day 1, what is his belief about day-2 behavior?
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4.4.2) What is his day-1 preferences?
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4.4.3) On day 1, when does he plan to do the task?
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4.4.4) When does he actually work out?
t 2
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4.4.5) Briefly explain the time inconsistency problem found in this case.
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4.5) (5 points) If there happens to have a new health policy which tries to
provide information on health benefit of exercising. This policy changes future 5'

health benefit h that Eddie uses when he is trying to decide when to work out. S
Will this policy change Eddie’s behaviors ?

Hint: Write out all payoffs as function of h.
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