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Chapter 17

1. The television game show Let’s Make a Deal provides a well-known example of the difficulties in assessing probabilities accurately. At the end of the show, the host, Monty Hall, asks the contestant to choose one of three curtains. Behind each curtain is one of three possible prizes: a car, a nice but less expensive item, or a worthless joke item. Suppose that Celine picks curtain 1. The host, who knows what is behind the curtains, opens a different one, say, curtain 3, which has a pen filled with bunny rabbits—the joke prize. The host then offers Celine the opportunity to switch her choice to curtain 2. If Celine would prefer the car over any other prize, should she switch? Does her probability of winning the car change if she switches to curtain 2?

2. Corey and Trevor are playing a coin-tossing game where each player, in turn, tosses a fair coin 10 times consecutively. The winner of the game is the player who tosses the most consecutive tails. Corey decides to go first and tosses tails five times in a row. Explain how the gambler’s fallacy can affect Corey’s assessment of the probability that he will toss tails on his sixth toss.

3. Kyrie and Stan are playing a coin-tossing game where each player, in turn, tosses a fair coin 10 times consecutively. The winner of the game is the player who tosses the most consecutive tails. Kyrie decides to go first and tosses tails five times in a row. Explain how the hot-hand fallacy can affect Kyrie’s assessment of the probability that he will toss tails on his sixth toss.

4. Cilus and Roseanne are playing an ultimatum game where Cilus is given $50 and asked to propose a way of splitting it with Roseanne. When Roseanne learns Cilus’s proposal, she chooses whether to accept or reject the split. If Roseanne accepts the split, both players receive the money according to Cilus’s split proposal. If Roseanne rejects the split, both players receive nothing. This game will be played only once, so Cilus does not have to worry about reciprocity when making his choice. Assume that split proposals can be made only in increments of $1.

According to traditional economic theory, which presumes that both players are fully rational and wish to maximise their incomes, what is the outcome of the game? Why is this outcome not observed very often in experimental settings?

5. Describe three characteristics of status quo bias.

6. Describe the attributes of intertemporal decision-making and three examples of mistakes in intertemporal decision-making.
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