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- Rationality and Social Norms - 

Workshop Report on the Lectures of Kaushik Basu 

 

by Katrin Oltmer 

 

 

1. INTRODUCTION 

Social norms and cultural aspects are important and influential factors for an 

individual's economic decision making. Traditional economic analysis, where 

rational and utility maximising behaviour is one of the core ingredients, often fails to 

incorporate these factors into its models and theories. The main concerns of Basu's 

lectures are the importance of factors beyond standard economic theory and the 

challenge of the rationality assumption that lies at the basis of all standard economic 

analysis. 

Basu stated that game theory could be an appropriate tool to model social factors 

that have been left out in former analysis. Game Theory is the study of interactive 

decision making, where situations in which a decision maker's behaviour affects not 

only his or her own gains and losses, but also those of other decision makers, is 

analysed. Before the rise of game theory, rationality has been represented by 

maximisation of the utility function. In cases where an individual does something 

that is not in accordance with the utility function, the utility function has to be made 

more complex. However, if all actions carried out by an individual under different 

circumstances (e.g. at different times or places) would be comprised by the utility 

function, such that all possible actions could explain utility maximising behaviour, 

the utility function would not say anything more at the end. In Basu's words it would 

result into a tautological situation.  

This report is divided into two parts. Part 1 covers some ideas of rationality and Part 

2 deals with the role of social norms in individuals' decision-making problems. Part 1 

goes into the inconsistency of choice and gives some illustrative examples of game 

theoretical problem solving. Part 2 describes different categories of social norms, 

conditions for the survival of social norms, the problem of peer pressure, and a three 

persons interaction case. The report closes with some concluding remarks. 
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PART 1: IDEAS OF RATIONALITY 

 

2. QUESTIONS ON THE CONSISTENCY OF CHOICE 

 

2.1 Internal Consistency of Choice 

Rational behaviour of economic agents is the core assumption in economic 

modelling. For example, a rationally behaving individual maximises his/her utility 

function satisfying the axioms of rationality. In his lecture, Basu refers to the Axiom 

of Chernoff and the Weak Axiom of Revealed Preferences (WARP), which are 

imposed in order to safeguard the internal consistency of choice. The two axioms are 

explained in the following: 

 

The Axiom of Chernoff 

The Axiom of Chernoff requires that an alternative x that is chosen from a set of 

alternatives S and belongs to a subset T of S must be chosen from T as well. 

Formalisation of this axiom gives the following expression: 

 

If x ∈  C(S) & x ∈  T⊆ S, then x ∈  C(T), 

 

where, C(S) is the choice function or choice set of S. Sen (1993) calls this axiom the 

‘basic contraction consistency’ or 'property α'. 

 

The Weak Axiom of Revealed Preference (WARP) 

The WARP, which was first suggested by Paul Samuelson in 1947, demands that if x 

is chosen from a choice set C(S) when y is available in S as well, there cannot be any 

set T containing both alternatives for which y is chosen from a choice set C(T) and x 

is not. The formal representation of WARP is as follows: 

 

If x ∈  C(S) & y ∈  S\C(S), then there exist no T ∈  K, such that x ∈  T & y ∈  C(T), 

 

where, K represents all alternatives. 
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These two axioms satisfy the internal consistency of choice. However, Basu (referring 

to Sen (1993)) pointed out that once some external factors to choice, such as social 

norms and values on which the choice is based, are brought into the analysis, 

complying with the two axioms above may become difficult. Consider the following 

pair of choices, which clearly violate the Axiom of Chernoff and the WARP: 

 

A) C({x, y}) ={x} 

B) C({x, y, z}) ={y} 

 

An illustration of this pair of choices is the cinema example. A person, say Peter, 

meets a distant acquaintance at the cinema, who is inviting him for a cup of tea at his 

home after the film is over. Now, Peter has the choice between accepting the 

invitation (x), and going home (y) (case A). Since Peter considers the distant 

acquaintance to be a nice person, he chooses to accept the invitation (x). The 

following week at the cinema, Peter meets again the distant acquaintance, who now 

is offering him the choice over having a cup of tea (x), going home (y), or having 

some cocaine (z) (case B). This time, Peter prefers to go home (y). Peter’s choices in 

case A (taking x from {x, y}) and in case B (taking y from {x, y, z}), clearly rejects the 

Axiom of Chernoff and the WARP. The reason for Peter choosing y and rejecting x in 

case B is that adding z to the menu reveals information about the underlying 

situation, namely something about the distant acquaintance, which in turn influences 

Peter’s preferences over the alternatives offered. Sen (1993) calls this phenomenon 

the ‘epistemic value of the menu’. 

Basu even went a step further by arguing that adding the z is not necessarily 

needed in order to change choice. Imagine that the second time Peter meets the 

distant acquaintance, the choice offered to him is the same as in case A. However, 

while the distant acquaintance is inviting Peter for a cup of tea, he is pulling some 

cocaine out of his pocket. In this case, Peter might prefer to go home above having a 

cup of tea with the distant acquaintance although no additional choice has been 

added to the menu. The question Basu is raising here is whether a choice function 

does exit at all. The objective of Sen’s paper (1993) has the objective that a choice 

function is retained. 
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2.2 Inconsistency of Dynamic Choice 

The dynamic inconsistency of human behaviour, as Basu presented it in this part of 

the lecture, is a very recognisable phenomenon in everyday life. He started with the 

example of George Akerlof in India who is supposed to send a parcel to his friend 

Joseph Stiglitz in the US (Akerlof, 1994). In short, each morning for over eight 

months Akerlof woke up and decided that the next morning he would go to the post 

office to send the parcel. This happened until a few months before his own departure, 

and he decided to include the parcel in the large shipment of another friend of him 

who was returning to the US at the same time as himself. In the situation just 

described, Akerlof overvalued the costs of sending the parcel on the current day 

relative to the costs of any other day, which causes him to put off sending the parcel. 

Basu formalised this problem as follows. 

 

N = capital and time left for own departure (N-1, N-2, etc.), 

x  = utility of one more day of having the parcel (Stiglitz's utility), 

X = utility of having the parcel from day 0 (the day of departure) onwards  

 (Akerlof's utility), 

c  = costs of mailing, 

p = salience premium (overvaluation of sending the parcel today) and  p>0, 

Z =  overall or combined utility (Akerlof's plus Stiglitz's utility). 

 

The salient premium let the costs of sending the parcel today be [c(1 + p)], whereas 

the costs of sending the parcel tomorrow are c. It is assumed that [pc>x] and 

[xN>pc]. The overall utility of sending the parcel today is hence  
 

a) Zn = X + xn - c(1 + p) 
 

and that of sending the parcel tomorrow is 
 

 b) Zn-1 = X + x(n-1) -c. 
 

Subtracting equation a) from equation b) then gives 
 

c) Zn-1 - Zn = cp - x, 
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and according to the first assumption [cp - x > 0]. In equation c), the n has vanished, 

which means that it does not matter on which day the calculation is made, it would 

always result into postponement (procrastination). 

What would be the result of a comparison between the utility of sending the parcel 

today and sending the parcel on day 0? In this case, the utility of sending the parcel 

today would be 

 

d) ZN = X + xN - c(1 + p) 

 

And those of sending the parcel on day 0 

 

e) Z0 = X - c. 

 

Subtracting again equation e) from equation d) gives  

 

f) Zn - Z0 = xN - cp  

 

and according to the second assumption [xN - pc > 0], which shows that sending the 

parcel today is preferred above sending the parcel on day 0. This result is the 

opposite of the first result, where postponing was preferred above sending the parcel 

today.  

This inconsistency of dynamic choice does also violate the WARP condition. E.g., on 

day 2, there is the choice between sending the parcel today, tomorrow, or on day 0. 

According to the result in equation c), sending the parcel tomorrow is always 

preferred above sending it today. Hence, the choice on day 2 is [c({2,1,0}) = 1]. 

However, on day 1, the choice is only between sending the parcel today or tomorrow. 

Again, according to equation c), the choice on day 1 is [c({1,0)} = 0]. These two 

choices clearly violate WARP. 

The above example describes a situation involving repeated decisions with time 

inconsistent behaviour, which means that people do things that they would never 

have thought of in the beginning. Referring to the example above, at the time when 

Stiglitz was leaving India, Akerlof would have never considered keeping the parcel 

until his own departure. This inconsistency of dynamic choice arises through the 

ability to take small decisions at subsequent points in time, of which each is close to 
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utility maximisation and hence resulting in small losses only. However, the 

cumulative effect of a series of repeated suboptimal choices may be quite large 

(Akerlof, 1994). 

Another example of time inconsistent behaviour, Basu mentioned is his lecture, is 

the smoker example. A smoker, who is taking the decision to smoke on a single day, 

prefers to smoke rather than not to smoke. However, if the smoker is asked whether 

to smoke or not to smoke during the rest of his life, the smoker chooses not to smoke. 

 

 

3. SOME EXAMPLES OF GAME THEORETICAL PROBLEM SOLVING 

 

3.1 The Game of Hex 

In his short introduction to game theory, Basu started with an example of a parlor 

game, namely the Game of Hex1. The Game of Hex is a two-player strategy game 

played on an NxN rhombus of hexagonal cells. It is an example for a finite game with 

perfect information. According to the Theorem of Zermelo, every finite game with 

perfect information has a pure strategy Nash equilibrium that can be derived trough 

backward induction (Mas-Colell et al., 1995). 

The two players, Black and White, take turns in marking the hexagons. The objective 

of the game is to create an unbroken path of either Black or White marked hexagons 

across the board (Black from top to bottom, White from left to right). Figure 1 shows 

an example of Hex Game in a 4x4 rhombus. In this game, winning is clearly defined. 

Either Black or White wins, whereas the first mover tends to win. 

 

 
 
 
 
 
 
 
 
 
 

Figure 1: The Game of Hex in a 4x4 Rhombus.  

                                                           
1 The Hex Game was invented in 1942 by Piet Hein, a Danish poet and mathematician, and it has been played 
on bathroom tiles (http://members.iex.net/~rfinn/gameshlf/abstract/hex/hex.htm and 
http://homepages.enterprise.net/drking/hexagons/hex/index.html, 30/12/2000)  

      BLACK 
  
 
 
 WHITE  
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With the help of this parlor game example Basu demonstrated the paradoxical 

situation that gametheory is able to show that there is a winning strategy, but cannot 

tell us what this strategy is (or even which of the players has a the wining strategy as 

in the game of chess). In this example, White starts the game. Assume that Black has 

a winning strategy, meaning that Black has a fully defined plan that specifies every 

move in every possible distinguishable situation, such that winning is secured. Black 

has written down his winning strategy in a book. Now, if White would take the book, 

also White would have a winning strategy. The only problem White encounters is the 

positioning of the first stone. Black, on the other hand, only has to react on White's 

first move, and Black's winning strategy includes all potential first moves of White. 

The solution to White's problem would be, if White would regard its first stone not as 

a white stone but as, for instance, a grey stone. After Black reacted on White's first 

move with the grey stone, White can react on Black's move (this time with a white 

stone) according to the winning strategy written down by Black. Summarising, if 

Black has a winning strategy, White has a winning strategy. Since White has a first-

mover-advantage, White wins, so Black cannot have a winning strategy. As there has 

to be a winner in this game, white must have a winning strategy. It is not possible to 

derive this strategy however. 

 

3.2 The Hawk-Dove-Game 

Furthermore, Basu's review on game theory comprised examples of the Prisoner's 

Dilemma and the Hawk-Dove-Game. In the famous Prisoner's Dilemma, the 

dominant strategy is not the best outcome for the players, meaning that self-

interested, rational behaviour is not leading to a socially optimal result (Mas-Colell et 

al., 1995). 

In the Hawk-Dove-Game2, playing 'dove' is the peaceful way of playing, and playing 

'hawk' the aggressive one. The two players are competing against a fixed amount of 

resources. If both players would play 'dove', the resources would be divided equally 

among the two players. If one player would play 'hawk' and the other 'dove', the 

hawkish player would gain all the resources and the dovish player would get nothing. 

Finally, if both players would play 'hawk', the outcome of both players (and hence 

                                                           
2 The Hawk-Dove-Game is widely discussed in the biological literature and was mainly inspired by Maynard 
Smith in 1982.  
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also the overall outcome) would be negative, because their aggressive behaviour 

would lead to a destruction of resources. 

Basu illustrated the Hawk-Dove-Game with the Cuban Missile Crisis between the 

USA and the Soviet Union in 1962, one of the most important conflicts of the Cold 

War period3. Both 'players', the USA and the Soviet Union, were threatening to play 

'hawk', which in any case would have had disastrous consequences, in the worst case 

a declaration for a third world war. Certainly, the negative outcome in terms of loss 

of resources would have been uncountable, especially with the kind of weapons 

involved in this crisis. Basu stated that the crisis was resolved by the Soviet Union 

going dovish and retreating their nuclear missiles from Cuba, since they did not want 

to take the risk of a nuclear disaster. However, as it have been found out many years 

after the crisis, the actual agreement between the USA and the Soviet Union by that 

time was, that also the USA would retreat their weapons from Turkey. Seemingly, the 

fact that in the end also the USA adopted a dovish strategy was not supposed to reach 

the public in those years. 

 

3.3 The Traveller’s Dilemma 

Basu’s Traveller’s Dilemma tells the story about two travellers who bought identical 

antiques on their vacations. On the return trip, their luggage got lost, and the airline 

offers them compensation for their lost luggage. A representative of the airline asked 

both travellers separately the amount they paid for the antique. Since the airline is 

afraid of excessive claims, the representative informs the travellers about the 

following condition: The airline is willing to compensate any claim between $2 and 

$100. Each of the travellers will get the amount that is equal to the lower claim of the 

two claims declared. If the two claims differ, the airline will reward the person with 

the lower claim with $2 for her honesty. The person with the higher claim will be 

penalised with $2 for her dishonesty. If both travellers announce the same claim, 

they will get exactly the amount they declared (Capra et al. 1999). In a pay-off table, 

this game theoretical problem can be described as follows. 

                                                           
3 The reason for the Cuban Missile Crisis was the stationing of Soviet nuclear missiles in Cuba as a reaction on 
the presence of US nuclear missiles in Turkey.   
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 CLAIM OF TRAVELLER B 

 2 3 4 …. 98 99 100 

2 2,2 4,0 4,0 …. 4,0 4,0 4,0 

3 0,4 3,3 5,1 …. 5,1 5,1 5,1 

4 0,4 1,5 4,4 …. 6,2 6,2 6,2 

: 

: 

: 

: 

: 

: 

: 

: 

: 

: 

: 

: 

: 

: 

: 

: 

98 0,4 1,5 2,6 …. 98,98 100, 96 100,96 

99 0,4 1,5 2,6 …. 96,100 99,99 101,97 

 

 

CLAIM 

OF 

TRAVELLER 

A 

100 0,4 1,5 2,6 …. 96,100 97,101 100,100 

 

Table 1: Pay-Off Table of the Traveller’s Dilemma. 

 

The solution to this game, which means the only rational choice for both travellers, is 

to claim $2. This solution is a Nash-equilibrium and also a unique equilibrium. For 

example, if both travellers would think about to declare 100 in the beginning, than 

traveller A would argue that her final pay-off would be larger if she would declare 99, 

since she would get the $2 reward. However, since rationality is common knowledge 

in game theory, traveller B knows that traveller A behaves rational by declaring 99. 

Player B would hence declare 98, because this choice would maximise her final pay-

off. Continuing with this reasoning would bring both travellers back to declare 2. 

This procedure is called backward induction. 

A class room experiment of the Traveller’s Dilemma game showed that in reality 

people would actually choose numbers in the 90s and not 2, the rational outcome of 

the theoretical game. Also intuitively, choosing 2 seems to be a strange outcome if 

you had the chance to get higher payments instead. The empirical question is hence 

why in reality people claim differently from what game theory would predict. The 

travellers’ assumption of the opponent behaving rational is crucial for the theoretical 

outcome of the game. If one traveller would make an irrational move, she would give 

a sign to the other traveller that her believes about rationality is wrong, and the two 

travellers might start to co-operate.  

Another important factor that influences the outcome of the Traveller’s Dilemma is 

the level of the penalty/reward, which was investigated by Capra et al. (1999). 
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Theoretically, the Nash-equilibrium of the Traveller’s Dilemma is independent of the 

penalty/reward value. In a repeated game experiment, Capra et al. test the influence 

of high, intermediate, and small penalty/reward values on the rational behaviour of 

the players. The penalty/reward values are not announced as single number but 

rather as fuzzy categories. They found that small penalty/reward values result into an 

irrational (non-Nash equilibrium) outcome of the game. On the other hand, if the 

penalty/reward values are high people move closer to a rational, Nash-equilibrium 

outcome. 

 

 

 

 

PART II: SOCIAL NORMS 

 

4. DIFFERENT CATEGORIES OF SOCIAL NORMS 

In his introduction to the effects and the functioning of social norms, Basu started 

with the First Theorem of Welfare Economics. Roughly speaking, this theorem tells 

us that if all individuals in a society are free to choose, society will reach an optimal 

state where all resources are allocated in an economically efficient way. However, 

since the First Theorem of Welfare Economics is a pure theoretical and mathematical 

statement only, it does not always succeed in describing real world situations. Basu 

argued that the reasons why individuals do not act according to what is technically 

possible are social norms. In other words, social norms are the factors that prevent 

individuals from behaving rationally, or, considering the game theoretical examples 

in the previous part of this report, the factors that let 'real life games' having different 

outcomes than theoretical games. There are three different categories of social 

norms: 

 

•  Rationality-limiting norms 

•  Equilibrium selection norms 

•  Preference-changing norms 
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4.1 Rationality-limiting Norms (RLN) 

RLN are those norms that limit our feasible set of actions we encounter in everyday 

life. Strictly speaking, social norms are a subset of this feasible set of actions. The 

feasible set of actions is so incredible large that calculating every action would not be 

possible, such that social norms facilitate decisions making in everyday life. An 

example for RLN is queue-breaking. A person in e.g. Great Britain who finds a queue 

at any particular box-office can either join the queue or break the queue. Breaking 

the queue would certainly be the most time-saving (and hence the most rational) 

option. However, since the social norm in this situation is to join queues, breaking 

queues would not be accepted (and might give trouble). For this person, the social 

norm of joining queues has become an automatism, which means that other options 

are not even considered when finding the queue. 

 

4.2 Equilibrium Selection Norms (ESN) 

ESN occur in situations where two equilibria are possible and where the choice of 

one particular equilibrium depends on the norm. Examples for the ESN are driving 

on the left or right side of the way and the acceptance of torn currency notes. Two 

equilibria are possible in the driving example, driving on the left or driving on the 

right side of the way. If a person lives in a country where driving on the right side of 

the way is the norm, he does certainly not consider driving on the left instead. Torn 

currency notes, even if they are 'fixed' again, are not accepted in India. Hence, a 

person does not accept a torn currency note from another person, because she knows 

that she cannot make use of it either. 

 

4.3 Preference-changing Norms (PCN) 

For the explanation of the PCN, Basu referred to a paper by Lindbeck et al. (1999), 

who modelled the combined influence of social norms and economic incentives on 

individual behaviour with respect to the utilisation of unemployment benefits. The 

paper argues that in most modern welfare states the social norm is to earn one’s 

income from own work and not to live off other people. This means that the 

preference of people living in this kind of societies is to work rather than not to work. 

In this case, the social norm creates stigma costs, because people living on 

unemployment benefits feel embarrassed and not accepted by their working fellow 
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citizens. However, these stigma costs are not exogenously given but are rather 

dependent on the number of people adhering to the social norm. To put it differently, 

the larger the share of people living on unemployment benefits, the less 

embarrassing it is and the lower are the stigma costs. The intensity or strength of the 

social norm is decreasing, which in turn induce changing preferences with respect to 

the utilisation of unemployment benefits. 

The model presented in the paper is looking for an equilibrium wage, at which people 

with lower wages choose not to work and those with higher wages choose to work, 

and which determines the intensity of the social norm. People have two choices. 

Firstly, they have an economic, namely whether to work or to be unemployed. 

Secondly, they have a political choice, which is to determine the size of welfare 

transfers. Mathematically, this problem can be described as follows. 

 

u[(1 - t)w] = u(T) + µ - v(x), 

 

where, u = utility, w = wage rate, t = tax rate, T = level of unemployment benefit, µ = 

joy of leisure, v = stigma costs, x = number of people unemployed. The equation on 

the left-hand side gives the utility of working people and the equation on the right-

hand side the utility of unemployed people. 

Solving the model, Lindbeck et al. found indeed two stable equillibria as it was 

intuitively suggested. The first (second) equilibrium describes the situation where 

unemployment is low (high) and hence the share of people living on unemployment 

benefits is low (high), and where the stigma costs are high (low). The multiplicity of 

equilibria indicates that societies with the same tax rates, level of unemployment 

benefits, wage rates and preferences may get caught in different equilibria, in which 

different levels of intensities of the social norm persist. 

Having described the different definitions of social norms, the next paragraph will go 

into the survival power of different social norms and the emergence of rights. 

 

 

5. THE SURVIVAL OF SOCIAL NORMS 

Introducing the theory of the survival of social norms, Basu gave an illustration about 

a trap-setters society. In a trap-setters society, the person who set the trap has the 

right to take the animal caught in the trap. If this right would not exist, the two 
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possibilities for the trap-setter would be either to wait next to the trap until an 

animal is caught, or not to set traps at all. Since these two options are not very 

appealing, the trap-setters society might not even exist if there would not be the right 

of taking the animal. The social norm of not taking an animal from another person’s 

trap has evolved into the right for the trap-setter. In other words, the fact that the 

trap-setters society does exits shows that the social norm of not taking the animal has 

had the strongest survival power. 

The trap-setters story shows an example where the strategy of not taking the animal 

from another person’s trap is an Evolutionary Stable Strategy. This term is drawn 

from the biological literature (in particular from Maynard Smith), to which Basu is 

referring in this part of his lecture. Next to the concept of Evolutionary Stable 

Strategy, he discussed the principle of Evolutionary Stable Norm. 

 

5.1 Evolutionary Stable Strategies (ESS) 

An ESS is a strategy such that, if all members of a population adopt the ESS, no 

mutant strategy could invade the population under influence of natural selection. In 

the following the ESS is described in a game theoretical context. 

Consider a normal form game between two players [N = {1,2}] and a finite number of 

strategies [S = {1,…,m}]. The strategies can be ordered such that strategy 1 notifies a 

very aggressive strategy and strategy m a very dovish one. Accordingly, the strategies 

in-between are decreasingly aggressive and increasingly dovish. The pay-off function 

is given by [P(p,q)], where [p,q∈ S]4. The pay-off for the two players are symmetrical. 

Hence, defining the  first player’s pay-off is sufficient. The strategies are 

predetermined, which means that aggressive players will always be aggressive and 

dovish players will always be dovish. Now, strategy p∈ S is an ESS, if it is immune 

against all q∈ S\{p}, which means that strategy p is immune against strategy q, if 

 

i) P(p, p) > P(q, p) or 

ii) P(p, p) = P(q, p) & P(p, q) > P(q, q) 

 

The rule given under i) says that strategy p does always perform better against itself 

than any other strategy. The rule given under ii) notes that it performs equally well 

                                                           
4 In the original, biological context, the pay-off function indicates fitness. The higher the fitness of a species, the 
more rapidly they are reproducing.   
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against itself as another and at the same time performs better against the other 

strategy than the strategy does against itself. The ESS is always a Nash-equilibrium. 

In fact, ESSs are a subset of all possible Nash-equilibria in the game.  

Basu gave a numerical example of this game with three strategies and eight available 

resources. The strategies are the hawk-strategy (aggressive), the cookoo-strategy 

(intermediate), and the dove-strategy. The pay-off table of this game is as follows. 

 

 

 

 H C D 

H 0,0 3,1 6,2 

C 1,3 3,3 5,3 

D 2,6 3,5 4,4 

 

Table 2: The Pay-Off Table of the ESS Game 

 

In this example, the only ESS for both players is the cookoo-strategy, since it is the 

only strategy where one of the two rules given above holds. The explanation is given 

from the view-point of player 1. The rule given under i) does not hold, since the pay-

off P(C,C) = {3,3} is not larger than the pay-off P(H,C) = {3,1} and neither for the 

pay-off P(D,C) = {3,5}. However, the rule given under ii) does hold for the cookoo-

strategy. The pay-off for player one P(H,C), P(C,C), and P(D,C) are equal. 

Additionally, the pay-off P(C,H) = {1,3} is larger than the pay-off P(H,H) = {0,0}, and 

the pay-off P(C,D) = {5,3} is also larger than the pay-off P(D,D) = {4,4}, as required 

by the rule given under ii). 

 

5.2 Evolutionary Stable Norm (ESN) 

The question behind an ESN is whether a population with an ESN is stable against 

any other country coming in, and what happens if the country coming in itself has an 

ESN. Which social norm will survive? Is the concept of rationality evolutionary stable 

or not? As the ESS, the ESN can be described in a game theoretical context.  

Basu calls this game a human evolutionary game. There are two populations 

(players), [N = {X,Y}], where X is the original population, and the two populations 

Player 1 

Player 2
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both represent certain social norms. Therefore, [X,Y ⊂  S] and [S ={1,…,m}]. The rules 

for an ESN is in accordance to the rules for an ESS. 

Given X,Y ⊂  S, X is immune against the invasion of Y if 

 

i) N(X,X) > N(Y,X), or 

ii) N(X,X) = N(Y,X) & N(X,Y) ≥ N(Y,Y). 

 

The ESN is also always a Nash-equilibrium. However, in equilibrium, certain kinds 

of non-Nash behaviours will evolutionary exist, which means that some social norms 

that are not part of a Nash-equilibrium will survive. 

 

 

5.3 Peer Pressure 

The social norm of peer pressure arises in situations with high degrees of social 

control, and it can lead to and sustain situations where no one really wants to be. 

Basu explained the peer pressure problem with the example of a person who is 

disloyal to his king, or, using Akerlof's definition of such a person, of an outcast. A 

person's disloyalty consists of not giving one unit of his goods to the king. There are 

two types of disloyal persons. Type 0 does not give a unit to the king, and type 1 is not 

disloyal himself but maintains a relation with a disloyal person. 

Consider a society with n goods and n persons, where each person i has e (where e>1) 

units of good i. The utility function of person i is then [Ui = √x1i + … + √xni]. In a 

Walrasian equilibrium with all prices being equal and normalised to one, the utility 

for everybody in this society can be expressed as [U* = n(√(e/n))], where [e/n = xi, 

for all goods]. Now the oppressive king comes in and demands from each person one 

unit of their goods. He additionally declares that there are punishment costs equal to 

k ≥ 0 for persons who do not give a unit to him. With the assumption that everyone is 

loyal and gives one unit to the king, the new initial endowment to each person is e-1. 

The utility function in the new Walrasian equilibrium is [UO = n(√((e-1)/n))], where 

UO indicates the oppressive equilibrium. The expected utility for a protesting person 

UP is given by [UP = √e - k]. In order to find out whether the peer pressure of being 

loyal to the king will sustain, one has to look for parameters such that [n(√((e-1)/n)] 

> [√e - k]. Assume that the punishment costs are equal to zero, [k = 0]. Then, 
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reformulating the inequality [n(√((e-1)/n)] > [√e - k] by taking roots will give [n(e-1) 

= e]. This result shows that the utility of the protesting person is always smaller than 

the utility of the loyal person, which means that no one likes to the first person to 

stand up and peer pressure will maintain. 

 

 

5.4 Three Person Interaction 

The three person interaction problem is related to the type 1 definition of a disloyal 

person. It describes a situation where the relation between two persons is dependent 

on whether one of the persons keeps a relation with a third person, which is not 

approved by the other person. Basu's example of a three person interaction was 

illustrated by the relations between a landlord, a labourer, and a merchant. The 

merchant can trade with both, the landlord and the labourer. The landlord, however, 

wants to employ the labourer only on the condition that he does not trade with the 

merchant. 

The labourer's problem - The labourer values the good that he could obtain by 

trading with the merchant with B2>0. The critical wage level at which the labourer 

would accept to work for the landlord is hence [(w-c)L + B2 = 0], or by rearranging 

[(w-c)L = -B2], where w is the wage rate, c a work related cost factor, and L the hours 

worked. The labourer would be willing to work for the landlord if the net benefits 

from working would compensate for the loss of not trading with the merchant. 

The landlord's problem - The landlord has a net profit function described by [f(L) - 

wL]. The maximisation problem he faces is hence max [f(L) - wL], subject to [(w-c)L 

+ B2 ≥ 0]. In order to attract the labourer, the landlord has to pay a wage higher than 

that under a situation where everyone has the choice to trade with whomever he 

likes. The reason for this is the B2 term in the constraint. 

In a situation where everyone has the choice to trade with whomever he likes, the 

land lord faces a different maximisation problem, and that is max [f(L) - wL], subject 

to [(w-c)L ≥ 0]. In this case, the critical wage the landlord has to offer in order to 

attract the labourer is only equal to the work related costs occurring to the labourer. 

Therefore, from a rational point of view, the landlord would be better off if he would 

allow the labourer to trade with the merchant. 
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6. Concluding Remarks 

Basu's lectures about rationality and social norms were very interesting and 

enlightening. His gift to illustrate all problems with numerous examples from all over 

the world gave the lectures an entertaining and amusing touch. It was shown that 

rationality, one of the basic assumptions in traditional economic analysis, is not 

present in many everyday life decision-making problems. The institution of social 

norms and values is very important for an individual's economic behaviour. The 

framework of game theory is seen as an adequate approach to model institutions 

such as social norms and to incorporate them into the analysis of economic decision-

makings. However, it has also been pointed out that the rationality assumption is 

actually not as unfavourable as it was insinuated. Assuming rational behaviour helps 

to understand fundamental mechanisms of economic decision-making and basic 

determinants of complicated real world problems.  
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