
MICROECONOMICS LITERATURE: TERM 1 

Topic 1: Axiomatics of Preference 

Topic 2: Classical Consumer Theory 

➢ Labor Supply Application 

Topic 3: Intertemporal Choice 

Topic 4: Present-Biased Preferences 

➢ There is little agreement in research regarding the value of the discount factor, 𝛿 

➢ Classical Intertemporal model has been extended in at least three ways: 

➢ Anticipatory Utility  

➢ Projection Bias 

➢ Present-Biased Preferences 

➢ Thaler (1981): “What x makes you indifferent between $y today and $x at time z?”  

 

 

 

 

 

 

 

➢ Evidence of intrapersonal conflicts  people are aware that their future behavior 

will not agree with present wishes about future behavior 

➢ Ulysses and the Sirens 

➢ Commitment Devices to regulate future behavior for sophisticated hyperbolic discounters 

➢ E.g. weight loss programs – take away from your deposit, etc 

➢ Present-Biased Preferences cannot be explained by classical exponential model: 

➢ It predicts a constant discount rate for SR and LR 

➢ It predicts time-consistency 

➢ How do we detect Hyperbolic Discounting 

➢ Direct evidence of short-run impatience and long-run patience 

➢ Evidence of sophisticated agents trying to influence future behavior 

➢ Evidence of mis-predicting future behavior (naïve agents) 

➢ Della Vigna and Malmendier (2006): Paying Not To Go To The Gym 

➢ Study three US health clubs  monthly fee of $70 or $10/session 

➢ Find that those that pay $70 go on average 4.3 times per month! 

➢ Ausubel (1991): Credit Card Teaser Rates 

➢ Credit card company offers credit cards of three types: 

1. K Standard: 6.9% for 6 months and 16% thereafter 

2. Teaser Deal: 4.9% followed by 16% 

3. Post-Teaser Deal: 6.9% followed by 14% 

➢ Increase in take up for 2nd offer is 2.5 times that for 3rd one (relative to first) 

➢ The latter, given subsequent borrowing, is a much better deal! 

➢ Laibson, Repetto, Tobacman (2007): Life-Cycle Saving and Borrowing 

➢ In 1990s, households had credit card debt of 11.7% of income on average, and average 

wealth-to-income ratio on average 216% of income (for those aged 50-59) 



➢ Estimates: 𝛽 = 0.6 and 𝛿 = 0.957 

Topic 5: Choice Under Uncertainty 

➢ Insurance Application 

➢ Portfolio Choice Application 

Topic 6: Reference-Dependent Preferences 

➢ Wansink et al. “Ice Cream Illusion” (2006) 

➢ Experts who received a larger bowl served and ate 31% more ice cream than those 

who received a smaller bowl. However, they did not perceive themselves as having 

served more. 

➢ Khaneman & Tversky: “Prospect Theory” (1979) 

➢ Application: The Endowment Effect Experiment 

➢ Willingness to Accept is usually twice the Willingness to Pay 

➢ Genesove & Mayer (2001): Hosing Market 

➢ Big difference between starting selling price depending on how much you bought the 

house for! In other words, the reference point matters 

➢ Application: Rejection of Small Scale Risks 

➢ Evidence that people over invest in small-scale insurance such as housing 

➢ Sydnor (2006) 

➢ Pope & Schweitzer (2009): “Is Tiger Woods Loss Averse?  Persistent Bias in the Face 

of Experience, Competition, and High Stakes” 

➢ Golfers try to minimize the # of shots for every hole; “par” as reference point 

➢ Is there evidence of higher effort when in –ve territory (i.e. “bogey”) 

➢ On average, golfers have less putt (last shot) success when they put for a birdie 2-5% 

than when they putt for a bogey 

➢ Card & Dahl (2010): “Family Violence and Football: the Effect of Unexpected 

Emptional Cues on Violent Behavior”  

➢ Defeats when home team was predicted to win by 4 or more points (use organized 

betting markets)  10% increase in domestic violence 

➢ Defeats when game was expected to be class  insignificant effects 

➢ Wins when home team was predicted to lose  also insignificant 

➢ Results more salient against “traditional rivals”  

Topic 7: Social Preferences and Context Effects 

➢ We question two assumption of classical consumer theory: 

➢ Self-Interest 

➢ Stable and context free utility functions 

➢ Altruism (e.g. charity)  

➢ How much of it is not self-interest? Maybe seeking social recognition? 

➢ Reciprocity (e.g. Ultimatum Game) 

➢ Typical results of ultimatum game are offers of around 40%-50%; reject lower 

➢ Khaneman & Tversky (1982): Anchoring Effects 

➢ Subjects given a random number between 1 and 100  then asked to estimate % of 

African countries in UN (approximately 27%) 

➢ Median estimates were 25 and 45 for random numbers of 10 and 65, respectively! 

 



➢ Framing Effects 

➢ The way in which choices are worded can shape decision-making! 

➢ Ariely, Loewenstein, Prelec (2003): Coherent Arbitrariness 

➢ Has to do with WTP and WTA money for listening to a poetry reading 

➢ Preference may be arbitrary but they are coherent! 

➢ Agents do not know how much their WTA for the reading really is, but they know 

how the WTAs should relate to each other (coherence) 

➢ Huber, Payne, Puto (1982): Asymmetric Dominance  

➢ Adding a dominated alternative seems to increase the desirability of the dominant 

option; more chose 5-star restaurant in second choice set 

➢ Choice Set 1: 3-star and 5-star restaurants 

➢ Choice Set 2: 3-star, 4-star, and 5-star restaurants 

➢ Simonson (1989): The Compromise Effect 

➢ When unsure about what they want, people tend to go for a compromise (middle) 

option 

➢ Two choice sets with different batteries people have to choose from! 

➢ Iyengar & Lepper (2000): Tasting Booths for Jam (i.e. Choice Overload) 

➢ With 24 flavors on offer, 60% stopped to taste, but only 3% bought 

➢ With only 6 flavors of jam, 40% stopped and 30% made a purchase 

➢ Bertrand et al. (2005): Consumer Loans in South Africa (Choice Overload) 

➢ Having four loan sizes on offer instead of 1 reduces take-up by 7.5%! 

➢ Choice Overload may be contributing to the under-participation in savings for 

retirement in the US 

➢ The more options employees have  the less employees participate 

Topic 8: Market Equilibrium 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



O’Donoghue & Rabin – Doing It Now or Later  

➢ Research suggests that the standard assumption of time-consistency is wrong 

➢ We want to get immediate rewards, and avoid immediate costs 

➢ This is different from the way we reason in the long run 

➢ E.g. doing 10 hours of work on April 14 or 11 hours on April 15  depends if we 

have to decide on April 14 or on February 1  

➢ Present-Biased Preferences: stronger weight to earlier moments as they get closer 

➢ Two important distinctions pointed out: 

➢ Immediate rewards vs. immediate costs  

➢ Sophisticated vs. naïve agents 

➢ Researchers looking for proof of time-inconsistency explore “commitment devices” for 

time consistency  these make no sense in a time-consistent framework 

➢ E.g. Christmas clubs; fat farms; alcohol clinics  evidence of sophisticates 

➢ PBRs are elegantly modeled using a method developed by Phelps & Pollack (1968), a 

simple two-parameter model 
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➢ The sophisticated agent will know exactly what her future preferences will be 

➢ A naïve agent will believe future preferences will be identical to current ones 

➢ Assume 𝛿 = 1, without loss of generality 

➢ O&R analyze two types of cases: Immediate Costs and Immediate Rewards 

➢ Their “solution concept”  is a perception-perfect strategy 

➢ For time-consistent agents, this means they will complete the activity in a given period 

iff it is the optimal period given her current preferences 

➢ Naifs will behave the same way  they believe they are time consistent. Will do 

activity today if it is optimal today, given current preferences 

➢ Sophisticates calculate when their future selves will complete the activity if they wait 

now. Then, they do it now, iff their current preferences suggest doing it now is better 

than waiting for their future selves to do it 

➢ Model 1: Immediate Costs 

➢ Has to do with completing a report within four weeks and having to miss a movie one 

weekend  movies go from poor, fair, good, to great 

➢ Time consistent agents (TCs) do it the first weekend, missing the poor movie 

➢ Naifs procrastinate until the last weekend  they incorrectly predict that they will not 

procrastinate in the future, and consequently underestimate the cost of procrastinating 

now 

➢ Sophisticates see their future problems, and although they procrastinate now, their 

perfect foresight can mitigate the problem because they will do it sooner 

➢ In this sense sophistication is “good” – helps overcome self-control problems 

➢ Model 2: Immediate Rewards 

➢ Again four movies, but now you have a coupon that allows you to do see one of them 

– which one will you go see? 

➢ Of course, TCs hold out until the great movie 

➢ Naifs do the activity too soon  self-control problem 



➢ Sophisticates have even worse self-control problems  “ unwinding”  similar to 

the finitely repeated prisoners’ dilemma 

➢ Knowing you future self-control problems can lead you to give in to them today, 

because you realize you will give into them tomorrow 

➢ We have two competing effects within the PBR framework: 

➢ Present-bias effect: people with PBRs tend to procrastinate and preproperate 

➢ Sophistication effect: sophisticates are fully aware of self-control problems and this 

awareness can influence behavior now (both blessing and a curse) 

➢ Model 3: Behavior of Sophisticates compared to TCs is complicated 

➢ Writing a paper one weekend vs. missing sports programme 

➢ Here, sophisticates behave exactly the opposite to what PBRs would suggest 

➢ This highlights the importance of the sophistication effect 

➢ Does the taste for immediate gratification severely reduce welfare? 

➢ Severe welfare losses can still arise when self-control problems are compounded over 

time  even with a small bias for the present 

➢ The above is true for naifs and immediate costs and sophisticates with immediate 

rewards 

➢ Researchers try to use empirical evidence to identify “commitment devices” – these act as 

“smoking guns” that time-consistency is wrong 

➢ In particular, there are two properties TCs will never violate 

➢ Dominance  one strategy dominates another if it yields in every period an utility at 

least as large as the utility of the other strategy  

➢ Independence of Irrelevant Alternatives  eliminating an option from the choice 

set that is not chosen should not change the person’s choice from remaining options 

➢ However, agents with PRBs will, at times, violate these assumptions! 

➢ Implications: 

➢ Smoking guns need not involve external commitment devices 

➢ External commitment devices provide evidence for sophisticates, not naifs 

➢ Finally, smoking guns exist for naifs as well 

➢ Two real-life economic applications: 

➢ Savings  naifs will undersave in essentially any savings model 

➢ With sophisticates, you also have the sophistication effects  can sometimes save 

more than TCs, contrary to what naifs do 

➢ Addiction  naifs will over-indulge! 

➢ Sophisticates may not consume at all, because they are aware of self-control issue 

➢ Can even think of addictive goods as Giffen goods for sophisticates  may buy 

more when price increases, because this acts as a commitment device not to 

become addicted in the future 

➢ Two motivations for incorporating PBRs into economic analysis 

➢ May be useful in many cases for predicting behavior 

➢ PBRs and TC preferences may have vastly different welfare implication! 

 

 

 



Rabin – Psychology and Economics 

➢ It is sometimes misleading to conceptualize people as maximizing a coherent, stable and 

accurately perceived utility function 

➢ Although objectives of “ tractability”  and “ parsimony”  should be guiding principles in 

mapping human behavior, we should also be open to new finding and developments and 

departures from the traditional “rational choice theory”   

Preferences 

➢ Presents some findings about how we should modify the utility functions we employ 

➢ Humans are often more sensitive to how their current situation differs from some 

reference level than to the absolute characteristics 

➢ E.g. habitual levels of consumption; goals; expectations; past consumption 

➢ Secondly, people are significantly more averse to losses  

➢ This is unique from standard theory  discrete change at origin (kink) 

➢ People disliking even small-scale risks (see magnifying glass) 

➢ Tversky & Kahneman (TK) 1991 – people value monetary losses ~2 gains 

➢ One striking implication is the endowment effect – Thaler (1980) – mugs & money 

➢ Thirdly, we note the feature of diminishing sensitivity for changes which are further 

away from the reference level  

➢ Implication: While people are likely to be risk-averse over gains, they are often 

risk-loving over losses! 

➢ It is difficult to integrate these features into models of dynamic utility maximization, 

because we don’t fully understand how reference levels change over time or how 

preferences depend on changes in reference points 

➢ A comparable phenomenon is the status-quo bias – Knetsch & Sinden (1984) 

Social Preferences and Fair Allocations 

➢ Famous Adam Smith quote about self interest 

➢ Yet, pure self-interest s far from a complete description of human motivation  

➢ Example: Farmers in Ithaca leaving food and money jars by the road 

➢ Donations; voluntary reductions of water0use, conservation of energy 

➢ One common social motivation is altruism  people base their well-being partly on the 

well-being of others  

➢ The simple model with 1 parameter is parsimonious, but it is often a wrong description 

of social preferences  

➢ The perennial question is: How do people choose to divide resources?  “Behavioral 

Distributive Justice”  Two main questions here: 

➢ What do people, when disinterested, feel are proper rules for allocation 

➢ To what degree would people sacrifice self-interest for sake of principles? 

➢ On the one hand you have a “maximal-benefit”  criterion – distribute to those that 

would derive maximum benefit vs. “ maximin” criterion – equalizes welfare 

improvements between the parties 

➢ Example: shipment of avocados and grapefruit  maximin solution holds out  

people do think about the allocation proble 

 



➢ Andreoni & John Miller (1996): asked each subject to unilaterally allocate money 

between herself and an anonymous 2nd party 

➢ This looks at the second key question – sacrificing self-interest 

➢ Over ½ of the subjects behaved in a way inconsistent with pure self-interest 

➢ Maximin rule resonate with people even when self-interest is at stake 

Reciprocity and Attribution 

➢ The idea is that social preferences over other people’s consumption depend on the 

behavior, motivations and intentions of those people 

➢ Key result of reciprocal altruism – if someone is being nice to you, you would be more 

inclined to be nice to them 

➢ This is both a deviation from standard micro theory and the simple altruism theory – 

people reciprocate the lack of public spiritedness in others – they do not counteract it! 

➢ Dawes & Thaler (1988): for most experiments of one-shot public good decision, 

contribution rate is between 40 and 60% of social optimal rate (compare to 0%) 

➢ Communication is key here  may turn public-good situations into coordination games 

➢ Even more radically, reciprocity implies people are willing to sacrifice their own well-

being in order to hurt those acting unfairly 

➢ Not buying a monopoly good; striking labor union 

➢ Blount (1995) experiment – take it or leave it offers on how to split $10  low offers 

rejected even though the people sacrificed whatever they were being offered 

➢ Version of the ultimatum game 

➢ The concept of reciprocity is key in certain economic contexts  “gift exchange” between 

firms and employees, see Akerlof (1982)  efficiency wage theory 

➢ Higher than clearing wages paid in order to elicit higher effort 

➢ Tested and confirmed by Fehr, Kirchsteiger, Riedl (1993) 

Biases in Judgment 

➢ The Law of Small Numbers 

➢ Belief Perseverance and Confirmatory Bias 

➢ Other Biases 

➢ Anchoring and Adjustment  

➢ Hindsight Bias 

➢ Giving disproportionately more weight to salient evidence 

➢ Framing Effects 

➢ Context Effects 

 

 

 

 

 

 

 

 

 

 



MICROECONOMICS LITERATURE: TERM 2 

Theme 2: Non-Cooperative Game Theory 

➢ There are several different categories of studies in game theory: 

➢ Laboratory experiments 

➢ Natural Experiments (e.g. tennis; football) 

➢ Retail pricing data (e.g. Varian’s Model of Sales) 

➢ Barry O’Neill (1987): Nonmetric test of minimax theory in 2 person ZSG 

➢ Claimed outcomes supported the minimax prediction 

➢ However, serious serial correlation in the data made this research questionable 

➢ More fundamentally, are there strategic situations where people behave as the theory 

predicts 

➢ Walker and Wooders (2001): Minimax Play at Wimbledon 

➢ Study the server’s action and which player wins the point  

➢ Need to make sure data has no evidence of serial correlation! 

➢ Result: MSNE appears good at explaining play of professionals, but not novice 

➢ Chiappori et al. (2002) 

➢ Testing MSNE with penalty kick data 

➢ Simple 2x2 ZSG provides testable hypotheses  

➢ Results Show:  

➢ Winning probabilities statistically identical across strategies – MSNE! 

➢ Players’ choices serially independent 

➢ Claims this is first natural empirical support for von Neumann’s theorem  

➢ Note the importance in play between professionals and amateurs! This has been 

shown for both tennis and football players 

➢ Varian (1990): Model of Sales 

➢ Predicts over time sellers vary prices and such prices out to exhibit serial 

independence 

➢ Villas-Boas et al (1985): Models of competitive price promotions 

➢ Look at coffee and saltine markets  find supporting evidence of MSNE play 

➢ Edgeworth Price Cycles 

➢ Relates to some oligopolistic markets, where no pure strategy equilibrium exists 

➢ The idea is that price may vary between marginal cost and monopoly price in a way 

that is independent of wholesale costs 

➢ The Curse of Sequential Rationality 

➢ E.g. The Centipede Game  see Palacios-Huerta & Volij (2009) 

➢ The solution concept of backwards induction 

➢ “It actually turns out that it is not rationality, nor even mutual knowledge of 

rationality, but common knowledge of rationality that implies the backward induction 

outcome. Indeed, Aumann (1995) formalizes a notion of rationality in perfect 

information games that allows him to make this statement precise. However, he also 

concedes that common knowledge of rationality “is an ideal condition that is rarely 

met in practice”, and further contends that if this condition is absent, the backward 

induction outcome need not emerge.  



In particular, he stresses that in the centipede game even the smallest departure from 

common knowledge of rationality may induce rational players to depart significantly 

from equilibrium play. 

➢ “Both in the field and in the lab, when chess players play against chess players, the 

outcome is very close to the subgame-perfect equilibrium prediction. In the field 

experiment with chess players playing a one-shot centipede game, 69 percent of the 

games ended at the initial node. When we restrict attention to games where the first 

player was a Grandmaster, this percentage escalates to 100 percent. In the 

laboratory experiment, when chess players play ten repetitions of the centipede game 

against chess players, more than 70 percent of the games ended at the first node. More 

importantly, we find that every chess player converges fully to equilibrium play 

already at the fifth repetition. These results suggest that the ideal condition of common 

knowledge of rationality seems to be approached closely when chess players play the 

centipede game.” 

➢ “When students play against chess players in our laboratory experiment, the outcome 

is much closer to the subgame-perfect equilibrium than when students play against 

students. More precisely, when students played against students their behavior was 

consistent with previous experimental results. Only 3 percent of the games ended 

at the initial node, and there was no sign of convergence to equilibrium play as the 

repetitions progressed. In the treatments where students faced chess players and acted 

as Player 1, the proportion of games that ended at the first node increased tenfold, to 

30 percent. Furthermore, when we restrict attention to the last two repetitions, this 

proportion grows to 70 percent. Lastly, when chess players acted as Player 1 and 

students acted as Player 2, 37.5 percent of the games ended in the first node.” 

➢ “We view these findings as being highly consistent with the predictions of the 

theoretical literature in that the predictive power of subgame-perfect equilibrium 

hinges mainly on knowledge of players’ rationality, and not on altruism or social 

preferences. Hence, the results offer strong support for standard approaches to 

economic modeling based on the principles of self-interested rational economic 

agents and on their assessments of the behavior of their opponents in a game. 

Thus, at a moment when there is much discussion about nonstandard 

assumptions on players’ preferences, the results in this paper suggest that such 

assumptions might be neither a realistic nor even a necessary modeling device.” 

➢ Subgame Perfection  Reinhard Selter  

➢ Chain Store Paradox where a local competitor wants to enter the market and compete 

with the existing chain store 

➢ Entry could be deterred if the chain store issues a threat that is believed, although it 

may be non-credible 

 

 

 

 

 

 



Theme 4: Asymmetric Information 

➢ Complete Information - an economic situation or game in which knowledge about other 

market participants or players is available to all participants. Every player knows the 

payoffs (types) and strategies available to other players  

➢ Incomplete information - must be the case where at least one player is not fully informed 

about the payoffs (types) and/or strategies available to other players  

➢ Perfect information - is where each player, when making any decision, is perfectly 

informed of all the events that have previously occurred – even allowing for past events to 

have been determined randomly 

➢ Imperfect information -  when a player is not perfectly informed of all events that have 

previously occurred – more than one node in at least one information set 

 

➢ Complete vs Perfect Information: In a game of complete information, the structure of 

the game and the payoff functions of the players are commonly known but players may 

not see all of the moves made by other; there may also be a chance element (as in most 

card games). Conversely, in games of perfect information, every player observes other 

players' moves, but may lack some information on others’ payoffs, or on the structure of 

the game  

➢ Imperfect vs Incomplete Information: In incomplete information games, players may or 

may not know some information about the other players, e.g. their “type”, their strategies, 

payoffs or their preferences. In a game of imperfect information, players are simply 

unaware of the actions chosen by other players. However they know who the other players 

are what their possible strategies/actions are, and the preferences/payoffs of these other 

players. Hence, information about the other players in imperfect information is complete 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



Gintis – Behavioral Game Theory 

➢ Behavior game theory does present theoretical modeling challenges but does not 

undermine two pillars of contemporary theory 

➢ Rational actor model – maximizing objective function s.t. constraints 

➢ Incentive compatibility constraint 

➢ However, we must abandon idea of self-regarding behavior and assumption that 

contracts are costlessly enforced by third parties 

➢ Behavior game thoeyr – aims to determine empirically how individuals maek choices 

under conditions of uncertainty & strategic interaction  

➢ Five “waves” of this game theory development 

➢ Ellsberg & Allais – expected utility and uncertainty  

➢ Model of rational, self-interested agents – Vernon Smith research 

➢ Tversky & Kahneman contributions – empirical critique to traditional decision theory 

➢ Ultimatum game research, bargaining, trust game, common pool problem, etc 

➢ The fifth stage builds analytical models based upon rational decision theory, but with 

agents systematically exhibiting other-regarding preferences 

Rational Choice Theory 

➢ Agents maximizing an objective function subject to info. and material constraints 

➢ The term rational is a misnomer – superfluous and misleading 

➢ E.g. great success of rational choice model explaining animal behavior 

➢ What we really require is consistent preferences – complete and transitive  this allows 

us to specify a preference relation 

➢ In fact, empirical evidence supports a stronger notion of human rationality for preferences 

such as charity and reciprocity  Generalized Axiom of Revealed Preferences 

➢ Andreoni & Miller (2002)  Dictator game 

➢ Dictator gets to share money with 2nd party; 2nd party has no say over the matter 

➢ 75% of subjects displayed some degree of other-regarding preferences; 98% made 

choices compatible with GARP 

➢ Other regarding preferences do not present a challenge to traditional consumer theory  

they just emphasize that self-regarding preferences are not appropriate 

Backward Induction and Rationality 

➢ In game theory, subgame perfection is the proper equilibrium concept for rational agents 

➢ Equivalent of elimination of weakly dominated strategies 

➢ However, subjects rarely engage in more than a few iterations of backward induction 

➢ Camerer (2003): Median number of iterations is two! 

➢ However, again, this does not undermine the rational agent model, since backward 

induction requires strong informational assumption 

➢ Consider the “beauty contest” example  

➢ Nagel (1995): 13% of subjects undertook no backward induction; 44% used one level, 

and less than 4% used more than 2 levels of backward induction 

➢ This failure of people is a big shocker to classical game theory 

➢ However, it has been shown, that assuming common knowledge of rationality along 

equilibrium path, agents will only obey iterated elimination of strictly dominant strategies 

➢ Such strategies termed rationalizable 



➢ In centipede game, there are no strictly dominated strategies  any strategy is 

rationalizable 

➢ Unfortunately, the idea of rationalizability is weak 

➢ Makes no assumption about behavior off equilibrium path 

➢ Even the simples sort of incredible threats are rationalizable  

➢ There is an issue with the backward induction concept here  consider centipede game 

➢ Using backward induction, we know that immediate defection is the only SPNE 

➢ It may be problematic to assume rational play off the equilibrium path, though 

➢ Backward induction on the last round makes sense only if P1 is rational there. 

But to get there, P1 must have been irrational in each of the last 49 moves! 

➢ An alternative model of rationality allows individuals to change their assessment of the 

opponent’s types when he has made an unexpected move 

➢ Ben-Porath (1997): employs certainty rather than knowledge 

➢ Rationality is maximizing expected payoffs given certain expectations about the 

behavior of others 

➢ Common certainty of rationality is equivalent to one round of elimination of weakly 

dominated strategies, followed by any number of rounds of elimination of strictly 

dominated strategies  

➢ Nevertheless, in some cases the concept of rationalizability fails to encompass the bounds 

of rational behavior 

➢ E.g. Basu’s Traveler’s Dilemma with the suitcases and insurance  

Complete Markets and the Self-Regarding Preferences Model 

Strong Reciprocity in the Labor Market 

Markets with Incomplete Contracting: The Economy as Social System 

Self-Regarding Explanations of Altruistic Behavior 

➢ Some criticisms of behavioral game theory: 

1. Subjects in simple games under controlled circumstances says nothing about behavior in 

complex social relationships 

2. Laboratory experiments are bizarre and unusual – people don’t know how best to behave 

3. We don’t usually face one-shot simple interactions as in experiments 

4. Subjects did not really believe that the conditions of anonymity will be respected  

➢ Each of these is very debatable and not very strong indeed 

➢ So, why do individuals display other-regarding preferences 

➢ Kin Altruism – something humans share intimately with all other animals 

➢ Humans have prosocial emotions – empathy, sympathy, shame, pride, spite 

➢ We value the well-being of others – makes us feel good 

➢ Feels good to punish defectors - reciprocity 

➢ Internalization of norms – older generations and cultural institutions molding the 

preferences, norms, and values of youth in directions they deem desirable  

 

 

 

 

 



Myerson – Nash Equilibrium and the History of Economic Theory 

➢ In order to appreciate the impact of Nash’s ideas, it is important to understand his 

contribution in its contemporaneous context 

➢ Generation before Nash had a very narrow definition of economics  specialized social 

science concerned with production & allocation of goods 

➢ Nash’s ideas helped expand the scope of the field  to analysis of incentives in all social 

institutions 

➢ In century following Cournot (1838), economic theorists developed models of rational 

competitive decision-making by producers and consumers  

➢ Eventually became natural to think about how such analysis can be applied to 

social problems  no general analytical framework existed 

➢ Nash’s theory of non-cooperative games was the critical breakthrough in this process 

of extending rational choice analysis to genera competitive situations 

Economics, Rationality, and Institutions 

➢ Assumption of perfect rationality is an imperfect description of human behavior  why 

has it been so fruitful for economic analysis over time??? 

1. Better reliable, tractable, and accurate theories of human behavior have not been 

developed 

2. We believe that in the LR and when the stakes are high, behavior will converge to 

ideal of perfect rationality 

3. The functional goal of social science is not just to predict human behavior in the 

abstract, but to analyze social institutions and evaluate proposals of institutional 

reform. When looking for flaws in institutions, much easier to analyze under the 

assumption that the agents themselves are not flawed! 

➢ The other assumption we make is that agents maximize their welfare subject to constraints 

➢ Makes arguments for social reform most persuasive in the framework of agents 

maximizing welfare given beliefs about behavior of others. Nash equilibrium is the 

general formulation of this assumption 

➢ NASH (1950) FORMALY DEFINED AN EQUILIBRIUM OF A NON-

COOPERATIVE GAME TO BE A PROFILE OF STRATEGIES, SUCH THAT 

EACH PLAYER’S STRATEGY MAXIMIZES HIS EXPECTED UTILITY 

AGAINST GIVEN STRATEGIES OF OTHER PLAYERS 

Nash’s Precursors: Cournot, Borel, and von Neumann 

➢ Why wasn’t the NE solution concept articulated earlier in the history of social science? 

➢ First clear application of Nash Equilibrium comes from Cournot (1838) theory of 

oligopoly  but do not confuse application of a methodology with its general 

formulation 

➢ Made no attempt to articulate a general methodology of equilibrium analysis 

➢ Borel analyzed simple two-person ZSGs  ignored extensive temporal structures of 

games 

➢ Von Neumann began with analysis of extensive dynamic games  posited that each 

player will choose his strategy before the game begins  must imply independence  

➢ Thus, he argued (1928) that any competitive can be modeled by what later became 

known as the normal form! 



➢ Another contribution of von Neumann (1928) was showing the general existence of 

minimax solutions in randomized strategies for finite 2-person ZSGs 

➢ Logically equivalent to existence of NE, but in a restricted context 

➢ But, it is formulates as equality between values each player can guarantee himself, 

regardless of what opponents might do, not as mutual optimality among particular 

pair of strategies 

➢ In 1947, von Neumann and Morgenstern published 3rd great contribution to game theory 

 axiomatic derivation of Expected utility maximization  

➢ The problem was that von Neumann did not apply all his ideas consistently and properly! 

Nash’s Reconstruction of Game Theory 

➢ First great contribution was theory of two-person bargaining  uses vNM expected 

utility scales  bargaining solution could not have been anticipated before 1947 

➢ Then in 1949, Nash published a short 2-page note: 

➢ In it, he gave the general definition of equilibrium for normal-form games, and 

neatly sketched an argument using the Kakutani fixed-point theorem to probe 

that equilibria in randomized strategies must exist for any finite normal form 

game 

➢ But, perhaps the most important contribution was Nash’s argument that this non-

cooperative equilibrium concept, together with von Neumann’s normal form, gives 

us a complete general methodology for analyzing all games!!! 

➢ Applied normalization argument to show that any other theory of games should be 

reducible to equilibrium analysis 

➢ Cooperative games can be reduced to non-cooperative equilibrium analysis  

➢ Nash taught us to keep our eyes on the process of individual decision-making, 

even in a negotiation to collude 

➢ Opened the door to questions of information economics, auctions, etc.  

Subsequent Development of Non-Cooperative Game Theory 

➢ When the concept of Nash equilibrium gained popularity, a number of technical problems 

needed further study 

➢ Limitations of normal form had to be studied  more study of extensive form 

➢ Idea of subgame-perfection and irrational Nash equilibria (Selten) 

➢ Second difficulty was that it assumes the “beginning of the game” must be a point in 

time when all players have same information 

➢ Development of Bayesian games of incomplete information (Harsanyi) 

➢ Concept of correlated equilibrium developed 

➢ The concept of focal point effect addresses the crucial question of how to interpret a 

multiplicity of equilibria in a game (Schelling)  

➢ Any factor that focuses the players’ attention on one particular equilibrium may cause 

the players to rationally implement it, as a self-fulfilling policy 

➢ Common cultural perceptions and historical traditions can have a decisive effect 

➢ Implication: We learn something about predictive limits of economic analysis  

social outcomes cannot be fully predicted simply by knowing the feasible strategies 

and preferences of individuals! 

➢ Remember: Nash’s Theory is an abstract mathematical framework for analysis 


