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Tacit Collusion
Cartels



Mixed strategy
Matching pennies



Mixed Equilibrium and Dominated Strategies



Expected Utility

Expected Utility

EU = p • U (X) + (1-p) • U (Y)

U (Y)1 – pY

U (X)pX
UtiliyProbOutcome



Lotteries



Lotteries



Lotteries



Risk and Preferences



Expected Utility and Risk

Either 35 or 20 income
Equal probabilities

Expected utility
Risk neutral, averse, or 
loving

Fair gamble
Actuarially fair insurance



Risk and Insurance

Actuarially fair insurance

Willingness to pay

Adverse selection

Moral Hazard



Value of Information

Often people pay for information they ask for: 
Investment Advice 
Management Consultants 
Market Investigation 
Palm Reading 

This information is used to make a decision in future: 
Whether to invest in a particular stock  
Whether to restructure the organisation of their company
Whether to introduce a product 
Whether they should marry



Value of information

VI is the difference between the expected value of best action given the information and the
expected value of best action without the information

• Two blocks A and B, exactly one has oil, worth k 
• Prior probabilities 0.5 each, mutually exclusive 
• Current price of each block is k/2 
• Consultant offers accurate survey of A 
• What is a fair price for the survey? 

Survey may say “oil in A” or “no oil in A”, with probability 0.5 each, 
so the value of the information is: [0.5× value of “buy A” given “oil 
in A”+ 0.5× value of “buy B” given “no oil in A”] − 0 = (0.5 × k/2) + 
(0.5 × k/2) − 0 = k/2 



Internal Organisation
Contract Theory



Internal Organisation
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Efficient Risk-sharing
Principal - Agent Problem



Principal - Agent Problem
Perfectly observable Action



Principal - Agent Problem
Perfectly observable Action



Principal - Agent Problem
Perfectly observable Action



Principal - Agent Problem
Unobservable Action

What if the actions are not 
observable?



Principal - Agent Problem
Unobservable Action



Principal - Agent Problem
Unobservable Action


