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In this course we will focus mostly on the incentives and coordination problems that can arise if there is incomplete or asymmetric information. These problems may lead to inefficiencies for individual actors and for society overall. Some of these problems may be solvable, at least in part, if there are opportunities for repeated play, if economic actors are concerned with their reputations, through market signaling, or through various institutional or contractual arrangements.  We will also examine some of the implications of less-than-perfect rationality, particularly in situations in which there is uncertainty.

From a technical standpoint, we will study constrained optimization and comparative statics in depth.  Some game theoretic concepts will also be included.

Our approach will be to study in close detail a set of papers.  We will write a number of short papers, will have regular problem sets, and will have frequent discussions.  It will be very important for you to keep up with the reading.  Your course grade will be determined as follows:


Eight short papers


40%


Problem sets (six to eight)

20%


Class participation

20%


Final examination

20%

All written work must be completed to pass the course. Late submissions of papers will not be accepted.  However, more papers will be assigned than will be required.  Thus, you will have the option not to hand in some; alternatively you can hand in more than eight, and only the eight with the highest scores will be counted.  The problem sets and final examination must be completed on time, unless the instructor gives prior permission.  Class participation consists of attending class; being a responsive listener and active contributor of questions, ideas, and answers to problems; showing a command of the readings; and challenging the professor or your classmates.  One-fourth of your class participation score will come from your presentation to the class of one of the papers we will study.
In the course outline that follows, required readings are indicated by asterisks. Required readings are available in bound form. I may also distribute handouts in class from time to time.   The shaded papers are candidates for your short papers and for your class presentation.  Each student will meet with the professor prior to his or her presentation.  The exact configuration of presentations will depend on the number of students in the class and your preferences.  Each of your short papers should be about two pages long.  It will briefly summarize and critique the analysis in question.  In doing your short papers, you should think about the following questions.  What are the most important conclusions of the analysis?  Are there technical or substantive aspects of the analysis that you find especially interesting?  Are there limitations, loose ends, omissions, or other problems that you regard as significant?  What aspects of the analysis are especially worth talking about in class, for clarification or discussion?
1. The Methodology of Economics (1/17, 19, 24)

*
Eugene Silberberg. 1990. Chapter 1 of The Structure of Economics, second edition. New York: McGraw-Hill.

*
Hal R. Varian. 1992. “Mathematics” and “Optimization.” Chapter 26 and 27 of Microeconomic Analysis, third edition.  New York: W. W. Norton & Co.

2. Decision Making Under Uncertainty (1/26, 31)

*
Hal R. Varian. 1992. “Uncertainty.” Chapter 11 of Microeconomic Analysis, third edition.  New York: W. W. Norton & Co.

John W. Pratt. 1964. “Risk Aversion in the Small and in the Large.” Econometrica 32 (January-April), 122-36.

3. Behavior under Uncertainty: Some Applications (2/2, 7)

*
Bill M. Woodland and Linda M. Woodland. 1991. “The Effects of Risk Aversion on Wagering: Point Spread Versus Odds.” Journal of Political Economy 99 (June), 638-53.
*
Agnar Sandmo. 1971. “On the Theory of the Competitive Firm Under Price Uncertainty.” American Economic Review 61 (March), 65-73.

Raymond D. Sauer. 1998. “The Economics of Wagering Markets.” Journal of Economic Literature 36 (December), 2021-64.
4. Problems with the Expected Utility Hypothesis (2/9, 14)
*
Daniel Kahneman and Amos Tversky. 1979. “Prospect Theory: An Analysis of Decision under Risk.” Econometrica 47 (March), 263-91.

*
Richard H. Thaler and William T. Ziemba. 1988. “Parimutuel Betting Markets: Racetracks and Lotteries.” Journal of Economic Perspectives 2 (Spring), 161-74.


Chris Starmer. 2000. “Developments in Non-Expected Utility Theory: The Hunt for a Descriptive Theory of Choice under Risk.”  Journal of Economic Literature 38 (June), 332-82.
5. Asymmetric Information: The Principal-Agent Problem (2/16, 21, 23)

*
Hal R. Varian. 1992. § 25.1 -25.7 of “Information.” Chapter 25 of Microeconomic Analysis, third edition.  New York: W. W. Norton & Co.

*
David E. M. Sappington. 1991. “Incentives in Principal-Agent Relationships.” Journal of Economic Perspectives 5 (Spring), 45-66.

Bengt Holmstrom. 1979. “Moral Hazard and Observability.” Bell Journal of Economics 10 (Spring), 74-91.
6. Some Applications of the Principal-Agent Framework (2/28; 3/2)
*
Michael R. Darby and Edi Karni. 1973. “Free Competition and the Optimal Amount of Fraud.” Journal of Law and Economics 16 (April), 67-88.
*
Sanford Grossman and Oliver Hart. 1980. “Takeover Bids, the Free Rider Problem, and the Theory of the Corporation.”  Bell Journal of Economics 11 (Spring), 42-64.
Joseph E. Stiglitz. 1974. “Incentives and Risk Sharing in Sharecropping.” Review of Economic Studies 41 (April), 219-55.

7. Asymmetric Information: Adverse Selection and Signaling (3/7, 9)

*
Hal R. Varian. 1992. § 25.8 -25.11 of “Information.” Chapter 25 of Microeconomic Analysis, third edition.  New York: W. W. Norton & Co.

*
George A. Akerlof. 1970. “The Market for Lemons.” Quarterly Journal of Economics 84 (August), 488-500.

*
A. Michael Spence. 1973. “Job Market Signaling.” Quarterly Journal of Economics 87 (August), 355-74.


Hayne Leland. 1979. “Quacks, Lemons and Licensing: A Theory of Minimum Quality Standards.” Journal of Political Economy 87 (December), 1328-46.

John G. Riley. 2001.  “Silver Signals: Twenty-Five Years of Screening and Signaling.”  Journal of Economic Literature 38 (June), 432-78.
8. Information Problems and Financial Markets (3/21, 23)
*
Michael Rothschild and Joseph Stiglitz. 1976. “Equilibrium in Competitive Insurance Markets: An Essay on the Economics of Imperfect Information.” Quarterly Journal of Economics 90 (November), 629-49.

*
Joseph E. Stiglitz and Andrew Weiss. 1981. “Credit Rationing in Markets with Imperfect Information.” American Economic Review 71 (June), 393-410.

9. Labor Markets, Tournaments, Winner Take All (3/28, 30; 4/4, 6)

*
Carl Shapiro and Joseph E. Stiglitz. 1984. “Equilibrium Unemployment as a Worker Discipline Device.” American Economic Review 74 (June), 433-44.
*
Timothy Besley and John McLaren. 1993. “Taxes and Bribery: The Role of Wage Incentives.” Economic Journal 103 (January), 119-41.
*
Edward Lazear and Sherwin Rosen. 1981. “Rank Order Tournaments as Optimal Salary Schemes.” Journal of Political Economy 89 (October), 841-64.

Edward Lazear. 1989. “Pay Equality and Industrial Politics.” Journal of Political Economy 97 (June), 561-80.

Sherwin Rosen. 1986. “Prizes and Incentives in Elimination Tournaments.” American Economic Review 76 (September), 701-15.
*
Robert H. Frank and Philip J. Cook. 1991. “Winner-Take-All Markets.”  Unpublished manuscript, Cornell University.
10. Product Quality Assurance (4/11, 13)

*
Benjamin Klein and Keith B. Leffler. 1981. “The Role of Market Forces in Assuring Contractual Performance.” Journal of Political Economy 89 (August), 615-41.

*
Franklin Allen. 1984. “Reputation and Product Quality.” Rand Journal of Economics 15 (Autumn), 488-500.

William P. Rogerson. 1987. "The Dissipation of Profits by Brand Name Investment." Journal of Political Economy 95 (August), 797-809.

Sanford Grossman. 1981. “The Informational Role of Warranties and Private Disclosure about Product Quality.” Journal of Law and Economics 24, 461-83.

11. Holdups, Strategy, Predation (4/18, 20)
*
Benjamin Klein, Robert Crawford, and Armen Alchian. 1978. “Vertical Integration, Appropriable Rents, and the Competitive Contracting Process.” Journal of Law and Economics 21 (October), 297-326.


Sanford Grossman and Oliver Hart. 1986. “The Costs and Benefits of Ownership: A Theory of Vertical and Lateral Integration.” Journal of Political Economy 94 (August): 691-719.

* 
Avinash K. Dixit. 1980. "The Role of Investment in Entry-Deterrence." Economic Journal 90 (March), 95-106.

Paul Milgrom and John Roberts. 1982. “Limit Pricing and Entry under Incomplete Information: An Equilibrium Analysis.” Econometrica 50, 443-59.


Paul Milgrom and John Roberts. 1982. “Predation, Reputation and Entry Deterrence.” Journal of Economic Theory 27, 280-312.
12. Auctions and Bidding (4/25, 27; 5/2)

*
Paul Milgrom. 1989. “Auctions and Bidding: A Primer.” Journal of Economic Perspectives 3 (Summer), 3-22.
*
John G. Riley. 1989. “Expected Revenues from Open and Sealed Bid Auctions.”  Journal of Economic Perspectives 3 (Summer), 41-50.

*
Richard H. Thaler. 1988. “Anomalies: The Winner’s Curse.”  Journal of Economic Perspectives 2 (Summer), 191-202.


Vijay Krishna. 2002.  Auction Theory, San Diego: Academic Press.
Final Examination:
For seniors, to be arranged.




For others, Wednesday, May 10, 2:00
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