Midterm Exam EE719

1. (50%) Let us consider the following sequential game with incomplete information. A
worker privately observes whether he has a High productivity or a Low productivity, and
then decides whether to acquire some education that he will be able to use as a signal
about what his productivity level is. The firm that is thinking in hiring him can either
hire him as a manager (M) or as a cashier (C). But the firm does not observe the real
productivity level of the worker, but only how whether the worker decided to acquire

college education or not.
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(a) Show that there is no equilibrium in which low productivity worker chooses to acquire
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education.

(b) Is there a separating (perfect Bayesian) equilibrium in which high productivity worker

chooses to acquire education and low productivity worker chooses no education?



1. (50 points) Consider the following two-period game between an economy’s monetary

authority and its labour force. The timing of the game is:

* Nature picks the monetary authority’s type. The monetary authority is weak with

probability 0.4 and strong with probability 0.6.
* The monetary authority picks first period inflation to be either HIGH or LOW
* The labour force forms high or low expectations of second period inflation.

* The authority picks second period inflation: HIGH if weak; LOW if strong.

Strong monetary authorities prefer low inflation; weak monetary authorities are less pre-
pared to adopt policies that they believe may compromise national income in the short-run,
and prefer a situation that results in higher inflation. The authority receives a payoff of
100 if it chooses its preferred first period inflation level, zero otherwise. In addition, the
authority receives a bonus payoff if labour force expectations of second period inflation are
low. These benefit the strong authority by keeping down inflationary pressures, gaining
it a bonus payoff of 200; while the weak authority gains a bonus of 50. (The (present
value) of the bonus to the weak authority is lower since it cares less about the future.)
The labour force simply wants to get its expectations of second period inflation correct.

It receives a payoff of zero if it is correct, -100 otherwise.

(a) Draw this game in extensive form

(b) Show that there is no equilibrium in which a weak monetary authority chooses LOW

first period inflation

(c) Is there a separating (perfect Bayesian) equilibrium in which a strong monetary
authority chooses LOW first period inflation, and a weak monetary authority chooses
HIGH first period inflation?

(d) What out-of-equilibrium beliefs would the labour force have to hold to support a
pooling (perfect Bayesian) equilibrium in which both types of monetary authority
chose HIGH first period inflation?

(e) Are these beliefs compatible with the intuitive criterion? If not, then why not?

2. (30 points) Since education may not reflect workers’ true ability, firms should not use

worker’s education in worker’s wage setting decision. Discuss.
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