Economic Modelling

Lecture 26

Application of Game Theory in Macro-Economics



Solutions of GAMES

Co-operative and Non-Co-operative Game
— Prisoner’s dilemma

— Battle of sexes

— Static and dynamic games

Dominant Strategy

Nash Equilibrium

Sub-game perfect equilibrium
Extensive form

Backward induction



Inflation Policy Game: Pay-Off for the Government and Private
Sector

Pay-off: (private sector, Public sector)

Private Sector
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Policy options and its outcome

Policy Options Actual inflation Expected inflation | Unemployment rate
A Low Low u=u,
B Low High u > U
C High Low U < U
D High High U = U
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A: co-operative solution
B: Nash equilibrium
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Deviation of unemployment from its natural rate
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Extensive Form of the Inflation Game

. Second move
First move
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Government likes C; Private sector likes A, Nash equilibrium is B
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