
Topics in Game Theory D:
Acquiring Costly Information in Contracts and Institutions

Fall 2021 – Period II

Instructor and Class Information

Name: Jan Knoepfle
Email: jan.knoepfle@aalto.fi
Lectures: Tuesdays 13:15-14:45 (first meeting on 02.11.2021)
Student presentations: Blocked on 1-2 days at end of period (exact dates tba)
Room: Lecture hall T003 on the ground floor in Ekonominaukio 1

Objectives

After taking this course, students should...

• Know main contributions and understand essential techniques at the topic’s research frontier.

• Be able to read, understand, and assess scientific articles (more) efficiently.

• Get started developing research ideas and, if interested, start writing a paper on the topic.

Course Content

Problems of asymmetric information lie at the heart of most of modern economics. In situations
with adverse selection, agents have private information about their preferences or characteristics:
think of a seller who is privately informed about her valuation for a car, an employee who knows
her productivity, or a defendant in court who knows whether he is guilty or not. In situations
with moral hazard, agents have private information about their actions: think of a manufacturing
company who privately observes how much money and effort it invests in preventing pollution, or
a pharmaceutical company who was granted funding to research a specific disease but can secretly
divert the funds for investments with lower social benefit.

In most of the classical literature studying optimal mechanisms and contracts to create the right
incentives in these situations, we assume it is exogenously given what the principal knows and
learns about the agent’s preferences or actions. However, verifying claims or collecting further
information typically requires time and money, so one must decide when it is optimal to invest
in information acquisition, as well as how react to it. It is thus not hard to think of situations in
which the decision what to learn is endogenous: A potential employer may perform an assessment
centre to evaluate the ability of some candidates. Environmental agencies can inspect companies
to determine whether they comply with current regulation. Investors can visit creditors to observe
their progress and inspect financial records to detect fund-diversion. When deciding whether an
approved drug should be subsidised, the regulating agency will verify claims from the producing
company as well as other stakeholders.

We shall see that the possibility of (costly) information acquisition has profound implications
for both modelling techniques as well as the optimal design of incentive schemes in practice. Most
importantly, the possibility of verifying the agent’s private information allows us to create incentives
in situations where monetary transfers are infeasible or considered morally unacceptable as is the
case in many public-sector institutions.
Further applications of these models include



• Income tax codes and audit policies

• Debt-contracts when banks can verify a creditor’s claim of insolvency

• Optimal hiring procedures when the employee’s ability becomes observable after she is hired

• The design of judicial procedures.

Course Structure

In each lecture, I will present one or two papers which students read beforehand. The lecture
will convey the most important technical tools and then we discuss the main practical insights and
intuition in group. Each student will present a paper from the list enclosed. These presentations
will be held during a block seminar at the end of period II.
The lectures will cover a selection of the following papers:

• Green and Laffont (1986), Bull and Watson (2004, 2007), Deneckere and Severinov (2008)
Myerson (1982)

• Border and Sobel (1987)

• Mookherjee and Png (1992)

• Ben-Porath, Dekel, and Lipman (2014), Townsend (1979), Ben-Porath et al. (2019)

• Halac, Kremer, and Winter (2021)

• Malenko (2019)

For student presentations, students choose a paper from the reference list below. You can also sug-
gest other papers related to the course content, and schedule an office hour to find a paper together.

Student Contribution

Students are expected to actively participate in class. Each participant will also

• Read each week’s paper prior to the corresponding lecture

• Hand in 1-2 brief research proposals (1 page max) outlining a potential idea for own research

• Present one paper from the list below at the end of the period

• Voluntary:
Hand in a term paper. This is an opportunity to get continual feedback during and after the
elaboration of a first draft if you want to write one of your dissertation chapters on a topic
related to the course. (This could also be your second-year paper)

Other Remarks

• Please do not hesitate to email me in case of questions and for office hours

• Lectures will be in person. In case you cannot assist physically due to Covid, please let me
know at least a day in advance and I will set up a live stream option

• One day after the first lecture, i.e. on On 03.11.2021, Ian Ball will present a related paper
(see reference list) in the micro seminar from 3-4pm (note the change of time)
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