
1.3 Equilibrium in the invisible hand game  
Game theory describes social interactions, but may also provide predictions about what will happen  
In the invisible hand game, there is a standard format called a payoff matrix  
Rectangular array of numbers. The first number in each box is the reward received by the row players, 
second number is the column player’s payoff 
 
Best response in game theory, the strategy that will give a player the highest payoff, given the strategies 
that the other players select. 
dominant strategy Action that yields the highest payoff for a player, no matter what the other players do. 
dominant strategy equilibrium An outcome of a game in which every player plays his or her dominant 
strategy. 
Matrix is a rectangular/square array of numbers. First number in each box is the reward received by the 
row player and the second number is the column player’s payoff 
 
FINDING THE BEST RESPONSES: 

1. Start with row player. What would be his best response to column player’s 
decision to play Rice. 
He will choose Cassava (utility of 4 instead of 1). 
 
2. If column player chooses the other option, what would be the row player’s 
best response? 
He will choose Cassava (utility of 3 instead of 2) 
 
3. Does a dominant strategy exist? 
Whatever Bala’s choice, Anil will choose Cassava.  
4. Is there an equilibrium? 

Neither players would want to change their decision after seeing what 
the other player choses.  

Pursuing self-interest resulted in an outcome that was: 

• The best of the four possible outcomes for each player 
• The strategy that yielded the largest total payoffs for the 2 farmers combined 

 
Nash equilibrium: 
‘a set of strategies (one per player), such that each player’s strategy is the best 
response to the strategies chosen by everyone else.’ 
Not necessary the best possible outcome 
No player has an incentive to unilaterally change their strategy 
Dominant strategy equilibrium in the invisible hand game is a type of Nash 
equilibrium  
E.G. 
Both have to change their strategy to move to 4-4 
Inequality aversion and reciprocity will result in 2 Nash equilibria which include 
the social optimum 
Multiple Nash equilibria can cause coordination problems, but economic and political institutions can help 
achieve socially optimal outcomes 
 

1.4 Prisoners’ dilemma 
prisoners’ dilemma A game in which the payoffs in the dominant strategy equilibrium are lower for each 
player, and also lower in total, than if neither player played the dominant strategy. 



Could’ve had a bigger payoff, can’t because they are working independently from each other 
Social dilemma, each player isn’t taking into account the negative affect they are having on the other 
player.  
Can be resolved by social preferences, peer punishment or binding agreements  
The mutually beneficial strategy is generally termed COOPERATE, dominant strategy is called DEFECT  
 
E.G. 
Choosing pest control  
 

 
1. If Bala chooses IPC, Anil will choose 
terminator 
2. If Bala chooses Terminator, Anil will 
choose terminator 
3. If Anil chooses ICP, Bala will choose 
Terminator 
4. If Anil chooses Terminator, Bala will 
choose terminator 
5. Terminator is the dominant strategy 
for both of them even though they can both 
have a better utility if they both choose IPC 
At 2,2 there is a Nash equilibrium as no 
one has an incentive to change  

         strategies 
 
Shows that self-interest can lead to favourable outcomes, but can also lead to outcomes that nobody 
would endorse 
Help us understand more precisely how markets can harness self-interest to improve the workings of the 
economy, but also the limitations of markets  
 
 


