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Introduction

@ The theory of repeated games provides a central
underpinning for our understanding of social, political, and
economic institutions, both formal and informal.

@ A key ingredient in understanding institutions and other
long run relationships is the role of

@ shared expectations about behavioral norms (cultural
beliefs), and
@ sanctions in ensuring that people follow the “rules.”

@ Repeated games allow for a clean description of both the
myopic incentives that agents have to not follow the rules
and, via appropriate specifications of future behavior (and
so rewards and punishments), the incentives that deter
such opportunistic behavior.
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Examples of Long-Run Relationships
and Opportunistic Behavior

Buyer-seller.

The seller selling an inferior good.

Employer and employees.

Employees shirking on the job, employer reneging on implicit
terms of employment.

A government and its citizens.

Government expropriates (taxes) all profits from investments.
World Trade Organization

Imposing tariffs to protect a domestic industry.

Cartels
A firm exceeding its share of the monopolistic output.
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Two particularly interesting examples

© Dispute Resolution.
Ellickson (1991) presents evidence that neighbors in Shasta
County, CA, resolve disputes arising from the damage created
by escaped cattle in ways that both ignore legal liability and are
supported by intertemporal incentives.

@ Traders selling goods on consignment.
Grief (1994) documents how the Maghribi and Genoese
merchants deterred their agents from misreporting that goods
were damaged in transport, and so were worth less. These two
communities of merchants did this differently, and in ways
consistent with the different cultural characteristics of the
communities and repeated game analysis.




The Leading Example

The prisoners’ dilemma as a partnership

uz
E S
2,2 -1,3
3,-1 0,0

@ Each player can guarantee herself a payoff of 0.
A payoff vector is individually rational if it gives each player at
least their guarantee.

@ F* is the set of feasible and individually rational payoffs.
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The Leading Example

The prisoners’ dilemma as a partnership

uz
E S
2,2 -1,3
3,-1 0,0

@ Each player can guarantee herself a payoff of 0.
A payoff vector is individually rational if it gives each player at
least their guarantee.

@ F*is the set of feasible and individually rational payoffs.

@ In the static (one shot ) play, each player will play S,
resulting in the inefficient SS outcome.
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Intertemporal Incentives

Suppose the game is repeated (once), and payoffs are
added.

We “know” SS will be played in last period, so
no intertemporal incentives.

Infinite horizon—relationship never ends.
The infinite stream of payoffs (u%, ul,u?,...) is evaluated

i Yo

as the (average) discounted sum

t,,t
tho(l —6)otul.

Individual i is indifferent between 0,1,0,... and 4,0,0....

The normalization (1 — ¢) implies that repeated game
payoffs are comparable to stage game payoffs.
The infinite constant stream of 1 utils has a value of 1.
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@ A strategy o for individual i describes how that individual
behaves (at each point of time and after any possible
history).

@ A strategy profile o = (o1, ...,0n) describes how everyone
behaves (at each point of...).

Definition

The profile o* is a Nash equilibrium if for all individuals i, when
everyone else is behaving according to ¢*;, then i is also willing
to behave as described by o;".

The profile o* is a subgame perfect equilibrium if for all histories
of play, the behavior described (induced) by the profile is a
Nash equilibrium.

@ Useful to think of social norms as equilibria: shared
>N expectations over behavior that provide appropriate
sanctions to deter deviations.
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Characterizing Equilibria

@ Difficult problem: many possible deviations after many
different histories.

@ But repeated games are recursive, and the one shot
deviation principle (from dynamic programming) holds.

@ Simple penal codes (Abreu, 1988): use i's worst eq to
punish any (and all) deviation by i.




Prisoners’ Dilemma
Grim Trigger

0 @Q ~EE

This is an equilibrium if

(1-0)x2+6x2=2>(1-0)x3+0x0
=0>1
Grim trigger is subgame perfect: always S is a Nash eq

(because SS is an eq of the stage game and in wss behavior is -
& history independent). |
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The need for credibility of punishments

The Purchase Game
A buyer and seller:

uz F*
Buy Don’t buy
High effort | 2,3 0,0
Low effort 3,2 0,0
uz

@ The seller can guarantee himself 0, while the buyer can
guarantee herself 2.



The need for credibility of punishments

The Purchase Game
A buyer and seller:

uz F*
Buy Don’t buy
High effort | 2,3 0,0
Low effort 3,2 0,0
uz

@ The seller can guarantee himself 0, while the buyer can
guarantee herself 2.

@ There is an equilibrium in which the seller always chooses
low effort and the buyer always buys.
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The need for credibility of punishments

The Purchase Game
A buyer and seller:

uz F*
Buy Don’t buy
High effort | 2,3 0,0
Low effort 3,2 0,0
uz

@ The seller can guarantee himself 0, while the buyer can
guarantee herself 2.

@ There is an equilibrium in which the seller always chooses
low effort and the buyer always buys.
gy m]

& @ Is there a social norm in which the buyer threatens notto L
buy unless the seller chooses high effort?
@ Need to provide incentives for the buyer to do so.

|

i
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Why the buyer is willing to punish
Suppose, after the seller “cheats” the buyer by choosing low

effort, the buyer expects the seller to continue to choose low
effort until the buyer punishes him by not buying.

B D H B
H| 2,3 0,0

SO

@ The seller chooses high effort as long as

o

>
@ The buyer is willing to punish as long as § > 2.
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Why the buyer is willing to punish
Suppose, after the seller “cheats” the buyer by choosing low

effort, the buyer expects the seller to continue to choose low
effort until the buyer punishes him by not buying.

B D H B
H| 2,3 0,0

SO

D

@ The seller chooses high effort as long as ¢ > %
@ The buyer is willing to punish as long as § > 2.

& @ This is a carrot and stick punishment (Abreu, 1986).
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The Game with Perfect Monitoring

Action space for i is A;, with typical action a; € A;.
An action profile is denoted a = (ay, ..., an), with
associated flow payoffs u;(a).

Infinite stream of payoffs (u®,ul,u?,...) is evaluated as the
(average) discounted sum

t,,t
tho(l - 5)5 ui )

where § € [0, 1) is the discount factor.

Perfect monitoring: At the end of each period, all players
observe the action profile a chosen.

History to date t: ht = (a°,...,a!"!) € At = H; HO = {&}.
Set of all possible histories: H = U2 jH'.

Strategy for player i is denoted s; : H — A,.

Set of all strategies for playeri is S;.
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Automaton Representation of Behavior

An automaton is the tuple (W, w°,f, 7), where
@ W is set of states,
o w? is initial state,
@ f : W — As output function (decision rule), and

@ 7: )V x A — W is transition function.

Any automaton (W, w?°, f, 7) induces a strategy profile. Define
7(w,h') = 7(r(w,h'"1),at"1).
The induced strategy s is given by s(2) = f(w°) and
s(ht) = f(r(w% h')), Vvh'e H\{z}.

Y] —

& Every profile can be represented by an automaton (set YW = H).
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Nash Equilibrium

Definition
An automaton is a Nash equilibrium if the strategy profile s
represented by the automaton is a Nash equilibrium.

)

)
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Subgames and Continuation Play

@ Each history h! reaches (“indexes”) a distinct subgame.
@ Suppose s is represented by (W, w°, f, 7). Recall that

7'(W07 ht) = T(T(WO, ht_l), a“l).

@ The continuation strategy profile after a history ht, s| is
represented by the automaton (W, w', f, ), where

w' = 7(w® h').

@ Grim Trigger after any ht = (EE)":

EE
-EE




Subgames and Continuation Play

@ Each history h' reaches (“indexes”) a distinct subgame.
@ Suppose s is represented by (W, w°, f, 7). Recall that

T(Wo, ht) = 7'(7'(W07 ht_l), at_l).

@ The continuation strategy profile after a history ht, s|y is
represented by the automaton (W, w!,f, 7), where

wt = 7(wO h').

@ Grim Trigger after ht with an S (equivalent to always SS):
EE

WEE Wss J«e— O




Subgame Perfection

Definition

The state w € W of an automaton (W, w?°, f, 7) is reachable
from w@ if w = 7(w©, ht) for some history ht € H. Denote the
set of states reachable from w° by W(w?).

Definition

The automaton (W, w?, f, 7) is a subgame perfect equilibrium if
for all states w € W(w?), the automaton (W, w, f, 7) is a Nash
equilibrium.

)|

(
)
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The automaton (W, w, f, 7) induces the sequences

WO = w, a? .= f(WO)
wl = 7(W°, a0, al .= f(wl),
w2 = r(wl al), a? = f(W?),

Given an automaton (W, w©,f,7), let V;(w) be i’s value from
being in the statew € W, i.e.,

Vi(w) = (1 = o)ui(f(W°)) + oVi(r(W°,F(%°)))
= (1 - 0)ui(a°) +6{(1 - d)ui(a’) + dVi(W?)}

=(1-90) Zt Stu;(a
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Principle of No One-Shot Deviation
Definition
Player i has a profitable one-shot deviation from (W, w0, f, 1), if
there is a state w € W(w?) and some action a; € A; such that

Vi(w) < (1 —d)ui(ai,fi(w)) + oVi(r(w, (ai, f_i(w))).

)
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Principle of No One-Shot Deviation
Definition
Player i has a profitable one-shot deviation from (W, w0, f, 1), if
there is a state w € WW(w?) and some action a; € A; such that

Vi(w) < (1 —d)ui(ai,fi(w)) + oVi(r(w, (ai, f_i(w))).

Theorem
An automaton is subgame perfect iff there are no profitable
one-shot deviations.

\ |
|

‘,}.
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Principle of No One-Shot Deviation
Definition
Player i has a profitable one-shot deviation from (W, w°,f, 1), if
there is a state w € WW(w?) and some action a; € A; such that

Vi(w) < (1 —d)ui(ai,fi(w)) + oVi(r(w, (ai, f_i(w))).

Theorem

An automaton is subgame perfect iff there are no profitable
one-shot deviations.

Corollary

The automaton (W, w9, f, 1) is subgame perfect iff, for all
w € W(w?), f(w) is a Nash eq of the normal form game with

oz payoff function gV : A — R", where

g/'(a) = (1 —d)ui(a) + sVi(r(w, a)).




SGP if No Profitable One-Shot Deviations

Proof |

e LetV, (w) be player i’s payoff from the best response to
(W,w,f_;, ) (i.e., the strategy profile for the other players
specified by the automaton with initial state w). Then

Vi(w) = max {(1 - 8)ui(ay, F-i(w)) + 0V (r(w, (i, i (w)))) }
i EA;

@ Note that V; (w) > Vj(w) for all w. Denote by w;, the state
that maximizes V, (w) — Vi(w) (if there is more than one,
choose one arbitrarily).

@ If (W, w0 f, 7)) is not SGP, then for some player i,

Vi(wi) — Vi(w;) > 0.
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SGP iff No Profitable One-Shot Deviations

Proof Il
Then, for all w,
Vi(Wi) — Vi(W;) > 8[Vi(w) — Vi(w)],
and so (where a" yields V;(W;))
Vi (Wi) — Vi (W;)
>0V (r (W, (", (W) — Vi(r(Ws, (&, Fi(W))))]



SGP iff No Profitable One-Shot Deviations

Proof Il
Then, for all w,
Vi(W) = Vi(W) > S[Vi(w) — Vi (w)],
and so (where a" yields V;(W;))
Vi(Wi) = Vi(W)
>0V (r (Wi, (&, - (W)))) — Vi(r (W, (a}" , £ (W,))))]
+[(1 = dyui(@™, (W) — (1 = d)ui(@", fi(W))]

(
)
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SGP iff No Profitable One-Shot Deviations

Proof Il

Then, for all w,
Vi(W;) — Vi(W;) > 8[Vi(w) — Vi(w)],

and so (where a}’v‘ yields \7i (W;))

Vi(Wi) — Vi (W;)
>5[V (1(W;, (a;ﬁi: fi(Wi)))) = Vi(r (Wi, (a?i (W)
(L= ui(@™ (W) — (1= S)us(@™, - (%))]
=Vi(W;)
- {(1 — O)ui (@, fi (W) + oVi (r(Wi, (&, ffi(wi))))} '

&



SGP iff No Profitable One-Shot Deviations

Proof Il
Then, for all w,

Vi(Wi) — Vi (W) > 3[Vi(w) — Vi(w)],
and so (where a}’v‘ yields \7i (W;))
Vi (W) — Vi (W) _
>8[Vi (r (Wi, (&, £ (W)))) — Vi(7(W;, (a:Ni?f—i(Wi))))]
+ (1= ) (a", i (W) — (1 — d)ui (&, i (W;))]
=V; (W)
— {(1 — 5)ui(a}’T'i,f,i(vT/i)) + 5Vi(T(Wia (a;Ni ) f,,(VTh))))} :
Thus,
(1= d)ui(@", f_i (W) + oVi (r(W;, (", F-i (W) > Vi(wi),

o=

“"that is, player i has a profitable one-shot deviation at w;.



Enforceability and Decomposability

Definition
An action profile @’ € A is enforced by the continuation
promises v : A — R" if @’ is a Nash eq of the normal form game

with payoff function g7 : A — R", where

g/ (a) = (1 —d)ui(a) + dvi(a).

)

7o
i
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Enforceability and Decomposability

Definition

An action profile a’ € A is enforced by the continuation
promises v : A — R" if @’ is a Nash eq of the normal form game
with payoff function g7 : A — R", where

g/ (a) = (1 - d)ui(a) + o7i(a).

Definition

A payoff v is decomposable on a set of payoffs V if there exists
an action profile a’ enforced by some continuation promises

~v: A — V satisfying, for all i,

Vi = (1= d)u(@’) + o7i(a@’).

s

(H

[ g ym]
&; The payoff v is decomposed by a’ on V.
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The Purchase Game 1

Buy Don't buy

High effort 2,3 0,0

Low effort 3,2 0,0

@ Only LB can be enforced by constant continuation
promises, and so

@ only (3,2) can be decomposed on a singleton set, and that
setis {(3,2)}.

\ |
|

;( b
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The Purchase Game 2

Buy Don't buy

High effort 2,3 0,0 Suppose V

{(26,30),(2,3)},
Low effort 3,2 0,0 and § > %

@ (2,3) is decomposed on V by HB and promises
2,3), ifa; =H,
")/(a.) — ( ) ' 1
(20,36), ifa; =L.
@ (26,30) is decomposed on V by LD and promises

(2,3), ifa, =D,
v(a) = :
(20,36), ifa,=B.

@ No one-shot deviation principle —
B every payoff in V is a subgame perfect eq payoff.

34/42



The Purchase Game 3

Buy Don't buy

High effort 2,3 0,0 Suppose V =

Low effort 3, 0,0 and § > %

@ (3-30+426%,2 26 +36%) =: v is decomposed on V by
LB and the constant promises

+(a) = (26,35).

@ So, payoffs outside V can also be decomposed on V.

@ No one-shot deviation principle —-
vt is a subgame perfect eq payoff.




The Purchase Game 4

uz

Buy Don't buy
High effort | 2,3 0,0
Low effort 3,2 0,0

V

~

vi

Uz

x
Y

i
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Subgame Perfection redux

Let EP(4) C FP* be the set of pure strategy subgame perfect
equilibrium payoffs.
Theorem

A payoff v € R" is decomposable on £P(9) if, and only if,
v € EP(D).

B

(
)
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Subgame Perfection redux

Let EP(4) C FP* be the set of pure strategy subgame perfect
equilibrium payoffs.

Theorem

A payoff v € R" is decomposable on £P(9) if, and only if,
v € EP(D).

Theorem

Suppose every payoff v in some bounded set V ¢ R" is
decomposable with respect to V. Then, V C £P(9).

Any set of payoffs with the property described above is said to
be self-generating.
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A Folk Theorem

@ Intertemporal incentives allow for efficient outcomes, but
also for inefficient outcomes, as well as crazy outcomes.

@ This is illustrated by the “Folk” Theorem, so called because
results of this type have been part of game theory folklore
since at least the late sixties.

The Discounted Folk Theorem (Fudenberg&Maskin 1986)

Suppose v is a feasible and strictly individually rational vector of
payoffs. If the individuals are sufficiently patient (there exists

d € (0,1) such that for all § € (d,1)), then there is a subgame
perfect equilibrium with payoff v.
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Interpretation

@ While efficient payoffs are consistent with equilibrium, so
are many other payoffs, and associated behaviors.
(Consistent with experimental evidence.)

@ Moreover, multiple equilibria are consistent with the same
payoff.

@ The theorem does not justify restricting attention to efficient
payoffs.
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Interpretation

@ While efficient payoffs are consistent with equilibrium, so
are many other payoffs, and associated behaviors.
(Consistent with experimental evidence.)

@ Moreover, multiple equilibria are consistent with the same
payoff.

@ The theorem does not justify restricting attention to efficient
payoffs.

Nonetheless:

@ In many situations, understanding the potential scope of
equilibrium incentives helps us to understand possible
plausible behaviors.

@ Understanding what it takes to achieve efficiency gives us
important insights into the nature of equilibrium incentives.

@ It is sometimes argued that the punishments imposed are [ &
too severe. But this does simplify the analysis. ‘
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What we learn from perfect monitoring

@ Multiplicity of equilibria is to be expected.
@ This is necessary for repeated games to serve as a building
block for any theory of institutions.
@ Selection of equilibrium can (should) be part of modelling.
@ In general, efficiency requires being able to reward and
punish individuals independently (this is the role of the full
dimensionality assumption).

@ Histories coordinate behavior to provide intertemporal
incentives by punishing deviations. This requires
monitoring (communication networks) and a future.

@ Intertemporal incentives require that individuals have

something at stake: “Freedom’s just another word for
nothin’ left to lose.”
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What we learned from perfect monitoring

@ Multiplicity of equilibria is to be expected.

@ In general, efficiency requires being able to reward and
punish individuals independently.

@ Histories coordinate behavior to provide intertemporal

incentives by punishing deviations. This requires
monitoring (communication networks) and a future.

3
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What we learned from perfect monitoring

@ Multiplicity of equilibria is to be expected.

@ In general, efficiency requires being able to reward and
punish individuals independently.

@ Histories coordinate behavior to provide intertemporal

incentives by punishing deviations. This requires
monitoring (communication networks) and a future.

But suppose deviations are not observed?
Suppose instead actions are only imperfectly observed.
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Collusion in Oligopoly

Perfect Monitoring

In each period, firmsi = 1,...,n simultaneously choose
guantities g;.
Firm i profits

7i(d1, .-, 0n) = PG — c(qi),

where p is market clearing price, and c(q;) is the cost of g;.

Suppose p = P(3_; gi) and P is a strictly decreasing
function of Q := ), q;.

If firms are patient, there is a subgame perfect equilibrium
in which the each firm sells Q™ /n, where Q™ is monopoly
output, supported by the threat that any deviation results in
perpetual Cournot (static Nash) competition.
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Collusion in Oligopoly

Imperfect Monitoring

In each period, firmsi =1,...,n simultaneously choose
guantities g;.
Firm i profits

mi(d1,---,0n) = Pgi — c(q;),

where p is market clearing price, and c(q;) is the cost of g;.

Suppose p = P (>, q;) and P is a strictly decreasing
function of Q := ), q;.

Suppose now g, . ..,y are not public, but the market
clearing price p still is (so each firm knows its profit).
Nothing changes! A deviation is still necessarily detected,
since the market clearing price changes. b
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Collusion in Oligopoly

Noisy Imperfect Monitoring—Green and Porter (1984)

@ In each period, firmsi = 1,..., n simultaneously choose
guantities g;.

@ Firm i profits

(1, ---,0n) = PAi — ¢(q;),

where p is market clearing price, and c(q;) is the cost of g;.

@ But suppose demand is random, so that the market
clearing price p is a function ofQ and a demand shock 7.
Moreover, suppose p has full support for all Q.

— no deviation is detected.
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Repeated Games with Noisy Imperfect Monitoring

@ In a setting with noisy imperfect monitoring where it is
impossible to detect deviations, are there still intertemporal
incentives?

@ If so, what is their nature?

@ And, how effective are these intemporal incentives?

7140



Repeated Games with Noisy Imperfect Monitoring

@ In a setting with noisy imperfect monitoring where it is
impossible to detect deviations, are there still intertemporal
incentives? Yes

@ If so, what is their nature?

@ And, how effective are these intemporal incentives?




Repeated Games with Noisy Imperfect Monitoring

@ In a setting with noisy imperfect monitoring where it is
impossible to detect deviations, are there still intertemporal
incentives?

@ If so, what is their nature?

@ And, how effective are these intemporal incentives?
Surprisingly strong!

;



Repeated Games with Imperfect Public Monitoring

©

Structure 1
Action space for i is A;, with typical action a; € A;.
Profile a is not observed.
All players observe a public signaly € Y, |Y| < oo, with

Priy [ (az,..-,an)} = p(y | @)
Since y is a possibly noisy signal of the action profile a in
that period, the actions are imperfectly monitored.
Since the signal is public (observed by all players), the
game is said to have public monitoring.
Assume Y is finite.
u’: Ay x Y — R, i's ex post or realized payoff.
Stage game (ex ante) payoffs:

=) ui(ai,y)ply | a).

yey




Ex post payoffs

Oligopoly with imperfect monitoring

@ Ex post payoffs are given by realized profits,

u’(ai, p) = pa; — c(ai),

where p is the public signal.

@ Ex ante payoffs are given by expected profits,

ui(qa, ...

,0n) = E[pg; —c(q;) | 91, - - - On]

=E[p|a1,...-an]ai — c(qi)-

}“4
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Ex post payoffs Il

Prisoners’ Dilemma with Noisy Monitoring

@ There is a noisy signal of actions (output), y € {y,y} =Y,

p, ifa=EE,
Pr(y |a) :=p(y |a)=<q, ifa=SE orSE,and
r, ifa=SS.
@ Player i’s ex post payoffs ex ante payoffs
y y E S
(83—p—29) (P+29) E 22 |-13

(p—q) ~ (p—q)

3(1-r) 3r
@n | —@n S| 3-1] 00
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Repeated Games with Imperfect Public Monitoring

Structure 2

@ Public histories:
H=uUX,Y,
with ht = (y9,...,y'"1) being a t period history of public
signals (Y? = {2}).
@ Public strategies:
si:H—A.

[]
2
]
)-|
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Automaton Representation of Public Strategies

An automaton is the tuple (W, w°,f, 7), where
@ W is set of states,
o w0 is initial state,
@ f : W — Ais output function (decision rule), and
@ 7: W x Y — Wis transition function.

The automaton is strongly symmetric if fi(w) = fi(w) Vi, j,w.

Any automaton (W, w?°, f, 7) induces a strategy profile. Define
r(w,ht) = 7(r(w,ht1), y =),
The induced strategy s is given by s(2) = f(w°) and
s(h') = f(r(w® ht)), vh' e H\{o}.

. .
& Every public profile can be represented by an automaton (set
ST = H).
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Prisoners’ Dilemma with Noisy Monitoring

Grim Trigger
y
0 A y
W, W

This is an eq if

V=(1-6)2+4[pV +(1-p)x0]
> (1-6)3+6[qV +(1—q) x 0]

25(p—q 1
Note that 21-9)
& V= ) ’

“~andso lims_1V = 0.

|

-
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Equilibrium Notion

@ Game has no proper subgames, so how to usefully capture
sequential rationality?

)|

(
)
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Equilibrium Notion

@ Game has no proper subgames, so how to usefully capture
sequential rationality?

@ A public strategy for an individual ignores that individual’'s
private actions, so that behavior only depends on public
information. Every player has a public strategy best
response when all other players are playing public
strategies.

Definition

The automaton (W, w9, f, 1) is a perfect public equilibrium
(PPE) if for all states w € W(w?), the automaton (W, w,f,7) is
a Nash equilibrium.

17/40



Principle of No One-Shot Deviation

Definition
Player i has a profitable one-shot deviation from (W, w°,f, 1), if
there is a state w € W(w®) and some action a; € A; such that

Vi(w) < (1—8)ui(aj, f_i(w)) +5ZV (W, y)o(y | (ai, f-i(w))).

]
2
']
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Principle of No One-Shot Deviation

Definition
Player i has a profitable one-shot deviation from (W, w°,f, 1), if
there is a state w € W(w?) and some action a; € A; such that

Vi(w) < (1—6)ui(a, f_ +5Zv oy | (&, f-i(w))).

Theorem

The automaton (W, w?, f, 7) is a PPE iff there are no profitable
one-shot deviations, i.e, for all w € W(w?), f(w) is a Nash eq of
the normal form game with payoff function g" : A — R", where

g/'(a) = (L —d)u +5ZV ply | a).




Prisoners’ Dilemma with Noisy Monitoring

Bounded Recall

y Y

y

@ V(Weg) = (1 —6)2+d{pV(wge) + (1 — p)V(Wss)}
V(wss) = 6{rV(wge) + (1 —r)V(wss)}

o V(WEE) > V(WSS), bUtV(WEE) _V(WSS) —0Qasd— 1.

@ Atwgg, EE is a Nash eq of g"ee if 6 > (3p —2q —r)~L.

@ Atwsg, SSis a Nash eq of g¥ss if 6 < (p +2q — 3r)~L.




Prisoners’ Dilemma with Noisy Monitoring

Bounded Recall

y Y

y

@ V(wgg) = (1—6)2+6{pV(wee) + (1 —p)V(wss)}
V(wss) = o{rV(wee) + (1 —r)V(wss)}

@ V(wge) > V(wss), but V(wgg) — V(Wss) — 0asd — 1.

@ Atwgg, EE is a Nash eq of g"ee if 6 > (3p —2q —r)~L.

@ Atwsg, SSis a Nash eq of g¥ss if 6 < (p +2q — 3r)~L.

@ PPEif(3p—29—-r)"t<é<(p+2q9—3r)L




Characterizing PPE

@ A major conceptual breakthrough was to focus on
continuation values in the description of equilibrium, rather
than focusing on behavior directly.

@ This yields a more transparent description of incentives,
and an informative characterization of equilibrium payoffs.

@ The cost is that we know little about the details of behavior
underlying most of the equilibria, and so have little sense
which of these equilibria are plausible descriptions of
behavior.

22/40



Enforceability and Decomposability

Definition
An action profile a’ € A is enforced by the continuation
promises v : Y — R" if a’ is a Nash eq of the normal form game

with payoff function g7 : A — R", where

g7(a) = (1 - d)ui(a +5Z% oly | a).

)

gg
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Enforceability and Decomposability

Definition
An action profile @’ € A is enforced by the continuation

promises v : Y — R" if a’ is a Nash eq of the normal form game
with payoff function g7 : A — R", where

g’(a) = (1 - d)ui(a +5Z% ply | ).

Definition

A payoff v is decomposable on a set of payoffs V if there exists
an action profile a’ enforced by some continuation promises
~v:Y — V satisfying, for all i,

= (1- +5Z% )o(y | @)

2
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Characterizing PPE

The Role of Continuation Values

@ Let EP(J) C F* be the set of (pure strategy) PPE.
@ Ifv € EP(9), then there existsa’ € Aand v : Y — EP(9) so
that, for all i,

VI_(l 5 +5Z ’Yl y‘a

> (1-d)u(a,a’; +6Z Yi(y)ply | a,a ;) Va €A

That is, v is decomposed on EP(J).




Characterizing PPE

The Role of Continuation Values

@ Let EP(J) C F* be the set of (pure strategy) PPE.
@ Ifv € EP(9), then there existsa’ € Aand v : Y — EP(9) so
that, for all i,

Vi =(1-4)u +5Z Y(y)ely | @)
> (1-d6)u(a,a’ +6Z n(Y)ely la,a;) Va €A
That is, v is decomposed on EP(J).

Theorem (Self-generation, Abreu, Pearce, Stacchetti, 1990)

B C £EP(9) if and only if for all v € B, B bounded, there exists
a’eAand~y:Y — B so that, forall i,

= (@ =du(@)+d)> n(y)ely ) )
> (1—d)ui(a,a” +5Z YY)y la,aly) Va €A |




Decomposability

Ely(y) | @]
Y(y2)e

v—EQ(y)la]=(1-0)(u@)-En(y)|al)
u(@’) —v =d(u(@) - E[(y) a7



Impact of Increased Precision

@ Let R be the |A| x |Y |-matrix, [R]ay := p(Y | @).
@ (Y,p')isagarbling of (Y, p) if there exists a stochastic

matrix Q such that
R’ = RQ.

That is, the “experiment” (Y, p’) is obtained from (Y, p) by
first drawing y according to p, and then adding noise.

@ If W can be decomposed on W’ under p’, then W can be
decomposed on the convex hull of YW under p. And so the
set of PPE payoffs is weakly increasing as the monitoring
becomes more precise.
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Bang-Bang

Suppose A is finite and the signals y are distributed
absolutely continuously with respect to Lebesgue measure
on a subset of RX. Every pure strategy eq payoff can be
achieved by (W, wP°. f, ) with the bang-bang property:

V(w) e ext EP(5) Yw #wP,

where ext EP(9) is the set of extreme points of EP(9).

(Green-Porter) If (W, wO f, 7) is strongly symmetric, then
ext EP(8) = {V,V}, where V := min EP(5), V := max EP(¥).

peP — pPEP
pZP

WO Q@ <
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Prisoners’ Dilemma with Noisy Monitoring

The value of “forgiveness” |

This has a higher value than grim trigger, since permanent
SS is only triggered after two consecutive y.

But the limiting value (as § — 1) is still zero. As players
become more patient, the future becomes more important,
and smaller variations in continuation values suffice to
enforce EE.

EE can be enforced by more forgiving specifications as
6 — 1.
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Prisoners’ Dilemma with Noisy Monitoring

The value of “forgiveness” Il

y
0 WAEE y ¢ Wss
w
\Jw
(B)

@ Public correlating device: /.
@ Thisis an eq if
V=(1-6)2+4p+(1-p)g)V
> (1-0)3+4(a+(1-q)s)V
@ In the efficient eq (requires p > q and 6(3p — 2q) > 1),

_ 4(3p—29)-1 _ 1-p
5 = 3@Bp—2q-1) and V =2-— ] < 2.

|

%g

%
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Prisoners’ Dilemma with Noisy Monitoring

The value of “forgiveness” Il

@ Public correlating device is not necessary: Every pure
strategy strongly symmetric PPE has payoff no larger than

1 _
2— =P .7

p—q

gg

32/40



Prisoners’ Dilemma with Noisy Monitoring

The value of “forgiveness” Il

@ Public correlating device is not necessary: Every pure
strategy strongly symmetric PPE has payoff no larger than

1 _
2— =P .7

p—q

@ Moreover, the upper bound is achieved: For sufficiently
large 4, both [0,7] and (0,7] are self-generating.

}“4
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Prisoners’ Dilemma with Noisy Monitoring

The value of “forgiveness” Il

@ Public correlating device is not necessary: Every pure
strategy strongly symmetric PPE has payoff no larger than

1 _
2— =P .7

p—q

@ Moreover, the upper bound is achieved: For sufficiently
large 4, both [0,7] and (0,7] are self-generating.

@ The use of payoff 0 is Nash reversion.




Prisoners’ Dilemma with Noisy Monitoring

The value of “forgiveness” Il

Public correlating device is not necessary: Every pure
strategy strongly symmetric PPE has payoff no larger than

1 _
2— =P .7

P—q
Moreover, the upper bound is achieved: For sufficiently
large 4, both [0,7] and (0,7] are self-generating.
The use of payoff 0 is Nash reversion.
Forgiving grim trigger: the set W = {0} U [y,7], where

. 2(1-9)
Y= T

is, for large 4, self-generating with all payoffs > 0
decomposed using EE.
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Implications

Providing intertemporal incentives requires imposing
punishments on the equilibrium path.

These punishments may generate inefficiencies, and the
greater the noise, the greater the inefficiency.

How to impose punishments without creating inefficiencies:
transfer value rather than destroying it.

In PD example, impossible to distinguish ES from SE.
Efficiency requires the monitoring be statistically
sufficiently informative.

Other examples reveal the need for asymmetric/

nonstationary behavior in symmetric stationary
environments.
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Statistically Informative Monitoring

Rank Conditions
Definition
The profile « has individual full rank for player i if the
|Ai| X |Y |-matrix Ri(Oé_i), with
[Ri(a_)lay == ply | aia_i),

has full row rank.
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Statistically Informative Monitoring

Rank Conditions
Definition
The profile « has individual full rank for player i if the
|Ai| X |Y |-matrix Ri(a_i), with
[Ri(a—i)lay = p(y | @ia_i),

has full row rank.
The profile a: has pairwise full rank for players i and j if the
(Al + [A]) x Y |-matrix

Ry(a) = |:Ri(ai)]
Rj(a)

‘&% has rank |Aj] + A — 1. =




Another Folk Theorem

The Public Monitoring Folk Theorem (Fudenberg, Levine,
and Maskin 1994)

Suppose the set of feasible and individually rational payoffs has
nonempty interior, and that all action profiles satisfy pairwise full
rank for all players. Every strictly individually rational and
feasible payoff is a perfect public equilibrium payoff, provided
players are patient enough.




Another Folk Theorem

The Public Monitoring Folk Theorem (Fudenberg, Levine,
and Maskin 1994)

Suppose the set of feasible and individually rational payoffs has
nonempty interior, and that all action profiles satisfy pairwise full
rank for all players. Every strictly individually rational and
feasible payoff is a perfect public equilibrium payoff, provided
players are patient enough.

@ Pairwise full rank fails for our prisoners’ dilemma example
(can be satisfied if there are three signals).

@ Also fails for Green Porter noisy oligopoly example, since
distribution of the market clearing price only depends on
total market quantity.

@ Folk theorem holds under weaker assumptions.
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Role of Patience

@ The monitoring can be arbitrarily noisy, as long as it
remains statistically informative.

@ But, the noisier the monitoring the more patient the players
must be.
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Role of Patience

@ The monitoring can be arbitrarily noisy, as long as it
remains statistically informative.

@ But, the noisier the monitoring the more patient the players
must be.

@ Suppose time is continuous, and decisions are taken at
points A, 2A, 3A,....

@ If r is continuous rate of time discounting, then § = e "4,
@ AsA—0,6 —1.
@ For games of perfect monitoring, high ¢ can be interpreted
as A.
@ But, this is problematic for games of imperfect monitoring:
As A — 0, the monitoring becomes increasingly precise
over a fixed time interval.
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Games with Private Monitoring

@ Intertemporal incentives arise when public histories
coordinate continuation play.

@ Can intertemporal incentives be provided when the
monitoring is private?

@ Stigler (1964) suggested that that answer is often NO, and
so collusion is not likely to be a problem when monitoring
problems are severe.
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The Problem

Fix a strategy profile o. Player i’s strategy is sequentially
rational if, after all private histories, the continuation
strategy is a best reply to the other players’ continuation
strategies (which depend on their private histories).

That is, player i is best responding to the other players’
behavior, given his beliefs over the private histories of the
other players.

While player i knows his/her beliefs, we typically do not.

Most researchers thought this problem was intractable,
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The Problem

@ Fix a strategy profile o. Player i’s strategy is sequentially
rational if, after all private histories, the continuation
strategy is a best reply to the other players’ continuation
strategies (which depend on their private histories).

@ That is, player i is best responding to the other players’
behavior, given his beliefs over the private histories of the
other players.

@ While player i knows his/her beliefs, we typically do not.

@ Most researchers thought this problem was intractable,
until Sekiguchi, in 1997, showed:

There exists an almost efficient eq for the PD with
oz conditionally-independent almost-perfect private monitoring.
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Prisoners’ Dilemma

Conditionally Independent Private Monitoring

E S ej

2,2 | -1,3
Sj
3,-1| 0,0 | wo \\WE/ Wsg

@ Rather than observing the other player’s action for sure,
player i observes a noisy signal: (y; = a;) =1 —¢.

@ Grim trigger is not an equilibrium: at the end of the first
period, it is not optimal for player i to play S after observing
yi = s;j (since in eq, player j played E and so with high
prob, observed y; = €;).

@ Sekiguchi (1997) avoided this by having players randomize |[_
(we will see how later).
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Almost Public Monitoring

@ How robust are PPE in the game with public monitoring to
the introduction of a little private monitoring?

@ Perturb the public signal, so that player i observes the
conditionally (on y) independent signal y; € {y,y}, with
probabilities given by

m(y1,Y2 | Y) = ma(ys | Y)ma(y2 | Y),

and

1_57 Ify =Y,
mi(yi ly) = {5 ifyf Ly
’ | .

@ Ex post payoffs are now u(a;, ;).
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Prisoners’ Dilemma with Noisy Monitoring

Bounded Recall-public monitoring

@ Suppose (3p —2q —r)"t <6 < (p+ 29— 3r)7L, so profile

is strict PPE in game with public monitoring.
@ Vj(w) is i's value from being in public state w.

]
il

i
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Prisoners’ Dilemma with Noisy Monitoring

Bounded Recall-private (almost-public) monitoring

@ In period t, player i’s continuation strategy after private
i _ (a0 Al t—1y i :
_hlsto_ry h! = (af,al,.. .,a; ") is completely determined by
i’s private state w' € W.
@ In period t, j sees private history hjt, and forms belief

B (h) € W over the period t state of player i. .

)|

(
)



Prisoners’ Dilemma with Noisy Monitoring

Bounded Recall-Best Replies

@ Forally, Pr(y; #y; | y) = 2¢(1 —¢), and so
Priw/ £ w(hf) | h) =2¢(1—-¢) W' <t.

@ For e sufficiently small, incentives from public monitoring
— carry over to game with almost public monitoring, and
2N profile is an equilibrium.




Prisoners’ Dilemma with Noisy Monitoring
Grim Trigger

@ Suppose 2p+q < & < 1, so grim trigger is a strict PPE.
@ Strategy in game with private monitoring is

Yi

A
@ If1l>p>q>r >0, profile is not a Nash eq (for any
e > 0).

@ If1l>p>r>q>0, profile is a Nash eq (but not
sequentially rational).




Prisoners’ Dilemma with Noisy Monitoring
Grim Trigger,1 >p>q>r >0
@ Consider private history ht = (By,.SY1,Sy1,- -+, SY1).
@ Associated beliefs of 1 about ws:

Priwd = wg) =1,
Pr(w; =ws [Ey ) =Pr(y; =y, |Ey, w3 =wg)~1-¢c<1,
but

Pr(wy = ws | h})

= Pr(wj =ws | wy " =ws) Pr(wy ! = wsg | h)

+Pr(ys =y [ wy " =weg, hi) Pr(wy* = we | hy),

NV
~0

and Pr(wy~t =ws | ht) < Pr(wy ' =ws | h{™'), and so
Pr(w} =ws | h}) -~ 0,ast — oo .




Prisoners’ Dilemma with Noisy Monitoring
Grim Trigger,1 >p>r>q >0
@ Consider private history ht = (By,.SY1,Sy1,- -+, SY1).
@ Associated beliefs of 1 about ws:
Priwd = wg) =1,
Pr(w; =ws [Ey ) =Pr(y; =y, |Ey, w3 =wg)~1-¢c<1,

but

Pr(wy = ws | h})

= Pr(wj =ws | wy " =ws) Pr(wy ! = wsg | h)
+Pr(ys =y | wy* = wg,h}) Pr(wyt = we | h}),
~0

and Pr(wy~t =ws | ht) > Pr(wy ' =ws | h{™'), and so
Pr(w} = wsg | h}) ~ 1 forall t.




Prisoners’ Dilemma with Noisy Monitoring
Grim Trigger,1 >p>r>q >0
@ Consider private history ht = (By,.EY1,EV1, - ,EYy).
@ Associated beliefs of 1 about ws:

Priwd = wg) =1,
Pr(w; =ws [Ey ) =Pr(y; =y, |Ey, w3 =wg)~1-¢c<1,
but

Pr(wy = ws | h})

= Pr(wj =ws | wy " =ws) Pr(wy ! = wsg | h)

+Pr(ys =y [ wy " =weg, hi) Pr(wy* = we | hy),

NV
~0

and Pr(wy~t =ws | ht) < Pr(wy ' =ws | h{™'), and so
Pr(w} =ws | h}) -~ 0,ast — oo .




Automaton Representation of Strategies

An automaton is the tuple (Wi,wio, fi, 1), where
@ W, is set of states,
o w! is initial state,
@ fi : W — A is output function (decision rule), and

@ 7 : W, x Aj x Y — W, is transition function.

Any automaton (VVi,WiO,fi,Ti) induces a strategy for i. Define

7i(wi, hi) = 7i(m(wi, b 1)ty

The induced strategy s; is given by s;(@) = fi(w?) and

si(hf) = fi(n(wo, b)), vhi.

i
g

& Every strategy can be represented by an automaton.




Almost Public Monitoring Games

Fix a game with imperfect full support public monitoring, so
thatforally € Y anda € A, p(y | a) > 0.

Rather than observing the public signal directly, each
player i observes a private signal y; € Y.

The game with private monitoring is ¢-close to the game
with public monitoring if the joint distribution 7 on the
private signal profile (yi,...,Yyn) satisfies

IT((y,Y,---,y) @) —ply | @) <e.

Such a game has almost public monitoring.

Any automaton in the game with public monitoring
describes a strategy profile in all e-close almost public
monitoring games.
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Almost Pubic Monitoring
Rich Private Monitoring
@ Fix a game with imperfect full support public monitoring, so
thatforally € Y anda € A, p(y | a) > 0.
@ Each player i observes a private signal z; € Z;, with
(z1,...,zn) distributed according to the joint dsn 7.
@ The game with rich private monitoring is e-close to the
game with public monitoring if there are mappings
& - Zi — Y such that

Z 7r((217"'7ZI'\)|a')_p(y’a') <E.
&1(z1)=Y,.6n(zn)=y
Such a game has almost public monitoring.
@ Any automaton in the game with public monitoring

> describes a strategy profile in all =-close almost public
monitoring games with rich private monitoring.
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Behavioral Robustness

Definition

An eg of a game with public monitoring is behaviorally robust if
the same automaton is an eq in all e-close games to the game
with public monitoring for ¢ sufficiently small.

Definition

A public automaton (W, w?°, f, 7) has bounded recall if there
exists L such that after any history of length at least L,
continuation play only depends on the last L periods of the
public history (i.e., 7(w, ht) = 7(w’, ht) for all w,w’ € W)).
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Behavioral Robustness

An eq is behaviorally robust if the same profile is an eq in
near-by games.

A public profile has bounded recall if there exists L such that
after any history of length at least L, continuation play only
depends on the last L periods of the public history.

Theorem (Mailath and Morris, 2002)

A strict PPE with bounded recall is behaviorally robust to
private monitoring that is almost public.

@}J

P

/
}"4
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Behavioral Robustness

An eq is behaviorally robust if the same profile is an eq in
near-by games.

A public profile has bounded recall if there exists L such that
after any history of length at least L, continuation play only
depends on the last L periods of the public history.

Theorem (Mailath and Morris, 2002)

A strict PPE with bounded recall is behaviorally robust to
private monitoring that is almost public.

“Theorem” (Mailath and Morris, 2006)

If the private monitoring is sufficiently rich, a strict PPE is
behaviorally robust to private monitoring that is almost public if

and only if it has bounded recall.

( /{23)) 2
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Bounded Recall
It is tempting to think that bounded recall provides an attractive
restriction on behavior. But:

Folk Theorem Il (Horner and Olszewski, 2009)

The public monitoring folk theorem holds using bounded recall
strategies. The folk theorem also holds using bounded recall
strategies for games with almost-public monitoring.

@ This private monitoring folk theorem is not behaviorally
robust.
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Bounded Recall
It is tempting to think that bounded recall provides an attractive
restriction on behavior. But:

Folk Theorem Il (Horner and Olszewski, 2009)

The public monitoring folk theorem holds using bounded recall
strategies. The folk theorem also holds using bounded recall
strategies for games with almost-public monitoring.

@ This private monitoring folk theorem is not behaviorally
robust.

Folk Theorem IIl (Mailath and Olszewski, 2011)

The perfect monitoring folk theorem holds using bounded recall
strategies with uniformly strict incentives. Moreover, the

o resulting equilibrium is behaviorally robust to almost-perfect

¥ almost-public monitoring. =3



Prisoners’ Dilemma

Conditionally Independent Private Monitoring

E S

&
2,2 | -1,3
Sj
3,-1| 0,0 Wg Ws

Player i observes a noisy signal: 7(y; = a;) =1 —¢.

Theorem (Sekiguchi, 1997)

For all ¢/ > 0, there exists n” > 1’ > 0 such that for all

5 € (1/3+1',1/3+1n"), there is a Nash equilibrium in which

each player randomizing over the initial state, with the
probability on wg exceeding 1 — ). =




Proof and extend to all high ¢

Proof of theorem
Optimality of grim trigger after different histories:
@ Es: updating given original randomization —> S optimal.

]
2
']

>/‘<
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Proof and extend to all high ¢

Proof of theorem

Optimality of grim trigger after different histories:
@ Es: updating given original randomization — S optimal.
@ Ee,Ee,..., Ee: perpetual e reassures i that j is still in wg.




Proof and extend to all high ¢

Proof of theorem

Optimality of grim trigger after different histories:
@ Es: updating given original randomization — S optimal.
@ Ee,Ee,..., Ee: perpetual e reassures i that j is still in wg.

@ Ee,Ee, ..., Ee, Es. Most likely events: either j is still in wg
and s is a mistake, or j received an erroneous signal in the
previous period. Odds slightly favor j receiving the
erronous signal, and because ¢ low, S is optimal.
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Proof and extend to all high ¢

Proof of theorem

Optimality of grim trigger after different histories:
@ Es: updating given original randomization — S optimal.
@ Ee,Ee,..., Ee: perpetual e reassures i that j is still in wg.

@ Ee,Ee, ..., Ee, Es. Most likely events: either j is still in wg
and s is a mistake, or j received an erroneous signal in the
previous period. Odds slightly favor j receiving the
erronous signal, and because ¢ low, S is optimal.

@ Ee,Ee,... Ee,Es,Se,...,Se. This period’s S will trigger
j’'s switch to wg, if not there already.

26/41



Proof and extend to all high ¢

Proof of theorem

Optimality of grim trigger after different histories:
@ Es: updating given original randomization —- S optimal.
@ Ee,Ee,... Ee: perpetual e reassures i thatj is still in wg.

@ Ee,Ee,..., Ee, Es. Most likely events: either j is still in wg
and s is a mistake, or j received an erroneous signal in the
previous period. Odds slightly favor j receiving the
erronous signal, and because ¢ low, S is optimal.

@ Ee,Ee,... Ee,Es,Se,...,Se. This period’s S will trigger
j’'s switch to wg, if not there already.

ot

To extend to all high ¢, lower effective discount factor by dividing
Efﬁf’ games into N interleaved games.
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Belief-Free Equilibria

Another approach is to specify behavior in such a way that the
beliefs are irrelevant.
Suppose n = 2.

Definition

The profile (W1, w2, f1, 1), W2, w3, 12, 72)) is a belief-free eq if
for all (wq,ws) € W1 x Wy, (Wi, wi,fi, i) is a best reply to
(VVj,Wj,fj,Tj), all i 75]

This approach is due to Piccione (2002), with a refinement by
Ely and Valimaki (2002). Belief-free eq are characterized by
Ely, Horner, and Olszewski (2005).
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lllustration of Belief Free Eq

The product-choice game

C S
H|[23]02
3,0 1,1

@ Row player is a firm choosing High or Low quality.
@ Column player is a short-lived customer choosing the
customized or standard product.

@ In the game with perfect monitoring, grim trigger (play Hc
till 1 plays L, then revert to perpetual Ls) is an eq if 6 > %
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The belief-free eq that achieves a payoff of 2 for the row player:
@ Row player always plays % oH + % o L. (Trivial automaton)

@ Column player’s strategy has one period memory. Play ¢
for sure after H in the previous period, and play

ab = (1_2_1(5)°C+2_1<5°S
after L in the previous period. Player 2’s automaton:

L

P*
w0 D=t
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@ Let Vi(w;a;) denote player 1's payoff when 2 is in state w,
and 1 plays a;. Then (where o = 1 — 1/(29)),

—0)2 + 6V (we)

—0)3+ 6Vi(wy),

—0)20 + 6V (We)
—0)(2a+ 1) 4+ 0V (wye).

/-\/-\/-\/\

@ Then, Vi(we) — Vi(wy) = (1 —4)/6.
@ Which is true when o =1 — 1/(29).
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Belief-Free Eq in the Prisoners’ Dilemma
Ely and Valimaki (2002)

E S
E| 22 |-1,3
S| 3-1| 0,0

@ Perfect monitoring.
@ Player i’s automaton, (W, w;, fi, 7i):

W= {WiE’WiS}a
1, a=E,
fi(w?) =
aocE+(1-a)oS, a=S,

Ti(Wiuaiaj) = W'aj

where a := 1 —1/(39).
@ Both (Vvl,w1 ,f1,7) and (Wl,wl ,f1,7) are best replies to a\ y
both (Wz,W2 ,f2,m) and (Wz,WZ T2, 12).
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Belief-Free in the Prisoners’ Dilemma-Proof

@ Let V;(aa’) denote player 1's payoff when 1 is in state w#
and 2 is in state wg'. Then

V1(EE) = (1 — 6)2 + 6V4(EE),
V1(ES) = (1 - 6)(3a — 1)
+ 6[aV1(EE) + (1 — a)V4(SE)],
Vi(SE;a; = E) = (1 — 6)2 + 6V4(EE)
= V1(SE;a; = S) = (1 — §)3 + 6V4(ES),
Vi(SS:a; = E) = (1—6)(—1)

— V1(SS:a; = S) = 6[aVa(ES) + (1 — a)V4(SS)].

@ Then, V1(EE) — V1(ES) = V1(SE) — V1(SS) = (1 - 6) /4.
@ Which is true when oo = 1 — 1/(39).

Y]
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Belief-Free in the Prisoners’ Dilemma

Private Monitoring

@ Suppose we have conditionally independent private
monitoring.

@ For ¢ small, there is a value of « satisfying the analogue of
the indifference conditions for perfect monitoring (the
system of equations is well-behaved, and so you can apply
the implicit function theorem).

@ These kinds of strategies can be used to construct
equilibria with payoffs in the square (0,2) x (0, 2) for
sufficiently patient players.

34/41



Histories are not being used to coordinate play! There is
no common understanding of continuation play.

This is to be contrasted with strict PPE.

Rather, lump sum taxes are being imposed after “deviant”
behavior is “suggested.”

This is essentially what do in the repeated prisoners’
dilemma.

Folk theorems for games with private monitoring have been
proved using belief free constructions.

These equilibria seem crazy, yet Kandori and Obayashi
(2014) report suggestive evidence that in some community
unions in Japan, the behavior accords with such an
equilibrium.
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Imperfect Monitoring

@ This works for public and private monitoring.
@ No hope for behavioral robustness.

“Theorem” (HOrner and Olszewski, 2006)

The folk theorem holds for games with private almost-perfect
monitoring.

@ Result uses belief-free ideas in a central way, but the
equilibria constructed are not belief free.

}“4
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Purifiability

@ Belief-free equilibria typically have the property that players
randomize the same way after different histories (and so
with different beliefs over the private states of the other
player(s)).

@ Harsanyi (1973) purification (robustness to private payoff
shocks) is perhaps the best rationale for randomizing
behavior in finite normal form games.

@ Can we purify belief-free equilibria (Bhaskar, Mailath, and
Morris, 2008)?

@ The one period memory belief free equilibria of Ely and
Valimaki (2002), as exemplified above, is not purifiable
using one period memory strategies.

@ They are purifiable using unbounded memory strategies.

@ Open question: can they be purified using bounded
memory strategies? (It turns out that for sequential games,
only Markov equilibria can be purified using bounded
memory strategies, Bhaskar, Mailath, and Morris 2013).

37/41



What about noisy monitoring?

Current best result is Sugaya (2013):

“Theorem”

The folk theorem generically holds for the repeated two-player
prisoners’ dilemma with private monitoring if the support of
each player’s signal distribution is sufficiently large. Neither
cheap talk communication nor public randomization is
necessary, and the monitoring can be very noisy.
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Ex Post Equilibria

@ The belief-free idea is very powerful.

@ Suppose there is an unknown state determining payoffs
and monitoring.

WE E S ws E S
1,1 | -1,2 E| 0,0 2,-1
2.-1| 0,0 S | -1,2 1,1

@ Let I'(4; w) denote the complete-information repeated
game when state w is common knowledge. Monitoring may
be perfect or imperfect public.
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Perfect Public Ex Post Equilibria

I'(d; w) is complete-information repeated game at w.

Definition

The profile of public strategies o* is a perfect public ex post eq
if o*|e is @ Nash eq of ['(§; w) for all histories ht € H, where
o*|, is the continuation public profile induced by ht.

@ These equilibria can be strict; histories do coordinate play.
@ But the eq are belief free.

}“4
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Perfect Public Ex Post Equilibria

I'(d; w) is complete-information repeated game at w

Definition

The profile of public strategies o* is a perfect public ex post eq
if o*|,;: is a Nash eq of I'(§; w) for all histories h' € H, where
o*|, is the continuation public profile induced by ht.

@ These equilibria can be strict; histories do coordinate play.
@ But the eq are belief free.

“Theorem” (Fudenberg and Yamamoto 2010)

Suppose the signals are statistically informative (about actions
and states). The folk theorem holds state-by-state.

These ideas also can be used in some classes of reputation
& games (Horner and Lovo, 2009) and in games with private
" monitoring (Yamamoto, 2014).
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Conclusion

The current theory of repeated games shows that the long
relationships can discourage opportunistic behavior, it
does not show that long run relationships will discourage
opportunistic behavior.

Incentives can be provided when histories coordinate
continuation play.

Punishments must be credible, and this can limit their
scope.

Some form of monitoring is needed to punish deviators.
This monitoring can occur through communication
networks.

Intertemporal incentives can also be provided in situations
when there is no common understanding of histories, and
so of continuation play.
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What is left to understand

Which behaviors in long-run relationships are plausible?
Why are formal institutions important?

Why do we need formal institutions to protect property
rights, for example?

Communication is not often modelled explicitly, and it
should be. Communication make things significantly easier
(see Compte, 1998, and Kandori and Matsushima, 1998).

Too much focus on patient players (¢ close to 1).
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Introduction

Repeated games have many equilibria. At the same time,
certain plausible outcomes are not consistent with
equilibrium. lllustrate with product-choice game.

Reputation effects: the impact on the set of equilibria
(typically of a repeated game) of perturbing the game by
introducing incomplete information of a particular kind.

Reputation effects bound eq payoffs in a natural way. First
illustrate again using the product choice game, and then
give a complete proof in the canonical model of Fudenberg
and Levine (1989, 1992), using the tool of relative entropy
introduced by Gossner (2011), and

outline the temporary reputation results of Cripps, Mailath,
and Samuelson (2004, 2007).
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Introduction

The product choice game

C S
H|[23]02
3,0 1,1

@ Row player is a firm, choosing between high (H) and low
(L) effort.

@ Column player is a customer, choosing between a
customized (c) and standard (s) product.

@ Game has a unique Nash equilibrium: Ls.
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Perfect Monitoring

Suppose firm is long-lived, playing the product-choice game
with a sequence of short-lived customers.
Suppose moreover that
@ monitoring is perfect (everyone sees all past actions) and
@ the firm has unbounded lifespan, with a discount factor §.

Then
@ ford > % there is a subgame perfect eq in which Hc is
played in every period (any deviation results in Ls forever).
@ ford > % every payoff in [1, 2] is the payoff of some pure
strategy subgame perfect eq.
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Perfect Monitoring

Suppose firm is long-lived, playing the product-choice game
with a sequence of short-lived customers.
Suppose moreover that
@ monitoring is perfect (everyone sees all past actions) and
@ the firm has unbounded lifespan, with a discount factor §.

Then
@ ford > % there is a subgame perfect eq in which Hc is
played in every period (any deviation results in Ls forever).
@ ford > % every payoff in [1, 2] is the payoff of some pure
strategy subgame perfect eq.

But for all §, the profile in which history is ignored and Ls is
Efﬁf’ played in every period is an eq.
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Imperfect Monitoring
Suppose now that the actions of the firm are imperfectly
observed. There is a signaly € {y,y, } (good experience, bad
experience) with distribution B

_ p, ifa;=H,
a =
p(Y | a1) {q, ifa, =L,

where0 < g <p<1.

@ If 2p — g < 1, the only pure strategy PPE is perpetual Ls
(and as under perfect monitoring, this is always an eq).

@ The maximum payoff the firm can achieve in any PPE is
(1-p)
(p—a)
(Achieving this bound requires ¢ close to 1.)
@ Payoffs are bounded away from payoff from perpetual Hc.

< 2.
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The issue

Repeated games have too many equilibria and not enough:

@ In the finitely horizon product choice, the unique Nash eq is
Ls in every period, irrespective of the length of the horizon.
@ In the finitely repeated prisoners’ dilemma, the unique
Nash eq is always defect, irrespective of the number of
repetitions.
@ In the chain store paradox, the chain store cannot deter
entry no matter how many entrants it is facing.
It seems counter-intuitive that observing a sufficiently long
history of H’s (or sufficiently high fraction of y’s) in our example
would not convince customers that the firm will play H.
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Incomplete Information

Suppose the customers are not completely certain of all the
characteristics of the firm. That is, the game has incomplete
information, with the firm’s characteristics (type) being private
information to the firm.

Suppose that the customers assign some (small) chance to the
firm being a behavioral (commitment) type £(H) who always
plays H.

Then, if the normal type firm is sufficiently patient, its payoff is
close to 2.
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A simple reputation result
A preliminary lemma
Lemma
Suppose prob assigned to £(H), u(£(H)) =: po, is strictly
positive. Fix a Nash equilibrium. Let h! be a positive probability
period-t history in which H is always played. The number of
periods in h' in which a customer plays s is no larger than

log o
K* = ————.
log 2
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A simple reputation result
A preliminary lemma
Lemma
Suppose prob assigned to £(H), u(£(H)) =: po, is strictly
positive. Fix a Nash equilibrium. Let h! be a positive probability
period-t history in which H is always played. The number of
periods in h' in which a customer plays s is no larger than

log o
K* = ————.
log 2

g- is 2’s prob that firm plays H in period = conditional on h™.
In eq, if customer 7 does choose s, then

g- < 3.
So, would like an upper bound on
K(t):=#{r <t:q,; < %}
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Let . := Pr{{(H)|h™} be the posterior assigned to £(H) after
h™, and since h™ is an initial segment of ht,

re1 = PrH{E(H)INT, HY = Pr{ér(?H)i u }hT}

_ Pr{H[¢(H),h7} Pr{(H)[h7}
Pr{H|h"}
_ lu”T

= Ei— — Hr = qT/LT—Fl‘
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Let . := Pr{{(H)|h™} be the posterior assigned to £(H) after
h™, and since h™ is an initial segment of ht,

Pr{¢(H),HIh"}

pry1 = PHE(H)NT, H} =

Pr{H|h7}
_ Pr{H|¢(H).h"} Pr{&(H)|h"}
Pr{H|h"}
= & = W = qT:uTJrl‘
a-
Then,
t—1 ()
po = Gop = Aoltuiz = e [[ o < J[ oy or < (3
=0 T2

Taking logs, log g < k(t) log % and so

log 110
< - .
k(1) < log 2
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The Theorem

Theorem (Fudenberg and Levine 1989)

Suppose £(H) receives positive prior probability ig > 0. In any
Nash equilibrium, the normal type’s expected payoff is at least

265", Thus, for all ¢ > 0, there exists § such that for all

§ € (0,1), the normal type’s payoff in any Nash equilibrium is at
least 2 — e.

Normal type can always playing H.
Applying Lemma yields a lower bound on payoffs of

k*—1

> (1-6)50+ i (1—0)672 = 26%.

=0 T=k*

Efﬁf’ This can be made arbitrarily close to 2 by choosing 6 close to 1. [
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Comments

@ This result made few assumptions on the nature of the
incomplete information. In particular, the type space = can
be infinite (even uncountable), as long as there is a grain of
truth on the commitment type (u(£(H)) > 0).

@ The result also holds for finite horizons. If firm payoffs are
the average of the flow (static) payoffs, then average
payoffs are close to 2 for sufficiently long horizons.

@ Perfect monitoring of the behavioral type’s action is critical.

@ Above argument cannot be extended to either imperfect
monitoring or mixed behavior types (and yet the intuition is
compelling).

A new argument is needed.
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The Canonical Reputation Model

The Complete Information Model

A long-lived player 1 faces a sequence of short-lived players, in
the role of player 2 of the stage game.

@ A, finite action set for each player.

@ Y, finite set of public signals of player 1's actions, a;.

@ p(y | a1), prob of signaly € Y, given a; € A;.

@ Player 2's ex post stage game payoff is u;(a;,ap,y), and
2's ex ante payoff is

ux(ag,ay) := Zer uz(ag, az,y)e(ylas).

@ Each player 2 max’s her (expected) stage game payoff u..
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@ Player 1's ex post stage game payoff is uj(a;,ap,y), and
1's ex ante payoff is

ui(as,az) := Zer uz(as, a2, y)p(ylas).
@ Player 1 max’s the expected value of
. t
(1-9) thoa us(ag, ap).

@ Player 1 observes all past actions and signals, while each
player 2 only the history of past signals.

@ A strategy for player 1.
o1 URo(AL x Ay x Y ) — A(A).

@ A strategy for player 2:

o2 URoY ! — A(A2).
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The Canonical Reputation Model

A long-lived player 1 faces a sequence of short-lived players, in
the role of player 2 of the stage game.

@ A, finite action set for each player.

@ Y, finite set of public signals of player 1's actions, a;.

@ p(y | a1), prob of signaly € Y, given a; € A;.

@ Player 2's ex post stage game payoff is u3(az, ay,y), and
2's ex ante payoff is

Up(as,az) := Zer uz(as, a2, y)p(ylas).

@ Each player 2 max’s her (expected) stage game payoff u.
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@ The player 2’s are uncertain about the characteristics of
player 1: Player 1's characteristics are described by his

type, € € =.
@ All the player 2’s have a common prior x on =.
@ Type space is partitioned into two sets, = = =1 U =», where

@ = is the set of payoff types and
@ =, is the set of behavioral (or commitment or action) types.

@ For £ € =4, player 1's ex post stage game payoff is
ui(as,az,y,§), and 1's ex ante payoff is

u(as,az, &) ==Y

@ Each type ¢ € =; of player 1 max’s the expected value of

(1-0)> 081, a2,¢).

yoy Ui(as,a2,y,6)p(ylas).
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@ Player 1 knows his type and observes all past actions and
signals, while each player 2 only the history of past signals.

@ A strategy for player 1:
01 URo(AL x Ay x Y)E x = — A(A).

If ¢ € =, is a simple action type, then there exists unique
&1 € A(Aq) such that o1(ht, &) = & for all hl.
@ A strategy for player 2:

o2 U YE — A(A2).
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Kad

o
o

Space of outcomes: Q := = x (A; x Ap X Y)*.
A profile (o1, 02) with prior x induces the unconditional
distribution P € A(Q).

For a fixed simple type & = ¢(é1), the probability measure
on Q conditioning on £ (and so induced by & in every
period and o), is denoted P € A(Q).

Denoting by P the measure induced by (01,02) and
conditioning on £ # &, we have

P = ()P + (1 - n(@))P.
Given a strategy profile o, Uy (o, &) denotes the type-¢
long-lived player’s payoff in the repeated game,

Ul(avf) = EP (1 - 5) Zdtul(at7yt76)‘ ‘f] .
t=0
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Denote by I'(u, 0) the game of incomplete information.
Definition

A strategy profile (¢, 0%) is a Nash equilibrium of the game
M(p,0) if, for all £ € =1, o) maximizes U1 (o1, 0%, §) over player
1's repeated game strategies, and if for all t and all h} € H, that
have positive probability under (¢4, o%) and p (i.e., P(h) > 0),

Ep [uz2(0h (N1, ), 05(h3)) | hy] = o Ep [u2(cy(h, &), az) | hy] .

a

ol
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o8 s}

Denote by I'(u, 0) the game of incomplete information.
Definition

A strategy profile (¢, 0%) is a Nash equilibrium of the game
M(p,0) if, for all £ € =1, o) maximizes U1 (o1, 0%, §) over player
1's repeated game strategies, and if for all t and all h} € H, that
have positive probability under (¢4, o%) and p (i.e., P(h) > 0),

Ep [uz2(c (N}, €), 05(h3)) | h3] = RIS [u2(a (D5, €),82) | D3] -
Our goal: Reputation Bound (Fudenberg & Levine '89 '92)

Fix a payoff type, £ € =;. What is a “good” lower bound, uniform
across Nash equilibria ¢’ and =, for Uy (o”,£)?

ot

Our tool (Gossner 2011): relative entropy. |
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Relative Entropy

@ X afinite set of outcomes.

@ The relative entropy or Kullback-Leibler distance between
probability distributions p and q over X is

X
d(plla) :==>_ p(x) X)

xeX

By convention, Ologg =0forallq €[0,1] and plog§ =
for all p € (0, 1]. In our applications of relative entropy, the
support of g will always contain the support of p.

@ Since relative entropy is not symmetric, often say d(p||q) is
the relative entropy of g with respect to p.

@ d(pllg) > 0,and d(p|lq) =0 < p=q. -
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Relative entropy is expected prediction error

d(pl||/g) measures observer’s expected prediction error on
X € X using q when true dsn is p:

@ ni.i.d. draws from X under p has probability [ [, p(x)™,
where ny is the number of realization of x in sample.

@ Observer assigns same sample probability [ [, q(x)™.

@ Log likelihood ratio is

L(X1,...,%Xn) =Y, Nxlog %,

and so
%‘C(X17 o 7Xn) - d(qu)




The chain rule

Lemma
Suppose P,Q € A(X x Y), X and Y finite sets. Then

d(P[lQ) = d(Px||Qx) + >_x Px(X)d(Py (:|x)[|Qy (-[x))
= d(Px[|Qx) + Ep, d(Py (-[x)[|Qy (-[x))-

i

gﬁ?x
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The chain rule

Lemma
Suppose P,Q € A(X x Y), X and Y finite sets. Then

d(P[lQ) = d(Px||Qx) + >_x Px(X)d(Py (:|x)[|Qy (-[x))
= d(Px[|Qx) + Ep, d(Py (-[x)[|Qy (-[x))-

Proof.

d(PIIQ) = Sy P(x,¥)l0g G BEEY 355

)

=
A S
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The chain rule

Lemma
Suppose P,Q € A(X x Y), X and Y finite sets. Then

d(P[Q) = d(Px[[Qx) + 2_x Px (x)d (Py (:[x)[|Qv ([x))
= d(Px[|Qx) + Ep, d(Py (-[x)[|Qv (:x))-

Proof.

4(P10) = Suy Pl o ) B

— d(Px[[Qx) + Yyy P(x,y)log B

=

=3
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The chain rule
Lemma

Suppose P,Q € A(X x Y), X and Y finite sets. Then

d(P[lQ) = d(Px||Qx) + >_x Px(X)d(Py (:[x)[|Qy (-[x))
= d(Px[Qx) + Ep, d(Py (:[x)[|Qy (:[x))-

Proof.

A(PIIQ) = Cy P(x,¥) 100 G5 5,15 Bty
= d(Px|Qx) + >y P(x,y)log gi(&\&;




The chain rule
Lemma

Suppose P,Q € A(X x Y), X and Y finite sets. Then

d(P[lQ) = d(Px||Qx) + >_x Px(X)d(Py (:[x)[|Qy (-[x))
= d(Px[Qx) + Ep, d(Py (:[x)[|Qy (:[x))-

Proof.

d(PIIQ) = Sy P(x,¥)l0g G BEGY 315
= d(Px|Qx) + >y P(x,y)log g:((s;\‘i))




The chain rule

Lemma
Suppose P,Q € A(X x Y), X and Y finite sets. Then

d(P[IQ) = d(Px||Qx) + >_x Px(X)d(Py (:|x)[|Qy (-[x))
= d(Px|Qx) + Ep,d(Py (:[x)[|Qy (:[x))-

Proof.

d(PIIQ) = Yy P(x:¥)108 G4 By Ste)

=d(Px[|Qx) + >y, P(x.y)log gi((illlli))

— d(PxI|Qx) + ¥y Px (x) X2, Py (y[x) log B

)

=
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A grain of truth

Lemma

Let X be a finite set of outcomes. Suppose p,p’ € A(X) and
q=¢p+ (1 —¢)p’ for some € > 0. Then,

d(pllq) < —loge.

]
2
']

>/‘<
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A grain of truth

Lemma

Let X be a finite set of outcomes. Suppose p,p’ € A(X) and
q=¢p+ (1 —¢)p’ for some € > 0. Then,

d(pllq) < —loge.

Proof.
Since q(x)/p(x) > ¢, we have

~d(plla) = ¥, p(x)log 253 > 37, p(x)loge = loge.




Back to reputations!

@ Fix &; € A(A1) and suppose p(£(a1)) > 0.
@ In a Nash eq, at history h}, o,(h}) is a best response to

ai(h) := Eploa(hy,€) | h3] € A(Ay),
that is, o2(h) maximizes

Zal Zy u;(ala a27y)p(y‘al)al(al|ht2)'




Back to reputations!

@ Fix &; € A(A1) and suppose p(£(a1)) > 0.
@ In a Nash eq, at history h}, o,(h}) is a best response to

ai(h3) == Ep[oa(hi, €) | h] € A(Aq),
that is, o2(h) maximizes
>a, 2oy Us(as, a2, y)p(ylar)as(as|hh).
@ Athl, 2's predicted dsn on the signal y' is
p(h3) == p(-|as(h)) = 3, p-as)as(as|hy).




Back to reputations!

@ Fix &; € A(A1) and suppose p(£(a1)) > 0.
@ In a Nash eq, at history h}, o,(h}) is a best response to

ai(h) := Eploa(hy,€) | h3] € A(Ay),
that is, o2(h) maximizes
>a, 2oy Us(as, a2, y)p(ylar)as(as|hh).
@ Athl, 2's predicted dsn on the signal y' is
p(h3) := p(lar(h3)) = X4, p(-|a1)as(@shy).
@ If player 1 plays &4, true dsn on y' is

P = p(-|d1) = 224, p(la1)as(ar).

35/59



Back to reputations!

@ Fix &; € A(A1) and suppose p(£(a1)) > 0.
@ In a Nash eq, at history h}, o,(h}) is a best response to

ai(h) := Eploa(hy,€) | h3] € A(Ay),
that is, o2(h) maximizes
>a, 2oy Us(as, a2, y)p(ylar)as(as|hh).
@ Athl, 2's predicted dsn on the signal y' is
p(h3) := p(lar(h3)) = X4, p(-|a1)as(@shy).
@ If player 1 plays &4, true dsn on y' is

P = p(-|d1) = 224, p(la1)as(ar).

@ Player 2's one-step ahead prediction error is
d(pllp(h3)) -




Bounding prediction errors

@ Player 2 is best responding to an action profile a4 (h}) that
is d(p[|p(h}))-close to &, (as measured by the relative
entropy of the induced signals).

@ To bound player 1's payoff, it suffices to bound the number
of periods in which d(p||p(h)) is large.
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Bounding prediction errors

@ Player 2 is best responding to an action profile a4 (h}) that
is d(p[|p(h}))-close to &, (as measured by the relative
entropy of the induced signals).

@ To bound player 1's payoff, it suffices to bound the number
of periods in which d(p||p(h)) is large.

@ Foranyt, Pt2 is the marginal of P on Y!. Then,

PY = u(€)Ph + (1 — u(€))PS,

and so R A
d(P5|P5) < —log p(¢).
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Applying the chain rule:

—log u(€) > d(P5I|PY)
= (F’t YIPy ) +Epd(Blip(hy 1))

= Z d(pllp(h3))
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Applying the chain rule:

—log u(€) > d(P5I|PY)
= (F’t YIPy ) +Epd(Blip(hy 1))

= Z d(pllp(h3))
Since this holds for all t,

S Ed(Bllp(hg)) < —log u(@).

=0




From prediction bounds to payoff bounds

Definition
An action az € A(Az) is an e-entropy confirming best response
to oy € A(Ay) if there exists o € A(A1) such that

©Q o, is a best response to o; and

Q d(p(-lea)llp(‘ay)) <e.
The set of e-entropy confirming BR’s to o4 is denoted Bg ().

\ |
k|

).l

gg
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From prediction bounds to payoff bounds

Definition
An action a; € A(Az) is an e-entropy confirming best response
to o € A(Ay) if there exists o € A(A1) such that

© o is a best response to «; and

Q d(p(-lea)llp(‘lay)) <e.

The set of e-entropy confirming BR’s to «; is denoted BY (a4 ).

In a Nash eq, at any on-the-eg-path history h, player 2’s action
is a d(p||p(h))-entropy confirming BR to &;.

}“4
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From prediction bounds to payoff bounds

Definition
An action ap € A(Ap) is an e-entropy confirming best response
to a1 € A(Aq) if there exists o) € A(Az) such that

@ «; is a best response to oj; and

Q d(p(-|ea)llp(-lay)) <e.

The set of e-entropy confirming BR’s to «a; is denoted BY (a4 ).

Define, for all payoff types £ € =,

vi.(e):= min ui(og,az8),
B (o)

and denote by w, the largest convex function below v§, .




The product-choice game |

3,0 1,1

@ Suppose &1 = 1oH.
@ cis unique BRt0 oy if ay(H) > 3.
@ sisalsoaBRto aj if ay(H) = 5.
@ d(LoH||z0H +30L)=log17; =log2 ~ 0.69.
°
2, ife<log2,
{O, if ¢ > log 2.
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A picture is worth a thousand words

player 1

payoffs Vi




A picture is worth a thousand words

player 1
payoffs

0

Diff between this and the earlier simple rep. bound is o(1 — §)
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The product-choice game Il

C S
H|23]|0,2
3,0 1,1

@ Suppose &3 =2 oH +$oL.
@ cis unique BRt0 oy if ay(H) > 3.

@ sisalsoaBR1t0 o if ay(H) = 3.
o ~
d(aa)3oH+30L) =2%log 23 + % log 13
=3log2 —log3

=: £~ 0.06.
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Two thousand?

player 1

K
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The reputation bound

Proposition
Suppose the action type ¢ = &(é1) has positive prior probability,

(&) > 0, for some potentially mixed action &, € A(A;). Then,
player 1 type ¢'s payoff in any Nash equilibrium of the game

. £ (a
[(u, ) is greater than or equal to w; (£), where

2= —(1—0)log u(é).

The only aspect of the set of types and the prior that plays a
role in the proposition is the probability assigned to &.

The set of types may be very large, and other quite crazy types
may receive significant probability under the prior .

49/59



The proof
Since in any Nash equilibrium (o, 0%), each payoff type ¢ has
the option of playing &, in every period, we have

Us(0',§) = (1= 8) Y~ 8'Epfus (o (nh), o5(h5). &) | €]
> (1-08)y " 8'Epua(dn, o(hh), <)
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The proof

Since in any Nash equilibrium (¢, 0% ), each payoff type ¢ has
the option of playing &1 in every period, we have

Ur(0,€) = (1-6) >~ 8'Epfur(oi(h}), o5(hh), &) | ¢]
> (1-9) Zzo (5tE§U1(56170/2(ht2)af)
> (1-6)) "~ S'Epvé, (d(Bllp(hh))
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The proof

Since in any Nash equilibrium (¢, 0%), each payoff type ¢ has
the option of playing &1 in every period, we have

(1-8)Y " 0'Eplua(oi(h}), o5(h}),€) | €]
> (1-06)) " 0'Epua(an, oh(hh), )

(1-0) " 0'Epvs, (d(Bllp(h)))
(1-9)

1-9 Zfo 6'Egws, (d(Plp(h%)))




The proof

Since in any Nash equilibrium (o, 0%), each payoff type ¢ has
the option of playing &, in every period, we have

Zf atEAvw (Blp(h3)))
103" SEpw, (d (ﬁ\lp(htz)))




The proof

Since in any Nash equilibrium (¢, 0%), each payoff type £ has
the option of playing &1 in every period, we have

Ui(0,€) = (1= 0) >~ o'Epfus(oy(h}), o), €) | €]
(1=08)Y " 8'Epua(an, oh(h}), )
(1-9)

(1-9)

vl

v
H

—9 ZOO S'EgVs, (d(Blp(h})))
1-9 ZOO 6'Egws, (d(PlIp(h3)))

Y

| \/

(1-0)> " &'Epd(Plip(hb))
(1 —6)log p( )) Wal(g)

| \/

|
(-

1




Patient player 1

Corollary

Suppose the action type & = &(&1) has positive prior probability,
1(€) > 0, for some potentially mixed action &, € A(A;). Then,
for all ¢ € =; and > 0, there exists a < 1 such that, for all

§ € (0,1), player 1 type &'s payoff in any Nash equilibrium of the

game I'(u,d) is greater than or equal to

v§,(0) — .




When does BJ(a1) = BR(a1)?

Suppose p(-|a1) # p(-|a}) for all a; # aj. Then pure action
Stackelberg payoff is a reputation lower bound provided
the simple Stackelberg type has positive prob.

Suppose p(-laq) # p(-|a]) for all ag # o). Then mixed
action Stackelberg payoff is a reputation lower bound
provided the prior includes in its support a dense subset of
A(A7).
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How general is the result?

@ The same argument (with slightly worse notation) works if
the monitoring distribution depends on both players actions
(though statistical identifiability is a more demanding
requirement, particularly for extensive form stage games).

@ The same argument (with slightly worse notation) also
works if the game has private monitoring. Indeed, notice
that player 1 observing the signal played no role in the
proof.
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The Purchase Game

2
don’t buy buy
1
0
0 H L
58/59
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The Purchase Game

BR(H) = {b}.
But p(:|Hd) = p(:|Ld) and so
don’t buy buy Bd(Hd) = {d, b}, implying
\if'(H)(O) = 0, and no useful
o 1 reputation bound.
0 H L
1 2
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Impermanent Reputations
under Imperfect Monitoring

@ Imperfect monitoring of long-lived players is not an
impediment for reputation effects.

@ But it does have implications for its permanance:
Reputation effects are necessarily temporary in the
presence of imperfect monitoring.

(Under perfect monitoring, permanent reputation effects
are trivially possible.)



Imperfect Monitoring

Suppose only two types, the normal type £, and the simple
action type ¢ := £(é).

Allow signal dsn to depend on a; and as.

Maintain assumption that player 1 observes past a..

Assumption: Full support
p(y|éq,a2) >0forall y € Y and a; € As.

Assumption: Identifiability
[p(+]-, a2)]y,a, has full column rank.

A\

Identifiability implies Bg(a1) = BR(«ay).

):|

i

i
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Disappearing Reputations

Given a strategy profile (o1, 02) of the incomplete information
game, the short-lived player’s belief in period t that player 1 is
type € is A

p'(hb) = P(€|hb),
and so 40 is the period 0, or prior, probability assigned to ¢.

Proposition (Cripps, Mailath, Samuelson 2004)

Suppose player 2 has a unique best response a» to & and
(&1, &) is not a Nash equilibrium of the stage game. If (¢1,02)
is a Nash equilibrium of the game I (u, 6), then

ut =0, P-a.s.




Intuition

Bayes’ rule determines ;! after all histories (of 1’s actions).
At any Nash eq, 4! is a bounded martingale and S0}
Ju>®:  pl— p>® P-as. (and hence P- and P-a.s.).
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are eventually choosing the same distribution over actions
&4 (because otherwise player 2 could distinguish them).
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Intuition

Bayes’ rule determines ;! after all histories (of 1’s actions).
At any Nash eq, ;! is a bounded martingale and so
Ju>®:  pl— p>® P-as. (and hence P- and P-a.s.).
@ Suppose result is false. Then, there is a positive
P-probability event on which p*° is strictly positive.

@ On this event, player 2 believes that both types of player 1
are eventually choosing the same distribution over actions
&4 (because otherwise player 2 could distinguish them).

© Consequently, on a positive ﬁ-probability set of histories,
eventually, player 2 will always play a best response to &;.

© Since player 1 is more informed than player 2, player 1
knows this.

© This yields the contradiction, since player 1 has a strict
incentive to play differently from &;.

S8
=g
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Player 2 either learns the type is normal or doesn'’t
believe it matter-I

Lemma
At any Nash eq,

lim (1 = ) ||on — Efor (4, 0) (R = 0, P-as.




Player 2 either learns the type is normal or doesn’t
believe it matter-Il

For € > 0 small, on the event

X':= {||p(hb) - B(hE)|| < &1},

player 2 best responds to é1, i.e., oo(hb) = .

Player 2 cannot have too many ﬁ—expected surprises (i.e.,
periods in which player 2 both assigns a nontrivial probability to
player 1 being ¢ and believes p(hb) is far from p(hb)):

Lemma

ZE~[ 2(1-1x)] < _2log(1 — %)

2
€9

Efﬁf’ where 1y: is the indicator function for the event X. <



Implications of Permanent Reputations
If reputations do not disappear almost surely under P, then

P> =0) <1,
and so there exists a A > 0 and Ty such that

0 < P(uf > AVt > Ty) =: P(F).



Implications of Permanent Reputations
If reputations do not disappear almost surely under P, then

P(u™ =0) <1,
and so there exists a A > 0 and Ty such that
0 < P(uf > AVt > Ty) =: P(F).
On F, eventually player 2 believes &, plays &:
Lemma

Suppose ut £ 0 P-a.s. There exists Ty such that for

B:= ﬂtzn Xt

o>z we have

P(B) > P(FN B) > 0. =




Conclusion of Argument

@ On B, not only is player 2 always playing a., the BR to &4,
but player 1 eventually is confident that 2 is doing so.



Conclusion of Argument

On B, not only is player 2 always playing &, the BR to &1,
but player 1 eventually is confident that 2 is doing so.
Moreover, again on B, for all r, for sufficiently large t, 1 is
confident that 2 is doing so in periods, t,t+1,...,t+ T,
irrespective of the signals 2 observes in periods
Lt+1,...,t+ .

S
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Conclusion of Argument

@ On B, not only is player 2 always playing a», the BR to &4,
but player 1 eventually is confident that 2 is doing so.

@ Moreover, again on B, for all 7, for sufficiently large ¢, 1 is
confident that 2 is doing so in periods, t,t+1,...,t+ T,
irrespective of the signals 2 observes in periods
tLt+1,.. ., t+ .

Imperfect monitoring is key here: The minimum prob of any
T sequence of signals under &4 is bounded away from zero.
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Conclusion of Argument

@ On B, not only is player 2 always playing a», the BR to &4,
but player 1 eventually is confident that 2 is doing so.

@ Moreover, again on B, for all 7, for sufficiently large ¢, 1 is
confident that 2 is doing so in periods, t,t+1,...,t+ T,
irrespective of the signals 2 observes in periods
tLt+1,.. ., t+ .

Imperfect monitoring is key here: The minimum prob of any
T sequence of signals under &4 is bounded away from zero.

@ Contradiction: Player 1 best responding to player 2 cannot

play éq.

=
foo)
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Comments

@ Result is very general. Holds if:
e there are many types,
e under private monitoring of both players’ actions, as long as
an identifiability condition holds on both players’ actions

(Cripps, Mailath, and Samuelson 2007, Mailath and
Samuelson 2014).




Asymptotic Restrictions on Behavior |

Result is on beliefs. What about behavior? If player 2’s actions
are observed by player 1, then:

For any Nash eq of the incomplete information game and for all
P-almost all sequences of histories { h;}, every cluster point of
the sequence of continuation profiles is a Nash eq of the
complete information game with normal type player 1.

If player 2 is imperfectly monitored, then need to replace the
second Nash with correlated.

=S
8|8
BT
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Asymptotic Restrictions on Behavior Il

@ Suppose player 2’s actions are perfectly monitored.
@ Suppose the stage game has a strict Nash equilibrium a*.

@ Suppose for all e > 0, there exists > 0 and an eq of the
complete information game ¢(0) such that for all 4 € (0, 7)
the incomplete information game with prior 1o has an eq
with player 1 payoff within € of uy(c(0)).

Given any prior pg and any 9, for all € > 0, there exists a Nash
eq of the incomplete information game in which the
P-probability of the event that eventually a* is played in every
period is at least 1 — &.

S8
=g
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Interpretation

reputation effects




Reputation Effects with Long-lived Player 2?

@ Simple types no longer provide the best bounds on payoffs.
For the repeated PD, a reputation for tit-fot-tat is valuable
(while a reputation for always cooperate is not!), Kreps,
Milgrom, Roberts, and Wilson (1982).



Reputation Effects with Long-lived Player 2?

@ Simple types no longer provide the best bounds on payoffs.
For the repeated PD, a reputation for tit-fot-tat is valuable
(while a reputation for always cooperate is not!), Kreps,
Milgrom, Roberts, and Wilson (1982).

@ The bound of surprises arguments still hold with long-lived
player 2 (as does the disappearing reputation result), but

player need not best respond to the belief that on the
equilibrium path, player 1 plays like an action type.

There are some positive results, but few and make strong
assumptions.

=
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BT
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Persistent Reputations

How to rescue reputations?

@ Limited observability
Suppose short-lived players can only observe the last L
periods. Then reputations can persist and may cycle (Liu
2011, Liu and Skrzypacz 2014).

@ Changing types
Yields both cyclical reputations (Phelan 2006) and
permanent reputations (Ekmekci, Gossner, and Wilson
2012).

=S
8|8
BT
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Reputation as Separation

@ Are reputations always about scenarios where uninformed
players assign positive probability to “good” types?

@ Sometimes reputations are about behavior where informed
players are trying to avoid a “bad” reputation.

@ But avoidance of bad reputations is hard: Mailath and
Samuelson (2001), Morris (2001), and Ely and Valimaki
(2003).

S
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Further Reading

Repeated Games
and Reputations

George J. Mailath
Larry Samuelson
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